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Oral evidence

Taken before the Treasury Committee

on Monday 26 March 2007

Members present:

John McFall, in the Chair

Mr Colin Breed Mr Andrew Love
Angela Eagle Kerry McCarthy
Mr Michael Fallon John Thurso
Mr David Gauke Peter Viggers
Ms Sally Keeble

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

Q1 Chairman: Good afternoon and welcome now
that we have everyone here and, Dr Weale, you are
in your seat with the rest of them. Thank you very
much for your attendance. Can I start oV by
referring to the evidence which Lord George gave us
at our Committee last week when he said that the
MPC encouraged a consumer boom leading to high
house prices and levels of debt, but he did say that
was a matter for his successor to sort out. Is that an
accurate characterisation of monetary policy over
the last 10 years? Could the MPC have done more in
that area?
Professor Miles: I think one part of that statement I
would slightly take issue with, which is the notion
that there has been a very powerful consumer boom
over the last 10 years. My reading of the data would
be that the rate of growth of consumer spending on
average over the last 10 years is really not very
diVerent from the average over the last 30 or 40
years.

Q2 Chairman: Can I quote Lord George said that he
knew that they had to stimulate consumer spending
and that they pushed it up to levels that could not
possibly be sustained in the medium and longer term
and if they had not done that we would have gone
into recession.
Professor Miles: Over the whole period and, indeed,
over the last five years consumer spending growth
has not been unusually strong. The savings rate has
come down to some extent and it is slightly beneath
the long run average. Clearly where he is right is that
house prices have increased enormously. Over that
10 year period the average price of a house in the UK
has gone up three-fold, it is three times higher than
it was 10 years ago. That bit is certainly right. But it
is very diYcult for the MPC, who are given the job
of trying to keep inflation close to the target, at the
same time, and using the same single weapon that
they have, which is interest rates, to try and control
house prices.
Ms Rosewell: I would say as well the MPC
consistently said over that whole period that they
were not targeting asset prices, they were targeting

consumer prices, and that is what they succeeded in
doing. I would agree with David that although there
have been things happening in the housing market,
some of that is structural and it has got nothing to
do with the management of monetary policy.
Dr Weale: I think the United Kingdom has a chronic
tendency to high consumption, at least compared
with our neighbours, and that seems to me the
reason why interest rates in the UK seem to be
higher than those in the euro area. The process that
Lord George was describing has to be seen in that
context. It is a problem that the UK has had for
certainly more than the last 10 years, and I would
agree completely with David that it is of concern to
me, but two policy instruments are needed if you
want to achieve two policy targets. If you want to
control inflation and you want to have consumption
staying at a reasonable level or, to put it another way
round, saving at the level you think it ought to be
then the Government has to think of using fiscal
policy to achieve that in addition to asking the Bank
of England to control the inflation rate.
Ms Rosewell: Beyond that it is even more
complicated, is it not, because it is not as if these
things are independent of one another, so you
cannot say, “Here is monetary policy, inflation, and
here is fiscal policy dealing with the real economy”
because there are going to be feedbacks between
those two. That old assignment rule that we all used
to believe in I think has rather fallen out of favour.
Dr Weale: That is why some people had doubts
about independence for the Bank of England.

Q3 Chairman: That is another inquiry for us. In
terms of inflation, do you think that the recent
increase in inflation has been due to short-term
factors or are there signs of an increase in underlying
inflationary pressure in the economy?
Ms Rosewell: There are two elements of underlying
inflationary pressure, though neither of these are out
of control, as it were. One of those is the increased
energy costs. They have gone up and they have come
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down a bit but I do not think we are going back into
the $20 barrel a mark any time over the next five
years or so because of the increased demand
generally across the piece and, indeed, supply
constraints. Secondly, and in a way it is related, one
of the reasons for lower inflation in the UK has been
low import prices and those low import prices are in
turn the result of being able to import
manufactureds at cheaper rates from newly
globalising countries at lower costs but the increase
in commodity prices and the increases in their costs
will moderate that eVect as we go forward, both
because there comes a limit to the extension of that
eVect but also because their own costs start to
stabilise as well or, indeed, rise. Both of those
suggest to me that there is some underlying pressures
but they are not massive as yet.
Dr Weale: Chairman, I do think that the Treasury is
taking an excessively optimistic view. On page 27
they talk about how what they call core inflation has
not picked up in the way that headline inflation did,
or at least is still at a respectable level. Had they
listened to a speech that Charlie Bean, the Chief
Economist at the Bank of England, made, I think it
was last year, he observed that what has been
keeping core inflation down, the expansion of the
Chinese economy, is one of the factors that has been
driving up things like the oil price, commodity prices
and so on that are excluded from the core measure.
If you look at the core measure as the Government
is suggesting we would then you are cutting out the
areas where the price pressure has come, so I have
my concerns about inflation. I would not like to say
that it is bound to take oV but I do think the
Treasury is taking an excessively optimistic view.

Q4 Chairman: I think Roger Bootle in his
submission to us was talking about inflation and said
that he would not be surprised if it was at 1.7% by
the end of the year. Would you share that view?
Professor Miles: I think it is pretty likely that
inflation will come back down quite sharply and
maybe even go beneath the Bank of England’s target
relatively soon now. It is clear that some elements in
the price index are going to fall: energy companies,
gas companies and electricity companies have
announced some price cuts. It does seem to me that
inflation is likely to move back down. What we have
not seen, and what would worry the MPC, is wage
settlements having moved up quite sharply as the
actual inflation rate has moved up; and that does not
seem to be happening yet. I am fairly optimistic, like
Roger Bootle, on the inflation outlook.

Q5 Angela Eagle: The growth forecast: the IMF 2.9,
the average of independent forecasters up to 2.6, the
Bank of 3.1, the Treasury somewhere between 2.75
and 3.75. What is your view of what is likely to be
happening with growth? How reasonable is that? It
is the largest in the G7.
Ms Rosewell: If you look at all the indicators for real
performance they are all looking very benign
whether you look at employment, the output

indicators, consumer indicators or investment.
Anything can happen in forecasting, of course, as
the Governor of the Bank of England is always
reminding us, and I agree with him, but, on the other
hand, if you looked at the indicators and said, “Is
that a reasonable range to be in?” I think it is very
hard to disprove that, which is why there is a very
close range on the consensus forecasts.

Q6 Angela Eagle: Professor Miles, you seem slightly
more pessimistic than the herd. Why?
Professor Miles: Slightly more so. There are a few
reasons. Firstly, I do not think we have yet seen
much of the impact of the last three interest rate
increases in August, November and January. I do
not think that has had much of an impact yet on
households, partly because so many mortgages in
recent years have been fixed rate mortgages so it has
not fed through to people’s mortgage payments as
much as it will do over the next year or so. I suspect
that will have rather more of an impact than perhaps
the Treasury forecast would imply and, therefore,
consumer spending will be a bit weaker. The
Treasury’s forecast to my mind is slightly on the
optimistic side, but it clearly is not far away from the
consensus at the moment and it is in no sense a
ridiculously optimistic forecast.

Q7 Angela Eagle: Do you think that the changes in
corporation tax and the simplifications on the
business tax side are likely to help growth?
Dr Weale: I would have thought not very much.
They are not very big changes and I would not
expect them to be the sort of thing that one could
unravel. It is true that business investment, at least
measured in volume terms, has been doing well.
That may be slightly a casualty from the changes
that have taken place to allowances. On the other
hand, we may see the lower headline rate stimulating
business activity in the country, but all told for small
changes you would not expect to be able to say they
were going to have much of an impact.

Q8 Angela Eagle: Is that everyone’s opinion?
Ms Rosewell: The other thing you have to bear in
mind is that it is a headline reduction for large
companies but a headline increase for smaller
companies and how that pans out across the
willingness to invest or what the investment
allowances means to small businesses I do not think
any of us, or any of them at any rate, know. It is
really hard to call at the moment.

Q9 Angela Eagle: In general this move to simplifying
thresholds and rates both on the personal taxation
side and the business taxation side, is that generally
a good thing? Most people would have thought that
simplifying tax and threshold rates was a good thing
and perhaps over time likely to lead to higher
tendencies for growth. Any views on that, or are we
all in favour of even more complex systems?
Ms Rosewell: Simplification which sticks is generally
a good thing, in other words if it makes a system
predictable and sure for people then on the whole
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they know where they stand and if you are investing
you know where it is going to pan out and you get
used to a particular system. Simplification which
goes in diVerent directions every few years does not
help at all because nobody knows how to plan on
that basis. So you introduce a lower rate of tax, then
a higher rate of tax and you change it around, it may
look simple at the time when you say it but if people
do not believe it is going to stay then I do not think
it is simple at all.
Dr Weale: I do not think we will see the
experimentation with tax rates for small companies
that we have had over the last five years or so. I am
in favour of tax simplicity rather than having lots of
tax allowances. The next question which it is hinted
at may be addressed is whether we would be better
oV having a lower tax rate but ending the
deductibility of interest payments. That is a much
more substantial issue and it is where a simple
arrangement would take you. A major disadvantage
of a complicated system is that people devote
resources trying to exploit the boundaries and to put
themselves on the favourable side of the boundary,
so if you have a simple system the resources that are
devoted to that can be used productively instead and
that ought to be a help.

Q10 Angela Eagle: In the labour market, Bridget
Rosewell, you said that some indicators, including
that one, were benign. What do people think is going
on in the labour market? There has obviously been
a slight slackening and at the same time employment
is going up with unemployment coming down but,
again, we have got this situation with a porous
labour market of not quite knowing what is going on
with migration. Any views about what you think is
really going on in the labour market?
Professor Miles: As you say it is a diYcult one to
figure out because one of the most important factors
is extremely hard to measure: how many people have
come into the country actively looking for work. I
think the one thing that we can say is that despite
inflation having moved up, and measured
unemployment having moved down, in recent
months there has been very little acceleration in
wage settlements. That would suggest that there
remains a degree of slack in the labour market,
which is unusual given the relatively low level of
unemployment and the increases in the number of
people employed.

Q11 Angela Eagle: Again, this has been a feature of
the UK labour market since some of these demand-
side issues and the active labour market was
introduced. That does not seem to be wearing oV,
does it?
Professor Miles: You are absolutely right. I think it
has been surprising over a long period how
unemployment, on average, has gradually moved
down in the UK and yet there has been very little
increase in wage inflation.
Angela Eagle: Everyone has admitted that nobody
really quite knows what is going on with migration
figures. The ONS has recently started some work to

try to scope out better ways of measuring it. Have
any of you got any comments on how that is
progressing? It has been up on their website. Any
thoughts about that? The IMF clearly sees issues
with migration as a potential downside in the UK
labour market.

Q12 Chairman: Can you give us a very short answer
to that because I want to move on.
Ms Rosewell: It is going to be a very diYcult thing to
do essentially. No matter how much the ONS puts
up on its website actually finding people, surveying
them, discovering whether they are staying or not is
just fundamentally hard.

Q13 Angela Eagle: You are not very optimistic that
they will get good measurements?
Ms Rosewell: I am not optimistic, no.

Q14 Peter Viggers: Turning to the Treasury forecast
for Gross Domestic Product, do you think that the
Treasury forecast is reasonable for the coming year?
Dr Weale: Could I say for the current year I think the
forecast is reasonable. Next year I expect a slightly
lower growth rate, just under 2.5% compared with
the Treasury’s figure of 2.5–3%, but, as one always
has to say, those diVerences can easily be the revision
between one estimate and another. I think the
overall position that the Treasury is taking is
perfectly reasonable.

Q15 Peter Viggers: Ms Rosewell, you have drawn
our attention in a paper you have given to us to the
extraordinary and inexorable rise in public sector
employment in the last 10 years or so going from
something like seven to nine million. Is there a
relationship between the growth in public sector
employment and Gross Domestic Product? Is the
growth in public sector employment sustainable and
is there a relationship with GDP?
Ms Rosewell: I used employment precisely because I
am not sure about the measurement of GDP in these
areas. One of the things that worries me rather a lot
is that we focus on these GDP numbers and, indeed,
the productivity associated with them, when having
a good handle on what the real output is is extremely
diYcult and, indeed, measured rather diVerently in
diVerent countries even when they say they are doing
the same thing. To me that says let us look at where
people work where we have still got some
uncertainties around those numbers but at least we
have got fewer uncertainties around those numbers
than we have over the estimates of output. When you
begin to think of the outputs of the service sector in
general and the public sector in particular then it
depends hugely on what measurement mechanisms
you are using. As I am sure you know, Professor
Atkinson has spent a year looking at measurements
of output in the public sector and, to paraphrase
perhaps a little brutally, basically the conclusion is
more research needed. On that basis I do not think
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we know the answer to the question you are asking.
Maybe it would be a very good thing if we did but I
do not think we do.

Q16 Peter Viggers: Professor Miles, you have
indicated a little more pessimism about the forecast
for GDP growth than some others. Can you perhaps
explain why and where you think the major risks lie?
Professor Miles: It is primarily a view on what might
happen to consumer spending on the back of interest
rate increases, which I do not think have yet fed
through, and starting from a position with a
relatively low savings rates amongst households. A
combination of: starting with a low savings rate; real
disposable income growing at relatively low rates;
tax increases meaning that disposable income will
not grow very rapidly, will mean that consumer
spending might grow a little bit less than the
Treasury’s central forecast. That is really the logic
behind my feeling that it is a rather slightly
optimistic view on growth over the next year or so.

Q17 Mr Breed: Just turning to the US and EU, do
you think that the Treasury have taken into
consideration suYciently the extent to which the
risks of the US economy might aVect the outlook for
UK growth and inflation? In particular, do you
think the problems of the sub-prime market in the
US might come to visit us here as well?
Ms Rosewell: Just looking at the housing market for
a moment, clearly there has been a great extension of
sub-prime activity in the UK market but if you look
at the scale in comparison with the US it is not as
extensive. The sorts of over 100% mortgages which
have been increasingly common in the US have not
got much of a foothold here. If anything, those sorts
of oVers are just beginning. There are a lot of new
entrants into those markets at the moment but I
think they may well have left it too late in the sense
that the—

Q18 Mr Breed: Do you mean new entrants here?
Ms Rosewell: Into the UK market trying to oVer
those sorts of sub-prime markets and, indeed,
driving down the rates on some of that oVer quite
considerably. Equally, they are finding it extremely
diYcult to sell on those products. Mostly they come
in, they oVer the mortgages, they get the mortgages
and then they securitise them, they do not have a
balance sheet which supports those. They are finding
it extremely diYcult to securitise those in the current
market and with what is happening in the States. My
suspicion is that we may have escaped at least the
worst of it, which is not to say that there is not a
potential problem but not on the same scale.

Q19 Mr Breed: So if they cannot securitise they have
to hold them on their own balance sheet.
Ms Rosewell: And then they have very small balance
sheets so they cannot oVer any more or they have to
do so at a better rate.

Q20 Mr Breed: So it will dry up?
Ms Rosewell: It dries up, exactly.

Q21 Mr Breed: Would everybody agree with that?
Dr Weale: I think the Treasury view of the world
economy is a perfectly reasonable one. Obviously
things could turn out worse than they hope in the
United States but I do not see what is happening in
the United States at the moment to be the sort of
thing that would be likely to cause a recession. It is
going to lead to some people losing their money, and
no doubt they will make a noise about that, but that
is not the same thing as a recession of course.

Q22 Mr Breed: What about Europe, can that
compensate for any slowing down in the US
economy, especially given the rather temporary
slowdown in domestic demand in Germany and
Italy in the first half of this year? Is that going to have
a major eVect? Is it going to balance out anything
which we might see in the US?
Ms Rosewell: I do not imagine that it is going to
accelerate again fast enough to balance anything
out. As soon as there is a move in that direction the
European Central Bank seems to be very much on
top of it and raising interest rates whenever it gets a
chance. I would suspect that although there might be
some compensation it is not going to be very
marked.
Dr Weale: Could I just make the point that, of
course, the euro area is much more important to the
United Kingdom than the United States is, so
although I expect the euro area to be a bit slower this
year and next year than it was last year, the fact that
its situation has improved compared with the middle
of the decade is something that is helping our
economy.

Q23 Mr Breed: Looking at them together it is
relatively benign then.
Dr Weale: I would say so, yes.

Q24 Mr Fallon: The Chancellor says the economy is
in good shape and he expects growth to be higher
than he originally thought. Why then is his
borrowing greater than he thought and his fiscal
position worse?
Mr Chote: The main reason why there has been a
modest deterioration in the outlook between the
PBR and now is once again, as we had in the PBR,
down to a downward revision to expectations of
North Sea oil revenues, which is a combination of
the impact of investment and production trends in
the exchange rate there. So it is basically a revenue
story on North Sea oil, which was what we had at the
PBR, so they have adjusted in the direction of
addressing those issues at the PBR but clearly not
enough in their view now.

Q25 Mr Fallon: Does anybody think that there is
any element of this that is not attributable to the
collapse in North Sea oil revenues?
Dr Weale: Without saying that, could I make the
point that for several years the Treasury has had
optimistic expectations of tax revenues. My view is
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that looking three or four years ahead they still have
optimistic estimates of tax revenues. That does not
mean that the budgetary position is unsustainable
because fiscal drag is quite a powerful tool, but it
does mean that I expect the current account to move
into surplus perhaps a year later than the Treasury
does.

Q26 Mr Fallon: Robert Chote, in your Green Budget
you point out that of the 22 OECD countries, 15
have reduced their debt over the last 10 year period
and 17 have improved their structural budget
balances, but the Chancellor, on the other hand,
says, “No other major economy” meets his rules
today. How do we square these two statements?
Mr Chote: It is probably largely down to the
Chancellor’s definition of “major economies”. He
tends to compare to the other G7 economies, so on
debt to GDP comparison we tend to look relatively
low in debt to GDP compared to the other G7 but
not to another chunk of the OECD countries,
particularly Scandinavia, New Zealand, Australia,
et cetera, where in some of those countries they have
taken the explicit decision that they want to virtually
eliminate their public sector net debt, in part because
they see the costs of ageing populations coming up
and they would rather limit the future tax increase
implied by meeting those costs, so they do what they
describe as pre-funding and therefore aim for a more
conservative position on the debt balance. The main
comparison there is that Mr Brown compares it to
the G7 and they tend to have larger debts than we
do.

Q27 Mr Fallon: Given that we have a very large
economy, is that not the more relevant comparison?
Mr Chote: It depends on what sorts of challenges
these economies are facing. In terms of their impact
on the total amount of borrowing that has to go on
in the global capital market then the larger ones are
the more relevant ones, but whether it is conceivable
that some smaller countries might be more nimble
and able to adjust to future policy diYculties than
larger ones I do not think should be discounted
entirely.

Q28 Mr Gauke: We have got confirmation, if you
like, of a slowdown in the growth of public spending
announced in the Budget. How realistic do you think
the spending target, the spending plan, that the
Chancellor announced is?
Mr Chote: The 2% increase that he has pencilled in
is about half what we saw under what you might call
the years of plenty since 1999. It is a lot less severe
than the squeeze that was seen during Labour’s first
two or three years in power although it was helped
then by falling debt interest and unemployment
costs. If you were to compare it to the Conservative
era then 2% is higher than the 1.5% increase in real
public spending over the Conservative era. That was
as low as that in part because capital spending fell
under the Conservatives. If you compare current
spending projected over the CSR period with what
happened under the Conservatives it is slightly
stronger but not by a huge amount. Historically it is

not unachievable in that sense. If you look at what it
implies, given the settlements that have already been
made in some areas and reasonable expectations of
things that might be less in the Government’s
control, it is clearly implying a squeeze for those
areas that were the big winners during the years of
plenty, namely health, education and tax credit
expenditure. We know education is going to be
going significantly slower than it was during the
years of plenty. We do not know whether the
Chancellor will be leaving enough money aside
eVectively to pay for the child poverty target to be
met and even if he did not do that you would still be
talking about a squeeze on health, so then it is down
fundamentally to the question of whether you are
happy with the quality of public services and the
progress you can make on poverty reduction given
the envelope of money that you have. If not, you
have to find more money.
Ms Rosewell: What it sounds like from the
Comprehensive Spending Review announcement is
that there is going to be a staged series of conclusions
coming out of that. It is only when we see the first
pain, if you like, that we will know whether it is likely
that these targets can indeed be reached. To say that
they are not out of line with what has been achieved
in the past is not quite the same thing as saying are
they going to be achieved or is there the ability of the
system to deliver that much slower growth rate at
any rate than has been seen in the past.

Q29 Mr Gauke: We will come back to the specific
departments in part two. I was going to ask Martin
Weale whether you want to be brave enough to
speculate.
Dr Weale: Thinking back 10 years I then had grave
doubts that the spending plans would be met
because if you looked at what happened in the
previous years, at least I thought it was quite
impossible and what I thought impossible
happened, so I must say I think if the Government
seriously sets its mind to it then it will be able to
achieve these spending targets despite the fact that
some people are obviously going to be disappointed.

Q30 Mr Gauke: Does anyone want to speculate as to
a particular area where there could be an overshoot?
We have had the Olympics in the last few weeks
where that seems to have more than trebled. Does
anyone else want to name another Olympics? Fine.
Can I just move on to public sector investment.
Departments like the Department for Education
and Skills and the Department of Health continue to
struggle to meet their investment plans. Is there any
particular reason for this?
Ms Rosewell: I do not have that information.
Mr Chote: I think this is one of those areas where, as
we have discussed at these meetings before, the
Government has taken a lot longer than it expected
to be able to bring about the acceleration of
investment for which it has budgeted. In some cases
I think we have collectively or separately speculated
that maybe it is something to do with the hoops that
departments have to go through to verify whether
projects need to be done with PFI or not. I think it
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remains relatively unexplained as to why this
investment increase has taken much longer to deliver
than was originally intended, although it is
improving or has been closer in recent years than it
was a few years ago.
Dr Weale: The Government is, of course, wanting to
raise the public investment ratio to 2.25% of GDP
and if it achieves that then it will have to run a
surplus on the current Budget in order to meet the
debt rule in the medium term, which it no doubt can
do if it wants but it does have implications for
current spending within the constraint of the overall
debt rule.

Q31 Mr Gauke: Do you think there is an argument
that to some extent the Government might be relying
on not being able to invest as quickly as it plans to
do in order to meet its fiscal rules?
Dr Weale: One could think that, yes. Actually if we
look at the debt target rule in the Budget Statement
it is shown as going up to 38.9% of GDP and it is
very easy to imagine, because it happens all the time,
the sort of surprise that could take it above 40%.
Being even a quarter of a percentage point low on
investment is a help or at least reduces the risk.
Mr Gauke: Does anybody else have anything to add
on that? Thank you.

Q32 Peter Viggers: The Chancellor of the Exchequer
has referred to proposed asset sales of some £36
billion. Is this realistic? Do you have any further
information or speculation from where the assets
will be sold? We have heard that it will include the
sale of spectrum, a £6 billion sale of the student loan
book and further sales. Do you have further
information on that?
Ms Rosewell: I do not.
Mr Chote: Not beyond that, no.

Q33 Peter Viggers: Is the acquisition of some £36
billion a reasonable forecast in your opinion?
Dr Weale: I am afraid I do not know.
Mr Chote: I guess there must be uncertainty as to
what price they will get for the student loan book
and for the spectrum, so I am sure there are
uncertainties around that but I have no reason to
believe that it is a figure biased in one direction or
another.

Q34 Peter Viggers: To ask a very unsophisticated
question: the Treasury does not distinguish between
capital and income, does it concern you as
economists that the Government is selling capital
assets of some £36 billion transferring them from the
public to the private sector and then regarding the
resultant cash as income?
Dr Weale: In calculating the Government current
balance asset sales are not taken into account, so in
that sense there is a distinction between capital and
income. The Government would not be able to say,
“We have met the golden rule by selling £36 billion
of public sector assets”, the position is much clearer
than it used to be in that respect. Obviously there is
a question of whether the Government gets a good
price for them. One can think of it as using the

benefits of the sales to retire some national debt and
you want to look risk adjusted at the return on the
assets sold relative to the cost of the national debt in
order to ascertain whether it is a good deal for the
taxpayer.

Q35 John Thurso: We have received evidence over
the last couple of years which suggests that the
golden rule should be made more forward looking
and not rely so much on the dating of the economic
cycle. Do you agree with that? When would be the
most appropriate time to make such a change to the
golden rule?
Mr Chote: I think it would be a very good idea to do
that, and I have suggested that here before. There is,
as it were, a political as much as any other sort of
window of opportunity to do that in the next year or
so, partly because Mr Brown will be in a position
when we get the next set of public finance numbers
presumably, albeit with some caution, to declare
victory over the cycle that is just coming to an end.
Connoisseurs of goal post moving may roll their eyes
at that and not be convinced but that does not mean
that it is not time for declaring victory on the
Government’s basis. Clearly a new Chancellor
might have some scope to do that and obviously it
would be implausible to suggest that any new
Chancellor would be in a position to repudiate what
had come before, but moving to those sorts of
reforms of the golden rule could be sold and
presented legitimately as learning some of the
lessons from the success of the Monetary Policy
Framework in which there is a more forward
looking approach and there is more explicit
discussion of the uncertainties around the variable
that you are trying to target. You might then also
need to think, as we have discussed here before,
about the issue of whether you can introduce any
greater independence into the process, for example
forecasting government revenues. As we come to the
end of a cycle, if that is a meaningful concept at all,
and the end of a political era, now may be as good a
time as any.
Dr Weale: Could I make two points. First of all, the
golden rule as a concept made a lot more sense in the
period when we had cycles with very high amplitude:
the recession of the early 1990s relative to the boom
of the late 1980s. Since the recovery from that
recession we have seen very weak cycles and because
they are weak they are diYcult to date, which I think
is why this Committee recommended perhaps four
or five years ago that the dating should be done
independently of the Treasury. Equally, the concept
becomes rather less useful and I think a more
appropriate approach would be forward looking to
take the view—we heard earlier about pre-funding
due to an ageing population—given what we know
is going on in the country and what is likely to
happen to the government’s future spending needs,
is it appropriate to aim for balance or surplus, or
should we set our sights a bit higher and actually be
saving up for the people who are going to grow old.
My view is the latter and by focusing on the cycle we
miss that long-term view. I know the Government
does provide a long-term view of the public finances
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but I would like to see one of the fiscal rules defined
perhaps with reference to that more and less with
reference to a cycle which is hard to identify.

Q36 John Thurso: Do you think that the golden rule
itself, having been conceived, as it were, following
those big changes in the cycle is less important now
than it was and that amendment to it is useful
because its relevance to the general economy is not
that which it was a decade ago?
Dr Weale: I think the golden rule as it is described
has become rather discredited for two reasons. One
is the variation in the length of the cycle, the other
is the method of calculation which anyone thinking
about their own domestic debts would not recognise,
so it would now be a good time to say that has been
a useful guide, let us learn from it and think about
how to do something better, something that looks
ahead into the 21st century rather than back into the
20th century.
Ms Rosewell: Also, we do have to remember that just
because we have had this rather comfortable period
that does not mean to say that we cannot go back
into a period for whatever reasons whether it is a
collapse of the US economy or something that
happens to us, it does not have to start in the UK,
you could continue to have those sorts of swings and
there would then be variations in government
expenditure via automatic stabilisers and so on. Just
because we have had this benign period, I do not
think that is the main point here although it may be
part of the background, but what is at issue is that
we have a framework for judging the overall saving
to public finances which relies on some very obscure
kinds of calculations which no-one is really clear
that they really agree with. The whole concept of an
output gap, for example, is really quite a hard one
and yet that is the whole basis on which we are
judging this. It is that transparency problem which I
think is at issue here. If you compare that to the
monetary policy issue, we might argue about which
measure of inflation but at least it is pretty clear what
it is that is in whatever measure of inflation you have
got and there is just a number associated with that.
I think it is quite a diVerent problem.
Mr Chote: When it comes to the golden rule, and
Martin touched on this, you need to distinguish
between the goal that you are trying to achieve and
the period over which you are trying to achieve it.
There is one set of questions about is it sensible over
some period or at some point in the future to try to
ensure that what is defined as non-investment
spending in the national accounts sense should be
covered by tax revenue and you should only borrow
to cover what is defined as investment in the national
accounts, and do you want to do it over a fixed cycle,
at some point in the future, or over the medium-
term, et cetera. There is a whole set of separate
debates over: do we diVerentiate sensibly between
spending that does and does not benefit future
generations and which we therefore might think is
acceptable to borrow? Does a lot of current spending
in education eVectively constitute investment? These
are separate issues. Whether you believe that the

cycle is the right approach or not to take is a diVerent
one from whether the golden rule’s underlying
rationale is correct.

Q37 John Thurso: In the Budget the Government
made the statement that based on cautious
assumptions the Government will continue to meet
the golden rule after the end of this economic cycle
with the current Budget returning to surplus in
2008–09. Do you think the decision as to whether the
last year of the current financial year will be counted
as the first year of the new cycle for the purpose of
judging whether the golden rule will be met will
make any diVerence to the chances of the
Government meeting it?
Mr Chote: If we are talking about essentially
whether 2006–07 is included in the next economic
cycle as well as the current one, if you see what I
mean, then clearly it does in the sense that we are
assuming that unless there is some very big revision
that there is a deficit this year, so therefore if you
were to include it you would need to build up more
surpluses in the future to oVset that and it might
increase what needs to be the length of the next
economic cycle over which you would then expect to
meet it. If you do include it the cycle needs to be at
least five years long. Depending on whether you
include a bad year at the beginning or not may aVect
that but, as we have been arguing, that probably
should not be a consideration.
Professor Miles: It is virtually impossible to tell from
the Treasury’s own forecast because their own
forecast is that the cycle is now permanently over.
There is no cycle going forward, growth is always at
trend, so it is impossible to answer.
Ms Rosewell: There is no output gap in the future.
There is no cycle.

Q38 Mr Breed: Quickly on the PFI, one of the ways
in which the Treasury makes life diYcult sometimes
is to change the accounting treatment and they are
going to change the accounting treatment of PFI
and go on to the International Reporting Financial
Standards. What diVerence might this make? Do
you think it is likely to increase the number of PFI
contracts and, if so, what implications might that
have for the Government meeting its own
investment rule in the next cycle, whenever that
begins?
Mr Chote: I think we would probably agree that we
would hope that a change in accounting treatments
should not aVect whether this is done through PFI
or not, that should be done on whether or not it is
value for money for the taxpayer. One problem that
we have is that we do not exactly know how the
sustainable investment rule is going to be applied
over the next cycle. Are we still going to have to try
to keep the currently targeted definition of debt
below 40% of GDP? Is there going to be a move to
have it averaged at 40% of GDP or whatever it might
be? There is also the issue about whether you might
tweak the definition of debt, which I think come the
arrival of Whole of Government Accounts might be
a good opportunity to look at that. I would certainly
hope that we would not see great changes in which
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projects are PFI-d or not on the basis of their
accounting treatment. Hopefully one would explain
why you are taking that on rather diVerent grounds.
Ms Rosewell: I think there is a much bigger issue
around the accounting treatment, which is the
treatment of pension obligations. That is orders of
magnitude bigger than anything to do with PFI and
raises much more substantially the debate about
whether 40% is sensible or not because it is blown
out of the water once you include the pension
obligations, as you ought to do under IFRS and as
companies have to do.

Q39 Mr Breed: Do you think they may do that
ultimately?
Ms Rosewell: If they are going to adopt
International Financial Reporting Standards it is
not an option, it is obligatory.

Q40 Mr Breed: So we have only introduced
International Financial Reporting Standards in this
one relatively small area at the moment?
Ms Rosewell: I do not quite understand the process
by which this is going to take place but my
understanding is—Robert probably knows this
better than I do—there is a move towards IFRS and
as that IFRS is introduced, and there are some steps
on the way that you can take, eventually you have to
put your pension obligations on the balance sheet.
Dr Weale: My understanding as far as the national
accounts go is that process is not fully decided. One
of the complications is that whereas in the United
Kingdom we make a clear distinction between Civil
Service pensions and old-age pensions, and the
proposal would be to put the former but not the
latter on to the balance sheet, in countries which
have a much more uniform state pension system
there is no distinction so the public sector liabilities
of France would then look much worse than Britain
because we might not be capitalising old-age
pensions whereas they eVectively would. My guess is
that is going to be a stumbling block to putting that
sort of thing in the national accounts.

Q41 Mr Breed: So a few PFI contracts that might
now have to appear on government accounts pale
into insignificance if they then have to include
pension obligations?
Ms Rosewell: That is correct.

Q42 Mr Breed: Some people are concerned about
the overall forecast of the total estimated payments
that are going to have to be made under PFI
contracts over the next 25 years or so. Those have
gone up some estimate around about 17%. Why do
you think the forecast cost has jumped so much?
That is quite a significant increase in a relatively
short period of time. To what extent does that
indicate that perhaps there needs to be some greater
financial control exercised over all payments that are
made under PFI contracts?
Ms Rosewell: I have no information about that, I
am afraid.

Q43 Chairman: Can one of you give us an answer
and we will move on.
Professor Miles: I wonder how much of the increase
that you mention is just a reflection of the fact that
more deals get signed rather than they have
increased their assessment of how much the
Government has to pay on the same deals. That
might make quite a diVerence to those numbers.

Q44 Mr Breed: So you do not think it is anything to
do with the accounting standards in that sense?
Professor Miles: I do not, no.

Q45 Mr Love: Earlier on Professor Miles mentioned
that currently there is no increase in real disposable
income at the present time. We also have RPI at its
highest level since 1992. Are there any implications
for this particular wage round and is there any
evidence that there are diYculties ahead in terms
of wages?
Professor Miles: That was something that the
Monetary Policy Committee was very seriously
concerned about at the end of last year. I think they
are somewhat less concerned now because we have
seen quite a lot of wage settlements in January and
February coming through and they do not really
show signs of wage settlements having moved up
sharply. If, as most people expect, the actual rate of
inflation, the RPI rate of inflation, falls from here,
the outlook for wage inflation probably looks
relatively benign at the moment, which is surprising
given a low level of unemployment, employment
having risen and RPI inflation having been really
rather high in the last few months and yet it has not
shown up in wage settlements.

Q46 Mr Love: Would anybody like to quibble with
that, especially in the context from what I
understood you saying, Professor Miles, when you
were suggesting that with taxes coming in in the next
year or two we may well continue to have this zero
increase in disposable income.
Professor Miles: I think it is a small increase, it may
not be literally zero. As I say, that is a factor behind
my view that consumer spending will be a little
weaker than the Treasury and perhaps the Bank of
England. I am not sure there is much evidence that
in terms of wage settlements employees are able to
use the fact that inflation has been high and that real
wages have not increased much to bargain for higher
wagers. That really does not seem to have happened
on any significant scale.

Q47 Mr Love: Can I talk about the rebalancing of
the economy that the Chancellor talked about. First
of all, in terms of business investment there was quite
a confident prediction from the Treasury and I
would like to get your views on whether it will be
delivered. Secondly, there was quite a negative
prediction about trade overall, which I suspect you
probably would not quibble with given that we have
terrible trade figures all the time. I just wondered
whether you felt the economy was beginning to
rebalance as the Chancellor was suggesting.
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Dr Weale: It depends what your starting point is.
The Chancellor focused on what was happening to
business investment measured in constant prices and
what he said was correct but that does rather flatter
the figures. If you look at the share of business
investment in national income in current prices, in
1998 it was 12.5%, it has been as low as 9% and it has
now got back up to 9.5%. It is true that the prices of
things that people are buying have made that look
more favourable in constant price terms but you
might think if the investment goods are cheap that
they are not actually going to get very much benefit
from them. So while the rebalancing is happening
only at out of date prices and not at current prices
I am nervous of it. It is something that ought to be
happening but it ought to be happening in current
prices or, to put the point another way, we should be
saving more than we do.

Q48 Mr Love: So are we still too dependent on
consumer expenditure? Are there any threats along
the line that Professor Miles is talking about feeding
through from housing prices?
Dr Weale: We are too dependent on the mixture of
household consumption and government
consumption taken together. There are obviously
threats in that regard but the economy does have a
bias towards consumption, although that has not
been improving in the last few years.
Ms Rosewell: We should put the other case too,
which is that the kinds of investment goods which
are, in fact, most productive—computerisation,
CADCAM systems, whatever it may be—have been

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

Q50 Chairman: Welcome to the microeconomic
session. Can you introduce yourselves, please, for
the shorthand writers?
Mr Whiting: John Whiting, PricewaterhouseCoopers
and Chartered Institute of Taxation.
Mr Chote: Robert Chote, Institute for Fiscal
Studies.
Professor Talbot: Colin Talbot, Manchester
Business School.
Dr Weale: Martin Weale, National Institute of
Economic & Social Research.

