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Table 1.1 The Budget measures?

Income tax
main allowances indexed

pasic rate limit frozen
car benefit scales increased by 20%
workplace nurseries benefit exempted

Excise duties
tobacco duties Iincreased

petrol, derv and other oils duties increased

alcohol duties Increased
vehicle excise duty on cars, buses etc unchanged

other vehicle excise duty changes
pool betting duty rate reduced

Tax Exempt Special Savings Accounts
Composite rate tax abolished
Stamp duties on shares abolished

Corporation tax
small companies’ limits increased by a third
relief for doubtful sovereign debt phased

Value added tax

bad debt relief
reform of registration rules

Other tax changes”®

Capital limits raised for income-related benefits®

Total

* The tax measures, and the basis of the costings shown, are described in
detail in chapter 4.

N Mainly life assurance measures already announced: see chapter 4.

N See chapter 5. Public expenditure costs of around £120 milliott from
1990-91 will be metfrom the Reserve.

A million

1990-91

Changes from
a non-indexed
base

-1495

+ 160
-10

+ 330
+ 795
+ 310

+ 15
-20

-20

-39

Changes from

an indexed
base

+ 220
+ 160
-10

+ 75
+ 175
+ 20
-185
-295
-20

-20

-39

+ 430

- = Nil.
* = Negligible.
e — Not applicable.

yield( + )/cost{ —
1991-92

Changes from
an Indexed
base

+ 400
+ 200
-10

+ 85
+ 195
+ 25
-190
-295
-20

-200
+ 550

-120

-295
+ 200

-150

-7 5

+ 115

+ 955



1 The Budget

The Medium Term
Financial Strategy

The economy

Tax measures

Public expenditure

Public sector finances

1.01 The objectives of the Government’s economic policy arc to defeat
Inflation and to promote output growth and the creation ofjobs.

1.02 The Financial Statement and Budget Report (FSBR) supplements the
Chancellor’s Budget Statement. It presents the Medium Term Financial
Strategy (MTFS); describes developments in the economy over the past year
and provides economic forecasts to mid-1991; sets out the tax proposals In
the Budget; summarises the Government’s spending plans; and gives
forecasts for the public finances for the year ahead.

1.03 Chapter 2 describes the Government’s economic strategy for the next
four years. Policy will be directed to achieving a substantial reduction In
Inflation; this will mean a temporary period of slower output growth, but
the growth rate Is expected to recover over the medium term. Both fiscal
and monetary policy will be set to achieve the objective of lower inflation.
The Government will continue to target MO, and also to take a range of
other indicators Iinto account in assessing the stance of monetary policy. The
Government will join the Exchange Rate Mechanism of the European
Monetary System when certain conditions are met. Fiscal policy will remain
tight; the medium term objective is a balanced budget.

1.04 Chapter 3 describes the main developments in the economy In 1989
and the prospect to mid-1991. The economy slowed down In 1989, In
response to the tightening of policy; it is likely to slow further in 1990, with
growth expected to be around 1 per cent. Retall price inflation picked up In
1989; 1t is likely to rise further in the next few months before falling back to

per cent by the fourth quarter of 1990. It should fall more sharply, to
5 per cent, by mid-1991.

1.05 Chapter 4 sets out the tax proposals in the Budget. They include
Indexation of the main income tax allowances, broad indexation of the
excise duties, the creation of Tax Exempt Special Savings Accounts, the
abolition of composite rate tax and stamp duties on shares, an increase of a
third in the small companies’ corporation tax limits, and phasing of tax relief
for doubtful sovereign debt. Table 1.1 summarises the direct effects of these
measures on the public sector debt repayment (PSDR).

1.06 Chapter 5 summarises the Government’s spending plans as set out In

the 1990 public expenditure White Paper, and describes the proposal to raise

the capital limits for income-related benefits. This chapter also provides the
latest estimate of outturn for the planning total in 1989-90.

1.07 Chapter 6 presents the complete financial picture for the public sector.
The PSDR s forecast to be £1 billion in 1989-90. This is the third
successive year of debt repayment. A further debt repayment of £1 billion is

forecast for 1990-91. Table 1.2 shows the main components of general
government receipts and expenditures.
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Table 1,2 The finances of the public sector’

RECEIPTS

Inland Revenue:
Income tax
Corporation tax®
Petroleum revenue tax
Capital gains tax
Inheritance tax
Scamp duties

Total Inland Revenue

Customs and excise:
Value added tax
Petrol, derv duties etc.
Tobacco duties
Alcohol duties
Betting and gaming duties
Car tax
Customs duties
Agricultural levies

Total Customs and Excise

Vehicle excise duties

Oll royalties

Rates”