Q51 Chairman: A lot of the measures announced in
the Budget will be introduced in April 2008. Mr
Whiting, surely that is a good thing, is it not?
Mr Whiting: I think in principle yes, not just 2008
but 2009 and, indeed, forward. The fact that an
awful lot of figures for both personal and business
taxation are set out going forward for a few years
does help add certainty. Providing the figures are
stuck with, that is very useful for both individual and
personal planning. A slight downside, I suppose one
could say, is that for individuals not all of the figures
were announced, it is a bit like a Sudoku exercise
filling in some of the missing figures. For business,

getting cheaper in real terms and they are easier to
acquire. It does not make them necessarily less
productive, which I think is the implication of what
Martin was saying. You could argue that it is the
constant price number which is really important
and, therefore, there is this rebalancing and recovery
and investment going on. Probably the truth is
somewhere in the middle, I do not think one need be
quite as negative as to say that the cheap goods are
necessarily bad goods. We see it happening, after all,
in the sorts of things that people consume and it is
also true of a lot of the investment goods that people
consume. Moreover, if investment is essentially
being under-measured because it is in things like
software and so on, which does not often get
captured, or indeed in training programmes for staV
which certainly do not get captured in investment
statistics, improvements in human capital, then if
that is indeed what is happening—question mark, I
do not think we know that very clearly—then you
could support a proposition which says that there is
a bit more room for rebalancing.

Q49 Mr Love: Surely that research should have been
carried out because they have been saying that for
sometime, that we have not been measuring business
investment as well as we should do? Why does
somebody not measure it more accurately than it
has been?
Ms Rosewell: It is a bit like the migration, there is a
programme but it has not delivered yet. It is the job
of statisticians.
Chairman: Thank you very much. Part two starts
immediately.

sadly, as this Budget also shows, figures are subject
to change. But in principle I wholly support the idea
of announcing figures in advance.

Q52 Chairman: The business community in
particular have been looking for a simplification of
the system and an indication of long-term thinking.
Did they get that in this Budget?
Mr Whiting: Again, a qualified yes. Putting to one
side the environmental side where I think they would
have liked a statement on where environmental
duties are going then this Budget has sent some good
signals in terms of reducing the rate. Also, there are
some reductions in complexity. There is a good
sound coming out of it in terms of the corporation
tax system, the business tax system, sounding better
internationally because what one must also put into
the mix is the carrying forward of the various Varney
report proposals which are also very important in
giving us a better business-friendly system.

Q53 Chairman: We are still waiting for the detail on
the Varney report, are we not?
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Mr Whiting: The sounds are good. The two
documents came out with the Budget which sound
good but it is, of course, a question of carrying them
through and making sure they do all deliver in terms
of the various aspirations. If they are all delivered it
will be a very important contribution to making the
tax system more business-friendly.

Q54 Chairman: Given that the Chancellor in 1999
introduced a 10% tax band to “encourage work and
may work pay”, are any of you surprised at the
removal of the 10% tax band with eVect from
2008–09?
Mr Chote: It is a testament to the fact that if
anybody is Chancellor for long enough you end up
abolishing some of the measures you put in in the
first place. I think the issue in the first place was it
was never very clear that the 10p rate was a
particularly eVective tool in terms of the
distributional implications that were claimed for it
at the time, so removing that and the rather curious
drop in the combined marginal rate of income tax
and NI above the top of the upper earnings limit
look like sensible changes. The Treasury’s argument
is that now they have tax credits which do the job
that the 10p rate was designed to do to begin with. I
do not think it was very clear that the 10p rate was
very well designed to do that job to begin with so it
would be churlish not to welcome its departure.

Q55 Chairman: Why do you think it has kept the
10% tax rate for savings?
Mr Whiting: I think that is entirely to make sure that
the pensioner community in particular are protected
from the withdrawal of the 10% main band. Keeping
it on savings income for them does give them a small
gesture. I question whether it is suYcient or
worthwhile given the phone-in I have just come from
and the amount of confusion that it is already
engendering. It does make you wonder whether it
really is going to achieve its objective and whether it
would not have been easier just to give the pensioner
community that bit extra by way of personal
allowance, combine the 65-plus and 75-plus
amounts into one figure and have done, although
actually there will be others on low income, apart
from pensioners, who will benefit from the retention
of that savings band.

Q56 Chairman: What is that going to cost, £600
million or something?
Mr Whiting: Something of that ilk.
Dr Weale: We do have appreciably lower tax rates
on dividend income and interest income for people
in the standard rate band than we do on labour
income. One can produce quite good arguments for
this, that they have acquired the capital on which
they are getting their dividend or interest income by
having saved up out of labour income. Some people
argue that for that reason property income should
not be taxed at all. Looking at the retention of the
10p rate for savings income I think can be seen in
that context. It is interesting that once you get above

the 40% threshold, if you take account of all the
taxes imposed on labour income and on dividend
income the two rates are almost the same.
Mr Chote: There is probably a presentational issue
in that in terms of labour income the Chancellor
could say that people were compensated from
raising the 10p rate to 20 by the cut in the basic rate
from 22 to 20 but for savings the basic rate was
already 20 so there was no equivalent cut there.
There may have been a presentational concern that
you could not tell the same story of taking with one
hand and giving back with the other.

Q57 Chairman: Under the announcement of the
reforms to the National Insurance system, do you
think that the distinction between the National
Insurance and the taxation system is now all but
meaningless?
Mr Whiting: In terms of the calculation of how much
you should pay under each, no, it is not meaningless
because the core figure on which you charge income
tax and National Insurance is still diVerent. The
prime example of that is contributions to a pension
fund which, of course, are deductible for income tax
but not for National Insurance. What we do get is
still diVerences in the base to which the two
calculations are applied. Although employers have
always argued and called for a combination of the
two levies, that may be extremely diYcult to achieve
politically and structurally in terms of the
contributory nature of National Insurance,
although it should be achievable. There is still some
bringing together possible of the exact base on which
the two levies are charged.

Q58 Chairman: Is there still a case for National
Insurance, do you think?
Mr Whiting: I think I would prefer to leave that to
the politicians perhaps.

Q59 Chairman: That is the first time I have seen
you shy!
Mr Whiting: Well, I would say that there is probably
a lot to be said for combining the two, Chairman.
One accepts that there is probably a necessity for a
payroll tax on employers, which is what employers’
National Insurance is, but if one swept away the
contributory principle and just had done there
would be scope for simplification, but I realise I am
straying into quite a minefield here.
Dr Weale: It seems to me the main reason for
keeping National Insurance separate from income
tax is that the Chancellor can say to people, “There
is a standard 20p rate of tax” and forget about the
employers’ and employees’ National Insurance
contributions which are in eVect also deductions
from wages. Politically it follows the Colbertian
principle of plucking as much as you can from the
goose without it squawking.

Q60 Chairman: That is not cynical; that is a realistic
observation, is it?
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Dr Weale: Yes.
Mr Whiting: It also underlines the fact that
transparency in this would be a good thing if you
could get to it.

Q61 Mr Fallon: Robert Chote, The Times last Friday
said that more than a million low earners would be
worse oV before they were in the position of having
to claim credits. What is your figure?
Mr Chote: The estimate of the winners and losers if
you look just at income tax and national insurance is
that you have a group of losers on earnings between
around £5,000 and around £18,000 and another
around £40,000. If you look at the overall number of
households aVected by the income tax, national
insurance and tax credit changes altogether, you
probably have on our estimate about 5.3 million
families losing in total. Of those, 2.2 million would
be single working people with no children who are
not getting the working tax credit. They may not be
getting the working tax credit, most of them, because
they earn more than 12,500 but less than the 18,000.
It depends a bit on what you define as low income,
but there is clearly a chunk of people in that
category. They may also not get the working tax
credit because they work fewer than 30 hours or
because they are too young. The losers within that
group lose about £125 per year on average per
family. You then have about 1.2 million losers who
will be two earner couples with no children. They
may not qualify for the working tax credit or they
may fail to take it up. They may also be in the
position where the two earners both lose from the
income tax and national insurance changes but there
is only one gain from the tax credit which is assessed
on the household. You can imagine that the biggest
loss would be £446, I think, if you had a couple, both
of whom were on £7,445, that is where you get the
maximum loss from the increase in the lower rate
from 10 to 20, and not getting the working tax credit.
You have another 0.4 million losing households who
are one earner couples without children, most of
them because they will be in a range of about £17,000
to £18,500 where they are not compensated. You get
0.7 million two earner couples with children who
lose again twice from the income tax and national
insurance changes but maybe only gain once from
child tax credit/working tax credit. You have
0.3 million losers who would be tax paying women
between the ages of 60 and 64 who do not get tax
credits and are too young to be compensated by the
rise in the pensioner tax allowance and a final
0.5 million non-workers who pay more tax on their
taxable benefit or pensions than they gain. Those
might be early retirees or incapacity benefit
claimants. That is roughly how you get to the
5.2 million total household losers, although most of
them don’t lose very much. It has to be said that this
is an estimate based on much crunching over the last
few days and, like shares, it may go up or down. That
is our best guess at the moment.

Q62 Mr Fallon: The Treasury says some of these
people could of course now go out and claim tax
credits but their assumption presumably is that not

all of them will. Is it possible to estimate from the
Red Book what the Treasury’s assumption of take-
up actually is?
Mr Chote: I do not think you can estimate from the
Treasury book that there is a particular increase in
the take-up that is being relied upon. For example,
the figures I have just given you assume that there is
full take-up of the working tax credit. The working
tax credit is notably not taken up very highly by
people who do not have children. Take-up is about
19% by caseload, 25% by value. If no one without
kids took up the working tax credit, you would get
about 5.9 million losers rather than 5.3 million. It is
not a huge diVerence from realistic amounts of non-
take-up because presumably the answer will be
somewhere between the full and no take-up at all. It
would make some diVerence to the number of losers
at the margin but not necessarily an enormous one,
I think.

Q63 Kerry McCarthy: Can I ask about child
poverty? The government has this goal of halving
child poverty by 2010 and abolishing it within a
generation. To what extent does the Budget help
them move towards achieving that target?
Mr Chote: The Treasury’s estimate is that the
measures here, of which the increase in the child
element of the child tax credit would be the most
important, will cut child poverty by around 200,000.
From what we have managed to number crunch,
that looks a reasonable estimate. It is quite
complicated of course because in addition the other
sets of tax and national insurance changes may well
change median income—i.e., the benchmark against
which you are comparing incomes in order to define
who falls below the poverty line—and as well as the
number of people at the bottom. 200,000 looks
about right. On that basis. We calculated last year
that the government would probably need to find
another £4.5 billion in order to give itself a 50/50
chance of reaching the 2010 target which is to halve
child poverty from its 1998–99 level. We would
probably say, on the basis of that information in the
Budget, that the bill would now be about four
billion. That said, I do not know when you are seeing
the Chancellor.

Q64 Kerry McCarthy: Thursday.
Mr Chote: In that case, you will have had a new set
of child poverty numbers from DWP tomorrow, I
think, from the Department for Work and Pensions,
so the position will be either clearer or more
confused, depending on what those numbers
indicate. At the moment, on unchanged policies,
child poverty does not go anywhere so there is more
room to be made up but we will see what progress or
otherwise has been made tomorrow in 2005–06.

Q65 Kerry McCarthy: Do you think there should
have been more in the Budget to move towards that
target? Is that something where we just need to wait
for the CSR?
Mr Chote: It is not clear from the CSR because tax
credit expenditure comes under annually managed
expenditure rather than departmental expenditure



3657311001 Page Type [E] 20-04-07 00:50:38 Pag Table: COENEW PPSysB Unit: PAG1

Ev 12 Treasury Committee: Evidence

Mr John Whiting, Professor Colin Talbot, Mr Robert Chote and Dr Martin Weale

limits. Departmental expenditure limits are the ones
for which three year plans are set out. The
government will tell us when we get to the CSR,
which Colin tells me is definitely October judging
from some line in the speech. We know the overall
total increase for public spending. At the time of the
CSR we will find out what the total is for
departmental expenditure limits and then we can
say, “Is the bit that is left an amount of money
plausibly able to deliver this four billion or so?” We
were quite surprised at the time of the pre-Budget
report that there was not more done then because of
course the later the Chancellor leaves it the more
money you have to find at the last minute. It has
gone a bit there but there may still be some bills to
pay.

Q66 Kerry McCarthy: If you tried to design a tax
and benefit system to address this goal of abolishing
child poverty, would you go down the same route as
the Chancellor with more of an emphasis on tax
credits, for example, rather than benefits for people
out of work? Would an increase across the board in
child benefit be a better solution?
Mr Chote: The most targeted way of achieving it is
to increase the child element of the child tax credit.
That is the main channel that the Chancellor has
adopted to date. The problem, if you go too far
down that line, is the implication for work
incentives. It was quite interesting that in the
package of measures he announced in the Budget we
had an increase both in the child tax credit and in the
working tax credit which may have been partly with
an eye to ameliorating the impact on work incentives
of just purely going down the child tax credit route.
There is then the set of issues about whether you
want to be focusing more on couples or on single
people which complicates the story somewhat.
Certainly you really do need to use tax credits if you
want to hit the 2010 target but the 2020 target maybe
has other issues about lifetime chances rather than
cash transfers which are more important.

Q67 Kerry McCarthy: The End Child Poverty
Campaign, the umbrella group, is campaigning on
the equalisation of child benefit for the second and
third child which would obviously be a universal
benefit. Is that because of the problems with take-up
rates on tax credits? It seems that you are arguing
that the targeted approach is more eVective which
makes sense.
Mr Chote: The diYculty with child benefit is that
you spend a lot of money giving it to people who “do
not need it” for the purposes of achieving a child
poverty target. If you give it to larger families, that
is delivers some of the targeting of means testing but
without the unattractive features of means testing
because larger families tend to be poorer ones. If you
were to be more generous to poorer families through
a universal benefit, you are getting some way to
greater value for money if your only concern is
reducing child poverty but obviously people may
support child benefit for other reasons than that.

Dr Weale: This is part of the general problem with
poverty alleviation. If you have generous benefit,
you cannot aVord it unless you have high taper rates.
It is worth noting that the Chancellor is increasing
the taper rates and the withdrawal rates on tax credit
from April 2008 in order to try and keep the overall
system within reasonable bounds but at the cost of
reducing incentives to take yourself out of the benefit
range. It is a standard problem and he is probably
not quite sure—nor indeed would anyone else be—
where the best point is to be in that trade-oV.

Q68 Kerry McCarthy: I am not sure it is quite a
criticism but one of the comments that come from
groups like Save the Children, for example, is that it
is top slice in a way, children living in poverty, so it
is children that are just below the poverty line that
are easiest to lift above the poverty line. Save the
Children, for example, are campaigning about the
one million poorest children. The government’s
current approach is very much about incentives for
people in work or on low incomes. Are we ever going
to reach those poorest children without an across the
board increase in benefits?
Mr Chote: It is certainly true that the government
has a headcount measure so it is clearly attractive to
them to be able to get people jumping just over the
line. The poverty line is at a very highly populated bit
of the income distribution, so it can make a lot of
diVerence where exactly you draw the poverty line
because a small shift will get a large number of
people in or out. It has also been the case that recent
figures have shown we have not seen the same sort
of improvement in “severe poverty”—ie, 40% of the
median as distinct from 60%—so that would clearly
be a cause for concern if what you are really
concerned about is not only the number of people
below the poverty line but the sum total of how far
below it they are as well. The caveat to that is that
the lower the incomes become the more unreliable
the data. Are these people who are always poor or
temporarily poor? You have to be wary, the lower
you get down the income distribution, as to how
much trust you place on the figures, but certainly
comparing 40 to 60 we have not seen the sort of
improvements some way below the poverty line that
we have seen at it.
Dr Weale: The problem you are describing is a very
general one which arises from the way the
government sets targets in terms of thresholds: so
many children to get five A to C grade GCSEs, so
many people to get above the poverty line. It is
bound to keep recurring while targets go on being set
in this way.

Q69 Kerry McCarthy: This would be on children
that might get three or four GCSEs?
Dr Weale: Exactly, rather than helping the people
who are in probably the greatest need of educational
help. We see the same sorts of things with waiting
times. With hospitals it was the other way round.
There the issue was the very long tail. That came
down when average waiting times went up but it
demonstrates that a lot more thought needs to be
given to how the targets are set, given the importance
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they assume in policy making. With what we are
seeing here, we are bound to get the distortions
you describe.

Q70 Angela Eagle: Is there a better way of setting the
target? We all know what sort of outcome we are
trying to achieve with this target, albeit crossing a
line. Is there a better way of reaching the same kind
of outcome and measuring it in a way that would not
have these distorting eVects?
Dr Weale: I would set a target with reference to
extreme poverty as well as poverty itself.

Q71 Angela Eagle: You could add another target in
for raising the ones at the very bottom higher up,
even if it is not above the poverty level.
Dr Weale: I think so. One might well want to say that
raising those at the bottom higher up, even if they do
not cross the poverty line, is a greater social
improvement than moving people from just below to
just above. There are broader measures of inequality
which can be used. They are perhaps more technical
and might therefore be less satisfaction but one does
really need to think about who is in greatest need of
help and does this target encourage people to think
about policies which give them as much help as they
might need.

Q72 Ms Keeble: Looking through the figures, it
looked as if there was also an announcement. It
might have been in a previous Budget but next year
the amount of money that women can claim to help
with childcare is going to increase from 70% to 80%
of their weekly childcare costs. Is that right?
Mr Whiting: Yes. That was already pre-announced.
It was in last year’s Budget. It is a component of
particularly the working tax credit.

Q73 Ms Keeble: When is that coming in?
Mr Whiting: From April.

Q74 Ms Keeble: What assessment do you make of
the impact that is going to have on incentives to
work and also on some of the poverty issues?
Secondly, do you think it needs any protections
around it to prevent it simply leading to inflation in
nursery and child minders’ rates?
Mr Chote: The more you rely on this, it certainly
raises the issue about the extent to which you should
try to help by giving people money to buy childcare
versus improving the quality and supply of good
quality childcare and the issue about whether you
should be putting the money into nursery provision
or into a transfer payment which can be used for that
and will be raised more by that.

Q75 Ms Keeble: That is up to £17 a week. That is a
lot of money, is it not?
Mr Chote: Yes and whether that money could be
better spent through supply rather than on
transfers—

Q76 Ms Keeble: What do you think?
Mr Chote: Probably more of a move towards
providing good quality supply might be a better
route to go down.

Q77 Mr Breed: Do you think the environmental
measures outlined in the Budget provide a
coordinated policy response to the Stern Review?
Mr Whiting: As far as tax is concerned, I think the
honest answer is no. We still lack a major framework
which business would like to see and understand
fundamentally where we are going with all the
environmental tax levies that we have in the country.
They are undoubtedly going down the route of
answering the Stern Review. What many would like
to understand is are we going to use environmental
taxes to raise substantial amounts of money or are
we aiming for them to be behaviour changing.

Q78 Mr Breed: What do you think?
Mr Whiting: I think the jury is still out. That is the
problem. I do not think we have a clear statement yet
as to what we are trying to achieve with them.
Mr Chote: The Chancellor clearly has not been
persuaded yet by the green switch argument that the
Opposition parties have made about using a
significant increase in revenues from environmental
taxation to oVset cuts in other taxes. As you will be
aware, the share of national income raised in
environmental tax revenue has been declining since
1999 largely because of fuel duty going up, not much
in cash terms and not in real terms. Clearly the
Chancellor is edging a bit in the other direction
there, not enough yet to put us back on to the path
of the sort of ratios of environmental revenues and
national income that we had in 1999, but it will be
interesting to see how far he is willing to push that. It
has to be said that that is not necessarily a very good
metric of your green credentials. There are other
areas where you look at specific taxes and say,
“Okay, in terms of the contribution.” Every Budget
or pre-Budget report is announcing ever more
dramatic increases in the landfill tax which seem to
go quite beyond the levels justified by the Treasury’s
original estimates of the environmental cost of
landfill. We may be running into the same sorts of
issues on fly tipping there as you have had eventually
restraining the growth in spirit duties and other
things and cigarettes because of smuggling. They
certainly seem to be pushing the envelope quite a
way on landfill.

Q79 Mr Breed: I think landfill tax is going to hit
council tax more than anything else.
Professor Talbot: On the spending side, we do not
know what the environmental priorities are going to
be yet.

Q80 Mr Breed: What about the changes in vehicle
excise duty? Are they going to make any diVerence
at all?
Dr Weale: Since what I think it is we are concerned
about is use of fuel rather than ownership of cars, I
should have thought the right thing would be not to
tamper with the excise duty on cars but to put it more
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on petrol tax, on fuel use, so that people with large
cars would think more carefully about how they use
them. It is often said that that is unfair to people who
have to be heavy car users, often because of where
they choose to live or something like that, but a basic
economic point is that if you want to discourage use
of something like petrol you can oVset the
distributional eVects by other changes in taxation.
Mr Whiting: There is the slightly perverse point that,
having forked out for a larger vehicle excise duty,
you might as well go on and amortise it over more
mileage and therefore potentially use the car more.

Q81 Mr Breed: On the basis that the sticks have not
worked very much, what about the carrots? What
about the modest range of incentives for energy
eYciency? Are they likely to have any great eVect?
Mr Chote: I do not know whether the whole issue
about lower VAT rates for environmentally friendly
products is going to open the “is a JaVa cake a biscuit
or a cake?” type debate in terms of what is or is not
exactly—

Q82 Mr Breed: These are crumbs of comfort, are
they?
Mr Chote: Very good.

Q83 Mr Breed: Overall you are pretty
underwhelmed by the environmental taxation
agenda?
Mr Whiting: I would come back to my opening
remark. There is a strong argument that you are
better oV looking at incentives, the carrots rather
than the sticks. We do not have very clear, obvious
incentives to take particular courses. The more of
those we could set in stone, particularly to give
business a clear message that that is going to be there
for many years; therefore you can gear up to take
advantage of those allowances, that is what is
needed. Therefore we are back to the need for a clear
framework.
Dr Weale: I would go for sticks rather than carrots.
The basic argument, particularly with fuel use
carbon emission, is very simple. Carbon emission is
damaging. You should charge the people who emit
the carbon for the damage that they cause in so far
as you can. That certainly implies sticks rather than
giving people a rebate on insulation in their lofts.

Q84 Mr Gauke: Can I return to educational
spending? Robert Chote, will spending on education
rise as a proportion of national income during the
course of the 2005 Parliament, assuming we go to
2009?
Mr Chote: I do not know the answer. In the CSR
period, the real growth per year on education
depends on how you define education. There is a
2.7% a year increase for the DfES’s departmental
limit which corresponds to a 2.5% a year increase in
education spending in England and a 2.4% a year
increase in education spending in the UK. Over the
period of the CSR the Treasury is making the
cautious estimate, for the purposes of public
finances, that the economy grows by 2.5%. That
would imply on the UK education spending measure

that it will be fractionally below or eVectively at or
around the growth rate of the economy. David
Miles, who was here beforehand, in our Green
Budget this year said that he thought 2.5% growth
was more likely to be a central estimate than a
cautious one. That all goes to suggest that education
spending is unlikely to rise as a share of national
income over the CSR period. What it implies for the
Parliament I am not clear.
Professor Talbot: In table 6.4 on education spending
in the UK in the Budget, they give the figures of UK
education spending as a proportion of GDP. On
those figures it is shown as stabilising from 2007–08
onwards at 5.6%. That is page158.
Mr Chote: That would reflect the fact that they are
taking the cautious growth rate estimate and 2.4%
versus 2.5% is not going to trip that measure over
that period.

Q85 Mr Gauke: To what extent is the funding that
has been announced already committed to
individual programmes to which the Chancellor
referred in his Budget?
Mr Chote: On education?

Q86 Mr Gauke: Yes.
Mr Chote: I do not know. One way of looking at it
is to say, “Is this new money in terms of contributing
to this goal of getting spending per pupil in the state
sector up to the private sector?” There, as you will
recall, we have spending in the state sector of £8,000
per pupil in 2005–06. The Treasury was pencilling in
5,263 for 2007–08. The capital spending for
education announced in the Budget 2006 fills out
another £124 of the gap. The current spending
announced in this Budget fills up another 329 of the
gap. Lower pupil numbers will fill up eVectively and
spread the cake more widely and will knock 84 oV so
that leaves you with a gap of about £2,200 between
the state sector and where the private sector was in
2005–06, which would have to be met. On our
estimates, if you were to continue to increase
education spending at the rate that is now pencilled
in for the CSR, that implies that that target will be
met in 2020–21.

Mr Gauke: It will be too late even for my children.
Can I ask about some of the assumptions in there as
far as pay, pensions and the cost of extending
education and training up to the 18th birthday and
whether we have assumptions as to the cost of that?
Do all those assumptions seem to be reasonable or
unduly optimistic or pessimistic? The Secretary of
State for Education and Skills has suggested
extending education and training to the 18th
birthday. Are we happy with it? 200 million capital
spend and 700 million a year revenue. Are we happy?

Q87 Chairman: Cheer us up. Give us a negative
answer.
Mr Chote: No.

Q88 Mr Gauke: At the pre-Budget report last
December, you will recall that capital spending was
very much at the heart of what the Chancellor was
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saying, at least within his statement. Robert Chote,
you described the pre-Budget report as being opaque
in this respect. Do we know anything more about
this now? Is it less opaque than it was?
Mr Chote: Our concern then was that it was not clear
whether the figure applied to schools, FE or
precisely what. We are getting more and more bits of
the jigsaw of what we need to know in terms of
assessing how quickly it is plausible for this target of
getting to the private spending per pupil. In that
sense, it is less opaque than it was because we now
have the figures for current spending for schools
through the CSR period. It is now suggesting
2020–21 as the period at which you get that.
Ironically of course that is a longer time lag between
the public and private sector than there was in
2005–06, the Chancellor’s base year, when the
private sector was nine years ahead. By 2020, if you
continue the CSR growth rate, it will be 15 years
behind, so it is a rather odd moving target. It seems
to be getting further behind rather than closer to it.
Professor Talbot: One curious thing in the figures in
table 6.3 is that the PFI component of the capital
budget seems to be frozen, whereas the overall
capital budget is going up, which implies that they
are going to be less reliant on PFI as this progresses,
which is an oddity given how much they are using it
in other areas.
Mr Chote: Is that a projection for PFI?
Professor Talbot: Yes.

Q89 Mr Gauke: Where is that?
Professor Talbot: It is in table 6.3 on page 157. The
total capital budget goes up from 2007–08 from 8.3
billion to about 10 billion, whereas the PFI deals are
frozen at 1.3 billion over the whole period. It
suggests less reliance on PFIs for new schools and
colleges building projects.

Q90 Mr Gauke: Another missing piece of the jigsaw
is the local government settlement. The Treasury has
said that the annual spending by capital programme
depends upon the interaction between capital and
revenue allocations in respect of the local
government settlement. Is this a fair observation? Is
that an important point that we need some
clarification on which we will get at the CSR before
we fully clear up what is happening in education?
Professor Talbot: We will not get it until the CSR.
Mr Chote: The estimate of 2.4% growth for UK
education spending includes the education element
of the DfES’s expenditure limit (which only covers
England) plus an estimate of education spending
by local authorities, plus assumptions or forecasts
of education spending by the devolved
administrations. Whether we get any news that takes
you away from the estimate of 2.4% real growth over
the CSR period I do not know. There is some
estimate clearly of local authority and devolved
administration contributions within that number.

Q91 Mr Gauke: The Chancellor announced an
increase in the sum going into the financial
assistance scheme for those who have lost their
occupational pensions from two billion to eight

billion. Does anybody know by any chance what
that additional six billion means in so far as net
present value is concerned? Has anybody looked at
that? Is there anything that gives us a clue as to how
much this is going to cost the Exchequer?
Mr Chote: As you imply, I think it is the sum of the
nominal amounts rather than the present value
estimate but we have not done one. I do not know
whether there is one out there.
Dr Weale: I do not know of one.

Q92 John Thurso: I want to turn to the eYciency
programme. The Budget announced 15.58 billion of
savings to the end of December 2006. What is the
quality of that figure?
Professor Talbot: We do not have any additional
information other than the NAO report published at
the beginning of this year. Their estimates at that
point for the eYciency savings, which were then
running at 13 billion or so, were that about 25% of
the figure was reliable. About 50% was slightly
doubtful and about 25% was pretty doubtful.
Assuming that nothing dramatically has changed in
the last two months, I would probably apply the
same yardstick to the current figures.

Q93 John Thurso: Do you think it is a problem that
particularly the Gershon figures are reported gross
rather than net of the cost of achieving them? I have
seen some stuV which says the payback periods run
into several decades.
Professor Talbot: Yes, and even more so in light of
the commitment to 3% net eYciency saving during
the CSR period from CSR 2007. If you recall, of the
current Gershon savings, only about 1.5% are
cashable. Of that, they have not netted them so we
have got somewhere below 1.5% of the current
savings are net cash savings in eYciency terms. To
hoick that up to 3% per year which they are planning
to do for the next CSR period, is a massive step
change in the amount of money which is supposed to
be saved in eYciency savings.

Q94 John Thurso: When we had the OYce of
Government Commerce before us, I was asking
questions about the actual value. I came to the
realisation that my concept of value as a
businessman which is cash I can move from my bank
account to theirs was very diVerent. I was surprised
by how little was cash. Can you really call these
eYciency savings if there is very little cash being
saved?
Professor Talbot: The targets were for 60% of the
existing eYciency drive to be cashable. How much of
that has been delivered is questionable based on the
NAO’s estimates of what are reliable figures. It is
diYcult to see in some cases how it has been
reallocated in real budgets. Even if they were making
the figures that they say they are making in the
current eYciency drive—and that is doubtful
according to the NAO—a step change up to 3% net
cash savings in the budgets from 2008–09 onwards is
a considerable increase.
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Q95 John Thurso: If we look at the headcount, which
is perhaps slightly easier to measure, the reported
workforce reductions are said to have reached
50,000. Interestingly, in the evidence we had in part
one this afternoon, there was a great rise in
employment in the public sector. Can we find those
50,000 in that total or is this reallocation?
Professor Talbot: Some of it is reallocation and the
government accepts that. The 50,000 figure that you
are citing is the 50,000 net total reduction, including
reallocation. They say 84,000 in terms of gross
reductions and the 50,000 is netted of the
reallocations that are supposed to have taken place.
34,000 are supposed to be reallocations of staV. The
curiosity of this is that these staV reductions do not
seem to match up with the eYciency savings in
departments. The most obvious example is the
Home OYce which is now not fit for purpose but
seems to be positively anorexic in terms of the
amount of savings that it has made. It is now at well
over 100% of its eYciency target at just over half-
way through the programme. At the same time, it is
nearly 1,500 staV short of its net savings in terms of
reductions in staYng. How these figures measure up
to one another I am not quite sure. It would be
interesting to get some explanation from them.
Dr Weale: Explanation is obviously needed but you
would not necessarily expect a close relationship
between the two because shedding people on low pay
may be a lot easier than shedding those on high pay
but result in smaller cash savings. More money
might be saved by losing one high-paid person than
two and a half low-paid people and, again, it is a
fault of the target system that there are these two
running in tandem. Of course there is an additional
point that the staV losses may not be cash savings
because the work may be contracted out instead of
being done by civil servants.

Q96 John Thurso: The overall point is that eYciency
gains are presented to a certain extent to the public
as money saved that can be relocated to frontline
services and therefore money not required to be
raised as revenue from other sources, ie taxation or
whatever, but if one digs into them it is not always
easy to substantiate that, so there is a real need for
some clarity and transparency in what those
numbers mean if we are to see whether they have met
the objective or not.
Professor Talbot: The fundamental problem
remains, and this was raised in the macro economic
session you had earlier, that unless we have reliable
measures of inputs and quantity and quality of
outputs then it is very diYcult to see how any
reduction in expenditure is an eYciency gain, so it is
very easy for something to be said to be an eYciency
saving when it may simply be a cut in services, and
part of the problem we have, which is a genuine
problem which the Government has not managed to
resolve yet, is how you measure the quality and
quantity of outputs across something as large and
diverse as the public sector. Atkinson and ONS have
made some progress in that direction but certainly

not enough to be confident that the eYciency savings
are not leading to, in some areas at least, reductions
in services either in quantity or quality.
Chairman: I think I quoted in the Budget Speech last
week that the eYciency targets were round about
95% and they are even better since then, so they
obviously get better during the day and work even at
weekends when we are asleep, and are now well over
100%. What a Department! Fantastic!

Q97 Mr Love: Can I ask about the change in the
small business tax rate? It has been suggested that
the reason for this is that they want to change the
balance in the amount taken by directors in the form
of dividends rather than wages. Is that suYcient
reason, and are there downsides to the change?
Mr Whiting: I was told by the Treasury there were
two reasons for the changes: one was to encourage
greater investment by the small business sector and
the second was basically to get at the tax-motivated
incorporation again. On both of those counts one
raises some doubts, not least because there have
been various attempts to encourage the small
business sector to invest in the past. It is not clear
why this one will do any better and at a minimum I
think we need a review in a year or two as to whether
it will work and, if not, please can we have lower
rates instead. Secondly, even if a smaller business
does invest for a couple of years, at some stage very
often proprietors need to take some money out to
live on, so it is not automatic and one cannot help
feeling that the increase in tax rates is just a little
strange. It is also very strange, if I can just make the
observation, as a sort of mirror image with the
impact on large businesses, because here we have at
the smaller end encouragement to the
manufacturing side with putatively higher
allowances which might help your rate and which
certainly is something of a hit on the service sector,
because you do not get the allowances, you just get
the higher rate. That is rather a mirror image of what
is going on at the large business end where it is
generally manufacturing and the like that is being hit
and the service sector being helped. So are we
supposed to be a nation of small manufacturers and
large service industries? I do not know.

Q98 Mr Love: Let me ask you very specifically about
the R&D tax credit. It has been suggested, or at least
there is evidence to suggest, that quite a lot of the
companies that are gaining from the R&D tax credit
would have carried out the investment anyway. Is
that borne out by research, and do you think that the
changes introduced in this Budget will make any
significant diVerence?
Mr Whiting: Certainly my own firm did a survey last
year which bore out exactly what you say, that it
tended to reward expenditure that was already being
undertaken, and what also showed in many cases
was that the R&D tax credit, rather like certain other
tax credits, is not always claimed because it is too
diYcult both to establish that we qualify and to go
through the hoops. Will, therefore, the increases
help? Well, nobody is going to object to a greater
credit and it is useful that the higher rate for the
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smaller businesses goes up a little in terms of size of
the company. So I do not think anybody is going to
grumble at it but whether it is suYcient to be really
behaviour-changing I very much doubt. If you go
back many, many years Japan had an allowance
which was basically 106% of R&D spend, and that
was what you got as a reduction from your tax bill,
not from your profit, so at that point R&D really did
pay. I am not saying we should go to that extreme
but you really do need to go, I think, a little bit
further really to get the behaviour change in place.

Q99 Mr Love: That leads me to ask how far do you
need to go. There are many that would suggest if you
really want to change behaviour you do have to go
to something like the Japanese model. Are you
suggesting that evidence would say that you can
change it at a much lower level of support?
Mr Whiting: I cannot claim to have done the
research that would enable me to say that the
breakpoint is say, 200% and I do not think you
would expect me to say that, but it has overtones of
the question Mr Breed asked earlier re
environmental: you have to make the incentive very
overt so it really is virtually a no-brainer in parlance
to do it. Failing that, you are back to the evidence
that does suggest that most small businesses would
certainly prefer simpler systems with lower rates.

Q100 Mr Love: Let me move on to carousel fraud.
How significant have the measures been there in
the Budget?
Mr Whiting: Progress is being made. There is
another adjustment in the Budget in terms of the
goods that will be subject to this reverse charge
mechanism for combating carousel fraud, so I think
we are making progress there and that is all that can
be said. The figures do suggest that HMRC are
making progress on tackling it at their end as well.

Q101 Mr Love: The Chancellor told us last
December that there would be a yield of £500
million, and it has been suggested that the yield from
the measures announced last week will be somewhat
less, so are we making that much progress? Why has
he changed from last year in terms of how they are
addressing this problem?
Mr Whiting: I am not really close enough to the
figures to give a full opinion but I think there may be
an element of him feeling that he is steadily choking
oV avenues so the new changes announced last week
are to tackle new problems, because obviously the
nature of this fraud is that once you have stopped
something it is not something that is going to give
you a yield year-on-year.

Q102 Mr Love: Let me ask you the very obvious
question which is if it does stop this type of fraud
with computer chips and mobile phones there are
going to be a lot of people who have done rather well
out of this in the last few years. Will they move on to
something else and is there something very apparent
that they might move on to that would yield the very
significant criminal gains there have been in this
area?

Mr Whiting: You have to accept that the nature of
VAT is that there is something of an incentive to
fraudsters because of this very simple thing that the
fraudulent trader can charge, and have paid the
VAT and disappear with the proceeds. It is just
innate in the system. So I think we always have to be
vigilant to keep an eye on what is happening. The
attraction of computer chips and the like is, of
course, that they are small, they are portable, they
are easily sent round and round in the carousel
which, as it were, dynamises the basic fraud. So I do
not think we as a country are ever going to be able to
say that we have stopped VAT fraud. We are always
going to have to be very careful to monitor what the
fraudsters are looking at next.

Q103 Chairman: Professor Talbot, the Chancellor
stated in the Budget that 75% of all new spending
during the period covered by the CSR would be
improving frontline services. Is there a definition of
frontline services?
Professor Talbot: I would love to see one because
there is also this issue in the announcements about
the 5% saving in administrative budgets. It is unclear
to me how that relates to the eYciency savings and
it is unclear how frontline services are defined in
relation to both redistribution of money and
redistribution of personnel, and it would be
interesting to see what those definitions are.

Q104 Chairman: He has mentioned health,
education, transport, defence and policing as
frontline services. Do you think the definition he is
using is specific to those spending areas rather than
referring to customer-facing roles across
Government?
Professor Talbot: It could be but the other issue is
that this rhetoric about frontline services is very
interesting but a lot of the eYciency savings in
Gershon are not from frontline services. The
eYciency savings have to be made in back oYce
services and that requires some resources put into
back oYce services to make them work. The whole
Varney review requires fresh investment to develop
the infrastructure for back oYce services to work
better, and that just worries me that there is this
emphasis somehow or other that if the money goes
to nurses and teachers that sounds extremely
laudable but if nobody is organising supplies for
them that is a bit of a problem.

Q105 Chairman: Before we meet the Chancellor,
from your point of view can you leave us with one
burning issue you think we should raise with the
Chancellor?
Mr Whiting: I think you could ask him about the
impact on large business, which is not to downplay
the smaller business, and whether he is sure he has
done enough to make sure the UK does become
more attractive to international business, and in
doing what he has done has he really struck a fair
balance, because there are some businesses that are
undoubtedly losing out.
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Q106 Chairman: The financial services area has done
quite well, has it not, and highly mobile businesses?
Mr Whiting: Indeed, provided you are not
somebody in long-term property infrastructure,
including some very prominent projects that are
around at the moment where commitments have
been made on the assumption that allowances are
going to come in over 20–25 years and suddenly they
are not.
Mr Chote: I think you could ask him whether it
would be an aspiration of a Brown Government
further to simplify the structure of income tax and
national insurance and whether he sees any scope for
eVectively merging the two systems.
Professor Talbot: On the general process point
about CSR, on page 141 of the Budget they place
great emphasis on the fact they are going to
transform the delivery of public services by
developing the performance management
framework to continue to drive outcome-focused
improvements, et cetera, and I would be very
interested to know what thinking is behind the new
form of PSA, strategic objectives, delivery
agreements and national indicators, which are
outlined in brief in the Budget documentation. I
have no idea how these are supposed to fit together
in practice.

Q107 Chairman: I think we have mentioned that
before but I am taking that as a perennial question.

Professor Talbot: And if you want to be sneaky as
well you can ask him about paragraph 6.58 which
says they are going to have a new mechanism
somewhere in the heart of Government to manage
all the performance and finance data that is being
produced. You might like to ask whether that is
going to be in the HMT heart of Government or
Cabinet OYce/Number 10 heart of Government. I
suspect it will be the latter.

Q108 Mr Love: Shall we ask him whether the CSR
will be in October?
Professor Talbot: It will be in October. He let that
slip during the Budget speech and I spoke to a very
senior civil servant on Monday who confirmed
absolutely clearly it is the beginning of October.

Q109 Chairman: Stephen Timms in a confessional
approach to us in June mentioned that when he
appeared before the Committee.
Dr Weale: We have had now a number of Budgets
from the Chancellor covering wide-ranging issues—
this one, for example, has a section on the Congo—
but as far as I know none of the budgets has
addressed the question whether the country’s overall
level of saving is adequate, and I would ask the
Chancellor whether he has any views on whether the
country as a whole is making enough provision for
the future.
Chairman: As usual, thank you very much. You
have been very helpful to us.



3657311002 Page Type [SO] 20-04-07 00:52:53 Pag Table: COENEW PPSysB Unit: PAG2

Treasury Committee: Evidence Ev 19

Wednesday 28 March 2007

Members present:

John McFall, in the Chair

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

Witnesses: Mr Nick Macpherson, Permanent Secretary, Mr Mark Neale, Managing Director, Budget, Tax
and Welfare, Mr John Kingman, Managing Director, Public Services and Growth, Mr Dave Ramsden,
Macroeconomics and Fiscal Policy, Ms Sarah Mullen, Director, Public Spending, HM Treasury, and
Mr John Oughton, Chief Executive, OYce of Government Commerce, gave evidence.

Q110 Chairman: Good morning, Mr Macpherson,
and welcome to the Committee. Can I ask you to
introduce your team for the shorthandwriter?
Mr Macpherson: I am Nick Macpherson, the
Permanent Secretary to the Treasury, to my far right
is John Oughton, the Chief Executive of the OYce of
Government Commerce, Mark Neale, Managing
Director of the Budget, Tax and Welfare
Directorate, Dave Ramsden, Director of
Macroeconomic and Fiscal Policy, John Kingman,
the Managing Director of the Public Services and
Growth Directorate, and Sarah Mullen, Director of
Public Spending.

Q111 Chairman: Welcome. In our inquiry last week
into the MPC 10 years on, we had Lord George as a
witness and he told us that the MPC had no option
other than to encourage a consumer boom, leading
to high house prices and levels of debt. First of all,
what are your views on that regarding monetary
policy over the past 10 years and what account does
the Treasury take of that in setting fiscal policy?
Mr Macpherson: I would not necessarily recognise
the term “consumer boom”. What I would recognise
is that over the last decade there has been increasing
stability in the macroeconomic system and with that
stability has come about a climate of generally low
inflation expectations and low interest rates. In any
economy which is adjusting from a period of
relatively high interest rates to low, long-term rates,
you will get an adjustment in terms of debt and
consumers’ appetite to spend, but I think that
adjustment has pretty much bedded in, so it is very
striking, certainly looking at both the outturn for
last year and our forecasts for next year, that there
has been a rebalancing in the economy. In terms of
fiscal policy, its role in the short run certainly is to
support monetary policy through the automatic
stabilisers and obviously, in terms of the medium to
long term, fiscal policy’s function is around creating
stable public finances and fairness both within the
current generation, but across future generations.

Q112 Mr Todd: This Committee has puzzled over
business investment in the past and the track record
in the economy, and there has been an encouraging
recent pick-up. Are we any closer to understanding
the path of business investment and predicting it
with greater accuracy?

Mr Macpherson: Business investment, by its nature,
can be erratic, so both quarter by quarter, year by
year you do get variations. What is clear, and it is
confirmed by the statistics which were published
yesterday, is that investment has really picked up
through last year and I think by the final quarter it
was growing at an annual rate of 13% a year. Our
view is that investment is influenced by a number of
factors; it is influenced by the rate of growth in the
economy, profitability and long-term interest rates.
All of those are quite supportive at present, but I
would like to ask Dave Ramsden, who is responsible
for the forecast, whether he has anything to add in
terms of getting a handle on the forecast.
Mr Ramsden: As we discussed at this Committee at
PBR time, there has been a significant change in the
recent path of business investment, so, as you were
saying, Mr Todd, there is a much stronger business
investment picture in 2006 than we had been
expecting, and this is expected to be sustained. It is
a very diYcult question as to what is the optimal
level of business investment in an economy. What we
have in the UK, I think, are conditions which
support business investment. There was a puzzle in
the data around particularly through 2005, and we
know that business investment intentions by
individual companies can be aVected by uncertainty
and it is possible that softness of output and demand
in 2005 may have led to interruption in what would
otherwise have been the normal cyclical pick-up, but
the 2006 data, as I say, have been strong and we are
forecasting that to continue in 2007, so we think the
puzzle has been resolved.

Q113 Mr Todd: Although, even with the recent
improvement in business investment, it settled at a
rate which is much lower as a proportion of national
income than it was, say, in the late 1990s. Why is
that?
Mr Ramsden: There has been a long debate about
whether you should look at business investment as a
share in the economy in real terms or in nominal
terms. In real terms, you are right to highlight that
at the end of the 1990s there was a very strong pick-
up in the business investment to GDP ratio to the
highest levels for 35 years. What we have seen in
2006 is the business investment to GDP ratio in real
terms returning to 10.4% which is a very, very high
level. In nominal terms, the levels are lower,
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although in 2006 the nominal business investment to
GDP ratio also rose, but, as we know, business
investment prices have been falling more rapidly
than prices for the whole economy, and we chart that
in the Budget documentation, and I think looking at
the real ratios actually makes sense in terms of
thinking about real activity.

Q114 Mr Todd: One of the other areas we puzzled
over is migration, the impact of migration on the
economy as a whole. When do we expect to see
ONS’s work completed on analysing that more
accurately because I think everyone, this
Committee, yourselves, the Bank, has puzzled over
quite what is going on and what its impact has been?
Mr Macpherson: We certainly share your desire to
get the best possible migration statistics. I think it is
fair to say that the ONS are pursuing a twin-track
approach, on the one hand looking at their existing
surveys and improving the quality of those surveys
and some of those results will begin to come through
in terms of better quality through the coming year,
but the other part of their agenda is actually getting
better information all round, ie, broadening the
flows of information on migration. A critical issue
there is getting a handle on numbers leaving the
country as well as coming into the country and that
will take longer.

Q115 Mr Todd: Are there any issues of definition as
to what actually a migrant is in these circumstances?
Mr Ramsden: If I can amplify what Nick has said, a
key issue which this Committee has rightly focused
on in the past is the fact that our data are based on
the UN definition which is for migrants intending to
stay for more than one year. In January this year, the
ONS published a feasibility study into how you
might collect data for more short-term migrants and
in their analysis of the latest workforce jobs data,
which was published in March, it shows that the
number of workforce jobs, ie, the jobs that are
counted through the surveys of business, have been
significantly higher than the number of LFS jobs, the
jobs that households account for. They were able to
draw on that analysis and we picked that up in the
Budget document, in paragraph B42, which
highlights that some of that discrepancy may reflect
an increase in the number of short-term migrants,
so, since we last appeared before you, there really
has been a flurry of activity in terms of the ONS
reporting the Interdepartmental Task Force on
Migration, as Nick says, highlighting that this is a
twin-track approach, but, whilst we hope there will
be some improvements this year, this is really a
longer-term agenda leading up to the Census in
2011.

Q116 Mr Todd: In which I hope that you are
involving other agencies as well because the
Regional Development Agency in my area has
recently, in the last few days, published a report
which shows the impact in our area of migrant
workers, so that would be helpful to take a broader

picture. Are you concerned that the growth in
employment recently has been focused largely
within part-time employment?
Mr Macpherson: I do not think we are overly
concerned. The key thing about part-time
employment is whether people want to be working
part-time, whether it is a matter of choice as opposed
to a matter of necessity. I think the evidence is that
the growth in part-time work reflects the flexibility of
the labour market and the wants and needs of a lot
of people participating in the market.

Q117 Peter Viggers: Looking at our place in the
world economy, you have changed your forecast for
2007 so that the contribution of net trade to gross
domestic product growth is now negative, in other
words, the trade balance is turning against us. Does
this indicate that the rebalancing of the economy is
not as complete as might be suggested?
Mr Macpherson: There has been a very small change
there, but I do not think it is particularly significant.
I think what is clear is that UK export markets are
growing rapidly now, partly reflecting the success of
the European economy, so exports will be growing
and imports will be growing too, but I think it is fair
to say that net exports are operating only as a very,
very small drag on growth.

Q118 Peter Viggers: Then looking at the American
economy, would you agree with the main thrust of
current comment which is that the sub-prime
mortgage area is perhaps the greatest risk, and could
that be replicated here?
Mr Macpherson: I think that the US housing market
is very diVerent from the UK’s partly because the
UK historically has had a bit of a supply problem,
whereas the United States, because it is a big place
and planning restrictions work in a diVerent way,
has a more eYcient housing market. Therefore, what
happened through last year is this marked slowdown
in activity which has also been reflected in a decline
in actual residential investment in the States, and I
think the market in the States is now pricing in that
uncertainty in terms of the spreads in the sub-prime
market. I do not anticipate the same thing
happening here. House prices have been rising quite
rapidly here and data from Nationwide this morning
confirm that there are some signs of a slowdown, but
it is a slowdown still from a pretty robust level of
activity, so I would certainly be surprised if the same
thing happened here as has happened in the United
States.

Q119 Peter Viggers: You are forecasting a
marginally higher growth in European markets of
2.25%. What are the reasons for this?
Mr Macpherson: I think the German economy in
particular developed more momentum through the
latter half of last year. The growth in the euro area
seems to be now reasonably well-established and
sustained and in the final quarter of last year the
EU12 grew by 0.9%, which is pretty good going by
historical standards in Europe, and we are
reasonably confident that that momentum will
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knock through into the current year. There is always
a bit of uncertainty and one uncertainty was around
the VAT increase in Germany in January and
whether that would have a marked eVect. It is
probably too early to say whether it has, but I would
say that, insofar as one can tell, momentum in
Germany is continuing.
Mr Ramsden: Almost to link your two questions
together, because nearly 50% of our trade is with the
euro area, I think the fact that there has been
evidence of a little bit more momentum in the euro
area is what is supporting the improvement that we
are forecasting in terms of the drag from trade
between 2006 and 2007, so we think the contribution
from net trade will actually be less in 2007 than in
2006, the negative contribution, because of this
greater confidence that we now have in the euro area
economy, and we are still expecting a slowdown, but
we actually see solid growth, certainly by euro area
standards, in 2007.

Q120 Peter Viggers: The Chinese economy is
important to us, but of course far more important to
the United States. What impact will the
establishment of the new Chinese Investment
Agency have on the unwinding of global
imbalances?
Mr Macpherson: I think it is too early to tell. There
was that instability in the financial markets around
a month ago where there was this quite big
adjustment in those markets, but since then there has
been a adjustment in the upwards direction, so
actually, when you look across international
markets, they are not in a hugely diVerent place than
they were, say, a couple of months ago before this
scare arose. What is certain is that the Chinese
economy continues to grow very healthily and we
continue to see growth rates of around 10%, there is
no sign of a slowdown there, and similarly the Indian
economy is growing well. From a UK point of view,
I think we published in the Red Book that, although
China and India are incredibly important and there
are huge opportunities for British industry there, in
particular for the services industry in India, the A8
is a bigger market now for the UK than China and
India.

Q121 Mr Gauke: Turning to the public finances,
given that the estimated output growth for 2006–07
has increased, why has the Budget position
deteriorated from your projections a year ago?
Mr Macpherson: The critical story here is around
North Sea oil where revenues have been
disappointing. I know there was a lot of discussion
about this at PBR time and Mr Fallon had some
observations then.

Q122 Mr Fallon: Which I will be repeating, I think!
Mr Macpherson: What is going on is a combination
of issues. The oil prices remain reasonably strong,
although we are projecting in the Budget Book an oil
price slightly lower than at PBR time. The strength
of the pound against the dollar actually results in us
losing revenue and, on top of that, output in the

North Sea has been lower than expected and that has
persisted, and we think now it is right to knock
through a secular reduction in production. On top of
that, there is also an issue of both rising costs of
production in the North Sea, which just reflects
inflation in oil production across the world because
of the price being high and you just cannot get the
rigs, but, on top of that, there is also high investment
and for investments you obviously get capital
allowances, so it is almost a perfect combination of
things, all of which are reducing revenue. It is
irritating clearly from our point of view, but we have
been lucky in the past. In 2005, we actually had a
windfall gain on North Sea revenues, so it is not as
if we have persistently over-forecast North Sea
revenues.

Q123 Mr Gauke: But you have persistently over-
forecast corporation tax, it is fair to say, if I
remember the evidence that we received.
Mr Macpherson: I think it is fair to say that in recent
years we have tended to over-forecast corporate
revenues, just as we tended to under-forecast them in
the late 1990s, so there may be a bit of a cyclical
eVect. We have really done a lot of work in trying to
get an understanding of what is going on in
corporation tax. At PBR time, we were pretty
confident about non-North Sea corporate revenues.
As it turned out, the payments which companies
made in July and October were slightly deceptive
because they did not knock through to January, so
it appears that companies have been overpaying on
account and then claiming back from the Revenue in
January, and that resulted in corporate tax revenues
being lower, but profits are high and we did get 10%
growth last year and we are reasonably confident
that our corporate tax revenues are now robust.
Dave is the expert on this and he may want to add
something.
Mr Ramsden: All I would really add is that we clearly
have been hit by a shock on the North Sea, but, as
Nick was highlighting, we try and be as open as we
can about our forecasting record and we set out in
table C7 a pretty detailed account of how we have
done compared with the last Budget and PBR
forecasts. Actually, if you look at the bottom line for
current receipts for 2006–07, our latest forecast is
higher than our Budget 2006 forecast because—

Q124 Mr Fallon: Only by one.
Mr Ramsden: But it is consistent with a more general
trend where we have become, and this has been
noted by the experts you have taken evidence from,
more accurate in our forecasting over time, subject
to the caveats Nick was highlighting around things
like non-North Sea corporation tax. Actually, if you
look at value added tax, that has come in higher than
we forecast in the Budget 2006, stamp duties have
come in higher than we forecast in the Budget 2006
and also income tax and NICs taken together, so
there are challenges with forecasting the diVerent
parts of receipts because they reflect what is going on
in diVerent parts of the economy. If you look at 2005
more generally, that was a year where it was not just
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on North Sea receipts, but where actually, relative to
the slowdown in growth, receipts held up well and
lots of people were expecting them to fall much
more. Indeed, if it had not been for the deterioration
which we had in VAT receipts that was due to the
MTIC shock which now looks as if it has been
contained to a short period, they would have been
even better, so this is really just to try and get across
to you, which I think you actually understand well
from your many inquiries, that it is quite diYcult
forecasting tax receipts and there is a lot going on in
the UK economy which we are trying to reflect in our
receipts forecasting.

Q125 Mr Gauke: How much are your forecasts for
an improvement in the state of the public finances
dependent upon economic growth, given that
economic growth has not particularly helped us
overall this year as far as public finances are
concerned?
Mr Ramsden: It is fair to say that economic growth
and the various elements of spending which make up
economic growth are the critical determinant of our
tax receipts forecast, but they are not the only
determinant, and we account for this every year in
our end-year fiscal report. We are also factoring in
policy changes and the lagged eVects of previous
policy changes, so, for example, we are now
expecting to get quite a lot of corporation tax in
2007–08 from the real estate investment trust
conversion charges, and we flagged that up in the
document. There are lots of other things going on,
but it is fair to say that the key driver of our receipts
forecast, if you look across the diVerent receipts, will
be economic growth because we are assuming that
employment is going to keep growing and we are
assuming that consumer spending is going to keep
rising, so these are key drivers.

Q126 Mr Gauke: Other members of the Committee
will return to some of these issues, but can I just ask
briefly about the golden rule. Do we know yet as to
whether, as has been the case in the past, the last year
of one economic cycle will count as the first year of
the next economic cycle?
Mr Macpherson: Certainly on previous occasions
when we have assessed the golden rule, that has been
the case and clearly, insofar as the cycle comes to an
end either this year or next year, that final year will
be calculated within the assessment of whether we
have met the rule. As for the future, I cannot tell you.

Q127 Mr Gauke: The idea of the golden rule is that
it is open, transparent and accountable and these are
all strong arguments for it. It would seem absurd not
to have a consistent approach to this.
Mr Macpherson: We project our public finances over
a number of years and on this occasion we are
projecting through to 2011–12 and I think, on any
basis, in our assessment we are meeting the golden
rule both in this cycle and in the next, insofar as there
is another cycle.It is getting quite diYcult because we
are assuming growth returns to trend—

Q128 Mr Gauke: Well, I was going to ask that
question, but do not let me stop you on the first point
because I take the point that, whether you count the
last year or not, on the figures you have got you can
probably meet the golden rule.
Mr Macpherson: Yes.

Q129 Mr Gauke: However, I do not understand why
we cannot have an answer to the question as to
whether you would continue to apply the same
principle, the distinction being of course that the last
year of this economic cycle will be a deficit year,
whereas previously a surplus year has been counted
into cycles, and now that it appears to be a deficit
year, it is only going to count in one cycle. This seems
to me to be weakening the credibility of the golden
rule.
Mr Macpherson: I do not think so. There is nothing
inevitable when you are starting a cycle that you
should be in surplus. What is clear is that, looking
over the next four to five years, we are meeting the
golden rule on any basis.
Mr Ramsden: The last four cycles have started in
deficit. The diVerence about the cycle which will be
ending and the next cycle which will be starting is
that borrowing is clearly on a downward trend and
that is forecast to continue, and that is not just our
forecast, that is the forecast of other forecasters, so
there is nothing unusual. Indeed, the last cycle which
started in 1997–98 started with a small deficit.

Q130 Mr Gauke: But at the time the Chancellor was
bothered. We will not get into the debate about how
the dates have moved, but at various times that has
moved and they have been in surplus years and
moved around. Can I come back to this question of
how you do the economic cycle, given, as you just
said, Mr Macpherson, we have got a straight line. It
seems to me that the idea of using the economic cycle
in these circumstances becomes hugely diYcult. We
have had evidence that, given that the cycle is less
clear than it used to be, maybe this is the time to
abandon using the economic cycle and find a
diVerent way of doing it. You are nodding your
head, so is that something you recognise?
Mr Macpherson: If we achieved nirvana and we
entered a golden age of steady growth at 2.75% year
after year after year, then you are absolutely right, it
would be time to reassess our approach.

Q131 Mr Gauke: And that is what you are
projecting?
Mr Macpherson: Well, this is what I want to come on
to. Our forecasting methodology is based around
this view of trend and the reality is that at present on
our assessment we are very close to trend indeed and,
for all I know, we may have gone through it already,
but I think our assessment is that we are about 0.2%
away from it. I suppose it is a technical point almost
that we do not attempt to forecast cycles, so we are
approaching trend and our methodology is that,
once you get to trend and in the absence of any
additional information, we just assume that the
economy grows at trend. The reality is, and certainly
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previous experience confirms this, that, when you
actually go through trend, usually there is
momentum in the economy which then takes you on
above it, and I would be quite surprised if we come
back here this time next year and the economy has
grown absolutely at 2.75% on the button and we are
expecting it to grow at 2.75% ever after. One of the
challenges around forecasting the economy and
indeed understanding where we are going on the
public finances is the fact that the amplitude of this
cycle has clearly been substantially less than
historical cycles. I think we have got to keep
continuing to look at this and learn from experience.

Q132 Ms Keeble: I want to ask about investment
plans because in 2005 we were told that departments
were getting better at realising their investment
plans, but the current figures indicate that that is not
actually the case. Why do you think that in
particular Health and Education are not achieving
their plans?
Mr Macpherson: Sarah may want to come in in a
minute, but this year we were slightly surprised that
investment has come in slightly lower than we were
forecasting because, as you indicated, there was
momentum there, and I remember coming to this
Committee at the beginning of this decade and we
were continually underspending on investment, but
I think we have got better at it. The current year had
projected a lot of growth—

Q133 Ms Keeble: You say you got better at it, but
essentially this element of public spending is very
much dependent on having competent procurement
at a local level and, unless that has improved,
whatever you do does not really make any diVerence
to an extent. What has actually happened to change
the ability of the agencies, for example, to deal with
PFI, but also just to become more competent at
managing their investment plans?
Mr Macpherson: I think it is wise, if you do not
mind, to step back and consider the net investment
figures. Some of the underspend is to do with the
debt write-oV for Nigeria which has been accounted
for and it has been put back into previous years and
that resulted in net investment being lower, but there
are also, your point, issues around education and
health and also the housing expenditure coming in
lower. It has grown quite a lot, but, Sarah, do you
want to expand on that?
Ms Mullen: The context, as you know, is very
significant growth in departments’ capital budgets.
To put the underspending in 2006–07 in context, I
think it is about 7% of planned spending, whereas in
2000–01 it was about 20%, so on that metric we are
getting slightly better. There are some issues in terms
of the capacity of departments, and John Oughton
might want to say something about the work that
OGC has been doing to improve departments’
ability to undertake professional procurement and
the reforms that we are going to be doing, which
were announced in January, to focus OGC much
more closely on procurement. Just looking at DH
and DfES and starting with the Department of

Health, I think it is worth recognising that they have
seen a very large and ambitious programme of
expansion in their capital building. For example,
they were planning to build, I think, about 100
hospitals by 2010 and it now looks as if they are
going to be delivering 109 hospitals by 2010, so there
has been a very big growth in the number of
hospitals that are actually being built. Also, quite a
significant number of those are being done by PFI
and probably proportionally more than was
originally thought when DH’s capital spend plans
were set back in SR02, so there has been some shift
between the types of capital spending towards PFI.
There has also been very significant investment in
equipment in hospitals and in primary care, the Lift
Programme, but DH are themselves taking action
and looking at working with OGC and others to
improve their own procurement and capacity to
deliver.
Ms Keeble: Out of those 109, I think two of those
new hospitals are in my constituency.
Mr Todd: You could share them out!

Q134 Ms Keeble: Well, we have had a huge number
of schools as well. What happens with these
contracts is that it is peaks and troughs with them
and you can see the delays happening through the
system and it is because of the local capabilities.
There is a real issue about what is happening to
actually improve that and unlock it because you
might have 109 on the stocks, but the ones in my
patch really might not happen, which is one thing,
and, secondly, can you give a breakdown because I
had not understood that the investment plans
involved Nigeria’s debt? I thought that came under
some other element of spending and I assumed that
capital spending was the schools, hospitals, roads
and all the things that we all know and love.
Ms Mullen: The Nigerian debt, I think, aVects PSNI,
public sector net investment, which has fallen in
2006–07. As for the actual capital spending plans for
departments, as I said, what I am talking about is the
underspend in relation to that capital, so there has
been some underspending, as I was setting out.

Q135 Ms Keeble: But these figures include the
Nigerian debt stuV, do they?
Ms Mullen: The figures which are in table C12, you
will see there that it sets out the changes to total
managed expenditure, and you have a fall in PSNI
at the bottom of £3.4 billion and I think that is where
the Nigerian debt switched. I think it some £1.1
billion comes increasing PSNI in 2005–06 and is
taken out reducing 2006–07. If you look at the top,
you have capital budgets and you will see that there
is a £3.8 billion fall, and that reflects the 7%
underspend.

Q136 Ms Keeble: I wonder if you can say what
exactly is happening about improving the local
procurement and local ability to manage these large
amounts of capital spend, which are diYcult, but
which must make the spending figures very volatile,
peaks and troughs.
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Ms Mullen: Well, capital spending can be quite
volatile because of course capital spending is quite
lumpy, but there are capacity issues, we would
acknowledge that, and the departments concerned
would acknowledge that and they have been
working very hard on those. We talked the last time
I was here about the Building Schools for the Future
Programme and certainly there have been issues
there in terms of the capacity of local authorities to
actually deliver on the programme. Certainly we
have been working with DfES and also involving the
PMDU on trying to improve that capacity and, as a
result, are focusing much more on support for those
local authorities that need help. I do not know
whether John is able to say something more general
about what OGC has been doing in the area of
raising our game of procurement.
Mr Oughton: The capacity is only in part about what
is happening in government ministries in Whitehall
and your question is absolutely right, that it is more
about the issues locally and the delivery bodies. For
central government, we are initiating a round of
procurement capability reviews modelled on the
departmental capability reviews, which will be
looking at procurement capability and skill in
central government bodies. In the wider public
sector, we have been using the gateway review
process to assist local authorities, the Health Service
and other parts of the wider public sector to improve
their ability to deliver on the major programmes and
projects they have to manage. We have recently
accredited both the Health Service and local
authorities to run their own gateway reviews and
that is a signal that they are now getting better at
understanding the main elements of programme
delivery, so they are on that journey, but I would
agree with Ms Mullen.

Q137 Ms Keeble: It is a long journey.
Mr Oughton: It is a long journey because these are
very complex things to do, but I think the support
they have been getting has helped them.

Q138 Mr Fallon: Can we just go back to these
forecasting errors. If we look at the last six years, you
have been over-optimistic on corporation tax
receipts by £1.4 billion, £5.6 billion, £3.5 billion, £2.2
billion, £0.6 billion, £1.3 billion and, this current
year, £4 billion. This morning you have described
this as becoming more accurate over time, but in fact
you have been wrong for each of the last six years.
Mr Macpherson: Are you disaggregating North Sea
because, as I say, in the last year North Sea has had
a particularly big eVect on this calculation?

Q139 Mr Fallon: Absolutely, but why have the
errors been consistently on the downside and you
have been over-optimistic in each of the last six
years? This is not becoming more accurate, it is
becoming more wrong.
Mr Macpherson: Clearly we have not forecast
corporation tax as accurately as we would have
liked, and I can assure the Committee that we spend
quite a lot of time trying to really improve these

forecasts. Corporation tax is one of those things
which, I think, is perhaps more influenced than most
by the increasing integration of the global economy
and, looking back on it, we have been too optimistic,
but I am confident not least because you cannot
carry on being over-optimistic on these things
indefinitely, and I do think we have got a far better
understanding of the constituents of corporation
tax.

Q140 Mr Fallon: But, Mr Macpherson, for the year
ending this month, you are going to be 8% out on
your corporation tax forecast.
Mr Macpherson: Yes.

Q141 Mr Fallon: Why are you persistently wrong?
Mr Ramsden: If I can just clarify my point about
accuracy, in our end-year fiscal report we do do a full
account of our forecasting errors for the short term
and what I was saying was that we have become
more accurate with our year-ahead forecasts over
time. We made some quite significant errors earlier
in this century and we have been making smaller
errors on our short-term forecasts, but, if you look
at the medium-term picture—

Q142 Mr Fallon: Sorry, Mr Ramsden, let us just
look at the current picture. The Pre-Budget Report
was only four months ago and we have now got
higher GDP output growth than you predicted, but
we have £2 billion lower receipts than you predicted
just four months ago.
Mr Ramsden: Just to be clear, on the GDP
forecast—

Q143 Mr Fallon: If growth is higher, why are
receipts lower?
Mr Ramsden: Compared with the PBR, we have
exactly the same forecast for GDP.

Q144 Mr Fallon: But overall GDP output growth is
higher than you predicted a year ago.
Mr Ramsden: That was not your quote. You were
asking about compared with the PBR four months
ago.

Q145 Mr Fallon: Well, the PBR was only four
months ago.
Mr Ramsden: Yes, but our growth forecast is the
same as four months ago.

Q146 Mr Fallon: But why are the receipts lower by
£2 billion than four months ago?
Mr Ramsden: I tried to account for that in an earlier
answer and maybe I was not clear. Receipts overall,
compared with the PBR, for 2006–07 are £1.4 billion
down, but, if you look at table C7, you will see that
£1.3 billion of that is accounted for by the North Sea
revenues forecast which we have been talking about
with you at length. Actually, our income tax forecast
is higher than we were projecting at PBR time and
value added tax is higher. As we have discussed in
this Committee before, the timing of receipts
payments through the financial year does create
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issues for us with our receipts forecasting, whatever
is happening to the economy, because we have very
large payments of self-assessment income tax in
January, we have bonuses predominantly from the
financial sector which start to come through in the
receipts figures from January through to April and
normally we get significant corporation tax receipts
in January, but, as Nick Macpherson was
explaining, this year the quarterly payments we got
in July and October were a little bit misleading
because companies reassessed their full-year
payments, so there are timing issues here as well, but
overall I think we have given a pretty clear account
of the diVerences in our forecasting compared with
PBR time based on an economic forecast which, I
stress, is unchanged compared with PBR time.

Q147 Mr Fallon: Let us look at your biggest mistake
with North Sea oil. In December, and that is only
four months ago, you told us that this year you
would get £10.7 billion and now you are telling us it
will be £8.1 billion, so that is a 25% reduction in just
four months. Mr Macpherson gave a lot of guV
about a combination of issues, “can’t get the rigs”,
secular reduction, and then he described all this as
irritating. Why do you not just come clean and say
you have got this wrong?
Mr Ramsden: Actually we give a pretty extensive
account from paragraph C50 to C53 which goes into
considerable detail, accounting for each of the four
factors which Nick highlighted, all of which are
substantive factors which are complicating the issue
of forecasting the North Sea.

Q148 Mr Fallon: But none of which you knew in
December?
Mr Ramsden: No, and, to be fair, if you look at the
latest survey of the UK OVshore Operators’
Association that came out between December and
now, that highlighted the news from the North Sea
and, remember, this is a bottom-up forecast, this is
a forecast which is based on what producers are
telling the DTI and what the DTI in turn tell us and
HMRC about conditions in the North Sea which
then HMRC turn into a receipts forecast, and we
look at it from the macro-picture. This was news
compared with December and we have had a
number of companies which have made
announcements about their results and in those
announcements it has highlighted for them exactly
the issues we are highlighting in paragraphs C50 to
C53 at the macro-level. That is just the news we have
had to take account of, the new evidence.
Mr Macpherson: We did mark down our forecast
significantly at PBR time and I think the Committee
agreed with us, and I think the Committee
welcomed, that we seemed to be on a more realistic
trajectory, but we got it wrong. Part of the problem
is that corporate tax revenues come in four times a
year and January is absolutely critical. When you get
bad January revenues, you then have to look again
at your projection, and that is basically what has
happened.

Q149 Mr Fallon: A year ago you said it would be
£13.5 billion and now you are saying it will be £8
billion. Mystic Meg could do better than this!
Mr Macpherson: Well, as I say, in 2005 we under-
forecast North Sea revenues substantially.

Q150 Mr Newmark: I have a couple of themes and
the first one is to do with the sustainable investment
rule and I guess it is following on a little bit what
David Gauke was discussing with you earlier. How
is the sustainable investment rule going to be
interpreted over the next economic cycle and, as a
supplementary to that question, are you going to
aim at the net debt being maintained below 40% of
GDP in each and every year of the economic cycle or
for the average net debt being maintained below 40%
of GDP over the course of the economic cycle?
Mr Macpherson: Well, these projections make it
very clear that the net debt is going to be significantly
below 40% for every year of the projection period.
The fiscal rules are set out in the document and I
have really nothing to add to that.
Mr Ramsden: Perhaps I can add that we make clear
in the formulation of the sustainable investment
rule, we set out the basic principle underlying the
rule that it would be held over the economic cycle at
a stable and prudent level, and then we highlight that
net debt will be maintained below 40% in each and
every year of the current economic cycle.

Q151 Mr Newmark: In each and every year?
Mr Ramsden: Of the current economic cycle, and
that was a formulation that was introduced in the
course of the last economic cycle.

Q152 Mr Newmark: So, if we look at the next cycle
coming up, are you going to be maintaining that
same approach?
Mr Ramsden: I think the answer there is same as the
answer we gave you on the golden rule.

Q153 Mr Fallon: You are not going to tell us?
Mr Ramsden: Well, we will have to wait until we get
to the next cycle. As Nick has set out, what we have
made very clear in our projections—

Q154 Mr Newmark: So you are going to reverse-
engineer the cycle again eVectively, so you cannot
tell us going forward, but once it has happened, you
will tell us?
Mr Ramsden: No. On our projections it is very clear
that we meet the sustainable investment rule in each
and every year of the projection period, but we are
not in the next cycle yet.

Q155 Mr Newmark: That is a remarkable non-
answer. This next question is not going to surprise
you, coming from me. What consideration will you
give as to whether the sustainable investment rule
should take into account movements in other
liabilities, such as public sector pension liabilities
and all payments arising from PFI liabilities?
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Mr Macpherson: The net debt rule is based on a
national accounts measure. The national accounts
do not include pension liabilities as a call on net
debt. In relation to PFI, clearly some PFI is on the
Government’s balance sheet and some of it is oV.
The part which is on will score against the net debt
rule because the ONS’s national accounts ultimately
are determined by departmental resource accounts
on those matters.

Q156 Mr Newmark: Well, I just want to throw
something at you. The Institute of Fiscal Studies’
Green Budget said, “The treatment of these future
payments”, that is PFI, public sector pension
liabilities and possible contingent liabilities, such as
Network Rail, “is important since, despite not
appearing in the headline figures for debt, they could
reduce the amount of income that future generations
will be able to spend as they choose”.
Mr Macpherson: Well, I think that is a perfectly
sensible point to make, which is why we—

Q157 Mr Newmark: Well, that is one of general
regional fairness.
Mr Macpherson: That is why we every year produce
long-term fiscal projections covering the next 50
years. Of course public sector pension liabilities are
going to increase over that period, but it is very clear
that, if you look at the figures in our last long-term
report, they only rise by 0.5% of GDP over those 50
years from 1.5% in 2005–06 to 2% in 2055. By any
standards, that is aVordable and our long-term
projections confirm that.

Q158 Mr Newmark: Maybe we are talking about
apples and oranges, but, if you actually included
public sector pension liabilities and you included the
PFI contingent liabilities, you are at somewhere
around 100 to 103% of GDP, so there is an issue with
that and those liabilities are there. I think the point
that the IFS Green Budget is making is that it will
reduce in some way, and more than, I suspect, the
1% or 1.5% that you have just alluded to, the amount
that future generations will have to pay and their
obligations will be more. Do you agree with that?
Mr Macpherson: I share your concern about future
generations and that is—

Q159 Mr Newmark: So you agree with me?
Mr Macpherson:—and that is why we do long-term
fiscal projections, looking over 50 years, which is
quite unusual. I am not aware of many other
governments which have that level of transparency
on their public finances. We very much factor in PFI
payments and we include in the Red Book a table
showing our payments under PFI contracts through
to 2031. I am confident that our projections are
robust in these matters and I really do think there is a
risk in discounting long-term payments and creating
some very large sum of money. The fact is that you
are only rolling up one side of the balance sheet.

Q160 Mr Newmark: I am rolling up both sides of the
balance sheet.

Mr Macpherson: We could roll up tax revenues over
the next 50 years and get some massively—

Q161 Mr Newmark: But that is a false analogy and
you know it is. Anyway, let us get on with
corporation tax.
Mr Macpherson: I do not think it is a false analogy.

Q162 Mr Newmark: It is a false analogy. Anyway,
the Budget announces that the Government will
continue to assess the case for further reductions in
the corporation tax rates. In what circumstances
would you envisage making further reductions in
corporate tax rates?
Mr Neale: The Budget says that in the context of the
continuing issue of the competitiveness of our
corporation tax rates and also in the context of the
continuing issue of tax-motivated incorporation, so
there are two factors at work there.

Q163 Mr Newmark: When people look at what
happened with the air passenger duty, that came in
really quickly, and I know they are not exactly
comparable, but, when you look at what went on as
to when the corporate tax rate is to be implemented,
on what basis was the decision taken to implement
the tax changes in corporate tax rate from April 2008
rather than April 2007? I am sure that is a normal
thing to do, is it?
Mr Neale: You are right, I do not think the two
things are directly comparable.

Q164 Mr Newmark: It is just that one came in really
quickly and the other one is being deferred for over
a year.
Mr Neale: Well, the APD change came in quickly
because there were pressing environmental reasons
for bringing that change in quickly.

Q165 Mr Newmark: Do you think the extra £10 is
really going to impact the environment or is it a
revenue-gathering exercise?
Mr Neale: It was brought in in order to have an
impact on demand for air travel which will indeed
have an impact on environmental objectives.

Q166 Mr Newmark: So can you explain the reason
for the delay, why it is being left until 2008 instead of
2007? Is this a normal thing that goes on?
Mr Neale: It is perfectly normal to stage the
introduction of tax changes in the way we have done
in this Budget, yes.

Q167 Mr Newmark: Commentators have
commented that large mobile companies in the
service sector will benefit from the changes to the
corporation tax system, whereas those in the
manufacturing and property services sector will lose
out. What is the rationale for implementing the
changes to the corporation tax regime which have
such a diVerent impact on diVerent business sectors?
Mr Neale: Well, the rationale here is not to produce
a diVerential impact on sectors, but the rationale is
to—
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Q168 Mr Newmark: Well, some people—
Mr Neale: The rationale here is to improve
incentives for investment across the piece and that is
what the Budget changes will achieve.

Q169 Mr Newmark: Let me just focus a little bit then
on small companies versus big companies. Why have
you increased the corporation tax rate for small
companies whilst lowering it for large companies?
Mr Neale: I think it is important to emphasise that
we are not increasing the overall tax burden for small
companies.

Q170 Mr Newmark: I appreciate that.
Mr Neale: We are redirecting it and, in particular,
redirecting support to small companies that invest
and indeed making available that incentive to vastly
more small enterprises because the annual
investment allowance that the Budget announced
will be available not just to incorporated small
businesses, but also to the owner-run, self-employed
operations that outnumber incorporated small
businesses by something like three to one.

Q171 Mr Newmark: But it is not going to change
behaviour, so, if you are running a business that does
not benefit from that, you are not going to suddenly
swap or change your whole business strategy, are
you? The thing is that most of us have a lot of small
businesses in our constituencies, many of which are
small, professional service businesses and sole
traders, and the feedback I am getting is that they are
going to be major losers from this because they get
little benefit from the Chancellor’s sweeteners, such
as the expansion of R&D tax credit schemes and
capital allowances. They are saying to me, “What do
you expect me to do—give up my business and start
something completely new?” They are not going to
do that. These are the people who are really feeling
the pain and there are literally tens of thousands of
these sorts of businesses out there.
Mr Neale: I think self-employed sole traders, who do
actually outnumber incorporated small businesses,
will—

Q172 Mr Newmark: Well, they are small,
professional service businesses of five or six people,
they are not just sole traders.
Mr Neale:—will gain significantly from the Budget
in two ways. Firstly, they will have access to the
annual investment allowance and, secondly, some of
the unfair diVerential which exists now between the
taxes they pay and the taxes paid by incorporated
small businesses will, as a result of the Budget
measures, disappear.

Q173 Mr Newmark: Again I see that is leading to
slightly more complexity for a lot of these small
businesses, and John Whiting told us that small
businesses generally prefer a simpler tax system and
a cut in the corporation tax rate to R&D tax credit
schemes and that the increase in R&D tax credits is
likely to have little behavioural change, which is the
point that I was making to you earlier. I would just

like to ask, did you carry out any analysis to
understand how eVective increases in the R&D tax
credits are vis-à-vis cuts in the corporation tax in
boosting small companies’ investment levels and
profitability?
Mr Neale: We have a very vibrant and continuing
discussion with business, both large and small, but I
am not sure that I agree with John’s assumption that
this is a more complex package.

Q174 Mr Newmark: It is not John’s, but the
feedback he is getting from lots of small business
people.
Mr Neale: Sure, but the annual investment
allowance will cover the investments made by 95% of
small businesses and in fact will give them a big
cashflow advantage. I think that is in many respects
a simplification for them rather than an added
complexity.

Q175 Mr Newmark: A cashflow advantage, but
more tax to be paid though?
Mr Neale: Well, not for small businesses that
invest, no.

Q176 Mr Newmark: Not for small businesses that
invest, but those that cannot, as I said, in the service
sector, they are in a diYcult position which
unfortunately many of my constituents are, so they
are going to be hurt by the switch, which is why I
asked the question. One final question because I
know time is pressing with the Chairman—and
maybe, John Kingman, you are best to answer this—
according to Lord Turnbull, departments are told
only just before Budget or Pre-Budget Reports,
“This is what you are getting and here are your
public service agreements.” Is this how the Treasury
traditionally managed the Budget?
Mr Macpherson: Let me answer this because I used
to run the public spending side of the Treasury when
Lord Turnbull was Permanent Secretary.

Q177 Mr Newmark: It just strikes me as an unusual
way to manage things.
Mr Macpherson: I simply do not recognise this.

Q178 Mr Newmark: So he is wrong?
Mr Macpherson: I do not recognise it.

Q179 Mr Newmark: So he is wrong.
Mr Macpherson: I do not want to comment on
former colleagues; that would be wholly
inappropriate.
Mr Todd: He has certainly done it himself!
Chairman: Keep going.

Q180 Mr Newmark: Keep digging!
Mr Macpherson: I think it is important that civil
servants should not become the story but maybe I
am a bit old-fashioned in that way. To answer your
question we are currently having a Comprehensive
Spending Review. It has gone on for a long period
and there is endless dialogue between departments
and the Treasury almost on a daily basis. Through
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Spending Reviews you achieve a very high level of
understanding of the pressures on programmes and
departments also get an understanding of the
pressures on the Treasury, so the idea that these
things are suddenly handed down out of the ether at
short notice I just simply do not recognise.
Mr Newmark: Thank you, Chairman, I guess he is
wrong.
Mr Todd: Sounds like it.

Q181 Kerry McCarthy: Can I ask about child
poverty. We heard fairly disappointing figures today
that were released that were saying that another
100,000 children seem to have slipped back below
the poverty line. Will the Budget make much of a
diVerence? I know the Chancellor announced that he
thought the measures that were introduced would
lift another 200,000 children out of poverty. I think
the IFS are saying we will miss the 2010–11 target by
about 800,000 children if more is not done.
Mr Neale: I think it is premature to say that we will
miss the 2010 target. What is the picture on child
poverty? First, after two to three decades up to 1997
when child poverty rose consistently, the trend has
been decisively reversed so that child poverty is
600,000 lower than it was in 1997. We have probably
seen a pause in 2005–06. The fall is well within the
margin of error and there are particular features to
do with the self-employed that may go some way to
explaining that number, but the Budget will set the
trajectory back on a downward path by increasing
the child tax credit from April 2008 by £150 more
than indexes would do and, as you said, will lift a
further 200,000 children out of poverty.

Q182 Kerry McCarthy: But various analysts have
said that we are looking at extra spending of about
£4 billion or so to try to meet the 2010–11 target. Is
that something that is under discussion as part of the
Comprehensive Spending Review or is that a figure
that you do not recognise or do not accept is needed?
Mr Neale: It is something that we keep under review.
I would not assign a particular cost because a huge
amount depends on trends in earnings between now
and 2010, trends in the labour market, in lone
parents in particular moving into work. The Budget
contains measures to support lone parents back into
work and it really is premature to say that achieving
the target in 2010 of halving child poverty will cost
any particular amount of money.

Q183 Kerry McCarthy: Does the announcement on
Tuesday by the DWP about the New Deal for
Families and doing more to encourage people into
work a sign that you think those measures will be
more eVective than simply putting money into
people’s pockets through the tax credits system?
Mr Neale: As we said in the Child Poverty Strategy
we published in 2004, you have got to act on a
number of fronts. Moving people into work is a very
important part of the strategy and we know from the
evidence and research that has been done that when
somebody in a family moves into work and secures
a work income that more often than not lifts the

family out of poverty but, equally, we need to act, as
the Budget has done, on support for the incomes of
poor families, which is why the Chancellor took the
action he did on the child tax credit.

Q184 Kerry McCarthy: What about the question of
take-up of tax credits. There has been some debate
with the abolition of the 10 pence starting rate in
particular about the percentage of people who are
actually taking up the tax credit and that obviously
hits some of the people that we are talking about in
terms of the child poverty figures as well.
Mr Neale: The take-up of the child tax credit is very
high. It is running at about 91% for lone parents and
around 90% overall and in the case of the working
tax credit take-up rates are somewhat lower, but that
is a new measure and HMRC is now very much
focusing on pushing up the take-up rates for the
working tax credit.

Q185 Kerry McCarthy: Where there is not such a
take-up does that tend to be where people would
only be entitled to a small amount so they do not see
it worth their while or is it evenly spread?
Mr Neale: It is certainly true that the take-up by
value, by the amount of money taken up is higher
than the take-up by caseload, which clearly implies
it is the people who stand to gain the most who are
making the claims.

Q186 Kerry McCarthy: Some people have suggested
there ought to be a second target on child poverty.
At the moment it is 60% of median income and it has
been suggested that in terms of most of the measures
that have been introduced, particularly on the tax
credits front, you are taking people just below the
poverty line and moving them just above the poverty
line, which is relatively easy to do, but it means that
the people in the hardest-to-reach groups are being
abandoned because they do not help meet the
targets. Has that been discussed in the Treasury or
do you think it would be useful to have something
like 40% of median income?
Mr Neale: The 60% of median income is an
internationally recognised threshold and I would
not under-estimate the importance of moving
families across that line. I think it makes a profound
diVerence to the future of children. I would be
cautious about the 40% line as a threshold because
the information about low incomes in the bottom
decile is very, very diYcult to interpret. What you
tend to find in terms of the survey information about
the lowest incomes is that these are families who may
have low income but have very much higher
consumption, suggesting that the low income is a
very temporary phenomenon, and I think we need to
do a bit more work to understand what is going on
at the very lowest levels of income.

Q187 Kerry McCarthy: Presumably you say that
justifies focusing on increasing tax credit payments
rather than looking at bumping up benefits
payments for people who are out of work?
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Mr Neale: I certainly think it means that we should
continue to focus on 60% of median, but I think it is
worth saying that the Government, looking forward
to the 2020 target, has indicated that it will introduce
a measure of deprivation which will pick up perhaps
what you are seeking to get at here, namely those
families who are suVering particular diYculty.

Q188 Kerry McCarthy: Can I just clarify one point
and then I will let somebody else come in. Save the
Children, for example, have got a campaign about
the million poorest children. Are you saying that for
a significant number of children and families that fall
within that bracket it is a fairly temporary
phenomenon?
Mr Neale: I am saying that some care is needed
about interpreting the survey evidence about
families who on the surveys appear to have the very
lowest incomes because you do find that many of
those families have levels of consumption, as
opposed to income, that are out of line with the
income that they are reporting.
Mr Macpherson: The Family Resources Survey is a
very good survey but at both extremes the data can
be quite poor, and one reason on the low income
front is that you get self-employed people who on the
face of it have zero income but in terms of what they
consume is substantially in excess of that. You have
got to be quite careful. The point I would make is
that tax credits benefit all people whether they are in
work are out of work who have got children.

Q189 Mr Fallon: Mr Neale, Mr Chote gave evidence
to us on Monday and said that there were about 5.3
million families losing out from the Budget. What is
your figure?
Mr Neale: I think the figure that Robert Chote gave
you is in the right ball-park and is consistent with the
Chancellor’s statement that four out of five
households either gain or remain in the same
position as a result of the Budget measures, with an
average gain per household of about £100.

Q190 Mr Fallon: Mr Chote said 5.3 million families
would be losers from the Budget; that is right, is it?
Mr Neale: The figures that Robert Chote gave you
are in the right ball-park.

Q191 Mr Fallon: Of those, 4.4 million are people
without children, either singletons or couples
earning without children. Some of those presumably
are now entitled to apply for working tax credit.
Working tax credit take-up in your last figures from
HMRC was around 20%. What is the increase in the
take-up rate that you expect?
Mr Neale: The latest figures for the take-up of the
working tax credit by entitlement is around 25% and
it is showing a steady increase and HMRC is very
much looking to boost the take-up of the working
tax credit.

Q192 Mr Fallon: But that was not my question. My
question was what is your assumption of how many
of these losers will now take up tax credit?

Mr Neale: We very much want to see all those who
are eligible for working tax credit taking it up.

Q193 Mr Fallon: Your spokesman told The Times
last Friday that the Treasury was making “a
cautious assumption on take-up rates”; is that true?
Mr Neale: In our forecasts of spending we make a
cautious assumption, yes.

Q194 Mr Fallon: So what is the assumption?
Mr Neale: We base our assumptions on the existing
take-up rates, which are from 2004–05.

Q195 Mr Fallon: So what is the assumption, would
it go up from 25%, and to what?
Mr Neale: We have not forecast what the increase in
the take-up of the working tax credit will be but we
are certainly working with HMRC to increase it.

Q196 Mr Fallon: But if you have made a cautious
assumption on take-up rates what is the assumption?
Mr Neale: As I said, when we forecast public
expenditure we assume take-up rates in line with the
current take-up rate. The latest figure for 2004–05,
as I said, is 25% of entitlement.

Q197 Mr Fallon: So in fact you are assuming that
75% will not take it up?
Mr Neale: This is a forecast for public expenditure
purposes.

Q198 Ms Keeble: I have a series of questions
covering a number of diVerent areas. One is about
missing trader fraud where the Chancellor said last
year that the reverse charge would yield about £500
million whereas in your figures you have got around
£35 million to £50 million. How do you account for
the diVerence?
Mr Neale: There are two things going on there that
explain that diVerence. One is that HMRC’s
operational strategy to bear down on fraud has been
very successful so there is less revenue to save as a
result of the derogation. The other factor is that the
derogation is coming in slightly later than we
expected and is only covering the key goods, mobile
phones in particular. That explains why the forecast
is lower.

Q199 Ms Keeble: It has been confirmed that the CSR
is going to be announced in October. Given that
there have been quite a number of early spending
settlements, how much do you estimate of the total
managed expenditure has already been committed?
Ms Mullen: Just to be clear, the Chancellor
announced that the CSR would be in the autumn.

Q200 Ms Keeble: Okay, so it is not October, it is in
the autumn. I thought you said October,
Ms Mullen: I think he said in the autumn. In reality
that will mean that we will have to do it by the end
of October in order to ensure that departments—

Q201 Ms Keeble: The point is how much has been
committed?
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Ms Mullen: Has been settled. I think it is about 30%
of the total DEL.

Q202 Ms Keeble: In relation to the NHS in
particular, planning their budgets for 2008 and
beyond, what are you trying to do to ease the
problems they have, given that they are unlikely to
know how much they will get before the end of 2007?
Ms Mullen: As Nick was saying earlier, we are
talking to every department on an on-going basis
through the course of the Spending Review about
the issues that they face over the coming period

Q203 Ms Keeble: Because there has been this history
of the NHS not being able to contain their budgets
within the year, was the decision to bear down on
local NHS spending, to retain the spending within
this year, something that came from the Treasury or
was that something that came from the Department
of Health?
Ms Mullen: When you say bear down, do you mean
the Secretary of State for Health has made a
commitment to return the NHS to balance for this
year?

Q204 Ms Keeble: That is right. Did that originate
from the Treasury in fact or was that from the
Department of Health?
Ms Mullen: That is the Secretary of State’s
commitment that she has made to restore the NHS
to balance.

Q205 Ms Keeble: What I am interested in is this issue
about how you plan the spending in the NHS and
this debate about how it moves forward and the
length of time and the scope of the budgeting that
they have. Did that commitment originate from a
desire within the Treasury to see the NHS return
to balance?
Ms Mullen: In terms of what the Treasury has
allocated, that was done in SR02, the Department of
Health got an allocation for five years, and that has
not changed. The issues around restoring the NHS
back into balance which the latest figures suggest
will happen this year, as the Secretary of State has
committed to, are a rather separate issue, I think.

Q206 Ms Keeble: Some health areas have been
allowed to bust that in fact. In some areas where they
have got big PFI projects that they cannot manage
very well, they are the ones that have really had it.
What I want to know is was the impetus for that—
and I know the Secretary of State made the
commitment—a financially driven one in terms of
what the Treasury wanted to achieve overall or was
it very much a Department of Health initiative?
Ms Mullen: It is a Government desire and objective
to ensure that the NHS lives within its means.
Mr Macpherson: It is not the Treasury’s role to
micro manage the health budget. We set five year
spending ceilings in 2002. It is then up to the
Department of Health to live within those spending
limits and the decision is therefore taken by the
Secretary of State.

Q207 Ms Keeble: But what steps are you going to
take moving forward to try to help the NHS to
manage its budget better, because I think for all of
us the fall-out from that has probably been the most
turbulent of anything we have seen in terms of public
spending.
Ms Mullen: It is important to make sure we get what
is going on in the NHS into perspective. The
diYculties that have been experienced have been in
a minority of organisations but, as I have said, the
latest figures do suggest that the NHS will come back
into balance this year, and there has been a huge
amount of work going on within the in NHS to
address the issues, with the turnaround teams in
those organisations which have had problems.

Q208 Ms Keeble: One more question about the
front-line services. The Chancellor said that 75% of
all new spending would be in front-line services.
How would you actually define “front-line
services”?
Mr Macpherson: For these purposes, the
comparator was in terms of not spending money on
social security and debt interest, so this was money
which was being spent on public services,
departmental spend.

Q209 Ms Keeble: But for some people tax credits are
front-line services and I think the reason for the
question is that some of those definitions of front-
line services have changed from where they were a
few years ago. You would say they are in front-line
spending like education and health?
Mr Macpherson: I think on that definition tax credits
would probably count as front-line services, but I
think the point he was making was that in the past
spending has gone on debt interest and the cost of
unemployment and he was arguing that in the future
spending would be on priorities like public services.
Ms Keeble: Okay.

Q210 Mr Gauke: Further on the CSR, can I just
clarify an answer from Mr Neale a moment or so
ago. Am I correct in interpreting what you said
about child poverty that there is not a sum that the
Treasury is assuming it will need to allocate to
addressing child poverty in the CSR in the autumn
in order to meet the target or did you say that there
is not a sum of £4 billion.
Mr Neale: I did not say that, no, I said I would not
accept £4 billion as the right answer to the question
of how much will need to be spent in order to achieve
the target by 2010. What I said was that this will
depend on a wide range of factors aVecting the
economy, including earnings and participation in
the labour market, and it is too early to tell what
might need to be spent in order to hit the target.

Q211 Mr Gauke: Will we know by the autumn?
Mr Neale: I do not think it will be possible to say by
the autumn that you need to spend a particular
amount of money in order to hit the child poverty
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target, no. This is something that we re-visit and
look at in the context of each pre-Budget Report
and Budget.

Q212 Mr Gauke: But spending will be set in the
autumn for the next three years. Anyway, if I could
move on to education. We have got the education
spending plans; what assumptions are made about
pay and pensions in the education sector?
Ms Mullen: I am not sure I am able to answer that
question. We have set out the terms of the settlement
for education which you will see in chapter six in
table 6.3. That sets out the resource and DEL
settlement for DfES but the details of how that will
then be allocated will be for the Secretary of State to
set out in due course.

Q213 Mr Gauke: Okay. The Chancellor has made
great play in the past about his aspiration of
spending in the public sector matching the private
sector spending total per pupil for 2005–06.
Assuming that spending on education will continue
to rise at the rate it will do in the 2008–09 to 2010–11
period when will that aspiration be met?
Ms Mullen: What we have done is set out the
settlement for education up until 2010–11. The
benchmark is private sector spending in 2005–06,
and at that point per pupil funding was £4,800. That
will rise to £5,800 in real terms to 2010 which closes
I think about a fifth of the gap between the public
sector and the private sector. However, on the
capital side we did announce in the previous Budget
that in terms of capital spending per pupil we would
match the commitment to meet the private sector
levels in 2010–11, so on capital we are already
meeting that pledge.

Q214 Mr Gauke: But on the current spending when
will you meet the pledge, assuming that this rate
continues?
Ms Mullen: There was no time given to that pledge.
It will depend on future demographics, aVordability
and other factors.

Q215 Mr Gauke: The IFS has told us that if we keep
increasing spending at the same rate it will be
2020–21. Do you disagree with those figures?
Ms Mullen: I do not think that there is any point in
speculating about it. The pledge is not time-limited.

Q216 Mr Gauke: Is it a pledge or an aspiration?
Ms Mullen: An aspiration/pledge. We have said that
we are committed to meeting that but it will depend
on issues of aVordability, demographics and other
factors.

Q217 Mr Gauke: Okay. One point that was made to
us is that it appears that the contribution of PFI to
the education capital budget is constant in the period
2007–08 to 2010–11. Is this a cautious planning
assumption or does this reflect a view that PFI has
got a less important role to play in future than it has
done up to now?

Ms Mullen: The PFI line does stay flat and that
reflects the fact that we announced a PFI credit
envelope at the Budget which will incorporate this.
That will mean over time that PFI is declining
slightly as a proportion of the total capital budget,
but I do not think it is by an enormous amount.
Mr Macpherson: PFI only accounts for 20% of
schools’ investment and I think by the end of the
period we expect it to account for about 16%, so it
is an important contribution but it is still a minority
contribution.

Q218 Mr Gauke: We should not read too much into
the changes in the figures on PFI? Is that what you
saying?
Ms Mullen: That is right.

Q219 Mr Gauke: Can I finally move on to an entirely
diVerent subject, the Financial Assistance Scheme.
The Chancellor announced an additional £6 billion
for the Financial Assistance Scheme for those who
have lost their occupational pensions. What is the
net present value of this additional £6 billion?
Mr Neale: I think the additional support the
Chancellor announced would bring the net present
value of the support oVered through the scheme up
to £1.9 billion over its lifetime, but it is important to
emphasise that both net present value and cash are
equally legitimate ways of looking at the costs of
the scheme.

Q220 Mr Gauke: That was not the reaction of the
actuaries I spoke to on this particular point. Have
you done any figures as the reduction in benefits and
increase in tax take as a consequence of the
additional £l.9 million net present value?
Mr Neale: We have not done that analysis and I
think it would be a very diYcult analysis to do
because it would depend on a myriad of individual
circumstances.

Q221 Mr Gauke: Is the additional funding of the
Financial Assistance Scheme detailed in the Red
Book anywhere?
Mr Neale: The costs that arise over the period
covered by the Red Book will be absorbed by the
DWP budget.

Q222 Mr Gauke: So there was no additional funding
announced by the Chancellor in the Budget. It is
coming out of the existing DWP budget?
Mr Neale: This is additional support for the scheme
but it will be absorbed by the DWP budget.

Q223 Mr Gauke: £1.9 billion over 60 years.
Mr Neale: I am talking about the period covered by
the Red Book rather than the full lifetime of the
scheme.

Q224 Mr Todd: The OGC website sets out the
EYciency Programme achievements by workstream
which suggests that, arguably, welcome low-hanging
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fruit of procurement gains are the main source. Is
that a reasonable view? Does it suggest that the
harder tasks are still to come?
Mr Oughton: It suggests that the programme, Mr
Todd, is delivering broadly as we expected, namely
that procurement would be the earliest area of gains,
the easiest to measure, straight to cash oV the
bottom line as contracts were negotiated, and that
some of the more substantial tasks that had to be
undertaken, developing an approach to productive
time, dealing with corporate services, the other
Gershon workstreams, would take longer to plan. I
would not say they are harder, they just take longer
to plan and longer to invest in in order to deliver, but
the benefits will still be contained within the three
years of the programme.

Q225 Mr Todd: You have not yet persuaded the
NAO of the auditable outcomes of the eYciency
programme, it seems. Where do you highlight the
diVerences of opinion in this?
Mr Oughton: I think the NAO Report is actually
very fair about the EYciency Programme. It has
classified the eYciency gains under three headings,
and of course I have agreed to the facts in the NAO
Report. It talks about a proportion, about a quarter
of the gains which are regarded as fairly representing
the eYciencies made, just about a half representing
eYciencies but carrying some measurement issues
and uncertainties, and about another quarter where
there may be eYciencies taking place but the
measures used either do not yet demonstrate
eYciencies or the reported gains may be
substantially incorrect. The NAO is therefore saying
that in three-quarters of the cases what we have
presented by way of numbers represents eYciency.
That middle block of amber eYciencies is not
“potential” eYciencies, “some” eYciencies, or “it
might be” eYciencies, the NAO Report says very
clearly that it represents eYciency. So I do not think
there is very much between us, frankly, because the
NAO is saying a very large proportion of this
programme does fairly represent eYciencies; but
there are measurement issues that still need to be
resolved, and I agree with that.

Q226 Mr Todd: Okay. There have been doubts
about whether service quality has been
compromised in the process. How are you
measuring whether that is actually the case or not?
Mr Oughton: In the measurement process we ask all
departments to report not just on their financial
figures, not just on the head count changes and the
relocations they are committed to, but also on their
assessment of service quality, under a set of
definitions that they themselves develop with us, so
the experts in departments would assess the best way
of measuring quality. To take the Department of
Health, which is the one area where the NAO
identified where they believed there was a potential
tail-oV in service quality, looking at the readmission
rates to hospitals following operations, those

calculations are done by the departments
themselves. They are challenged and validated by
my staV in the OYce of Government Commerce but
the data itself comes from the departments. It
represents their knowledge of what constitutes
service quality.

Q227 Mr Todd: So to some extent they audit
themselves on whether they are delivering quality
or not?
Mr Oughton: Just as they would do in developing
and producing figures, they generate the
information themselves. It is challenged by my staV.
It is also seen by the National Audit OYce and of
course in the case of the very large proportion of
eYciency gains that are coming from the wider
public sector, by other audit bodies such as the Audit
Commission.

Q228 Mr Todd: Would you welcome an obligatory
external process of audit of service quality to verify
this, because you will appreciate that having an
internally driven process compromises the
objectivity of the outcome?
Mr Oughton: I appreciate that it is important to have
good visibility and transparency, which is why we
have published considerably more data on the
EYciency Programme on our website following the
publication of the Budget. I would regard the work
that is done both by the National Audit OYce and
by the Audit Commission as being that external
audit process. They are our external auditors.

Q229 Mr Todd: Does the refocusing of the OGC
suggest either job done or the implanting of
disciplines within departments that satisfy you that
the job will be done without the OGC’s more active
participation?
Mr Oughton: I think as far as eYciency is concerned
it is “job well on course to deliver”. I think we are
confident that we will meet the targets at the end of
the three years of the Spending Review 2004 period.
The challenge now is to assess whether eYciency is
now in the mainstream of how departments conduct
their business planning and undertake their tasks.
To be frank two and a half years ago when the
programme started this was new territory for most
departments and it was clear when they developed
their plans that they were struggling to identify how
to address the task. I am much more confident now
that this is part of the routine, it is part of the
mainstream of what departments do, and that gives
us the confidence that we can mainstream the
approach to eYciency for the next spending review
into the normal financial control mechanisms of the
Treasury.

Q230 Mr Todd: Not all departments are equal in this
regard, are they?
Mr Oughton: No, absolutely not. Some have made
better progress than others and I think we have been
pretty frank about that in the website.
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Q231 Mr Todd: How are we going to remedy that
diVerential performance if you are going to be rather
weaker in directing it centrally?
Mr Oughton: We are not going to be weaker in terms
of directing it. The Government’s direction of the
EYciency Programme will be extremely strong. It
will be handled by the Public Spending Directorate
in the Treasury so I think the mechanisms and levers
will be as strong in the future as they are now.

Q232 Mr Todd: The delivery of the 50,000 workforce
reduction; can we have a little bit more detail about
how those are distributed and also you can
remember past discussions about quite what these
figures meant when you could net them oV against
redistribution into front-line activities and so on.
Mr Oughton: Again, Mr Todd, you will find on the
website a table which does give a breakdown of the
head count numbers. The progress again has been
good. There are some remaining challenges. In my
judgment there are a number of departments where
there is still a significant amount of the head count
reduction to take place, and it is towards the end of
the programme, it is in that third year of the
programme. If departments stay on track and stay
on course with their plains I believe we will
successfully deliver on the head count target. Events
can always intervene and I think it is important for
us to stay very focused and very much on top of this
set of issues in the third year of the programme so
that we do stay on course.

Q233 Chairman: I have two final questions before
you go, Mr Macpherson. By how much is the switch
to international reporting financial standards likely
to increase or decrease the amount of PFI liabilities
on the public sector’s balance sheet?
Mr Macpherson: It is not possible to give you a
number at this stage. That is because although we
have made the commitment to move to international
standards the precise way it will impact on
individual projects will depend on the relevant
auditors’ interpretation from 2009 onwards.

Q234 Chairman: Okay, but what proportion of PFI
liabilities in total and by department is currently on
the balance sheets of departments or other public
organisations?
Mr Macpherson: My recollection is that around half
of PFI is currently on balance sheet.1

Q235 Chairman: Could you give us a figure on that?
Could you write to us on that?

1 Ev 69

Q236 Chairman: The Budget announced that the
first publication of whole of government accounts
will now be for the financial year 2008–09. In
practice this means that the publication will be
delayed until 2010. Why cannot the Treasury
publish 2006–07 and 2007–08 whole of government
accounts on the basis of UK GAAP as was
previously announced?
Mr Macpherson: First, because there have been
methodological issues which we continue to work
on, in particular around the local authority sector,
and those have not been fully worked through, but
also, and this is the serious point, if we are going to
move to international accounting standards, we
really think it is not a good use of accountants’ time
trying to get whole of government accounts going on
a completely diVerent basis, and so we made the
judgment that, because we were moving to
international accounting standards, let us go ahead
on that basis rather than running a diVerent system
for two years which would have been expensive and
would not have told us a huge amount. On any basis
our approach to whole of government accounts is at
the forefront of financial reporting internationally.

Q237 Mr Newmark: Do you think that by moving to
these international standards then it will have an
impact on the sustainable investment rule?
Mr Macpherson: It may have an impact on the
sustainable investment rule but it depends, as I say,
on auditors’ interpretation of each project project-
by-project. The only other point I would make is
that this will start having an impact beyond 2009,
quite far away in time, and there will be a lot of other
factors which will impact on the sustainable
investment rule over that period.

Q238 Chairman: Fine, thank you. It would be remiss
of me if I did not mention, Mr Oughton, that this will
be your last appearance before us and I know you
have had a distinguished Civil Service career with
the Ministry of Defence, the Cabinet OYce and now
at the OGC. From 1993 to 1998 you were heading
the PM’s EYciency Unit so you will know a lot
about cuts and I am sure you will know where a lot
of bodies are buried as a result of that but,
considering your CV, I think sensitivity and
discretion have been a hallmark of your career, and
I am sure that if you are phoned up at any time and
asked what has happened in government you will
have the appropriate answer, so can I thank you for
your service and for the help that you have given us
and wish you every success in your new life.
Mr Oughton: Chairman, thank you very much. My
phone number is on the card!
Mr Newmark: We will be calling you!
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Q239 Chairman: Chancellor, good morning to you
and your colleagues, and welcome to this evidence
session on the Budget. As you know, we are
undertaking an inquiry into the MPC 10 years on
and the Bank of England’s written evidence to us
indicated that, as an economy, we have benefited
from “tailwinds” of both globalisation and
immigration, and I want in particular to look at the
issue of immigration. Do you agree with the Bank of
England that migration has provided a beneficial
tailwind for the economy over the last decade and, if
it has, how long can this last?
Mr Brown: First of all, thank you for the
opportunity to speak, I think, for the 30th time to
this Treasury Select Committee about both budgets,
pre-budget reports and other issues like spending
reviews. I should also tell the Committee that we are
publishing today, as part of our Spending Review,
the Review of Children and Young People and what
action we are considering in order to help prepare
children and families for the challenges ahead,
including many of the lessons which have been learnt
during the course of that review. As part obviously
of our discussions about Britain’s future in the
global economy, the contribution of what I would
call ‘managed migration’ is important to us. You
may have noticed that we have introduced new
points systems for dealing with skilled workers
whom this country needs. When I have talked to
Alan Greenspan, when he was Head of the Federal
Reserve, he used to say that immigration
contributed about a quarter of 1% of growth every
year to the American economy. We do not have that
similar calculation, but it is clear that, where you can
attract skilled workers either to the financial services
industry in London or elsewhere, that can make a
contribution to the economy. I shall look forward to
what you, as a committee, say.

Q240 Chairman: Chancellor, I would like to focus on
Doha because you made comments on that when
you were here the last time and expressed
disappointment that it had broken down, but you
also expressed optimism that there was a “window of
opportunity” for the Trade Round. Can you tell us
what progress has been made in that period and have
you any expectation of when it could be concluded?

Mr Brown: The progress is that the trade talks,
which were stalled at the time that we previously
met, have formally resumed and Pascal Lamy, the
Head of the World Trade Organisation, has
formally brought together all the various parties
who can contribute to a solution. There is still this
central issue, that America and Europe will
probably have to make a further concession on
agricultural policy if it is going to enable Brazil and
other countries which are prepared also to make
concessions to do so, and this would be necessary in
order to bring India and other countries on board.
In addition, when we had our last meeting of the G7,
which was subsequent to our previous discussion, we
agreed, as the G7, that we would be prepared to
contribute an aid-for-trade package, so the
infrastructure needs of developing countries, which
would open up to trade but not have the means to
benefit from trade without investment in their
infrastructure, would be addressed by Japan,
Europe, America and including a major
contribution from Britain being prepared to make
available a package of finance for developing
countries as part of the trade deal. Therefore, the
two things that have changed which I think are
positive are the formal resumption of the trade talks
and the willingness of our G7 particularly, but
generally the advanced industrial countries to make
available a very large aid-for-trade package to make
sure that negotiations can succeed.

Q241 Chairman: So to what extent do you think the
failure of the Doha Round could jeopardise the
beneficial eVects that we have experienced in
globalisation and indeed in the UK’s economic
record?
Mr Brown: I should say that with me today is the
Permanent Secretary of the Treasury, Nick
Macpherson—

Q242 Chairman: Yes, he is a good friend. He was
here yesterday.
Mr Brown:—Dave Ramsden and Michael Ellam
who is the Director of Policy and Planning and
obviously, if they wish to add something to what I
have said, they should be free to do so. On the
question of trade, the worry that we all have, and
this is the background to the Budget, is that, if
protectionist forces were to rise in Europe and in
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America and indeed in every part of the world, then
the rate of world trade growth would slow, the eVect
on an open economy like ours would be significant,
and equally of course the possibility of developing
countries, which need to benefit from the opening up
to trade to be able do so, would be restricted.
Therefore, the danger that I see is that, if we cannot
move trade negotiations forward, then there are
protectionist sentiments and tendencies which
would actually move the clock backwards, and we
have to counteract protectionism at every quarter,
protectionism within Europe where there is a
tendency at the moment to contest merger and
acquisition deals and protectionism also in other
countries where people want to prevent foreign
takeovers or, alternatively, to stop the import of
foreign goods. Given the benefits that we all have
from the opening up of world trade, and it is growing
by more than 5% a year and growing faster than the
growth rate of the world economy, I do not think
any country would in the end benefit from closing
trade with some of the developing and emerging
market countries of the world, so the prize is not just
a trade deal, but the opening up of trade and the
thwarting of protectionism.

Q243 Chairman: As you know, we are undertaking
an inquiry into globalisation and the issue of
protectionism has come up in that, but I think the
whole Committee would want to ensure that the
Doha Round does get to completion.
Mr Brown: I would say that Britain is the pioneer of
free trade from the 19th Century onwards, that we
led the world in putting the case for open trade and
open markets on which the success of individual
countries could be based. I believe that this is an
important point where we have got to make a
decisive move forward, ensuring that trade can work
to the advantage particularly of the developing
countries which is, after all, what the Doha
Development Round, and it was called the
‘Development Round’ for that reason, is all about,
and obviously to stop some of the rising tide of
protectionism would be in itself an important step
forward to the benefit of not just Britain, but, as I
say, the developing countries.

Q244 Peter Viggers: Chancellor, I would like to look
at some aspects of the overall picture and one
significant aspect of the last 10 years is that people
are no longer preparing for their retirement as they
did, many final salary pension schemes have
collapsed and there is indeed what could be
described as a crisis in the pensions industry. I
wonder to what extent you think that the abolition
of tax credits in 1997 was responsible for this. To
what extent was that responsible?
Mr Brown: It was not at all responsible for this.
What happened in the pensions industry was
surveyed by Lord Turner in his major report on
pensions. I had thought that we had moved to an all-
party consensus about what were the right steps
forward, including people having more security as
individuals in retirement through private and
individual schemes and an improvement in the state

provision. I think every industrial country
throughout the world is facing this problem. If you
go to America at the moment, the problems that
arise for companies like Ford and General Motors
are exactly the same kinds of problems that arise in
countries like ours where the costs of pension
schemes have become an issue for the companies
themselves, where they have been trying to make
arrangements which will protect the schemes’
viability for the future and where for a period in the
late 1990s, and I think we should not confuse this
with what was happening on dividend tax credits,
there was a Stock Market fall and every country in
the world cut the value of pension schemes very
significantly. These were the trends which were at
work, but equally of course every other country is
facing exactly the same challenges, I think, but the
all-party consensus which I thought we had reached
on pensions with the new Pensions Bill, which is
about to come forward, is one way that we in Britain
have shown that we can deal with this issue.

Q245 Peter Viggers: On a rather similar basis,
students have taken considerable loans to pay for
their education and you are now proposing there
should be a £6 billion sale of the student loan book.
Rephrasing that, does that mean that students
eVectively are borrowing money to pay for front-
line services?
Mr Brown: No, I do not think so. The same
arrangements will apply to the loans that students
have taken out, whether it be in the private sector or
the public sector. The loans have been agreed on a
particular basis, we will have the proposals in detail
very soon, and I think you will find that the student
loan book sale continues as something which has
happened under all governments.

Q246 Peter Viggers: Looking at switching to the
current account deficit, are you concerned that the
current account deficit in the fourth quarter of 2006
was £12.7 billion, which is a new cash-terms record,
and that the global trade in goods is indicating a
deficit of £83 million, so does this indicate a
worsening trade performance?
Mr Brown: I think that is a reflection of the changing
nature of our economy where we depend more on
the production of services and the export of services,
so your good figures, I think, are qualified by
actually the rising importance of financial and
business services and sometimes the creative
industries to our economy and, therefore, the
importance of invisible income as well as visible
income. As far as trade is concerned, I think you will
be as happy as I am that the export figures are rising
fast, that the economy is more balanced than it has
been for many years, but, whilst at certain points
over the last 10 years we have relied heavily on the
consumer, now we have business investment rising
significantly, I think by 7% this year, and we have
exports rising significantly as well, so whilst imports
have also risen which is natural for an advanced
industrial economy trading in the world, our export
performance is good. Of course, I do not think it
should be underestimated as to the extent of inward
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direct investment into this country that we have a
very significant share of all the inward investment
that goes to the European economy, and indeed the
location of headquarter companies in Britain over
these last 10 years has favoured Britain as against
Paris, Bonn, Frankfurt or even Dublin.

Q247 Peter Viggers: One commentator, Michael
Saunders of Citigroup, said that the current account
deficit this year could be £60 billion and he thought
this might put the pound under pressure. Do you
think that is wrong?
Mr Brown: We have published our own figures, so,
if I just give you the balance of payments current
account, in 2007 our forecast is 37, in 2008 it is 39,
and we expect exports to be rising fast this year, next
year and the year after and, if I may say so, 6.25% in
2006, 5.25% to 5.5% in 2007, 5% to 5.5% in 2008 and
4.5% to 5%. Now, these are prospects of growth in
the export market for our economy that allow us to
have perhaps one of the best forecasts moving
forward about what growth we can achieve in 2007,
2008 and 2009, and I hope the Committee, despite
the partisan nature sometimes of its discussions,
would not take away from the fact that we have not
only had these years of stability and growth, but the
economy is growing a lot faster than people forecast
this year and it is going to continue to grow,
according to all forecasts, both independent
forecasts and our own forecasts, next year.

Q248 Peter Viggers: The Prime Minister was asked
yesterday to account for the diVerential tax rates in
corporation tax between larger companies and
smaller companies. Can you enlighten us as to why
you are reducing the corporation tax for larger
companies, but increasing the corporation tax for
smaller companies?
Mr Brown: Well, we have had a particular issue that
we have got to deal with. We have had individuals
artificially incorporating as companies for purely
taxation purposes, and one of the problems that we
have found, faced and had to act upon is that people
who are coming to work in this country are being
encouraged to form, and work through, managed
service companies even before they come into this
country. We faced the prospect of schemes that are
being marketed right across Eastern Europe,
encouraging people to set up companies purely for
the purposes of avoiding taxation, and I hope that
this Committee will take this issue seriously. It is of
course a problem that every country faces, but it is a
problem that we are going to deal with and which we
are going to deal with in a way that does not penalise
the good company that is investing in the future. I
hope that the Committee may look at some of the
evidence about what is happening in Eastern Europe
and elsewhere where these schemes are being
marketed sometimes in other languages than the
English language, and I hope that diVerent political
parties in this House of Commons will not make the
mistake of going right down the road and backing
schemes which in the end are simply tax-avoidance
schemes. Now, the facts are these: that there are 4.4
million businesses in total in Britain, 3.2 million of

which are not incorporated businesses, in other
words, they do not come under these measures, so
the vast majority of businesses are paying income tax
and national insurance like any other individual and
they are completely unaVected by the proposals that
we are putting forward, in fact they benefit from the
lower rate of income tax that we have announced in
the Budget and 3.2 million businesses are, therefore,
better oV because of the income tax changes; and
only 1.3 million of all our businesses are
incorporated as companies and a large number of
them, perhaps over 400,000 of them, pay no tax, they
do not pay any tax whatsoever, so again they are
unaVected by these proposals. There is a group of
people, as part of the rest, who are incorporating
purely for tax purposes and, if they are not investing
in the future, then they will of course, by purely using
the mechanism of setting up a company for avoiding
national insurance in particular, but, until now,
using it to get a lower rate of basic taxation, be
aVected, and we will start to eliminate what is a tax-
avoidance mechanism. For all other companies that
are investing in the future, they will be better oV by
using the investment allowances that are available to
them. For the first time, we have created a £50,000
investment allowance which is available to these
companies and they can claim that at 100% and,
therefore, most companies which are investing in the
future will not only be as well oV, but better oV under
the proposals we made. There is no gain to the
Exchequer in terms of revenues and in the figures
that we have shown and published in the Red Book
there is no gain to the Exchequer from these
measures. All the money that we have had to take
from making this change in the small companies’ tax
rate purely to deal with tax avoidance is recycled
back into the business community as a result of what
we have done either for small businesses or for the
self-employed. Perhaps I may just finish by telling
the Committee that, when we came into power in
1997, the small companies’ tax rate was 24 pence
and, even after the changes that we are making, it is
22 pence, so it is lower than it was in 1997.

Peter Viggers: Your oYcials appear to be
disappointed by the tax-take from the North Sea oil
industry which is significantly lower with sharply
lower production levels, which you referred to in the
Budget. Could this not have been foreseen and
indeed did I not foresee it when I put the issue to you
on 8 December 2005 and I put it to you that
increasing the taxation on North Sea oil would result
in lower investment and lower tax-take?

Q249 Chairman: Perhaps we could delay the answer
to that question until we hear from John Thurso who
has a real and abiding interest in it.
Mr Brown: I am happy to answer both questions, Mr
Viggers’ question and Mr Thurso’s question, if that
is the best way of doing it.
Chairman: No, I think we will just delay it and take
it later on.
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Q250 Mr Love: Chancellor, in the Budget you
suggested that there were no second-round eVects
from the recent above-target inflation, although I
think you suggested that perhaps risks remain. With
the publication of February’s RPI figures, which I
think startled quite a lot of people, is there any risk
that those second-round eVects might materialise
now?
Mr Brown: I think what I said is that my aim has
been to avoid the second-round eVects and, by that,
I have meant that price inflation leads to wage
inflation. The spiral that caused Britain so much
problem for really 40 years under previous
governments was when inflation entered into the
economy and then we allowed wage pressure to
multiply the problems that we had with the price
inflation that had entered the economy. Over these
last 10 years, we have managed to keep inflation low
and wage settlements at a sensible level. Now, I think
what I was referring to when I last spoke to the
Committee was that we knew there was a pressure on
energy prices, utility bills, and we had hoped, and
still see the possibility of it, that these bills would
now come down and that will be an anti-inflationary
pressure on the economy over the next few months.
You have to remember that in America inflation
went up to 4.7% and in the G7 as a whole it is 3.3%
at its peak. We have not, on exactly the same
measure, gone beyond the 3% figure which was
published, as you rightly say, in February and the
figure for, I think it was, January of 3.3%—

Q251 Mr Love: I was particularly interested in the
RPI figures because that is what the trade unions
really look at.
Mr Brown: Well, if I may say so, the oYcial index is
now CPI and I caution people, when they are
examining the potential for the wage settlements, to
look at CPI. That is the target that the Bank of
England is trying to meet and that is the target which
I have always tried to focus the public sector pay
settlements upon, and it is 2%. I believe that, if we
have the discipline in the public sector pay round
that we have asked for, then inflation will come
down significantly over the course of the next few
months. You have to remember that, even though
there was a small rise this month, it is already down
from 3% to 2.8% and it will continue coming down
in the second half of the year and we believe it will
get very close to 2%, in fact we are forecasting 2%
itself, and that is on the basis that the December
figure was 3%, published in January, the January
figure was 2.7 and the February figure was 2.8.

Q252 Mr Love: You will no doubt be aware that the
Bank of England has been concerned about the
possibility of these second-round eVects. The
Governor, when he was before us on Tuesday, gave
us some reassurance that he did not think they were
emerging. However, when he was asked about the
information coming from the Bank’s regional
representatives, he did indicate that there was a
small increase in wage settlements. That does not
worry you?

Mr Brown: I want to see wage settlements that are
going to help us meet the 2% target, and I have made
that clear to both public and private sectors.
Obviously the public sector pay settlement we
announced was one that brought public sector pay
at 1.9% and then, after taking account of the special
circumstances of the Army, overall it was 1.8%, so
we are determined that at this particular point, and
I think that is what the Governor was referring to,
when there is a danger that you cannot continue the
downward pressure on inflation because you have
escalating pay settlements, this is the right point in
the economy to send a signal that we are determined
not to return to the years of stop-go and determined,
therefore, to bear down heavily on inflation. If we do
so during the course of this year, despite all the
uncertainties that arise from the international
situation which I cannot forecast, and this is perhaps
my first reply to Mr Viggers when that question
comes back, that we cannot forecast what the oil
price will be and during the time I have been
Chancellor, the oil price has been $11 and it has been
at a peak, I think, of $77, so there has been a
sevenfold increase and we have had to deal with the
economy in both circumstances. I think the
remarkable thing about the British economy is that
we have been able to maintain stability whether the
oil price is $11 or $77, and I am determined that that
continues to happen.

Q253 Mr Love: One of the other things the Governor
said to us on Tuesday, rather surprisingly I think for
most of us, was he suggested that the output gap may
have a diminishing value as a tool for economic
analysis because of the availability of external
labour coming into the British economy. How
would you respond to that? Do you think it is still of
central value?
Mr Brown: Well, it is the basis on which we present
both the record of the economy and our fiscal rules.
He is obviously right that, because of the influence
of international factors, whether it is migration or
other factors where we have very little control, like
oil prices internationally, there are other factors
which have to be taken into account, but it is still a
significant indicator for the Treasury about how we
plan both for the economy as a whole and for our
fiscal rules.

Q254 Mr Love: It will make it more diYcult for us to
predict growth and inflation. Is there not an
argument because we come to the Committee each
time and people say that there is a lot of research
going on into the level of labour coming into the
economy, yet we never seem to produce accurate
figures, so what are we doing to get a handle on that?
Mr Brown: I will just remind you that our policy is
managed migration, it will always be managed
migration, and that is why we introduced the new
points system so that those people who can make a
contribution to our economy will have the benefit of
this points system working. Therefore, if our policy
is managed migration, we want to be very careful
about both the numbers that are working in the
economy and also how we manage people’s flow into
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the country. Perhaps I can just say for the purposes
of the Committee’s further work that since May last
year the ONS has been leading an inter-
departmental task force, looking at these issues, and
I know that, if you are looking at this as part of your
globalisation work, we can work with you on that.
The ONS is also working to make some
improvement over the next year on the statistics that
it produces on these issues.

Q255 Mr Love: There is a lot of speculation about
whether there is likely to be a downturn in the US
economy, and Governor Bernanke made a
statement to Congress yesterday which seems to
have raised some concerns. To what extent, if there
was a downturn, would that aVect the UK economy?
You were talking earlier on about how open our
economy is, so would it have a dramatic impact?
Mr Brown: Well, obviously 15% of our exports, 15%
of our trade is with the United States of America, but
more than 50%, however, is with the European
Union. We have always wanted a more balanced
international economy where, if you like, it flies on
both wings with the advanced industrial economies
at least, America and Europe, and does not simply
rely on America being the only engine for growth. I
think the growth in the European Union in the last
year and this year is obviously something that gives
us more balance to the international economy and,
whilst I hope that the American economy will
continue to grow and deal with the housing issues
and the mortgage issues that it has had, I think it is
important to say that we have always wanted a more
balanced international economy.

Q256 Mr Love: People have pointed to the
improvement in the performance of the euro area,
but we have been there before where it has showed
signs of spluttering into activity and then it has
turned down again. Do we have confidence that the
euro area will continue the growth that we have seen
recently and will that help to rebalance the economy
because net trade still is not contributing to a
rebalancing of our economy overall?
Mr Brown: I think I have always said that, because
of the reunification of Germany and because of the
way that Germany entered the euro and the
exchange rates that were adopted at the time, there
was going to be a period when Germany had to
adjust, and Germany has gone through this period
when it both had very low growth and sometimes
negative growth and when it had to have, and did
have, high unemployment and cuts in real wages.
Germany is now coming through that period, having
made many of these adjustments, and is obviously
growing faster, so the euro area, therefore, is likely
to perform better than it did in the last 10 years. I
think the important thing for us is that, given that we
export more than 50% of our goods to the European
Union, we can see the euro area making that
contribution. We are forecasting, if I may just tell the
Committee, 2.25% growth each year for the euro
area over the next three years and obviously world
GDP is growing faster because of China and India,
but the growth rate of the euro area is roughly

similar to that of the G7 as a whole, so that is a big
shift, if this is to happen, in the way that the
international picture looks as a result of a greater
contribution of the euro area, and that would be
good news for Britain.

Q257 Mr Love: Can I finally ask you more generally
about the rebalancing of business investment. We
have seen a very important improvement in business
investment in the last year, that has gone up, but
again I think there were some dark clouds slightly
further out. How do you see business investment
contributing and the changes you made in
corporation tax, in particular, about R&D, will they
contribute towards an improvement in business
investment?
Mr Brown: I think the changes we have made in the
Budget, particularly the reduction of the
corporation tax rate from 30 pence to 28 pence and
the introduction of new investment allowances that
benefit almost every company, so there is this 50%
investment allowance and 95% of companies do not
invest more than £50,000, so they are getting 100%
allowance for all their investment if they do it in the
next period when this new investment allowance has
come in, I think all these changes are good for
business investment and I would caution this
Committee also against believing that the changes
that we made in small business tax rates are bad for
investment; they are good for investment because all
the revenues are recycled into investment allowances
which can be used by these companies so that they
are in a position to make their contribution not just
to investment, but to growth. Business investment is
expected to have risen by 4.5% on the previous
quarter, the fourth quarter of 2006, to 13.5%
compared with the fourth quarter of 2005, so we are
seeing business investment that has continually
grown since 1997 at a rate which I think is good for
the British economy and particularly in 2007 we are
forecasting 7.25% to 7.75% investment growth, so
this is one of the highest and fastest growth rates for
business investment that we have had. Equally, with
manufacturing investment, which has been very
diYcult, we are hoping that the measures we have
taken, particularly the R&D credits, will help
manufacturing investment. I want to get Britain into
a position where you recognise that investment is
now no longer buildings, warehouses and plant, but
it is intellectual property, it is research and
development, it is investment through the
knowledge economy, it is also investment in
environmental improvements and of course the
creative industries are very important as well. If we
can make the incentives for investment wider than
they have been before to cover these new areas of
investment and, as we did with this biggest tax
reform really for 20 years for businesses, make a
distinction just between the long-life and short-life
investments, as we are doing, then I think the
measures that we have taken in the Budget will
encourage a rise in investment in the years to come,
but particularly we are going to see a rise in
investment in the new industries that are making
such an impact.
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Q258 Mr Todd: There has been a recent increase in
business investment, but, if one looks over a longer
term, the British economy has seen a gently declining
share of GDP allocated to business investment over
the last 30/40 years. How does that trend measure
against international comparisons because I think
you are right in saying that the recent trend is
encouraging, but there is a longer perspective to
look at?
Mr Brown: In constant prices, it has gone up. I think
there are two issues about investment, one is the
quantity and two is the quality. As to the quantity of
investment, we have seen a big rise now. I think in
the 1990s there was a lot of IT investment and people
had not seen the benefit of it and then there was a
slowing of investment and now it has speeded up
again, and that raises the question about the quality
of investment. It used to be said in the United States
that half the value of any new investment in new
technology had never been realised because people
did not know how to use the technology which they
were investing in and it takes time for that new
technology to yield all the results that you expect of
it. Therefore, I think the quality of investment will
rise in the years to come as people are able to harness
that new investment more eVectively for the
purposes of creating new products or better
products and services. If the Committee wants these
figures, in 2006 investment was 10.4% of GDP,
whereas in 1997 it was 8.9%, so there has been a
significant improvement in the last 10 years.

Q259 Mr Todd: Can I turn to a diVerent issue which
is that you disclosed the targets for asset sales in the
Budget and I wonder what the policy framework
was within which one was operating on this. Is this
an opportunistic approach of placing assets into the
private sector which become available, such as the
transfer of the Digital dividend into the private
sector, for example, or is there a broader
philosophical argument about items which should
be traded in the private sector and which we should
not continue to hold as state assets? How is this to be
driven in philosophical terms as a policy?
Mr Brown: I think where governments have no
further need of particular assets or need to be
involved in any particular area, the case for asset
disposal is very strong, so the last thing we want to
do is to hold on to assets that are either not needed
or, alternatively, assets which are yielding less value
than perhaps using that investment for other
reasons, so there is a big sale of fixed assets in land
and buildings where they are no longer of any use to
us. I did announce in previous budgets that the
shareholdings and financial assets which we held
where we no longer needed them were being sold oV.
For example, we had shares in British Telecom
which continued even after the major privatisation
had taken place, so there was no case for keeping
these shares any longer, but equally in new areas,
like spectrum, where we do not need spectrum, but
spectrum needs to be used for the development of
telecommunications and other industries, there is a
case for raising money by selling spectrum. The
second reason is that of course it allows us to

concentrate our resources on the front-line services
that are important to us, so we are able, through
asset disposals, to get more resources to the front
line with a lower rate of growth in public expenditure
than in the past because we are willing to transfer
assets out of the public sector into the private sector,
so it is a better use of assets as well.

Q260 Mr Todd: This coincides with a
reconsideration of the future of trading funds which
might, in theory, be presented as potential asset
sales. Do they fit within that brief which you have
just described?
Mr Brown: Well, I do not know if there is anybody
in the team here who wants to comment on the
particular trading funds, but I have nothing to add
about any announcement of trading funds.
Mr Macpherson: Perhaps I can just confirm that we
look at the status of trading funds regularly, but
there is no special change to trading fund status.

Q261 Mr Todd: I believe the MoD have announced
a review of the ones that lie within their purview.
Mr Macpherson: Well, we would do that every five
years.

Q262 Mr Todd: One of the options would be
disposal.
Mr Macpherson: We have quinquennial reviews of
trading funds and we review their status, depending
on relevance.

Q263 Mr Todd: Could we have a breakdown of
exactly where these asset sales are likely to originate?
I think the Budget gives an indication of a figure into
the future, but no analysis of whether they are
coming from local authorities, central government
or housing sales. I think the only item that is clearly
identified is the student loan portfolio which you
have mentioned already.
Mr Brown: The student loan is £6 billion by 2010–11.
There are asset sales which we have not yet
quantified the value of in spectrum and there are two
sets of spectrum which are likely to be sold, but the
rest would be both local authority and national
government land, buildings and financial assets that
were no longer necessary and, to help the
Committee’s work, we will give as much information
as we have available to us on these issues.

Q264 John Thurso: Chancellor, first of all, can I ask
for your help just to clarify the forecasts. In your
statement, you said that the revenues were down
from 13 to 8 and into the future would be down by
an average, against forecasts, of approximately £4
billion a year. In the Red Book at table C9, there is
a useful table showing North Sea revenues as a
percentage of GDP and there is also a useful table,
C3 I think it is, showing the anticipated GDP itself.
Mr Brown: Which table are you referring to?

Q265 John Thurso: Table C9 on page 285, which has
the percentages, and table C3 on page 275 has GDP
as projected and one can, therefore, do the
calculation as to what the anticipated take would be.
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There appears to be a billion more from that
calculation than there was in the statement and I just
wondered if you could help.
Mr Brown: A billion more in revenues?

Q266 John Thurso: Yes. I just wonder if you could
help me understand what the actual revenues
forecasts were.
Mr Brown: Just so that people do not misunderstand
this issue, there are four factors that have
contributed to the position on North Sea oil
revenues. The first is obviously the price of oil, and
it has been changing, as you know, over the past 18
months in particular, the second is the exchange
rate, and of course we have seen some changes in the
exchange rate as well, the third is the production
amounts in the North Sea, that is, what is actually
being produced in the North Sea in terms of barrels
of oil, and the fourth, interestingly enough, is
operating costs in the North Sea. It is the third and
fourth which are actually the most significant
changes because production in the existing fields has
been lower and the pace at which new production in
the new fields is coming on has been slower, and the
operating costs around the world for the oil industry
have risen significantly, partly because of the
demand to get equipment on stream by getting rigs
and everything else into places where oil could be got
at quickly as a result of what had happened with the
oil price. Therefore, the two factors that have
worried us most actually in the recent months are
not the exchange rate, nor the price of a barrel of oil,
which of course has been changing, but what has lost
us revenues most of all is that the production costs
in the North Sea have been higher and, therefore,
companies can oVset their production costs at very
high levels against their tax revenues, but also, and
more significantly perhaps, production has been
lower than anticipated. It is now clear that we have
reached the peak of production in the North Sea
earlier and it is also clear that we have reached the
peak of revenues earlier, and all the estimates that
are done, not by the Treasury, but by the DTI
obviously about projections of production which are
based on detailed field-by-field data provided by
North Sea operators, are what have been used to
bring these figures. We had a significant reduction in
revenues announced in the Pre-Budget Report
because we had to take into account the calculations
made then, and now we have had a significant
further reduction in revenues because of further
information about both production and costs, so
that is the background to it. I do not believe that
there is a discrepancy of £1 billion in our figures, but
I am happy, if you put your figures to us from the
Committee, to check them out.

Q267 John Thurso: The second question I wanted to
ask was that obviously you highlighted this as a
major shortfall, but to what extent was the change in
the tax regime in 2002 and 2006 a contributor to
that? It seems the yield has gone down.
Mr Brown: Lower production is not a consequence
of the rise of North Sea taxation. There is no way in
which anybody looking objectively at what has

happened to the oil industry around the world could
say that was the reason. Remember, when we
brought in our tax change, our regime was more
favourable to the oil companies than Norway or
many parts of America or Mexico or some of the
other areas where oil is being produced. The real
problem has been the fields themselves, the ability to
produce from them and the costs of operating in the
North Sea which have gone up, but they have gone
up, not because of anything to do with taxation, but
because of the demand for oil around the world
where people have wanted more rigs and of course
the price of rigs and other equipment has gone up
because of the demand going up for them, and these
have been the reasons why this has happened. Was
Mr Viggers’ question the same point?

Q268 Peter Viggers: Mr Thurso has asked my
question and I think the Chancellor has answered
the point I was leading towards, which is that it is not
the relationship between tax and production. I rest
my case.
Mr Brown: I just said that the opposite is true in a
sense, that investment is higher now than at the PBR
2005 when we actually made the changes, so it is not
that investment is lower in the North Sea, it is higher,
but the problem is the costs of production and also
of course the ability to get at some of the older fields
and, therefore, the more diYcult oil, and some of the
newer fields, therefore, the most-hard-to-tap oil, are
becoming more obvious to people, so I just do not
accept the argument that the tax regime has made
the diVerence that people say. It is quite the
opposite, it is the operating costs, it is the diYculty
of getting at the oil and of course there have been
significant factors related to the exchange rate and
the overall price of oil, but investment, if I may tell
the Committee, is higher than it was when we made
the changes.

Q269 Mr Gauke: Chancellor, your forecast during
the Comprehensive Spending Review period for
public spending is for it to grow at a rate which is
slower than the rate of growth of the economy as a
whole. Do you consider that to be a public
spending cut?
Mr Brown: No, of course it is not, it is a public
spending increase. If you are getting at the very point
which I suspect you are, what we were pointing out
during the last election campaign is that we had set
out our figures for public spending and set out the
path on which public spending would grow for the
next few years, but the Opposition Party had set out
a path which was significantly lower than that. We
have always said that public expenditure would
grow by something in the order of 2%.

Q270 Mr Gauke: Can I just look at the IFS analysis
which says that, if you had—
Mr Brown: But they were wrong. The IFS analysis
has been proved to be wrong on this.

Q271 Mr Gauke: Well, let me just make this point. I
know you are supposed to treat your Cabinet
colleagues with contempt, but I am surprised you
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treat the IFS in the same way. According to the IFS,
if you had public spending at the same proportion of
GDP in 2011–12 as you have now, in 2011–12 terms
public spending would be £12 billion higher than
you have proposed. Why is that not a £12 billion cut?
Mr Brown: Because we always made it clear, even
before the last general election, that the rate of
growth of public expenditure would not be the same
as the growth of public expenditure in the previous
Parliament. It was always made clear to people right
across the board before the 2005 election that the
rate of growth of public expenditure would be lower
than in the previous Parliament and, if you and the
Committee did not know that when you had the
chance to interrogate me before, then that is your
responsibility, but it was always made clear that that
was the position and we published tables and figures
showing that. Why there was an issue at the last
election, if I may say so, was that we published our
figures about the growth of public expenditure,
taking into account the changes that we were going
to make in the new Parliament, but the Conservative
Party wanted to have figures that were significantly
lower than that, so that was a cut in our published
plans.

Q272 Mr Gauke: Chancellor, the IFS, an
independent organisation, very well respected
throughout the country, has said that the
methodology that I just used with you of that £12
billion figure, which I agree is wrong, I do not believe
there is a £12 billion cut in your figures, is precisely
the methodology that you used at the last general
election against the Conservatives.
Mr Brown: No, it is not at all.

Q273 Mr Gauke: According to the IFS, it is.
Mr Brown: It is quite the opposite because the IFS,
if I may say so, and they have contributed a great
deal to the academic and economic debate in this
country, but in this particular instance they made a
mistake and the mistake was not to recognise that at
the former 2005 election in the documents that we
had published we had shown exactly that we were
not going to have the same rate of growth of public
expenditure in the new Parliament with the new
Spending Review. That was always made clear. In
fact, part of the argument—

Q274 Mr Gauke: You reached your £35 billion
figure by looking at where you saw your public
spending was going to be and then looking at where
you saw the Conservative Party spending was going
to be, which was a fall as a proportion of GDP, but
not in absolute terms, and you described that as a
£35 billion cut.
Mr Brown: Hold on. We had published the figures as
far as we could in the public spending brochures and
the Budget documents showing what would be the
rate of growth of our expenditure over the next
period. Unfortunately, the Conservative Party
wanted to go into the last election, as I suspect they
will want to go into the next election, with rates of

growth of public expenditure lower than that and,
therefore, there was a gap of £35 billion between our
plans and the Conservatives’ plans.

Q275 Mr Gauke: Well, let me look at tax cuts. As a
consequence of this Budget and other measures
which you have announced since the 2006 Budget, is
the tax burden going to go up or down in the period
from 2007–08 to 2009–10?
Mr Brown: Well, the tax burden is actually going to
be lower as a result of this Budget than it was
predicted at the last Budget, and the tax burden of
course generally is going to be for this year,
2007–08, 37.7%.

Q276 Mr Gauke: I know it might be diVerent from
what you predicted, but is the tax burden going to go
up as a consequence of all your measures in 2007–08,
2008–09 and 2009–10 or down?
Mr Brown: Well, in last year’s Budget the tax burden
was estimated in 2007–08 to be 38.5% and, as a result
of all the changes, it is to be 37.7%, so it is lower than
was projected in the Budget last year. For 2008–09,
the tax burden in the Budget last year was predicted
to be 38.7%, it is now forecast to be 38%. In 2009–10,
it was supposed to be, according to the last Budget,
38.7 and it is now 38.1, so it is lower as a result of all
the changes, including the changes I made in the
Budget.

Q277 Mr Gauke: Can I just refer you to page 285,
table C9, where you look at net taxes and national
insurance contributions or current receipts.
Mr Brown: Well, current receipts are diVerent from
net taxes.

Q278 Mr Gauke: Okay, let us look at net taxes and
national insurance contributions. It is 37.2 and then
it goes up to 37.7, 38 and 38.1. Would you agree on
those figures that the tax burden is rising over
these years?
Mr Brown: If you look at table C10 on the next page,
which is the point I have been making, in contrast to
what was expected in the last Budget—

Q279 Mr Gauke: Yes, but that is about your
projections. As far as the man on the street is
concerned, he is not worried about your projections,
he is worried about what the tax burden is going to
be.
Mr Brown: I am afraid that you started the question
by asking what was the eVect of the Budget on the
tax projections, the eVect of the Budget and other
measures.

Q280 Mr Gauke: My question was other measures
overall.
Mr Brown: I hold to table C10, showing 38.5 down
to 37.7. If I may say so, and it is on the record that I
would like to put this, the highest tax burden that
this country has had was never under a Labour
Government, it was under a Conservative
Government in the early 1980s when the tax burden
went up to 39%. When we came into power, we had



3657311003 Page Type [E] 20-04-07 00:54:27 Pag Table: COENEW PPSysB Unit: PAG3

Ev 42 Treasury Committee: Evidence

29 March 2007 Rt Hon Gordon Brown MP, Mr Nick Macpherson, Mr Dave Ramsden and Mr Michael Ellam

forecast for us a tax burden rising even faster to 38%
in 2001–02. Our tax burden has always been lower
than that and even this year it is 37.2.

Q281 Mr Gauke: Can we look then at table A2 on
page 210 which looks at other measures announced
since the Budget 2006. Would you agree that at the
bottom there we see that the total from the policy
decisions since the 2006 Budget is to increase the
Exchequer’s yield by £2.46 billion, then £2.66 billion
and then £2.35 billion?
Mr Brown: No, these are the PBR changes, these are
not the Budget changes.

Q282 Mr Gauke: Yes, actually in my question I
stressed both the Budget and other measures taken
since 2006.
Mr Brown: We had that debate in December. I am
sorry that the Conservative Party, which supported,
I thought, the air passenger duty rise, now seem to
say that they do not support it, but the main measure
in December was the rise in air passenger duty which
raised a very significant amount of money, was
debated at the time, the Committee actually
commented on it at the time and there is no secret
about the fact that in the Pre-Budget Report we
raised the air passenger duty and had other
measures.

Q283 Mr Gauke: Chancellor, okay, I will ask you
about the Budget. You have said that it is broadly
fiscal-neutral.
Mr Brown: That is correct.

Q284 Mr Gauke: In 2008–09 the yield increases by
£280 million, that is correct, is it not, and in 2009–10
the yield increases by £125 million? That is table A1,
the previous page, 209.
Mr Brown: That is table A1 which, as I said to the
House of Commons at the time, was fiscally
neutral—

Q285 Mr Gauke: It is a slight increase. It is not very
much, but it is a slight increase.
Mr Brown: It depends on what actually are the
behavioural eVects of some of the measures we
have taken.

Q286 Mr Gauke: But you are forecasting plus-280,
so that is a plus.
Mr Brown: I do not think, given everything that has
been said today, that £125 million is going to make
the diVerence between fiscally neutral and not
fiscally neutral.

Q287 Mr Gauke: Well, I cannot help feeling that, if
it was a minus, we would be hearing a little bit about
the reduction in the tax burden and a little bit less
about fiscally neutral.
Mr Brown: Let us just be clear about this. For
individuals, the reduction in the tax burden is
significant and the average tax cut is of the order of
£100 per family per year.

Q288 Mr Gauke: I am sure my colleagues will be
coming back to that, but can I just ask one question
about the golden rule. Yesterday, the question was
asked about whether the last year of the current
economic cycle counts for the first year of the next
cycle and Treasury oYcials could not give an answer
to that. If the point of the golden rule is to provide
certainty in planning and rules that you can abide
by, why can you not give an answer to whether the
last year of this economic cycle counts as the first
year of the next?
Mr Brown: Because in every previous economic
cycle, the last year and the first year have both been
counted and that is the way it has been done.

Q289 Mr Gauke: Will it continue to be?
Mr Brown: That has been the tradition. I suspect if
the Committee thought we were wanting to move
from that, they would accuse us of changing the
rules. We are just simply reporting information on
the basis of which it has been recorded previously
both by debates we have had in this Committee and
elsewhere. This is the way it has traditionally been
done.

Q290 Mr Gauke: One thing we did hear though was
that, because of the reduction in the amplitude of the
economic cycle, and we heard this both from the
evidence provided to us and indeed I think Mr
Macpherson recognised the point, it is harder to
judge the economic cycle. Do you think your
successor will be reviewing the application of the
golden rule and the use of the economic cycle in this?
Mr Brown: You obviously continue to look at
everything, but I do say that the application of the
golden rule and the second rule, the sustainable
investment rule, have given public finances in this
country a discipline and a framework that they have
never properly had for the previous decades. I
remember myself being a Member of Parliament and
Mr Fallon, I think, was a Member at the time as well
when the rule that was applied for fiscal policy kept
changing, so one year the rule would be to balance
the budget over the cycle, the next year it would be
to get towards balance over the cycle—

Q291 Mr Gauke: Do you think there is a need for a
change now or will you let your successor sort it out?
Mr Brown: I think the golden rule and the
sustainable investment rule have served us well, but
we continue to review all these issues because the
main aim of having a golden rule, a sustainable
investment rule and any fiscal rule is to have a degree
of stability in your economy which allows you to
plan ahead without the fear of either stop-go in your
economy or stop-go in public spending. Again, I
would have thought the Committee, if it were being
dispassionate on this issue, would say that for the
first time in 50 years we have had a fiscal rule which
had been observed continuously throughout an
economic cycle, or two fiscal rules which had been
observed throughout the economic cycle, and the
way that they have operated has given us stability
that we had not previously had. If the Committee
would like to look back on the diVerent
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announcements that were made about successive
fiscal rules which were never met, I think the
discipline that we have achieved by having two fiscal
rules which have been met is something that we do
not want to lose.

Q292 Chairman: Chancellor, the Committee did
look at APD, air passenger duty, I think, a year
before and asked you to put it up, so we were ahead
of the curve on that.
Mr Brown: It was not obvious that all members of
the Committee then went out and argued that we
should do it.

Q293 Chairman: Well, if you read our document,
our Budget document, and read it closely, you will
see that in it, Chancellor.
Mr Brown: I congratulate the Committee on their
foresight, but I just want to see a bit more
consistency.
Chairman: We have asked you to look at it in a more
forward-looking way rather than backwards, so I
hope you look at the comments which the
Committee has made on that.

Q294 Angela Eagle: On the rules, we have had the
golden rule and the sustainable investment rule, and
indeed the Committee is looking at a review of the
monetary policy framework after 10 pretty
successful years, I think. There is a certain other rule
known as the ‘third fiscal rule’ which has been
bandied around. Have you considered using that
and what eVects that might have on the broad
distribution of public expenditure of taxation if it
was applied?
Mr Brown: I think it is fair to say that you could
consider a number of fiscal rules and sometimes,
when you look at them in detail, you find not only
how diYcult they are, but how dangerous they are.
If we were to operate the third fiscal rule during this
cycle, we would have to cut spending this year by £21
billion, so we are spending £8 billion more on the
Health Service from April and that would be
impossible, so there is no point in people who
support the third fiscal rule saying they want to
spend more on the Health Service or on education;
it is simply impossible to spend more if you want to
operate a third fiscal rule which would require you
to cut spending by £21 billion. As we move on to the
next cycle, it is fraught with even bigger diYculties
which I think should lead people to consider the
operation of such a fiscal rule, and I think it would
be damaging for the economy.

Q295 Angela Eagle: You have been Chancellor for
the entire period of the Labour Government in oYce
and you have consistently made particular choices
about balance, as any Chancellor must, between tax
cuts and public expenditure. Why have you made the
choices you have? We have seen a broadly fiscally
neutral Budget this time, coming to the end of
historically high investment in the public sector. Can
you explain to us a bit more your thinking why you
have made the choices you have this year?

Mr Brown: If I may just correct you on one thing, we
are continuing with historically high investment in
the future of our infrastructure and public services
and the rates of growth that we have in the coming
cycle, particularly because of the ability through
asset sales and through greater eYciency to get
resources to the front line, mean that growth of
delivery of improvement in front-line services should
be good in the coming Spending Round and as good
as in the previous Spending Round. What we have
tried to do over these last 10 years is not simply get
the balance right between taxation and spending but
get the balance right between taxation, spending and
the stability of the economy. It is sometimes
forgotten when people try to formulate third fiscal
rules and all these sorts of these things that it is
actually the three things that matter. I have not
heard anybody who talks about a third fiscal rule
talking about the need for discipline in borrowing.
As you know, on the figures we publish in the Budget
the borrowing requirement comes down as a
percentage of GDP and in numerical figures in the
next few years. Equally, we have been able to have
aVordable tax cuts because we have got stability in
the economy, and therefore growth, and because we
have also been able to ensure that through lower
debt and lower unemployment most of the
improvement in public services has come not from
taxation but from a redirection of resources from
what you might call the waste that was caused by
having to spend so much on debt and unemployment
when actually what you want to do is to get the
resources to health, to education, to transport and
infrastructure. Ten, 12 or 13 years ago, 1994–95,
75% of all new public expenditure was going to debt
interest and unemployment, but if you take the
position now 75% or so of most new public
expenditure is actually going to health, education,
transport, infrastructure and investment in our
future. I think that has been the key to our ability to
generate more resources for schools and hospitals
and other public services.

Q296 Angela Eagle: Chancellor, one of the more eye-
catching parts of the Budget this year was actually
this simplification of both personal tax allowances
and thresholds down to two, both for individual
taxation and corporate taxation. What benefits in a
macroeconomic sense do you expect to come from
simplifying to just two rates and two thresholds in
both the corporate tax sector and the personal
income tax sector?
Mr Brown: I think it is generally recognised now that
the corporate tax reform we have made is the biggest
since 1984 and it is a very big change because not
only have we reduced the rate of corporation tax, as
I was trying to suggest to the Committee a few
minutes ago, but by making the distinction as the
main one now between long life and short life assets
we have removed a number of anomalies that existed
in the corporate tax system that were diYcult to deal
with and probably controversial to deal with had
you not also been able to reduce corporate tax at the
same time. Over the period of my Chancellorship,
corporate tax was 33p when we came into power and
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it is now 28p from next year. At the same time we
have removed a number of anomalies in the
corporate tax system where, for example,
warehouses were given more beneficial investment
allowances than some of the most modern
investment in intellectual property or technology or
research and development. We have got to a
situation where I think we have got a better use of
assets being encouraged by the incentives available
in the tax system. On the personal tax system, it
seems to me to have two rates and two thresholds is
something that has eluded every government for the
last 40 years, even when they have tried to do this. If
I may say so, it was a dream of every Conservative
Chancellor of the Exchequer that they could reduce
the basic rate of income tax to 20 pence. In fact, all
sorts of devices were built in to be able to do so,
including a 20p band for a while that was not
particularly successful but was an attempt to show a
determination to get to 20p. The Conservatives
before 1997 said that their aim over time was to get
to 20p. Unfortunately, even in 18 years of
government, they never managed to do so. We have
now not only got 20p as the basic rate of income tax,
and I think the public will understand the
importance of that as a signal about the importance
of work and the rewards that are available for work,
but we have also managed to get two thresholds
because the resources that we have got have made it
possible for us to harmonise the threshold for top
rate income tax and the ceiling for National
Insurance. That is a major change that any
Chancellor would like to have done were the
resources available to do so. That is what has lain
behind what we have been able to do. Because we
can provide money through the child benefit and
child tax credits, through pensioner tax allowances
and through the pension credit, and through the
working tax credit, because these three instruments
are now available to us, it is possible to move from
22 pence to 20 pence without having a 10 pence rate
which in a sense was a transitional rate while we got
the new system into being. I believe that over time
very few people will want to change this two rate and
two threshold system of income tax. I noticed that
when we had the Budget votes no party voted
against it.
Angela Eagle: Are you expecting it to increase?

Q297 Mr Fallon: It was not voted on.
Mr Brown: We had the vote on the measures in the
House of Commons on Tuesday night and people
did not vote against the measures.

Q298 Mr Gauke: 20 pence is next year.
Mr Brown: I am very interested to know that the
Conservatives are going to vote against the 20p rate,
that is very interesting.
Mr Fallon: Who said that?

Q299 Angela Eagle: It would be helpful if you asked
your questions when it was your turn. Could I go on
to some of the philosophical issues behind the
changes to corporation tax. There is a view that
certainly for larger companies there is a problem of

tax competition not only within the EU but in a
globalising world which will drive corporate tax
rates ever down. What is your view on whether the
changes can now stick or whether there will be
constant pressure to reduce taxation on profits
which might have detrimental eVects on public
balances?
Mr Brown: I obviously follow the debate and there
have been many surveys done in the last few months
in particular about what are the things that attract
companies to Britain and to other countries. Clearly
corporate tax is one of them but not the main reason.
The main reasons are the attractiveness of the
location, the skills base of the economy, the
openness of the economy, the competitive and
entrepreneurial nature of the economy. These are
the things that businesses really focus in upon. Why
we are a centre for financial and business services
and why we are doing so well in the creative
industries are, in a sense, our skills and our openness
to the rest of the world and our global reach. All of
these things we have been determined as a free trade
country to maintain and to enhance over the last few
years. Obviously you also want an internationally
competitive tax rate and the UK has had over the
last few years, and I think it is unfortunate that some
of the debate never recognised this, the lowest
corporate tax rate of the G7. Our tax rate was lower
than America, it was lower than Germany, lower
than France, lower than the other countries, like
Italy, in the G7, and lower than Japan. Germany
then made a decision that it would move to a 29.8%
rate, which is just below our 30% rate. We looked at
all of these issues and thought the right thing to do
is for us to have a 28 pence rate, so we have now
again, and will have when they introduce the
German rate, without change, the lowest corporate
tax rate in the G7, lower than America, lower than
the other European countries and lower than Japan.
I think that is a good position to be in but I would
stress that the advantages of being in the United
Kingdom are our skills base, our openness to trade,
our competitiveness and our entrepreneurial
environment. If I could just give the Committee
these figures: of the Fortune 500 companies that
have a presence in the United Kingdom 373 have it
in Britain and, equally, of the companies that have
chosen to locate their headquarters in London, 398
from 1997 to September 2006 came to London,
regional, global or national headquarters, and over
the same period while we had 398, Paris had 63,
Frankfurt 11, 39 to Amsterdam and 30 to Dublin.
We have had 398 foreign companies locating their
headquarters whereas these other countries,
important as they are, have had a far smaller figure
and that is a measure not only of our success but
what we are trying to continue to do in the years to
come with the changes we have made in the Budget.

Q300 Ms Keeble: I want to ask a bit more about the
changes to the overall tax and tax credit system.
Since the tax system has obviously been simplified
there is more of a reliance for some people on
changes in the tax credit system. I wonder if you
could say a bit about what your expectations are in
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terms of the eVect that this change would have on
child poverty, pensioner poverty and also in
incentivising work.
Mr Brown: These are the three issues, are they not,
where for low income families we wish to take the
most direct and successful action. On pensioners, I
do not think we should underestimate the extent to
which the combination of the universal benefits, like
the pension itself, the winter allowance, free
television licences, now free travel for pensioners,
combined with the pension credit, which is far more
generous than it was as what was called the income
support when we came into power, have given large
numbers of pensioners who were in poverty far
better incomes. That is what we have tried to do and,
of course, in the Budget we have taken a large
number of pensioners out of taxation. 58% of
pensioners do not pay tax. That is something which
is achieved by 600,000 pensioners in the Budget
being taken out of taxation. We have tried to both
have universal benefits that are improving the
position of all pensioners and targeted support for
those pensioners most in need. For the second group
you are talking about, children, it is very important
to recognise again that it is the combination of the
universal benefits and the tax credits, as well as help
for families to get into work, that is the key to us
making progress in solving the problems of child
poverty. We had the worst record for child poverty
as a country in 1997. We have taken significant
numbers of children out of poverty but there is a lot
more that we have to do. I am not going to come to
this Committee and say that we are complacent, we
are determined to do more and any statistics that
show there is a bigger challenge to meet makes me
want to redouble our eVorts to achieve our goals. On
child poverty, the raising of child benefit is an
important signal that we want to support every
family in raising their children. Child benefit was £11
when we came into power, it will rise in successive
stages to £20, higher than inflation over these next
three years. I think simply that one benefit, the
virtual doubling of it for the first child, is something
that is sending a signal. Equally, when we came in
the child tax credit that helped the poorest child was
£27, or it could have been £28, and it will rise to £75.
It is not just £28 and doubling, it is to £75. For most
families, that is for six million out of seven million
families, the eVective rate of child benefit is not £11
or £20, it is £31 because six million families get the
basic rate of child tax credit and that is £31 by 2010.
Our eVorts are combined with incentives to work,
and I do not underestimate the significance of this
retail agreement that we have signed with the big
companies—Tesco’s, B&Q, Asda and Marks &
Spencer. If we can persuade and incentivise single
parents and others, people on incapacity benefit at
the moment, to get back into work by some of the
most prestigious companies in the country being
prepared to employ them, give them a trial, give
them work induction courses and then take them on
and take people oV the register, then that is a bigger
contribution to make to child poverty in the future.
It is the combination of the opportunity to work for
decent wages and at the same time the benefit system

that helps us that will get people back to work. For
the low paid, of course, it is a combination of that
and the working tax credit that will help, and the
minimum wage itself. Again, I do not think we
should underestimate the importance of the
minimum wage which has risen significantly over the
last few years.

Q301 Ms Keeble: You mentioned in response to an
earlier question that some of the impact of the
Budget depends on the behavioural response to it.
What is going to happen about ensuring that people
who perhaps lose out on the tax side do then claim
on the tax credit side and the system can actually
cope with any increase in demand?
Mr Brown: Everybody who is on low paid incomes
is better oV than they were in 1997 and in successive
Budgets we have done our best by them. On the
working tax credit change is already starting to
happen in both the take-up of working tax credit and
in the scale at which it is able to help people. The
average payment from the working tax credit is £44
a week, that is more than a pound an hour extra for
working. The eVect of all the measures that we have
taken since 1997 show the poorest decile have seen a
rise in their net incomes as a result of the changes by
12.4% and the second poorest decile, that is 11–20%
of people, an 11.8% rise. We have seen significant
improvements both through the ability to get people
into jobs and the way the tax system has worked to
their benefit. If you take tax credits, when we came
into power you would not start paying tax until you
earned something like £16,000 if you had a family of
two children. Anything that was paid in benefits
cancelled out your tax payments at £16,000. The
figure is now going to be £24,000 for income tax, so
people earning just less than £450–£500 a week with
two children will eVectively have any income tax bill
neutralised or nullified by the beneficial impact of
tax credits. I do not think people should
underestimate the extent to which tax credits are
taking people out of poverty but also making people
who are on low incomes gain higher incomes, so the
eVective rate per hour that they are earning is not the
minimum wage, it is significantly higher, sometimes
over £10 an hour, as a result of the changes we
have made.

Q302 Ms Keeble: One final question just on the
people who miss out on what happens to them. What
do you say to the young people because the
pensioners who lose the 10p starting rate of tax get
the compensation through the higher personal tax
allowances but the younger working people will not
necessarily get that. I wonder what you say to them.
Secondly, there is an interrelationship, is there not,
between tax credits and housing and council tax
benefit and I wondered if you had looked at that
equation and what the impact is on groups who
might be shifting around, exactly how they make up
their personal income. The young people is quite an
important one.
Mr Brown: Yes. That is why we have got a young
person’s minimum wage now and it is rising to £4.60
an hour and the minimum wage itself is rising to
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£5.52 an hour. A person on a minimum wage will be
£6 or £7 a week better oV as a result of the rise in the
minimum wage, so the idea that somehow low paid
people are losing out this year or losing out generally
is completely wrong. People are seeing their
minimum wage rise and, therefore, they are getting
more benefit from the work they are doing. They
have the benefit of an extended tax credit if they are
single or part of couples as well as the benefit, if they
have got children, of the children’s tax credits. We
are in a situation where we started the minimum
wage at £3.60 an hour and it is now going to be £5.52
an hour from October. Those people who are on low
paid jobs are getting the benefit not just of the tax
credit system but the benefit of a rise in the minimum
wage. You are right about pensioners and tax
allowances because they have been significantly
raised, not just to take people out of tax but so that
every person who is a pensioner as a result of the
change of the 10p rate if they are over 65 will pay less
taxation as a result of the rise in the personal
allowance.

Q303 Mr Fallon: Chancellor, your Welfare Reform
Director, Mark Neale, who confirmed to us
yesterday that 5.3 million families would lose out
from this Budget, was listed to appear with you this
morning but seems to have been purged. Can you
reassure us that he is okay?
Mr Brown: Mr Neale does do a very important job
in the Treasury.

Q304 Mr Gauke: Still?
Mr Brown: Mr Fallon, you were quoting at the time
IFS figures. 20 million people on that basis are better
oV as a result of the Budget. I can remember
Conservative Budgets when we were both in
Parliament together where everybody was a loser as
a result of the Budget. 20 million families are
actually better oV as a result of this Budget.

Q305 Mr Fallon: Accepting that 20 million are better
oV and also that five million are worse oV, can you
just explain to the Committee that if the economy is
doing well why should there be any losers, why
should low earners lose?
Mr Brown: If you look at the three groups that we
are talking about you do not draw the conclusion
that you are trying to draw.

Q306 Mr Fallon: Are they not losing?
Mr Brown: Look at these three diVerent groups. If
you take the working tax credit group, which is what
you focused on yesterday, if you are a low paid
worker first of all this year you are getting a rise in
the minimum wage, then you are getting the benefit
up to £7 a week on top of that £6 a week rise in
minimum wage from potentially the rise in the
working tax credit. Then you have got to deal with
the situation where some people are taxed
individually for their personal income tax but are
part of couples when they claim children’s tax credits
or working tax credit. Then you have got to deal
with the situation of what is likely to be the
behavioural change as a result of our take-up

campaign for the working tax credit and also the
increasing knowledge that it is available generally. I
do not accept your conclusion about low paid
workers. As far as children are concerned, I think I
have shown you how the changes that interact on
families with children help particularly families who
are lower income families and, as far as pensioners
are concerned, I have explained that tax allowances
for the over-65s rise.

Q307 Mr Fallon: But nearly four million of these 5.3
million families are people without children. If they
are low earners, why should they lose from this
Budget?
Mr Brown: You are referring, I think, not to our
figures but to the IFS figures.

Q308 Mr Fallon: Which Mr Neale confirmed.
Mr Brown: You are referring to the IFS. Let me just
go through what is actually happening. The IFS
accept in the figures that they have made no
allowance for behavioural changes as a result of the
working tax credit being raised by a billion pounds.
The IFS figures, as they would admit, do not take
into account what is likely to happen as a result of
(a) the rise in the minimum wage, which I would
suggest is a big factor, and (b) the rise in the working
tax credit figures. At the end of the day I do not think
we will see the eVects that you are saying because I
believe the take-up of the working tax credit will
grow. If I may tell the Committee, we have got work
being done in Manchester, Lancashire and Cornwall
where we are looking at how we can increase the
take-up of the working tax credit, we will be
publicising in a nationwide campaign the
availability of the working tax credit and, of course,
the generosity of the Budget by providing an extra
billion for the working tax credit will itself be a
major factor in changing behaviour.

Q309 Mr Fallon: I asked Mr Neale that yesterday
and he said for public spending purposes you were
forecasting take-up of working tax credit to remain
at only 25%, in other words 75% of those entitled to
claim it you are assuming will not claim it. You are
relying on people being put oV by the complexity of
the system to meet your own fiscal projections.
Mr Brown: You are making a bad mistake in
drawing this conclusion, Mr Fallon.

Q310 Mr Fallon: That was what Mr Neale said
yesterday.
Mr Brown: No, he did not say that.

Q311 Mr Fallon: He did. He said: “This is a forecast
for public expenditure purposes that 75% will not
take it up”.
Mr Brown: He did not say that 75% would not take
it up, he said it was a forecast for public expenditure
purposes.

Q312 Mr Gauke: Come on! It is called budgeting.
Mr Brown: I am sorry to say that we are obliged to
pay the working tax credit to those who take it up.
We cannot refuse to pay the working tax credit if



3657311003 Page Type [O] 20-04-07 00:54:27 Pag Table: COENEW PPSysB Unit: PAG3

Treasury Committee: Evidence Ev 47

29 March 2007 Rt Hon Gordon Brown MP, Mr Nick Macpherson, Mr Dave Ramsden and Mr Michael Ellam

people claim it. If people claim it, as we want them
to do, then we will pay the money. The idea that we
can close the working tax credit when there is a
certain take-up and say it is not available to anybody
beyond that level is ridiculous. We are trying not
only to make it available to people but publicising its
availability and if people want to claim the working
tax credit and they are entitled to it they will get it.
If I may say so, for the benefit of the Committee,
there has been a 100,000 increase in the take-up since
the figures that Mr Neale was referring to at the
Committee because the published figures are for
2004–05 but since April 2005 the take-up of working
tax credit has grown by almost 100,000. We are both
obliged to pay it and want to pay it to those people
who are entitled to it. I would not underestimate
either, Mr Fallon, the eVect of the minimum wage
which is rising to £5.52 an hour and people working
a 35 hour week will get £6 extra this year as a result
of the rise in the minimum wage. It is unfortunate
that there has never been all-party consensus about
raising the minimum wage, or the minimum wage,
but we are determined to make sure that people in
low income occupations get a decent minimum wage
as well as the working tax credit.

Q313 Mr Fallon: Okay, but you would agree that for
people without children the 25% take-up of working
tax credit is unsatisfactory.
Mr Brown: I have just explained to you that figure is
out of date because 100,000 more have claimed it
since that published figure.

Q314 Mr Fallon: What is the percentage now then?
Mr Brown: I do not have the percentage here but I
know it has been raised by 100,000. I do say to you
as a Committee I would caution you against this idea
that somehow we are going to, if you like, cap the
availability of working tax credit. If people claim
working tax credit it comes under AME
expenditure, it is not DEL expenditure, and we will
pay it. We want people to get this benefit because I
want, and I thought you did as well, to make jobs in
our economy, even if they are low paid in terms of
the amount of money per hour, more attractive to
people. One of the reasons that the working tax
credit is necessary is to make minimum wage jobs
more attractive both to people who are single and
people who are couples as well as people with
children.

Q315 Mr Fallon: It was Mr Neale’s forecast, not
mine, that 75% would not claim it. Let us go back to
child poverty. You have admitted this morning—
Mr Brown: If I may say so—

Q316 Mr Fallon: I will ask the questions. You have
admitted this morning you have got a lot more to do
on child poverty and you have to do that because it
has been rising. The Institute of Fiscal Studies say
you will need to spend an extra four billion a year if
you are to reach your target by 2010: what is your
figure?

Mr Brown: It is the interaction between benefits and
work that is the key to the future. You probably read
in detail the publication by the Department for
Work and Pensions on Monday on this very issue.
Of course, the real key to the success of our child
poverty strategy is combining rising benefits with, at
the same time, rising numbers of people in work. If
we can get people back into work, such as with our
retail initiative, and perhaps by extending it, then
that is by far the most eVective way of tackling child
poverty. It would depend on how many more people
we can get back into work who are single parents or
people with children who for some reason would like
to work but have not been able to get the chance.

Q317 Mr Fallon: I understand that, and I read the
suggestions of Mr Murphy and Mr Hutton on
Monday about how you want to improve incentives
to work, but are you making no extra allowance in
your spending review to meet your target?
Mr Brown: We have just announced in the Budget
measures that will take 200,000 more children out of
poverty. We have also mentioned in the Budget
measures for job creation to take people oV the
inactive or unemployment register and get them into
work, and of course we will continually review that.
It is the combination of the two, not to rely on one
as against the other, that is the way that we are going
to make most progress on tackling child poverty.

Q318 Mr Fallon: Is the Institute of Fiscal Studies’
total projection that you need an extra four billion
wrong?
Mr Brown: They are making assumptions about the
numbers of people who will return to work and we
have just changed the assumptions over the last few
days by our publications where we are showing we
are determined to do more to get more people back
into work, which is the most cost-eVective way of
tackling child poverty.

Q319 Mr Fallon: So can we assume from that that
you will not be earmarking any extra money in the
spending review to meet your target?
Mr Brown: We have just earmarked more money to
meet our target and we are taking 200,000 more
children out of poverty than would otherwise have
happened as a result of the Budget. We keep all these
issues under review. We have also just earmarked
money to help more single parents into work and,
again, we will keep that under review. It is the
combination of measures to tackle child poverty
through benefits and to tackle child poverty through
helping people into work that will yield the
greatest results.

Q320 Mr Fallon: I and the Institute understand what
you have announced at the Budget and they are now
saying you will need an extra four billion to meet
your target. Are you telling the Committee that you
disagree with that, that you are not going to earmark
the extra money needed to meet the target?
Mr Brown: What I am telling you is that they have
made a certain assumption about the numbers of
people who are working as opposed to the numbers
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of people who are not working. We are determined
to get more people into work and we will announce
more measures in due course to help people get into
work. It is the combination of the two, the children’s
benefits plus the work related initiatives, that are
going to help us move towards our target on child
poverty. I think that most people when they look at
this issue dispassionately would say that you need
both.

Q321 Mr Newmark: Chancellor, given that you have
not actually answered a direct oral question in the
House on tax credits in 1,050 days I would like to
take the opportunity to talk about this particular
issue. I would like to go back to a response that you
gave to Mr Fallon, which is the assumption that
there will be a 25% tax take-up. You said that of
course if there is a bigger take-up you will pay that,
and that is absolutely right, but if the tax take-up
doubles from 25% to 50%, let us say, would there not
be a hole in your accounts going forward?
Mr Brown: You are wrong again because we provide
a margin in our AME projections to pay for any
increase. I have just told you that there are 100,000
more people who are receiving working tax credit
than were included in the figure you have got.

Q322 Mr Newmark: I appreciate that but I gave you
a figure of doubling from 25% to 50%.
Mr Brown: Let me finish my answer. For children’s
tax credit the take-up, if I may give you the figure, by
entitlement is 94%.

Q323 Mr Newmark: You are not answering my
question. I have given you a very simple example,
Chancellor, which is a doubling from 25% to 50%.
Would there be a hole in your accounts, yes or no?
Mr Brown: I am not going to come here and
speculate about a figure that I have never heard.

Q324 Mr Newmark: You have made a Budget which
is speculated. You have speculated there will be a
25% take-up.
Mr Brown: I said we provide a margin in the AME
projections to pay for any increase and the idea that
we do not is ridiculous. Equally, I have told you that
your figure of 25% is now wrong because there are
100,000 or so more people claiming working tax
credits.

Q325 Mr Newmark: Give me the percentage and
double it. Give me the percentage and then double
that figure because you have made an assumption of,
let us say, 35% not 25%. If it went up from 35% to
60%, let us say, there would still be a hole in your
accounts going forward.
Mr Brown: I am touched by your great interest in the
working tax credit but—

Q326 Mr Newmark: No, I am touched by the Budget
actually so I am asking that question.
Mr Brown: When you say, first of all, that I never
speak about tax credits, it was right at the centre of
the Budget and I spoke to the House about it last
week. Secondly,—

Q327 Mr Newmark: That was not answering a
question in the Chamber actually.
Mr Brown: I answer questions all the time in the
Chamber. If you wish to ask, when I am standing, a
question on anything you usually get an answer.

Q328 Mr Newmark: Chancellor, during oral
questions you use the Paymaster General as a
human shield, you do not answer questions directly
on it.
Mr Brown: The Paymaster General is the minister in
charge of tax credits, it would be rather strange if she
did not answer on tax credits. As far as the margin
that we have left in the AME part of the spending, it
is one billion in 2007–08.

Q329 Mr Newmark: Okay. Let me just ask another
question, which is according to the HMRC I would
like to ask you why it is that almost a million of the
poorest people in our society are not actually
receiving their tax credits due. The figure I am
looking at is an underpayments figure of
approximately £900,000.
Mr Brown: I should think there are both
overpayments and underpayments.

Q330 Mr Newmark: I understand that. I am
concerned about the underpayments.
Mr Brown: Can I just explain for the benefit of this
Committee how the tax credit system—

Q331 Mr Newmark: No, I do not want a lecture on
the tax credit system, I have asked a specific question
on underpayments, that is money not getting to
people who need it.
Mr Brown: I am sorry, Chairman, I cannot
explain—

Q332 Mr Newmark: I am asking the question.
Mr Brown:—unless you understand first of all how
the tax credit system works.

Q333 Mr Newmark: I do understand.
Mr Brown: The tax credit system works by
estimating what people’s income is likely to be over
the course of a year and if it is less or more an
adjustment is made. The intention behind it is to be
as flexible as possible to deal with people’s changing
circumstances. It is to keep pace with a modern and
fast-changing economy where people’s income one
year is rather diVerent from people’s income in the
next year. We have tried our best to be as flexible as
possible in adjusting the tax credit system but that
means inevitably there are sometimes
underpayments and sometimes overpayments and
adjustments that have got to be made. That is not the
fault of the tax credit system, as you wish to make it
out to be, that is a tax credit system that is trying to
adjust flexibly to the changes in the economy. If you
do not accept that basic proposition then we will not
make much progress.
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Q334 Mr Newmark: Chancellor, I accept what you
say, but—
Mr Brown: If you do accept what I say—

Q335 Mr Newmark: Chancellor, just listen a second.
The reality is today there are still almost a million
people who are very poor in our society who are not
getting what they deserve. I would like to ask my
next question, which is does this perhaps explain
why you are failing to meet your poverty target and
child poverty has actually gone up 100,000 in the
past year?
Mr Brown: The fact is that as a result of the Budget
child poverty is going to go down by 200,000.

Q336 Mr Newmark: In the past year it has gone up
100,000.
Mr Brown: Child poverty is substantially below
what it was in 1997 only because we have introduced
child tax credits which you seem to disapprove of so
intensely.

Q337 Mr Newmark: No, I do not disapprove of
them, it is the administration of them that is going
wrong.
Mr Brown: The administration is designed to
respond to a flexible economy. If you wish to move
back to a system where you base the child tax credit
for one year on the income that someone had in the
last year you could eliminate the idea of an
overpayment or an underpayment, but you would
not be acting flexibly to respond to people’s
circumstances. If we cannot agree on that we cannot
make progress. Either you agree with the
flexibility—

Q338 Mr Newmark: Chancellor, I hear what you are
saying but let me go on. The reality is that today
from when you first brought this initiative forward,
which I approve of actually, the tax credit system—
Mr Brown: I am glad.

Q339 Mr Newmark: The fact is that 2.9 million, that
is 2.9 million out of about 6.5 million today, are
receiving the wrong amount. That is half the people.
Mr Brown: They are not receiving the wrong amount
at all.

Q340 Mr Newmark: Excuse me. That is 2.9 million
people. That is as many people as live in
Birmingham, Glasgow, Liverpool, Leeds,
Manchester and Edinburgh combined. My question
is can you explain why still today, however many
years later, almost half of all tax credit recipients are
still receiving the wrong amount.
Mr Brown: I fear, Chairman, the questioner has not
understood the main point I made at the beginning.

Q341 Mr Newmark: I understand it thoroughly,
Chancellor.
Mr Brown: If we cannot make progress in
understanding that the purpose of the tax credit
system is to respond—

Q342 Mr Newmark: If it is a system in which half of
all people are still getting the wrong amounts there
is something wrong with it.
Mr Brown: The purpose of the system is to respond
flexibly to people’s changes in circumstances. You
could go back to the old system, which you seem to
approve of—

Q343 Mr Newmark: This is your system and it is not
working.
Mr Brown: Sorry, you could go back to the old
system where you could argue that everything was
wrong because you would base this year’s tax credit
on last year’s income, so you would base the tax
credit not on the income that people were earning
but on last year’s income. That is what we tried to
move from to create—

Q344 Mr Newmark: So it is a flawed system.
Mr Brown: No. We tried to create a more flexible
system. Either you support that flexibility in the
system or not, and I fear you do not support that
flexibility, but you could eliminate underpayments
and overpayments simply by basing it on last year’s
income and we have tried to avoid that given the fast
changing nature of—

Q345 Mr Newmark: It is still a system in which half
of all people are getting it wrong.
Mr Brown: I am sorry—

Q346 Mr Newmark: I am only reflecting the HMRC
figures here. Anyway, let me go on to an NAO report
I have read.
Mr Brown: You are not right.

Q347 Mr Newmark: According to the National
Audit OYce a total provision of 1.37 billion has been
made in the trust statement account for
overpayments expected to be written oV. That is 1.37
billion out of four billion, ie a 33% write-oV. To me
this seems an enormous amount and I am assuming
that you agreed to write this amount oV.
Mr Brown: I think that most of your colleagues have
been campaigning for us to do that. We have had
Question Time in the House of Commons where
some of your colleagues were asking us to.

Q348 Mr Newmark: You agreed to write-oV a third
of these bad debts?
Mr Brown: If I just go back to the way this system
works. You could either have a system where you
have tax credits based on last year’s income and you
have no flexibility to account for the changes that are
taking place this year, in which case you can have no
overpayments and no underpayments, or you can
base your system on this year’s income, which of
course is changing from last year, and make an
allowance to do so. That is the basis on which we
have done tax credits. When you refer to the 1.37
billion, that is not money that we have written oV,
that is money that we still aim to recover.
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Q349 Mr Newmark: Well, it is actually called
“provision for doubtful debts”, so to me that is a
potential write-oV, which is an enormous amount.
Mr Brown: If I may say so, when a company makes
provision for doubtful debts it still tries to get the
money paid.

Q350 Mr Newmark: Chancellor, you said, I think it
was in 2002, “Our new tax credits are both a symbol
and substance of this Government’s ambition for
Britain”, yet since the inception of tax credits half of
all people are still getting the wrong amounts, you
are writing oV a third of bad debts, and as one of
your backbenchers said during questions in Sub-
Committee, “This is a shocking, devastating damage
to the whole welfare reform policy”. I am sure if
Alan Sugar were sitting here he would frankly say,
“You’re fired”. No more questions. Thank you,
Chairman.
Mr Brown: I think he has rehearsed these lines before
we had this discussion because the take-up of family
income supplement under your government was
50%.

Q351 Mr Newmark: I am not going over ancient
history, I am asking how your system is working.
Mr Brown: I know you do not want to talk about
ancient history.

Q352 Mr Newmark: I was not here then. I am here
now and I am asking you the questions.
Mr Brown: I know you do not want to take
responsibility for the past but the fact of the matter
is that the take-up of family credit was about 50%,
the take-up of child tax credit, including working tax
credit, which you are criticising today, for low
income families has gone up to 87% and, therefore,
we have made substantial advances in getting money
to people. If you agree with me, as you said at the
beginning, that child tax credit should be kept and it
is important for reducing poverty, and it is in fact the
most significant means by which, apart from getting
people into work, we are reducing poverty, then I
would say to you that increasing the take-up rate of
the child tax credit is something that you should
applaud us for rather than criticise us for.

Q353 Mr Newmark: It is just that the system is not
working, Chancellor.
Mr Brown: I come back to this old point, the
Committee must make up its mind on this issue. If
you want a system—

Q354 Mr Newmark: We want the system to work.
Mr Brown: I am sorry. If you want a system that is
based on last year’s income—
Mr Newmark: We want it to work.

Q355 Chairman: Chancellor, we have looked at that
in the Sub-Committee and the merits of a flexible
system and the advantages.
Mr Brown: All of the questions that we have just had
on tax credit here are premised on the idea that you
would be better with the old system, which was

based on last year’s income, instead of a flexible
system. That is what these questions are all premised
on and that is why at each stage he draws the wrong
conclusion.
Chairman: I think we have exhausted that.
Kerry McCarthy: I was planning to concentrate
solely on child poverty talking to you today but,
given the Conservatives sudden interest in the
subject, I will touch on a range of issues instead.
John Thurso: A conversion!

Q356 Kerry McCarthy: A conversion? I suspect not.
Just one issue on the child poverty targets. It is based
on trying to lift people above this 60% of median
earnings. Do you think there is any advantage at all
to having another target as well which looks at the
poorest children or children living in families which
are below 40% of median earnings?
Mr Brown: Obviously you do try to look at the
diVerent groups and there are some people who are
very, very poor and we have got to do more, as we
have said, to help them. If you have got a target that
is based on a percentage of the average income, as
your economy and society gets better oV and as real
incomes grow it becomes an even more challenging
target. We accept that is a challenging target and we
accept the challenges and diYculties of meeting it,
but obviously you must look at the lowest income
groups as well.

Q357 Kerry McCarthy: I think it was Mr
Macpherson yesterday who said it is actually quite
diYcult to find out much information about the
people who are living in the severest poverty and
there is some suggestion that consumption amongst
some of those families is quite high, particularly
amongst the self-employed. Is that something you
need to do more research on?
Mr Brown: I have got to say on the question that was
raised about the figures that were published only
earlier this week, most of the changes in child
poverty have been amongst the self-employed, not
amongst employees. These figures are notoriously
diYcult to analyse about what is happening to the
self-employed. One year the self-employed’s income
seems to have grown fast, the next year it seems to
have deteriorated. It is partly because of the
sampling and partly because we do not know enough
about what is happening to particular groups
amongst the self-employed. If you had only looked
at the employees you would not have had this
100,000 figure at all, it was mainly the self-employed
that had been responsible for that. I agree with you
that we need to look at all the diVerent groups that
contribute to the challenge of child poverty and see
what we can do to help them.

Q358 Kerry McCarthy: There is some mention in the
Budget about the extended schools programme. I
am in a situation where by the next general election
every single state secondary school in my
constituency will be new built under Building
Schools for the Future and we have got the first BSF



3657311003 Page Type [O] 20-04-07 00:54:27 Pag Table: COENEW PPSysB Unit: PAG3

Treasury Committee: Evidence Ev 51

29 March 2007 Rt Hon Gordon Brown MP, Mr Nick Macpherson, Mr Dave Ramsden and Mr Michael Ellam

school in the country opening in a few months,
which is obviously very welcome. One of the things
that was in the small print in the Budget and you
mentioned briefly in your speech was the VAT
situation for academies, which again will be very
welcome in opening the school premises up to the
wider community. There is something in the Budget
about making additional funding available to
support extended service co-ordinators in secondary
schools and clusters of primary schools. It would be
useful to hear a little bit more about that. Also, on
the VAT point has any consideration been given to
extending that to sixth form colleges as well?1

Mr Brown: I shall write to you about the last point.
We have tried to deal with these VAT issues so that
schools can open their facilities to the community. I
will write you a bit about the particular issue of the
colleges. On the extended services co-ordinator, we
want every secondary school and a cluster of
primary schools together to have that so that we can
have genuinely community schools that are open to
the public. The education settlement in general is a
good one because we will achieve our ambition
during the course of this Parliament, as we said in
our election manifesto, to raise the percentage of
national income spent on education. When we came
into power I think it was 4.5% and it is going to be
5.6%. Equally, at the same time, we are directing the
resources that are necessary to compete in the global
economy to giving young people the skills, so that
instead of large numbers who are without
qualifications they will have the certification and
qualifications that are necessary. That is why we are
putting this extra focus on spending per pupil so that
they can have small group tuition and they can have
the benefits of individual support, whether
particularly gifted or, alternatively, where they are
falling behind, so every child on a reader scheme and
we will get large numbers of young children at six
being able to catch up on reading and if people are
falling behind in English and maths in secondary
school we are going to do our best to help them. This
is not just a package of increased expenditure in
education, it is a package where we focus on the
needs of the individual pupil and, as far as capital
expenditure, we are committed to investing eight
billion a year by 2010, so funding will rise from what
was £700 million for the capital programme in 1997
to nearly £6 billion this year rising to £8 billion by
20102.

Q359 Kerry McCarthy: It seems from looking at the
figures that the contribution of PFI on education
capital spend is projected to fall from 20% in
2007–08 to 16% in 2010–11. Is there a particular
reason for that?
Mr Brown: The basic aim, of course, is to refurbish
all the schools that need it and over half of all
primary schools will be refurbished over a 15 year
timeframe. Obviously most secondary schools will
get the benefit, 1,000 secondary schools under

1 Ev 72
2 Note from Witness: These figures relate to expenditure on

capital for schools.

Building Schools for the Future3. The exact balance
between PFI and simple capital investment changes
over time, but both have an important part to play.

Q360 Kerry McCarthy: Seeing as we seem to have set
a bit of a trend for asking you questions that we
hoped to be able to ask you at Treasury questions
today, you have got the G8 Finance Ministers’
meeting coming up, and obviously there have been
huge strides on the debt relief side, but could I ask
you particularly about the situation in Zambia. I
know in the past you have condemned the activities
of voluntary funds but with Zambia you have got
Donegal International that bought $4 million worth
of debt from Romania and is now seeking to enforce
that through the court. My understanding is that if
they are able to enforce that debt against Zambia it
completely wipes out the debt relief package that
was agreed at Gleneagles. I know the courts have
upheld their right to do that but is there anything
that you can do as finance ministers in that situation?
Mr Brown: This has been a terrible situation where
the debt of a country has been bought over by
someone who has got no interest in helping the local
population and it creates a real problem for the
international community. We will try by
international action to deal with misuse of voluntary
funds. The Zambian case, of course, has been
brought to my attention before and this will form
part of the discussions we will have when the G7
meets next month.
Chairman: John, a non-North Sea oil question.

Q361 John Thurso: It is the other end of the scale. In
Chapter 7, Protecting the Environment, there is a
statement that the Budget responds to the Stern
Review, it sets out the next stage in the
Government’s strategy and then lists a series of
bullet points. The second bullet point is the increase
in fuel duty and where that is going. I do not want to
challenge for a moment the concept of taxation of
use as a way of mitigating behaviour of vehicles but
what I wanted to ask you, Chancellor, is if it is to be
a major plank of the Government’s strategy to use
fuel duty to combat emissions do you recognise that
there are very uneven impacts? If I can give you a
specific example, it would be a crofter in Sutherland,
for example, where there is very little, if any, public
transport, there is frequently a premium of 12p over
what you pay for petrol in Edinburgh or London,
and probably they are making do with one vehicle
covering both farm use and family use. Do you
accept there is a strong case for mitigating the impact
in those areas and would you consider any action?
Mr Brown: Obviously what you are referring to by
using 12p as the diVerential between, if you like,
prices in urban areas and prices in rural areas shows
that this is the biggest problem that—

3 Note from Witness: Around 3,100 secondary schools will
ultimately benefit from the Building Schools for the Future
programme, which is being delivered over a 15 year
timeframe from 2005–06. By 2010–11, the Government
estimates that 1,000 secondary schools will be benefiting
from investment under Building Schools for the Future and
other strategic schools capital programmes.
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Q362 John Thurso: That is the specific problem I am
aiming at.
Mr Brown: We have tried over a period of time to
talk to the distributors about how we can even out
these prices between rural areas and urban areas. I
appreciate the diYculties that people face as a result
of that. I would say as far as policies for dealing with
emissions from cars that it is a combination of
measures. We have just set up, as you probably saw,
a review that Nick Stern and others are involved in,
the Vice-Principal of Aston University in
Birmingham as well, to look at how we can have a
low carbon car, both engine and fuel. We are looking
long-term at how scientific change could reduce
emissions. We are trying to do quite a lot with
incentives. The incentive of being able to get a low
carbon car with the VED changes is now there.
When we came into power there was only one VED
rate and there is now a number as an incentive for
people to do certain things. As far as fuel is
concerned, the incentives for Bioethanol and for
other fuels, biogas and all that, are there and we
hope to stimulate an industry in this by, if you like,
tax reductions, by incentives. It is not anything other
than a combination of scientific advance, individual
responsibility, incentives that we create for people to
move to more bio-friendly fuel and usage. At the
same time it is not just the duty on fuel, it is the
licence fee, and there is a debate about how you
cover the costs of transport generally.

Q363 John Thurso: Given the high premium, and
there have been several inquiries by the Competition
Commission all of which have basically found that it
is just a fact of living in a far part of the world and
there is nothing much that can be done, a number of
EU countries get round this by using a derogation to
have lower fuel duties in remote or island
communities. Would the Government not consider
that?
Mr Brown: No. Our experience in Northern Ireland
is that where there is a diVerential between the south
and the north it leads to smuggling.

Q364 John Thurso: I do not think you would get
much smuggling between Orkney and Caithness, for
example.
Mr Brown: Fuel bought in one area and used in
another area is what really happens, so you have got
to be very careful about some of the proposals that
have been put forward. As I say, it is a combination
of measures that are going to make for a less carbon
unfriendly environment when it comes to cars and
vehicles in the future.

Q365 John Thurso: Would the Government
specifically look at dealing with where a good impact
that we both would happily support in 90% of the
country has an exponentially negative impact in very
small areas of the country?
Mr Brown: The Royal Mail has a standard charge
for every part of the country for sending a letter.

Q366 John Thurso: That is precisely my point, there
is not a standard charge.
Mr Brown: As far as fuel is concerned, this is a
marketplace, and that is why the Competition
Commission look at how the marketplace is working
and whether it is working eVectively. As you said,
there have been numerous inquiries but I do not
think a diVerential tax rate in diVerent parts of the
country would do anything other than distort things
rather than improve things.

Q367 Mr Todd: I come to the eYciency programme
where there has been a refocusing of how that is
going to be delivered. We heard from John Oughton
about his perception of diVerential performance
between departments. From 2008 it appears we are
not going to see a clear breakdown of targets by
department and from what we can tell the
monitoring of departmental performance will move
from the OGC into the public spending team within
the Treasury. Does this suggest a greater degree of
confidence about departmental performance in
delivering eYciency?
Mr Brown: I think the Gershon Review had its part
to play and the following through of it by the head
of the OGC was incredibly important. Of the
workforce reductions we have already had a very
significant part of them and this will continue right
through to 2008. We have already announced
targets for administrative budgets for departments
after 2008–11 where we expect to see great
economies. There is no letting up in the drive for
ensuring that there is proper value for money. By
whichever mechanism it is carried through we are
determined to get the benefits of eYciency savings so
that we can get more money to the frontline.

Q368 Mr Todd: Indeed, but it would be helpful if we
had a framework by which we could monitor such
progress after 2008 in which it appears departments
will be delivering these goals separately and with a
monitoring not through the OGC so presumably
implicitly through the NAO.
Mr Brown: The departments have accepted the
financial targets and, therefore, they have got to
work within them. These financial targets include
3% eYciency savings that have got to be deliverable
and, therefore, I think the onus on the departments
is the right thing. Obviously we will continue to
report to this Committee on these things and the
Committee will continue to want to ask questions
on them.

Q369 Mr Todd: The target that has been set is 3%
savings per year which are net of implementation
costs and should be cashable, that is my
understanding of the position. Could you confirm
that because that seems a more robust target in some
ways than the one that has been driven in the
Gershon programme.
Mr Brown: Yes, that is the aim of the review and
departments will get the settlements on that basis.
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Q370 Mr Todd: That is a 3% blanket coverage
whereas we both heard, I think, that there is
diVerential performance in delivering savings and
the eVectiveness of departments in managing the
savings programme, but presumably also
diVerential bases from which to work. There are
some departments where one would say there is
perhaps more softness to take out of their
administrative structure than others, so an overall
3% would be—
Mr Brown: That has obviously been taken into
account in their spending settlement. Some
departments are settling for "5% as well as the 3%
eYciency savings, some departments are settling for
zero depending on our evaluation with them of what
their needs are and how they can be met over the
spending review period.

Q371 Mr Todd: Will some of this come out in the
wash when we actually see the CSR in its full glory?

Mr Brown: I have no doubt that there will be a
vigorous debate in this Committee about the
spending review when it is published, including the
overall figures.

Q372 Mr Todd: Perhaps that specific element is
covered in the CSR as to quite how eYciencies are
going to be delivered through into this spending
round.
Mr Brown: Absolutely. We have taken note of that.

Q373 Chairman: Chancellor, can I thank you and
your oYcials very much for your attendance today.
You mentioned this was your 30th meeting and we
are looking forward to you coming back for your
31st on the MPC 10 years on; after that, who knows
what the future holds. Can I thank you and your
oYcials for these 30 occasions, they have been very
helpful to us. We wish you well.
Mr Brown: It is most enjoyable and I look forward
to the next one.
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The Macro-economy and the Public Finances

The Budget Statement continues the process which has gone on for some years now of acknowledging the
budgetary position is worse than the Treasury had previously hoped. The current account for 2007–08 has
moved from a deficit of £1 billion to a deficit of £4 billion with smaller changes in subsequent years. This is
worth mentioning not because the change is itself large but because it happens repeatedly. The table below
demonstrates the diYculty that the Treasury has had in facing up to the budgetary reality. It should be noted
that the true forecasting errors are larger than this table shows because fiscal changes were made, most
notably in the 2005 PBR.

Table 1

SUCCESSIVE HMT FORECASTS OF THE GOVERNMENT CURRENT ACCOUNT (£BN)

Year Budget PBR Budget PBR Budget
2005 2005 2006 2006 2007

2006–07 1 "4 "7 "8 "10
2007–08 4 0 1 "1 "4

Two years ago the National Institute took the view that the Treasury forecasts for 2006–07 and 2007–08
were very unrealistic although the subsequent fiscal adjustments improved the picture. We continue to see
the government forecasts as optimistic based on excessively buoyant projections for revenue from taxes on
income, with revenue expected to be 0.6% of GDP lower than the government forecasts. This means that
that the deficit is eliminated a year later than the Treasury hopes. It does not aVect our view that the
budgetary position is now sustainable without further tax increases, beyond those resulting from existing
measures and normal fiscal drag.

This means that, in the new cycle the fiscal rules are likely to be met; the 40% debt rule is probably the
more vulnerable of the two since the figure for net debt is projected to rise to almost 39% of GDP, and it is
easy to imagine the sort of fiscal surprise which could take it above 40%. It is also the case that the sort of
techniques used to ensure that the Golden Rule is met (adjustment of the length of the cycle and arithmetical
errors in the calculation) are not so readily available to help with the debt rule.

There is little to criticise in the short-term macro-economic forecast, although I expect growth of slightly
under 2 °% in 2008 rather than the figure of 2 °% to 3% in the Budget Statement. In the longer term, the
government assumption of that the trend rate of growth of output is now 2 ²% p.a. is a result of their
assumption about the rate of growth of the population of working age. Estimates of this change in the short
term because of changes to estimates of the rate of net immigration; the data diYculties with measuring net
immigration have been widely discussed and it is important that the OYce for National Statistics has the
resources to improve the migration statistics.

Tax Decisions

The main changes announced in the budget have been moves to flatter taxes. The system of personal sector
taxation has been tidied up with the abolition of the low rate of tax, and the alignment of the national
insurance upper threshold with the point at which 40% income tax starts. Adding national insurance
contributions and income tax together these changes mean that, for practical purposes there are two tax
rates, 43.8p in the pound for earnings in the standard rate band and 53.8p for those above the 40% threshold.
It should be noted here that I have added in both employers’ and employees’ national insurance
contributions. This is because the former are almost certainly paid out of wages and not out of profits despite
the fact that they are collected from employers.

Table 2 attempts to show how diVerent types of income will be taxed for someone whose income is on
either side of the 40% threshold. This consolidates the corporation tax collected from profits out of which
dividends are paid as well as aggregating income tax and national insurance contributions.
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Table 2

A TOTAL PERSPECTIVE OF TAXES ON INCOME ONCE THE BUDGET CHANGES ARE
IMPLEMENTED

Below 40% Above 40%
Threshold threshold

Labour income 43.8p 53.8p
Dividend Income 28p 51.4p
Shares in ISA 28p 28p
Interest Income 20p 40p
Cash or loan stocks in ISA 0p 0p

Thus, despite the simplifications of this year’s budget the tax system remains one of very diVerent rates
on diVerent types of income and one can be concerned that this is a chance outcome rather than an active
policy. There are good economic reasons for taxing dividend and interest income less highly than labour
income. It is less clear that interest should be taxed less heavily than dividends since this encourages gearing
for no obvious social benefit.

After 10 years a perspective of how income tax has changed can be obtained from table 2. This shows the
personal allowance and the 40% tax threshold from 1997–98 together with the values that they would have
taken if i) they had been indexed to the retail price index excluding mortgage interest and ii) to average
earnings. The second provides a good basis against which to assess the eVects of fiscal drag.

Table 3

TAX ALLOWANCES AND THRESHOLDS

Index to
Indexed to Average

RPIX in Earnings in Actual
£ per annum 1997–08 2007–08 2007–08 2007–08

Pers. Allowance 4,045 5,164 6,098 5,225
40% Threshold 26,100 33,320 39,355 34,600

Although allowances and thresholds have been indexed to the RPI with small diVerences from RPIX
indexation (the most accurate cost of living index available) it can be seen that both have failed to keep up
with earnings allowing substantially more tax revenue to be collected without any apparent tax increases.
This has been an important mechanism by which the Chancellor has been able to claim he is making families
“better oV” while at the same time collecting extra tax revenue.

The corporation tax reform has also been a simplification of structure rather than a tax cut; the
simplification is to be welcomed, both in delivering the lower headline rate and in raising the rate on small
companies. However, there is room for substantial further simplification. In particular it should be noted
that ending tax relief on interest payments would remove an incentive to excessive gearing and allow the
overall rate to be reduced substantially. Applying the same principle to unincorporated businesses would
have the eVect of removing tax relief on mortgages for property bought to let out; this might have the
desirable eVect of dampening the house price boom.

It is a pity that the Budget did not address the question of property taxation. There is good sense in basing
taxes on either rental or capital values of property, with the latter probably better nowadays. But if
revaluations are not annual and almost automatic they become very diYcult to handle. Thus, whatever
changes are made to Council Tax, a key element should be to introduce annual rebasing.

The limited measures to reduce fuel use, seen in the context of the proposal for personal carbon credits,
suggest that a basic economic point needs re-inforcing. Once the price for a traded carbon credit is
established, the trading system is almost indistinguishable from a tax on carbon use with the revenue
redistributed on a lump-sum basis so that everyone has the money they need to buy their basic carbon
allowance. The tax route is simpler to implement; it may not allow precise quantitative control but the latter,
if imposed on a carbon pricing system may well result in some erratic end of year eVects.

This basic principle, of taxes matched by cash sum allowances which are adequate to buy an individual
quota, can of course also be applied to other controversial areas of fuel taxation. VAT on domestic fuel oVset
by higher old age pensions and other allowances for younger people would still encourage people to be more
careful about their fuel use. Higher taxes on motor spirit would not be regressive if handled in this way.

23 March 2007
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This paper is a commentary on some of the taxation measures contained in the Chancellor’s 21 March
Budget speech, associated press releases and other papers. It does not attempt full analysis and cannot be
exhaustive.

Whilst the overall economic impact of this year’s Budget was miniscule, that masks significant changes
in business and personal taxation. There will be winners and losers and diVering impacts across business
sectors. As well as these major shifts, the large volume of Budget notes shows that there is the usual host
of minor changes. A good proportion of these result from constructive consultations (eg penalties regime,
pensioners’ benefits, many of the insurance company changes), which reflects well on HMT/HMRC. There
is also merit in the way some of the changes set out aspects of the tax system for a number of years which
helps certainty for businesses—though, sadly, the changes to capital allowances seem to show that business
cannot rely on the tax system remaining in place for the period of a project.

Large Business

The UK’s business tax system is looking increasingly uncompetitive internationally and there has been a
need for action to be taken before we slip further down the league. The reduction in the headline rate of
corporation tax is a welcome move that has the merit of simplicity and will make an impact internationally.
Coupled with the driving forward of the Varney Report proposals, it signals a more positive image of the
UK’s business tax system.

However, on the debit side, the reduction in corporation tax rates had to be paid for but the changes to
capital allowances are unwelcome and too precipitate. Inevitably, the composite eVect of the changes will
have diVerent eVects across business sectors: manufacturing, North Sea (one also has to ask why North Sea
activities are not to benefit from the tax rate reduction), transport and the property sector (particularly
hotels) are losers; winners are essentially the service industry, including the financial sector (ie the more
internationally mobile sectors).

Whilst there have been calls for years to rationalise the allowances on buildings, to deny any allowances
seems perverse—property does depreciate. The transition is far too short: financing arrangements just set
up on the basis of 25 years of hotel, industrial or agricultural allowances will now receive as little as 10% of
the expected allowances. A second blow to property owners is the unfair reduction in allowances for many
fixtures to the lower 10% rate.

Smaller Business

It is understood that the reforms to smaller business taxation are driven by the objectives of increasing
investment by this sector and reducing the incentive for tax-motivated incorporations.

The impact will be uneven and governed by the type of business as much as the decision whether or not
to invest: the service sector is essentially faced with a straight increase in their tax bills—or are they supposed
to buy all employees a company car? It would be interesting to understand why the Treasury feel that the new
investment allowance will work better than previous high capital allowances aimed at encouraging plant
investment. Proprietors do need to take money out of their business to live on; they cannot invest all the
time. Although an interesting idea, there should be a commitment to review its eVectiveness after a period,
with the option of reverting to lower tax rates. It is notable that the increase in the small companies’ rate of
corporation tax starts immediately (unlike the investment allowance).

The increase in R&D tax credit rates and the potential increase in the numbers of companies qualifying
for the higher rate are welcome, but look unlikely to be suYcient to be behaviour-changing. A
PricewaterhouseCoopers survey last year showed lower than expected take up of such investment incentives
and a general preference for lower tax rates.

On “tax-motivated incorporation”, is this intended to be a signal that the Treasury wants small businesses
to operate unincorporated? If so, is that realistic or even preferable? Given the number of changes to this
area of the tax code in recent years, surely it is time for a coherent look at the whole incorporated/
unincorporated divide and how the tax system impacts on it, including perhaps reliefs for disincorporation.

Business Rates

The changing of the business rates empty property relief to something that is only available for very
temporarily vacant situations is unwelcome. The idea seems to be that it will encourage properties to be more
quickly brought back into use. However, businesses would hardly ever keep a property vacant through
choice: it is usually a function of investment elsewhere, or retrenchment, coupled with inability to sell, that
has led to surplus space.

Removing this relief puts something of a double penalty on the business that already has a problem on
its hands. The result may be that more properties are demolished: is this the intention (rather than
encouraging reuse or adaptation)?
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Management of the Tax System

There are a number of subjects under this heading:

(i) Varney Review—The challenge is still to really deliver eVectively on the various Varney initiatives
such as rulings and faster resolutions of disputes but the signs are good. Business and advisers are
ready to engage with HMRC to drive the proposals forward in the right direction. Hopefully, as
experience develops, many of the procedures and lessons will be ‘trickled down’ to the SME sector.

(ii) Filing and enquiry windows—it is good to see that the only changes to filing dates are those agreed
for individuals who file paper returns. The changing of the “enquiry window” to 12 months after
actual filing date in most cases is a good move and will give an incentive to taxpayers to file early.
However, the exclusion of large businesses from this reduced filing window, despite their paying
the major part of corporation tax, is unfair. Why cannot a group that does file all its returns early
be acknowledged with a reduced filing window, in parallel to smaller businesses and individuals?

(iii) Powers and penalties—the consultations here have been very constructive. The penalties regime
contains a number of very sensible moves, including not penalising simple mistakes; giving real
incentives to disclose voluntarily; and the possibility of suspended penalties. On criminal powers,
there remains a concern over their availability to HMRC staV generally; assurances have been
given that these powers will only be available to properly trained and managed staV but this needs
reinforcing.

(iv) New Management Act—there has been extensive consultation over the past year or so on this
proposal. Whilst the concept was in many ways flawed and the draft legislation had shortcomings,
it is nonetheless disappointing that the project has been shelved, not least because of the significant
amount of eVort that has been put in by all sides to the project. There is still a need and scope for
harmonising the management of taxes; two new projects, one for indirect taxes and a second for
direct taxes, would be sensible.

Personal Tax

It would have been helpful, and possibly have better explained the Treasury’s position, if a full list of all
income tax rates, allowances and tax credit figures for the coming years had been published, though one can
accept that may have created diYculties.

At the lower end of the income scale, the loss of the 10% income tax band makes it even more important
that those eligible take up their liability to tax credits and pensions credits; although the take up rates have
improved substantially of late, there will always be a need to put more eVort into encouraging and assisting
take up.

These changes are useful simplifications, but two points can be made in this context:

(i) The diVerent age allowance amounts for those aged 65! and 75! often cause confusion and
error; with the general significant increase, it would have been a useful simplification to take the
opportunity to harmonise the amounts.

(ii) The retention of the 10% tax rate for savings income, no doubt aimed at helping pensioners in
particular, will be a source of confusion and complexity.

Charities

Charities lose out with the reduction in basic rate income tax because of reduced repayments under Gift
Aid. (There is a parallel issue for pension schemes.) The Red Book acknowledges this in part with para 5.84
saying that consultations and promotional campaigns are expected to encourage greater take up of Gift Aid
(and payroll giving).

However, there would be real simplification and eYciency gains if all donations to a charity could simply
be regarded as eligible for Gift Aid relief. Charities would no longer have to keep extensive records,
taxpayers would not be put oV signing tax forms and HMRC would have less to check. The counter
argument will be one of cost to the Exchequer, but, as a first step, note that non-taxpayers are unlikely to
give significant amounts to charity. There will also be issues over donations of capital and donations by
persons resident overseas. But such issues are surely soluble and would be a better focus for consultation
rather than building on the existing bureaucracy of the Gift Aid system as it stands?

Managed Service Companies

Whilst the announcement of proposals to tackle Managed Service Companies was seen as controversial
at the time of the PBR, the Treasury/HMRC are undoubtedly right to tackle this area. Consultations on the
proposals have been constructive and the refined proposals, focusing on MSC providers, are a good way
forward, though more discussion is needed to ensure the targeting is precise with no collateral damage.
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Overseas Properties

There has been a long-standing issue with the common situation of individuals who own their overseas
properties through a local company (or equivalent), simply because that is the local custom or requirement.
Technically this can produce a UK benefit in kind tax charge but that is illogical and unfair. The profession
has for some time said that this matter needed action, not least because many taxpayers (and some advisers)
were unaware of the issue, even before any fairness question was considered. It is good to see that BN50
announces the intention to remedy the situation: again one acknowledges some helpful consultations.

Enterprise Investment Schemes and Venture Capital Trusts

The further restrictions to qualifying companies outlined in BN14 do raise concerns in some quarters over
the future of these reliefs: are they to be steadily eroded until hardly any business qualifies?

26 March 2007

Memorandum submitted by Bridget Rosewell

The Pollyanna Economy and its Democratic Deficit

The Pollyanna Economy

Budget presentations have become renowned for their triumphalist tone celebrating the lengthy period
of growth and stability. It is worth however remembering before going further than this has its roots in the
steady rise of the largely public sector areas of health, education, other services and public administration.
The rest of the economy is no larger in employment terms than at the end of the 1970s and showed a loss
of jobs in the early years of the century. It is public sector employment which has generated this stability.

The chart shows employment levels in broad sectors going back to 1978. Employment has been used
because of the diYculty of measuring output across much of the public sector. Although private sector
employment is much larger in total it shows a pretty flat picture over the whole period, while the broadly
public sector has seen an inexorable rise. This should be borne in mind when interpreting the claims to
growth and stability. They are in at least one important sense, self-fulfilling.

Employment levels, millions
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The Democratic Deficit

It is highly unfortunate that the Budget report now contains a report on all aspects of government policy.
It makes the report confusing, repetitive and obscures the overall role of Government finance in the
economy, as distinct from its role in particular aspects of economic life. It now seems that no Minister may
make an announcement about his or her area of responsibility. It is all part of the Chancellor’s remit now.
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This note therefore tries to abstract from the Chancellor’s presentation of his Budget which has been
widely hailed as disingenuous at best. It focuses instead on the second part of the Budget Report. The first
part deals with how completely wonderfully the government is controlling the economy, social improvement
and every other aspect of our lives. It is terrifying in its complexity, arrogance and intrusiveness.

The second part is more familiar territory to economists, or at least it ought to be. It deals with the overall
impact of the government’s announcements. The first thing to note is that over the years the status of the
Budget and the Pre-Budget Reports appear to have changed. I drew attention to this in my note on the Pre-
Budget Report in December, but the outcome is still clearer here. It is only when we get to p210 of the Budget
report itself that we find how the government has increased its tax take since Budget 2006. For 2007–08, the
net increase in tax take is £2 billion, down some £500 million from the tax increases (mainly air passenger
duty and tax avoidance measures) announced in the PBR. In following years, however the Budget 2007
decisions increase the impact to nearly £3 billion increase.

Only on p232 do we find that the CSR will provide for spending rises of 1.9% per annum and for capital
spending to be maintained at 2.25% of GDP. We can assume that this rise is in real terms although it is
not stated.

On the other hand, p233 shows that measures that we have completely forgotten about will remove £435
billion from the tax burden in 2007–08. The reason we have forgotten about them is that they were
announced a year ago (or more). The big item here is the extension of paid maternity leave to nine months,
which comes into eVect in April. So now the change between the life we knew and that we can expect is shown
to be a total change of £1.5 billion. What does this mean when put into context?

On average economic growth (around 2.5%) delivers about £25 billion extra. In 2007–08, these numbers
therefore show that the state intends to take an extra 6% of this on top of whatever percentage was already
being taken. What will this deliver?

There are two ways of thinking about this. One is the micro detail which has been presented in the first
part of the Budget Report which has detailed every last programme that could be delivered. The other is to
put this in the context of the market circumstances that UK plc faces.

Chapter B of the second part of the Budget Report does this. It reviews the global environment and
concludes that the Pollyanna economy is still delivering. Moreover, the current cycle of protracted duration
is now nearly complete.
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Chart B3: The Output gap1

The chart shows that the current cycle started more or less when Labour came to power and will end any
time now. (There is some potential debate that this constitutes two cycles or indeed that the calculation of
the output gap itself is so prone to error that this form of estimation is too uncertain to be used as the basis
of policy making, but no matter.)

Going forward, the projections suggest that the Budget plan is being made against a world in which we
expect the economy to remain in neutral, growing at its base rate. In this context, therefore, the state expects
to raise its tax take.
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This increase is therefore not intended to slow an overheated economy, which has not already responded
to Bank of England interest rate medicine. Rather it is either to reduce reliance on borrowing or it is to enable
the state to increase its contribution to the wellbeing of the population.

Of course, this is a small number in the context of £538 billion in 2007–08 and planned borrowing of £35.1
billion. Indeed £1.5 billion is probably within the margins of error within which these numbers are measured.
Nonetheless it would be appropriate for the Chancellor to explain what purpose this increased burden is
meant to serve. Unfortunately, the Budget report as presently structured does not allow this to happen.

A decade ago it was thought unhelpful that spending decisions were announced in November and then
how they were to be paid for announced in March at Budget time. Many commentators felt it would be more
appropriate to have a complete statement. How wrong we were.

26 March 2007

Memorandum submitted by the British Chamber of Commerce

About the British Chambers of Commerce

The British Chambers of Commerce (BCC) is the national voice of local business; a national network of
quality-accredited Chambers of Commerce, uniquely positioned at the heart of every business community
in the UK. The BCC represents 100,000 businesses of all sizes across all sectors of the economy that together
employ over 5 million people.

1. The 2007 Budget—Executive Summary

1. The Chancellor claimed that this would be a “Budget for business”, but our post-budget survey, carried
out by Populus, shows that only 17% of businesses think it will improve Britain’s competitiveness while 43%
think it will increase their tax burden. The poll also revealed that 71% of UK businesses think that the rise
in the Small Companies’ Rate from 19 to 22% will harm their business. As a Chancellor who champions
enterprise and acknowledges the importance of small business to the UK economy, many of our members
feel let down and are dismayed by the measures taken which will hit their competitiveness and increase their
tax burden.

2. Personal Tax and Business Tax

2.1 Whilst the cut in Corporation Tax from 30% to 28% is welcome, substantial tax burdens have been
added to small businesses. Though the BCC welcomes the Annual Investment Allowance increase to £50,000
and the increase in the SME R&D tax credits, we are concerned that this will be oVset by the increased tax
on profits. Close analysis of the rate change reveals that the Small Companies rate rise will cost SMEs an
extra £820 million. This is a significant rise and will hit those looking to grow their business. A post-Budget
survey by Populus, undertaken on behalf of the British Chambers of Commerce, has revealed that 71% of
UK businesses think that the rise in the Small Companies’ Rate from 19 to 22% will harm their business.

2.2 The BCC budget submission urged the Chancellor to think small first when it comes to business and
begin by simplifying the current tax system. The Chancellor has not simplified the system, instead choosing
to raise the corporation tax for the smallest firms and introducing a capital allowance. The BCC is further
disappointed by the omission of action to align the rules relating to PAYE and NI. The 2006 budget
announced a consultation on this matter, however no timetable of action has yet been put forward.

3. Education and Skills

3.1 The BCC welcome the Chancellor’s promise to increase education funding but the business
community needs to see real value for money in terms of the results young people achieve. Throwing money
at the problem alone, as previous Budgets has shown, is not the answer. The UK currently has a worryingly
large number of young people who are not engaged in further education or employment, leaving a
considerable skills gap in the economy.

3.2 We support increasing the compulsory school leaving age to 18 as we believe it will help ensure that
young people are given the skills and education that they and businesses need. However, this proposal must
be accompanied by the successful implementation of reforms to the secondary curriculum to make certain
that more young people genuinely want to stay on and are not shoehorned into training schemes in which
they have no interest. The provision of a £2,000 to £3,000 grant for small businesses to provide basic skills
training for employees is also something which we are in favour of. These grants will ensure that small
businesses have the necessary control over government-funded employee training.
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4. Regulation

4.1 The BCC welcomes the Chancellor’s announcement regarding statutory Dispute Resolution
procedures. The procedures were not working in the interests of employers or employees and therefore the
decision to repeal the regulations is a sensible development. We are pleased that the Chancellor has restated
his commitment to ensuring that risk-based regulation principles are embedded in national and local
regulators. Introducing risk-based approaches to the work of the major front-line regulators is an essential
part of the delivery of the Government’s Better Regulation agenda.

4.2 Whilst the Chancellor’s measures are welcome, our 2007 Burdens Barometer revealed that the cost
of new regulation since 1998 has reached £55.664 billion. The burden on business continues to rise with
substantial negative eVects on small businesses and their competitiveness. The Budget announcements were
helpful but will not be decisive in ensuring that British business can compete globally.

5. Environment

5.1 The BCC welcomes extra funding to assist small businesses to go green. Businesses recognise their role
in addressing the threat of climate change. Our survey “Energy EYciency: The Challenge for Government and
Small Businesses” found that 84% of businesses surveyed have taken steps to become energy eYcient or are
interested in doing so, and that a key motivation was environmental concerns.

5.2 However, it is important that additional Government money will actually be eVective in meeting
environmental aims. Our survey has found that current system of Environmental Audits has been
ineVective. 62% of business respondents told the BCC that current government initiatives to promote energy
eYciency were unsatisfactory.

5.3 To ensure new expenditure is not wasted, the Government must work in partnership with business
to make certain that funds are properly targeted and that businesses can access the funds easily.

26 March 2007

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

1. Overview

In its submission to the Chancellor ahead of the Budget, the ICAEW suggested a number of actions the
Government could take now to improve UK competitiveness and productivity. In this context we welcome
the cut in the main rate of corporation tax, introduction of a training grant for small business and the
increase in funding for R&D tax credits. However we do have some comments on the details of these
announcements, particularly the impact of the changes to the capital allowance regime needed to fund the
cut in the main rate of corporation tax.

In particular the ICAEW was disappointed that there was no formal, time bound commitment to tax
simplification in the Budget as we believe that this is a critical issue for UK businesses. Reducing the
complexity of the tax system is a way to increase competitiveness without impacting on the soundness of
public finances.

2. Changes in Corporation Tax and the Capital Allowance Regime

The ICAEW had called for a cut in the headline rate of corporation tax and therefore we welcome the 2%
cut. However we do believe that the long term pressure for the UK to remain internationally competitive
will lead to future calls to reduce rates further.

The government is paying for this reduction by changing the capital allowance rules which will cost
companies about £1.5 billion next year and £2.27 billion in 2009–10. The corporate tax burden is eVectively
being shifted from businesses that can easily move headquarters to capital intensive businesses with fixed
assets eg large companies like BAA and smaller firms like printers and hotels.

The changes to capital allowances will particularly impact small companies. Companies that make profits
of less than £300,000 per year currently pay tax at 19%. As a result of the changes announced on Budget
Day, they will see an increase in that tax rate over three years to 22%. This is then further impacted by the
reduction in the capital allowances available to them. This will particularly be the case for those that claim
significant amounts as plant and machinery allowances and in respect of industrial buildings.

The position will be even more diYcult for those companies that have integral fixtures as part of a
building. Hotels are also exactly the kind of buildings that have integral fixtures and so the restriction of
plant and machinery allowances in such cases to 10% will further increase such companies’ tax liability.
Examples of other family businesses that would be aVected are printing companies, haulage businesses,
manufacturing companies, etc. Such companies are likely to be significant businesses in the local community



3657311008 Page Type [E] 20-04-07 01:02:31 Pag Table: COENEW PPSysB Unit: PAG4

Ev 62 Treasury Committee: Evidence

around the country. Well planned cash flow contributes to the success of these businesses and these changes
will have a significant and possibly harmful aVect on many small companies because they will have planned
for greater relief through capital allowances and lower corporation tax bills.

The ICAEW does believe that the reform of tax relief’s for capital investment are probably long overdue,
but the changes that have been made appear to have been designed more to make the numbers work than
to improve the system. It is disappointing that such a fundamental reform to the capital allowances rules
was not published beforehand for discussion and consultation in line with the recommendations from the
Varney review.

3. Small Business Taxation

The small companies’ rate of corporation tax will increase in 1% steps from 19% to 22% over three years.
The Chancellor balanced this increase with the new long term annual investment allowance of £50,000, set
to supersede first year capital allowances. However, the Budget documents outline that the details are still
to be consulted on. Small enterprises (below 50 people) will still be able to claim the 50% first year capital
allowances in the meantime.

This increase was justified as a measure to try and stop businesses incorporating to save tax by paying out
dividends rather than salary, but will increase costs for all small businesses.

4. Reduction in Basic Rate of Income Tax—Impact on Charities

The proposed reduction in the basic rate of income tax will have an unwelcome and significant eVect on
charities income from donations. This is because Gift Aid will fall from 22p in every pound to 20p in the
pound. Other ways of giving charities tax relief for example through modification to the VAT regime could
be explored.

5. R&D Tax Credit

The ICAEW welcomed the increase in the level of credit and the extension of SME R&D tax credits to
companies with 250–500 employees. Yet, as ICAEW research shows, the scheme is not eVectively
incentivising companies to invest in R&D and needs reforming. Boosting R&D tax credits will give more
firms the opportunity to invest in R&D. But companies need to know if government will help before they
invest. The criteria for identifying expenditure that qualifies as R&D needs to be simplified, particularly for
those seeking lower levels of tax credit. An optional pre-approval process should be developed with the
ability for companies to know in advance if they will receive the funds.

6. Simplification of the Tax System

The Chancellor did not announce a formal, time bound commitment to simplify the tax system, which
the ICAEW and others had called for. We remain concerned that the volume of UK tax legislation has
doubled in the last 10 years and has added considerable complexity to the system. Reducing the complexity
of the tax system is a way to increase competitiveness without impacting on the soundness of public finances.
The current complexity of the tax system is a problem for businesses of all sizes.

7. Skills—Training Allowance for Basic Skills

The Chancellor announced a training grant for small companies who take on an employee needing to
acquire the most basic of skills. In the period from now to 2011, the government will oVer £2,000 training
help per employee and in some cases £3,000. We welcome the grant, but await further details on the level
of administration attached to the scheme before we can judge its usefulness to business.

8. Managed Service Companies

The Chancellor announced revised measures to deal with the growth of “managed service companies”,
which seek to exploit the many advantages of incorporated businesses but which pay their workers through
dividends, rather than PAYE, thereby loosing HM Treasury revenue. In principle the ICAEW does not have
a problem with what the government is doing, we would just like the rules to be properly targeted at
illegitimate companies and the changes explained to workers.

The new rules will deem income received by individuals providing their services through MSCs not
already treated as employment income, to be employment income. The consequence of this will be that
MSCs will have to operate Pay As You Earn (PAYE) income tax and Class 1 National Insurance
contributions on all payments received by individuals in respect of services provided through such
companies.
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To protect ordinary workers, we believe that there needs to be good publicity highlighting this change as
when they start paying employment taxes and NI they will receive a significant drop in pay which will need
to be explained. These are likely to be people on low incomes such as nurses and teachers. Technically it is
right and fair that they should pay employment taxes, but this needs to be published in an intelligible fashion.

Transfer of debt provisions will ensure that where an MSC incurs a PAYE / Class 1 National Insurance
debt, and that debt cannot be recovered from the company, HMRC may transfer the debt to specified
persons. These will primarily be the MSC’s director and the person who provided the company to the
individual (the MSC Provider.) Many of our members provide this service and are concerned that they will
become liable for debts incurred by their clients if the proposed exclusion for accountants is not properly
drafted. The new rules will define director’s liabilities in such a way that may impact on legitimate business
structures. The ICAEW wants to ensure that members businesses are not harmed and to do this we need a
full and open consultation.

9. Green Taxes—Environmental Issues

The Budget placed a strong emphasis on green measures such as higher vehicle excise duties for the most
polluting cars; continued and increased tax incentives for greener vehicles and fuels; a range of incentives
for domestic energy eYciency (including specific mortgages for energy eYcient houses, increases in domestic
micro-generation grants and stamp duty exemptions for carbon-neutral homes); and increases in the climate
change levy, landfill taxes and the aggregate levy. The chancellor also unveiled an extension of fuel duty
discount for bio-fuels and a steep increase in vehicle excise duty for owners of gas guzzling cars who would
pay up to £400 by next year for a tax disc. This would be accompanied by lower tax for fuel eYcient cars,
where tax would fall to £35. He deferred the annual fuel duty increase for six months, until the autumn.

These measures are “environmentally diVerentiated”, demonstrably incentivising behaviour change. It
remains an anomaly that the Air Passenger Duty, which was launched as a green tax, does not.

26 March 2007

Memorandum submitted by the CBI

Executive Summary

1. The CBI welcomes the cut in the headline corporation tax rate to 28% from 30%, but only as a first
step to help improve international tax competitiveness. Accompanying restrictions on the value of capital
allowances will create “winners” and “losers” in the early years, with no overall cash benefit for the business
sector as a whole in that time. In addition, many SMEs will be adversely aVected by the rise in the small
companies’ corporation tax rate to 22% by 2009, from 19% currently, even though some may benefit from
the new annual capital allowance.

2. The CBI also has significant reservations about some of the plans:

— Failure to rein in a little further the overall public spending totals for the next four years, making
a net reduction in the overall tax burden unaVordable in that time.

— Accelerated rises in the landfill tax and aggregates levy, above-inflation increases in fuel duties, and
abolition of business rates empty property relief. The result is that, overall, the Budget imposes a
net cost on business in the next three years, in addition to the cost imposed by the Pre-Budget
Report.

— The possibility, raised in the Lyons review, of local supplementary business rates being imposed
with or without broad support amongst aVected businesses.

3. Some of the spending measures will benefit business and the economy:

— Education—confirmation of a greater share of the public spending total in coming years, an
increase in the school/training leaving age and new training incentives.

— Science and research—improvements in the R&D tax credit for large and small firms and
announcements concerning the public science budget.

4. The Treasury forecast for GDP growth this year, of 2.75%–3.25%, looks realistic, though we see the
forecast of 2.5%–3% for each of the following two years as mildly over-optimistic, given the present,
relatively small degree of spare capacity in the economy. The CBI forecast is for growth of 2.9% this year
and 2.6% next.
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5. The CBI is also concerned that the underlying position of the public finances is slightly weaker than
reported in December. Planned spending is a little higher throughout 2007–08 to 2011–12 and this has
resulted in a relaxation of borrowing of some £2–3 billion per annum over the period.

The overall impact on business costs and government revenues

6. Table 1 sets out the arithmetic impact of the new policy announcements for the coming three years.
Overall, the CBI is disappointed that there is once again a net additional cost for the business sector.
Specifically:

— The corporation tax changes are broadly revenue-neutral over the three years, with the reduction
in the main corporation tax rate oVset by the changes to capital allowances and increase in the
smaller firms’ tax rate.

— Other tax rises—aVecting fuel duty, environmental levies and business rates bills for empty
properties—will add to business costs.

7. The overall impact is to push up the business tax bill by some £2.8 billion over the three years (excluding
“revenue protection” measures). By contrast individuals will gain modestly in aggregate, if the knock-on
impact of the business tax measures is ignored. The package of changes to personal taxes, tax credits and
benefits amounts to just over £4.6 billion for the three years. Even allowing for oVsetting changes to various
duties, the household sector tax bill has been reduced a little at business’ expense.

Table 1

TOTAL IMPACT OF BUDGET 2007 POLICY CHANGES

Approximate £m yield (!) or cost (") to Exchequer 2007–08 2008–09 2009–10
relative to baseline1

Main rate of corporation tax cut to 28% from 30% "140 "1,385 "2,230

General plant and machinery capital allowances cut to 20% 0 !1,490 !2,270

R&D tax credit increase (SMEs and large firms) 0 "70 "150

Small Companies Rate of Corporation Tax raised to 22% !10 !370 !820

Other changes to capital allowances 0 "85 0

Measures mainly benefiting SMEs2 "35 "250 "810

Rationalisation of empty property relief 0 !950 !900

Increase in aggregates levy and landfill tax "10 !215 !370

Fuel and vehicle duty measures (business share)3 "68 !280 !362

Measures directly aVecting business "243 !1,515 !1,532
Personal taxes, tax credits and benefits "15 "2,105 "2,510

Minor changes to the tax system !45 !10 !75

Protecting tax revenues4 !215 !290 !280

Duties changes (alcohol, tobacco, gaming) !10 !20 !25

Fuel and vehicle duty measures (consumer share) "137 !559 !723

Spending from special reserve "400 0 0

Other largely non-business measures "282 "1,226 "1,407

Total fiscal impact "525 !280 !125

1 The baseline includes up-rating many duties and levies in line with inflation.
2 Covers changes to Venture Capital Schemes, one year extension of 50% First Year Allowances for small

enterprises and New Annual Investment Allowances for small enterprises.
3 Including changes to Vehicle Excise Duty, increased road fuel duties, increased rebated fuel duties and

continuation of diVerential to 2009–10 for biofuels and road fuel gas and the renewal of the reduced
pollution certificate scheme for lorries.

4 Measures to counter missing trader fraud, strengthening the disclosure regime, loss-buying in the Lloyd’s
insurance market, life insurance companies: financing arrangements.

8. Though the Budget itself was broadly fiscally neutral, taking the Budget and Pre-Budget Report
together there has been a modest fiscal tightening. The overall impact of the two packages is a net revenue
increase of just under £7.4 billion over the three years 2007–08 to 2009–10. Of this, measures directly
aVecting business amount to over £6 billion.
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Summary of CBI views on specific Budget measures

9. Table 2 summarises the CBI’s views on specific Budget measures, which the rest of this paper covers
in more detail.

Table 2

BUDGET REPORT MEASURES: CBI REACTION

Measures that the CBI was
Measures that the CBI welcomed Measures of concern to the CBI disappointed not to see included

Reduction in the headline rate of Increase in the small companies’ Commitment to a slightly firmer
corporation tax to 28% from 30% rate of corporation tax from 19% grip on total public spending,
to improve international tax to 22% by 2009–10. which is a pre-requisite for a
competitiveness. much-needed reduction in the

UK tax burden.

Early CSR settlement for Restrictions on capital Support package for small
education spending in England allowances, meaning a net employers to mitigate the cost of
amounting to 2.5% per annum in cashflow cost for some sectors in compulsory pensions.
real terms over three years. Also the early years.
raising the school leaving age and
encouraging 16-18 year olds into
training programmes.

R&D tax credit for SMEs Further small increase in the Failure to tackle various
increased to 175% from 150% and profile of total government longstanding tax anomalies facing
for large firms to 130% from spending, relative to Pre-Budget SMEs and other firms.
125%. Also announcements Report projections (mainly
relating to the public science funded by yet another relaxation
budget. in the borrowing targets).

Various initiatives to encourage Sharper than planned rises in the
action on climate change both landfill tax escalator and
domestically and globally. aggregates levy in 2008 until

2010–11, and above-inflation rises
in fuel duties.

Progress on the deregulatory Restriction of business rates
agenda including employment empty property relief.
tribunal rule reform.

Uncertainty over the
implementation of the Lyons
Review recommendations, which
allow for the levying of local
supplementary business rates.

The continued intention to
proceed with the planning gain
supplement on property
development.

Corporation tax

10. The CBI views the cut in the main corporation tax rate as only a welcome first step to improving the
UK’s international tax competitiveness. While the reduction moves the UK up the OECD-30 corporation
tax “league table”—to having the 12th lowest rate from 19th—our rate remains above that of the
Netherlands (25.5%) and Ireland (12.5%) amongst other competitors. Within the EU-27 the UK would have
the joint 9th highest corporation tax rate rather than 7th highest. But our rate would still be above the EU
average, even in the absence of further reductions elsewhere. More needs to be done to improve the UK’s
tax competitiveness to protect jobs and investment.

11. Furthermore, the potential benefit of the rate cut is reduced by the fact that it is mainly funded, in
the early years, by a reduction in the major capital allowance rate. This will create many cashflow “losers”
in that time, especially in the more capital-intensive sectors. Other changes include the complete phasing
out of the industrial buildings capital allowance, the rationale for which is unclear. The CBI is very
concerned that many SMEs will be adversely aVected by changes aVecting them (see further below). We also



3657311009 Page Type [E] 20-04-07 01:02:31 Pag Table: COENEW PPSysB Unit: PAG4

Ev 66 Treasury Committee: Evidence

note that the tax rates applied to the North Sea oil and gas sector have been left unchanged, following the
adverse changes of recent years. Overall the business sector will be no better oV in cashflow terms over the
next three years.

12. We do however recognise that business cashflow would benefit from the corporate tax package after
3–4 years, as long as new and oVsetting revenue-raising measures were not introduced in the interim.

13. We warmly welcome the further consultation on the tax treatment of foreign income including
proposals to modernise Controlled Foreign Company rules and the follow up to the Varney Report. These
are important components in enhancing the international competitiveness of the UK’s tax regime. On
managed service companies we will need to ensure that the finance bill prevents liability for non-payment
of tax from being transferred to end clients. With regards to the review of HMRC powers and penalties we
await publication of responses to the consultation and draft finance bill clauses.

Education and skills

14. The CBI supports moves to raise the education/training leaving age to address the lack of basic and
employability skills amongst many young people entering the labour market. Raising the leaving age must,
however, be part of a wider package which also includes government funding for reformed, “fit-for-
purpose” qualifications and high quality careers advice.

15. The skill levels of many young people leaving secondary school remain poor despite almost a decade
of rising investment in schools. Basic skills remain a weakness in terms of the UK’s competitiveness. As
employers and taxpayers, business expects spending increases in this area to deliver improved
competitiveness. We therefore welcome the new proposals aimed at encouraging 16 to 18 year olds into
training who are currently outside the education system.

Science, technology and innovation

16. The CBI welcomes the increase in the R&D tax credit for SMEs to 175% from 150% and for large
firms to 130% from 125% from 2008–09 (subject to State Aid approval). The impact of these increases has
to be considered in light of changes to corporation tax rates that will aVect both the value of the tax credit
and the value of the 100% tax allowance for R&D.

17. For large firms, the 150% tax credit from 2008–09 equates to a reduction in R&D costs of 8.4% (from
7.5% today). However, the overall cost of conducting R&D will increase slightly because the change to a
28% main corporation tax rate reduces the value of the 100% allowance. This means that from 2008–09, the
eVective cost of £100 worth of R&D for large firms will rise from £62.50 now to £63.60. We expect that this
increase will be more than made up by the lower corporation tax burden. For SMEs the improved tax credit
equates to a reduction in R&D costs of 10% for fiscal year 2007–08, 15.75% for 2008–09 and 16.5% for
2009–10 (from 9.5% today) as changes to the small business rates of corporation tax are also taken into
account. The overall eVect of the tax credit and corporation tax rate changes will be to reduce the eVective
cost of £100 worth of R&D from £71.50 today to £61.50 by 2009–10 (subject to State Aid approval).

18. The Budget also announced that, again, subject to State Aid approval, the small firms’ tax credit rate
(and the option of a payable cash credit for loss-making firms) will be extended to companies with less than
500 employees. This is likely to provide a significant boost to R&D-led firms seeking to grow.

19. The UK has a strong scientific base, which the increases in the science budget will help to sustain. The
Science Budget will now grow in real terms by 2.5% annually to £6.3 billion by 2010. We would expect much
of this growth to be directed to business-relevant research and development initiatives including the
enhanced Technology Strategy Board and the new user-focused research strand for universities from the
Funding Councils.

Small and medium-sized enterprises

20. The CBI is concerned about the tax package aVecting small businesses, which centred on a rise in the
small firms’ corporation tax rate from 19% to 22%. A claimed rationale for this decision was to reduce the
diVerential between incorporated and unincorporated businesses. But in this case it is not clear why the
corporate tax rate will end up above the personal income tax rate, rather than being aligned with it. The aim
to refocus investment incentives for small business is welcome, but many small firms will simply be unable to
benefit. The improved SME R&D tax credit is of course welcome too, but state aid clearance needs to be
gained, and SMEs will not benefit until 2008–09.

21. The Budget announcement that grants of £2,000 to £3,000 would be available for small firms to
undertake staV training is also welcome. The government has committed to continue the funding of
enterprise education, through DfES, at £60 million per year over the CSR period. The National Council for
Graduate Entrepreneurship will work with the government and other stakeholders to assess establishing an
“enterprise foundation”.
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22. The Budget Report also provides an update on the ongoing government initiative to simplify business
support. The DTI-led, government backed, business support simplification programme has the full support
of the CBI. This should not be an exercise in reducing the funding available to businesses; eYciency savings
identified through the simplification exercise should be ploughed back into the programmes. By 2010 the
CBI wants to see a business support system that provides seamless and targeted support to businesses
through their life cycle; particularly those seeking to grow their companies. All government departments,
agencies and local authorities need to work together to achieve this result. The CBI welcomes the increase
in funds available to small businesses related to environmental information, available through the Business
Link and RDA network.

Environment and transport

23. Climate change is a threat to the economy as well as to wider society, so business strongly supports
incentives to help change patterns of behaviour and encourage households and businesses to reduce
emissions and waste. (For example, new enhanced capital allowances for investment in energy/water
eYciency equipment, financial incentives for households to become more energy eYcient, streamlined
resource eYciency advice for businesses through RDAs, tax relief on electricity sold back onto the grid from
micro-generation.) These measures are generally welcome, and some, like stamp duty relief on low carbon
houses, have been specifically called for by the CBI in the past.

24. A competition to select a demonstration carbon capture and storage (CCS) power plant for
government funding is positive news and must be moved forward with urgency. This technology has
potential to play a big role in enabling power companies to reduce emissions, and progress with a
commercial-scale scheme is vital. However, there are questions over whether there is suYcient urgency (the
results of the competition will not be announced till next year), and whether public funding is needed. More
detail is promised in the postponed Energy White Paper.

25. The Climate Change Levy (CCL) is to rise in line with inflation. We still see the CCL as a blunt
instrument of limited environmental value, but the inflation-only increase at least limits the impact and was
expected. The various incentives to promote action to tackle climate change internationally including an
£800 million international environmental transformation fund are broadly welcome given the need to
stimulate global rather than unilateral action.

26. The sharp increase in the annual landfill tax escalator to £8 per tonne from 2008–09 through to
2010–11 will merely add to the tax bills of business with little environmental benefit. In contrast to previous
rises in the landfill tax, the additional revenues are not being recycled to business through the Business
Resource EYciency and Waste programme (BREW). While we had accepted the need for the existing
escalator (£3 per tonne per annum) to rise, the planned rise in the escalator will take the new rate close to
£50 per tonne by 2010. Failing to recycle the revenues to business risks reducing the incentive for diversion
of waste from landfill and leaving hard-pressed manufacturing firms with higher costs. And the increase by
itself will not bring forward more investment in the waste treatment facilities needed unless the planning
system allows more waste facilities to be built.

27. Similarly, the inflation-busting increase in the aggregates levy to £1.95 per tonne from 2008 (from
£1.65 per tonne) represents an additional cost for the construction industry. We do not believe that levy has
had a significant environmental benefit and the increase has simply added to the business cost and tax
burden.

28. The increase in the Vehicle Excise Duty rate for high emitting vehicles (band G) to £400 per annum
over the next two years has been partially oVset by reductions in lower emissions categories and enhanced
support for biofuels. The above-inflation rise in the main road fuel duties from next year will not help UK
hauliers competing with foreign haulage companies paying significantly lower fuel taxes. Meanwhile,
October’s further sharp rise in duties in red diesel and heavy fuel oil will again add significantly to some
firms’ costs, although there will be some relief at the commitment to raise these duties in future in proportion
to the main road fuel taxes.

Planning and property

29. The more we learn about how the proposed Planning Gain Supplement would operate, the less
workable it looks. It is one more tax for business and risks undermining development with serious
consequences for UK competitiveness, not to mention the supply of new homes. The Treasury should drop
this proposal.

30. The CBI is also concerned at the recommendation in Sir Michael Lyons’ Review to empower councils
to levy a supplementary business rate to fund new infrastructure. Firms must have a vote on any plans to
levy a supplement, as they currently do with Business Improvement Districts. Any project must be clearly
defined and businesses will only agree to pay higher supplementary taxes for a limited time period.

31. We are however pleased that Sir Michael has chosen not to propose a return of business rates to full
local authority control, though we are concerned that this remains a long-term option. Business needs
certainty and we welcome the recommendation that future rises in the uniform business rate should not
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exceed inflation. However the restriction of Empty Property Rate Relief may limit the flexibility of
businesses in how they organise their operations, given that changes to property use can take some time.
The measure will cost business just under £1 billion per annum from 2008 onwards.

Employment tribunals

32. The 2004 dispute resolution regulations failed to reduce the number of tribunal claims or cut down
on vexatious claims so employers will be glad to see them go. But the government must not replace one
unsuccessful, process-heavy system with another, so a risk based approach is right. It needs to ensure that
the replacement focuses on the issues that matter and encourage early resolution of disputes wherever
possible. And if early resolution is not possible, employers must not be penalised or made to jump through
pointless hoops before the tribunal case is heard.

Projections for the economy and public finances

33. The forecasts for economic growth are unchanged from those published in the December Pre-Budget
Report. The Chancellor still expects the economy to expand by 2.75-to-3.25% this year and the forecast
range for 2008 and 2009 is unchanged at 2.5-to-3.0%. The CBI forecasts GDP growth of 2.9% for 2007 and
2.6% for 2008. We view the Treasury forecast as realistic for this year, but mildly optimistic for 2008 and
2009, given the relatively small amount of spare capacity in the economy.

34. The Chancellor announced as expected that the golden rule has been met in the economic cycle now
coming to an end, though only by virtue of revisions to cycle’s starting point. Of more interest is the new
economic cycle which the Chancellor has decided will begin in 2007–08 and run to 2011–12. On this new
cycle the Chancellor expects to meet his golden rule with a surplus on the current budget of some £27 billion.
However, had he included the last fiscal year of the previous cycle of 2006–07—as has been previous
practice—the forecast margin would be £17.5 billion.

35. Despite the Budget package being broadly revenue neutral, and the golden rule having been met, the
underlying position of the public finances is slightly weaker than reported only in December. Borrowing is
projected to be a cumulative £11 billion higher over the next five years than set out in the Pre-Budget Report,
and this is a concern.

36. The further relaxation in the borrowing targets mainly reflects small additions to planned public
expenditure in 2007–08, and in the three years beyond that—the Comprehensive Spending Review period
for which total spending (the so-called “envelope”) is now described as “confirmed”. By contrast, revenue
projections have been left broadly unaVected, taking the Budget decisions and other recent developments
together. Tax revenues are still set to level oV at 38.1% of GDP. This is up from 34.8% in 1996–97, 35.2%
in 2003–04 and 37.2% in 2006–07. It compares with the latest OECD average of 36.3% and will be the highest
ever with the exception of the early 1980s.

Table 3

THE 2007 BUDGET AND THE PUBLIC FINANCES

£bn 2004–05 2005–06 2006–07 2007–081 2008–09 2009–10 2010–11 2011–12

HMT forecast of PSNB2—December 2005 38.8 37.0 33.5 31 26 23 22 —
—March 2006 39.7 37.1 35.9 30 25 24 23 —
—December 2006 39.2 37.5 36.8 31.3 27 26 24 22
—March 2007 39.1 37.8 35.0 33.7 30 28 26 24

Change (December 2006 to March 2006) "0.1 0.3 "1.8 2.4 3 2 2 2

Of which: Rise in planned spending — 0.6 "2.4 1.5 3 3 2 4
Fall in projected revenues2 — "0.4 0.8 0.8 0 "1 — "2

Due to economy, etc "0.1 0.3 "1.8 2.0 2.5 2.0 1.5 2.0
Due to Budget policy decisions3 — — — 0.5 "0.3 "0.1 "0.5 "0.5

1 For 2007–08 onwards, figures are available to the nearest £ billion. Some calculations may be aVected by rounding.
2 A negative figure implies a rise in revenues.
3 A positive figure implies a negative yield to the Exchequer. (See Table 1 for a breakdown).

The public expenditure plans

37. Total government spending is expected to come in £2.4 billion lower than previously set out in
2006–07, helping the outturn for borrowing this year. But an extra £1.5 billion has been added to the
2007–08 total, in contrast to the CBI view that £2 billion could and should have been shaved oV that
aggregate. The overall eVect is to push spending growth in 2007–08 to 6.2%—above the growth of money
GDP and some 3–3°% in real terms. The 2007–08 total does however include small additional provision in
the security and related fields, which the CBI would support.
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38. For the CSR period, £3 billion has been added to each of 2008–09 and 2009–10, and £2 billion to
2010–11. With the 2007–08 “starting point” also higher, average annual expenditure growth over the three
years is similar to that set out previously at 4.7% in cash terms, or around 2% in real terms.

39. This degree of restraint is suYcient for total spending to edge down as a share of GDP, from a peak
of 42.6% in 2007–08 to 42.0% in 2010–11, but insuYcient to fund a net tax reduction, given the need to
consolidate the public finances. In real terms spending will still be some 49% higher in 2010–11 than in
1999–2000, compared with growth in the wider economy of perhaps 33% over that period. The CBI had
argued that, by 2010–11, spending should be lowered by £9 billion compared with the PBR projection, to
allow a net cut in the tax burden rather than the revenue-neutral package we have seen.

40. The spending profile has also been altered to push some of the relative restraint further into the future.
Cash-terms growth is now set at 5.0% in 2008–09, easing to a more clearly below-GDP 4.7% in 2009–10 and
just 4.5% in 2010–11.

41. The final allocation of funds between spending departments and functions will be unveiled with the
Spending Review itself later in the year. However, some departments have settled already, and new
announcements in the Budget were:

— Current spending to increase by an average 1.9% per year in real terms, with net investment edging
up relative to GDP, to 2.25% of GDP.

— Education spending in England, and total public spending on science (via the DTI and DES
together), to rise by a real 2.5% per annum (see earlier sections).

— All savings delivered under the CSR value-for money programme to be net of implementation
costs and cash-releasing, to maximise resources for frontline services and new priorities.

— Real-terms year-on-year reductions in spending of 3.5% by the Attorney General’s departments,
and of 5% by the OYce of Fair Trading.

42. The announcements that net investment, and spending on education and science, will be protected
relative to the overall total is welcome, as is the continued focus on the achievement of further
administrative-type savings.

26 March 2007

Memorandum submitted by HM Treasury

Follow-up material requested at the evidence session on Wednesday 28 March.

PROPORTION OF PFI CAPITAL VALUES, ON AND OFF THE PUBLIC SECTOR’S
BALANCE SHEET1

All Figures in £ Millions

On OV Total % On

Cabinet OYce 330 18 348 94.8
Chancellor’s Departments 323 706 1,029 31.4
Communities and Local
Government 0 1,154.45 1,154.45 0.0
DCMS 0 148.89 148.89 0.0
DEFRA 0 1,505.98 1,505.98 0.0
DfES 0 4,388.94 4,388.94 0.0
DTI 22 56.73 78.73 27.9
DWP 66.2 1073 1,139.2 5.8
FCO 17.1 73.9 91 18.8
Health 243.1 8,047.51 8,290.61 2.9
Home OYce 515.6 859.83 1,375.43 37.5
Constitutional AVairs* 289.1 97.9 387 74.7
MOD 2,244.71 3,399.74 5,644.45 39.8
OFMDFMNI 305.9 347.28 653.18 46.8
Scottish Executive 229.52 3,946.21 4,175.73 5.5
Transport 19,742 2,754.77 22,496.77 87.8
Wales 6.66 490.14 496.8 1.3

Overall Total 24,334.89 29,069.27 53,404.16 45.6

* Includes Nothern Ireland Court Service and CPS.

1 Q 234
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Memorandum submitted by the Institute for Fiscal Studies

Memorandum on Estimates of the Costs of Meeting the Government’s Child Poverty Target
in 2010–11

1. On 29 March 2007, the Chancellor was asked about estimates of the cost of meeting the Government’s
child poverty target, for child poverty in 2010–11 to be half its 1998–99 level. Such estimates were first
produced in 2006 by a team of researchers funded by the Joseph Rowntree Foundation: 2 the particular set
of reforms to tax credits proposed by the Joseph Rowntree Foundation was estimated to cost £4.3 billion
a year in 2010–11 (in 2006–07 prices: the cost in 2010–11 corresponds to 0.3% of GDP).

2. Budget 2007 announced additional spending on tax credits which will serve to reduce child poverty.
Researchers at the Institute for Fiscal Studies agree with the assessment made by HM Treasury that child
poverty will be 200,000 lower than it would have been had the Budget 2007 not announced any changes.3

This calculation reflects the changes to income tax and national insurance, as well as those to tax credits,
and also reflects any impact that the Budget 2007 changes might have on median income, as well as on the
incomes of low-income families with children. The new forecast, reflecting the measures in Budget 2007, is
that child poverty in 2010–11 will be 2.5 million, compared to its level in 2005–06 of 2.8 million, and the
target in 2010–11 of 1.7 million. The forecast “shortfall” on presently announced policies is therefore
800,000 children, and the Government has less than three years in which to announce changes to tax credits
and benefits that can close this gap (the latest opportunity that a government would have to aVect income
in 2010–11 would be the 2009 Pre-Budget Report, when means-tested benefits and tax credit rates from April
2010 are due to be set).

3. Researchers at the Institute for Fiscal Studies have also updated the estimate of what more needs to
be done for the Government to have a 50:50 change of meeting its child poverty target in 2010–11, and now
estimate that, following the changes in Budget 2007, additional spending of £3.8 billion a year by 2010–11
(on increases in the chid element of the child tax credit, and on a new large family premium in the child tax
credit) will be needed.

4. One key question is the extent to which increased employment amongst low-income families with
children will contribute to further reductions in child poverty. The original modelling of child poverty in
2010–11 and 2020–21 took into account forecasts of:

— the overall employment rate;

— the employment rate of lone parents; and

— the proportion of couples with children with no adult in work (sometimes known as the proportion
of couples who are workless).4

5. Given the perceived importance of employment patterns amongst parents in determining the level of
child poverty, the modelling of child poverty in 2010–11 and 2020–21 used three employment scenarios for
families with children, each specifying an employment rate for lone parents and a worklessness rate for
couples with children (these were chosen because the Government has a number of welfare to work policies
that are directly targeted at these groups; by contrast, the Government has fewer welfare to work policies
that can be used to encourage second earners in couples with children to work, and none that is precisely
targeted at this group). These scenarios were devised by Professor Paul Gregg and colleagues, based on what
is known about trends in the characteristics of lone parents, and the impact of existing and likely welfare
reforms on employment, and are repeated in the table below.

Table 2

SCENARIOS FOR PARENTAL EMPLOYMENT IN 2010 AND 2020

2010 2020

Lone parents: % in work

Demographic changes only 63 65.6
Demographic changes plus welfare to work policies 67.5 70
Demographic changes, welfare to work and up-rating Working Tax Credit in line 70 73
with earnings

2 Brewer, M, Browne, J and Sutherland, H (2006) Microsimulating Child Poverty in 2010 and 2020, York: Joseph Rowntree
Foundation. Please note that this is not an “IFS” forecast: not all of the authors of the paper are from the Institute for Fiscal
Studies: Professor Holly Sutherland is from the University of Essex. Furthermore, the researchers made considerable use of
demographic and employment projections produced by teams led by Professor Phil Rees (University of Leeds) and Professor
Paul Gregg (University of Bristol) when forecasting child poverty in 2010–11 and 2020–21.

3 This does not mean that child poverty will fall by 200,000 from its current level, but that child poverty in 2010–11 will
(probably) be 200,000 lower than it would have been had no changes to tax credits or benefits been announced in Budget 2007.

4 Gregg, P, Harkness, S and MacMillan L (2006), Welfare to work policies and child poverty, York: Joseph Rowntree
Foundation.
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2010 2020

Couples with children: % workless

Demographic changes only 4.75 4.5
Demographic changes plus welfare to work policies 4.5 4
Demographic changes, welfare to work and up-rating Working Tax Credit in line 4.5 4
with earnings

Note: Based on Gregg et al (2006)

6. When asked about the estimates that around £4 billion a year of extra spending would need to be
announced for 2010–11 to put the Government on track to halve child poverty, the Chancellor of the
Exchequer said that:

“they [IFS] are making assumptions about the numbers of people who will return to work and we
have just changed the assumptions over the last few days by our publications . . .”.

7. Budget 2007 did announce new welfare to work measures and changes to tax credits that were not
anticipated in the central employment scenarios used when forecasting child poverty in 2010. However,
those new measures fall some way short of those considered necessary by Professor Paul Gregg and his
colleagues for the lone parent employment rate to reach 70%, the most optimistic scenario used in the
original forecast. We therefore feel it appropriate to continue to use the central employment forecast.

8. However, it should be noted that even the most pessimistic scenario—that the lone parent employment
rate will reach 63% in 2010–11—now looks rather optimistic, given that only 56.5% of lone parents were
working in 2006 (this data was not available when the scenarios were being devised, and the change from
2005 represents a slow-down in the growth in lone parent employment rate).

9. Although it is clearly too soon to predict with any certainty what will be the employment rate of lone
parents in 2010–11, it turns out that it may not matter much because our modelling has shown that the level
of child poverty in 2010–11, and the cost of hitting the Government’s targets in 2010, are both remarkably
insensitive to the lone parent employment rate:

— Under the policies in place before Budget 2007 (ie, those considered to be the “baseline” set of
policies when the original forecast was made in 2006), a rise in lone parent employment from 63%
to 70% in 2010–11 (corresponding to roughly 140,000 more LPs in work) was estimated to reduce
child poverty in 2010–11 by just 0.5 ppts (around 60,000 children).

— The previous estimate of what would be needed for the Government to be on track to hit its target
in 2010–11 falls by only £0.2 billion a year in 2010–11 if the lone parent employment rates rises
from 63% to 70% in 2010–11.5

— We now estimate that extra spending of £3.8 billion a year would be needed to put the Government
on track to meet its target in 2010–11 under the central employment scenario; if the lone parent
employment rate were to rise to 70% in the next four years, then this cost would fall to £3.6 billion.
On the other hand, if the lone parent employment rate were to rise but just to 63%, then the cost
rise only slightly to £3.9 billion.

10. This finding—that welfare to work measures can make little diVerence to the cost of reducing child
poverty—can be counter-intuitive. The following three factors can help explain this result:

— Although the risk of child poverty is particularly high for children with a non-working lone parent,
such children are a minority of all children in poverty: in 2005–06, half of children in poverty lived
in a family with at least 1 parent in work, and 60% of children in poverty lived in a couple family.6

There is clearly a limit on the extent to which welfare-to-work policies targeted at lone parents can
reduce child poverty overall. Although the Government may wish for more couples families with
children to have two earners rather than one, it has very few ways at present of specifically
targeting this group; furthermore, increases in the per child element of the child tax credit—such
as were announced in Budget 2007—unambiguously worsen the financial incentive for second
earners in couples with children to work.7

— The diVerence in the (average) risk of poverty for a child with a non-working and a part-time
working lone parent is less now than it was in 1998–99. This means that the impact on child poverty
of getting a certain number of lone parents to enter work is less now than it was in 1998–99. This
is a direct result of the Government’s success in reducing the risk of poverty for children with non-
working lone parents, chiefly due to the substantial increase in the amount of benefits and tax
credits paid in respect of children.

5 See, respectively, Tables 3 & 4 in Brewer, M, Browne, J and Sutherland, H (2006) Microsimulating Child Poverty in 2010 and
2020, York: Joseph Rowntree Foundation.

6 See p 35 of Brewer, M, Goodman, A, Muriel, A and Sibieta, L (2007) Poverty and Inequality in the UK: 2007, IFS Briefing
Note 73, London: Institute for Fiscal Studies.

7 See, for example, the results in chapter 5 of Adam, S and Brewer, M (2006) The poverty trade-oV: work incentives and
income redistribution in Britain, Bristol: The Policy Press.
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— The total value of net transfers (ie entitlements to benefits and tax credits less income tax and
national insurance liabilities) paid to a low-earning working lone parent are little diVerent from—
and can be greater than, at very low paid jobs or if the lone parent claims the childcare element
of the childcare tax credit—those paid to a non-working lone parent. So there is often little
short-term impact on the Exchequer of a lone parent moving into work.

11. We therefore think that, although there are economic and social reasons for the Government to make
it easier and more rewarding for lone parents to work, the current toolkit of welfare to work policies can
make only a marginal contribution to hitting the Government’s ambitious target for child poverty in
2010–11. By far the most important policy decision will be that taken by whoever is Chancellor of the
Exchequer in 2009 on the generosity of tax credits, income support and child benefit in April 2010.

11 April 2007

Supplementary memorandum submitted by HM Treasury

Follow-up material requested at the evidence session on Thursday 29 March.

Impact of VAT Rules on Community use of School Premises8

The change to the VAT rules announced at Budget 2007 aVects charities, such as Academy schools, which
have previously obtained VAT relief on the construction of a building under HM Revenue and Customs’
(HMRC) Extra Statutory Concession 3.29. Such charities are no longer liable to make a payment to HMRC
if, within 10 years of having obtained VAT relief, there is a change of use of the building, so that its total
use other than for a “relevant charitable purpose”9 exceeds the 10% limit provided under the HMRC Extra
Statutory Concession.

Existing Academies can therefore now oVer their facilities for an unlimited amount of charged
community use without being liable for any HMRC charge in respect of the “change of use” of these
facilities.

In relation to future Academy buildings that are funded through Building Schools for the Future
arrangements, we understand that these will usually be procured through local authorities, which will lease
the facilities to a school governing body or Academy Trust for no consideration. VAT will be chargeable
on construction of these buildings, but will also be reclaimable by the local authority in the normal way. It
follows that there should be no VAT constraints on charged community use of school facilities procured
under these arrangements.

8 Q 358
9 Note 6 to Group 5, Schedule 8 of the VAT Act 1994 defines this as “use by a charity in either or both of the following ways,

namely—(a) otherwise than in the course or furtherance of a business; (b) as a village hall of similarly . . .”
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