Other taxes and royalties

Total taxes and royalties

National Insurance and other
contributions

Community charge

Interest and dividends

Gross trading surpluses and rent
Other receipts

General government
receipts

General government receipts
General government expenditure

billion
1989-90
1989

46-9
22-4
14
2-1

2-4
76-3

30-0
8-8
51
4-7
10
1-4
1-8
0-1

52-9
2-9
0-6

19-7
37

156-1

34-3
0-8
70
3-3
4-8

206-4

Latest
Budget™ estimate

76-4

29-7
8-8
>0
4-6
1-0
1-5
1-8
01

52-4
2-9
0-6

20-1
4-4

156-8

331
0-8
7-2
30
2-5

203-4

1990-91
Forecast

55-0
20-7

2-1
1-2
1-9
81-9

32-1
O-7
>4
4-9
1-0
1-5
1-9
01

o6-7
30
O-7

12-2
4-4

159-0

35-9
11-2
6-4
30
31

218-6

EXPENDITURE

Central government’s

own expenditure
of which:

Social security
Health and OPCS
Defence

Scotland

Wales

Northern Ireland
Other departments

Central government support
for local authorities

Reserve

—-inancing requirements of
oublic corporations

Privatisation proceeds

New planning total

Local authority self financed

expenditure

Central government debt

Interest

Accounting adjustments

Other 1tems

General government

expenditure

Recelpts, expenditure and debt repayment

General government debt repayment
Public corporations market and overseas debt repayment 1-7

Public sector debt repayment

A billion
1989-90
1989 Budget®
206-4
194-3
12-1

13*8

"In this and other tables constituent items may not add up to totals because ofrounding.
AOn current definitions. Some components ofthe new planning total and some

ofthe items between the new planning total and C C E were notforecast in the

1989 Budget— see annex to chapter 5. Full comparisons o festimated outturn

In 1989-90 with the plans in the 1989 Budget aregiven in tables 5.3 and 5.4.

ncludes advance corporation tax (net ofrepayments):

6-8

—also includes North Sea corporation tax after A C T set offand corporation tax on gains.

ALocal aulhority rates and national non-domestic rates.

®RExcludes allocationsfrom Reserve: seefootnote 2 to table 5. /.

’Seefootnote 3 to table 5.1.

|atest estimate
203-4
197-7
5-7
1-4
~1

7-3

A billion
1989-90

1989

L_atest
Budget” estimate

125-8  127-0
47-5 47-0
19-8 20-0
20-1 20-6

4-0 4-0
1-9 1-9
5-2 55
27-4 28-0
n.a. 38-0
0-8 1-6

-5-0 -4-2

n.a.
n.a. 162-3
n.a. 139
17-0 17-7
n.a. 39
557
194-3  197-7
1990-91
Forecast
218-6
212-7
59
1-0
6-9
7-5

1990-91
Forecast

137*8

52-0
2-1
21-2
4-4
21
5.7
30-2

41-8"

1-4
-5-0
30

179-0

1337

170
34

212-7



2 The Medium Term Financial
Strategy

2.01 The central objective of the Medium Term Financial Strategy (MTFS)
Is the defeat of inflation.

2.02 Inflation damages the economy by Increasing uncertainty, discouraging
Investment and reducing profitability. It brings conflict into industrial
relations and reduces confidence In the management of the economy, at
home and abroad. Action to maintain the soundness of the currency remains
a prime duty of government.

2.03 The social effects of inflation are no less destructive. Inflation
redistributes income and wealth arbitrarily and capriciously. It erodes savings
and Is a disincentive to those who wish prudently to provide for their
retirement. It bears most heavily on people least able to protect themselves.

2.04 The rise In Inflation In the post-war period was put Into reverse in the
1980s. This was done by maintaining tight monetary and fiscal policies,
complemented by structural policies to improve the responsiveness and
flexibility of markets. That remains the right approach to economic policy
and the one the Government will follow In the 1990s.

2.05 The MTFES will remain the centrepiece of the Government’s economic
policy. It will continue to be accompanied by policies which encourage

enterprise, flexibility and efficiency, and thus promote the growth of output
and the creation ofjobs.

2.06 All major western governments have increasingly followed these
policies In recent years, giving primacy to the drive against inflation. The
means of controlling inflation are fundamentally the same in all countries,
whatever their institutional structure. They are based on an effective

monetary policy supported by a firm fiscal policy. No other methods have
been successful.

2.07 These policies do not guarantee a permanent low rate of inflation.
Unforeseen events at home or overseas can cause pressures which may lead
to arise in the general price level, as happened with the increases in oil prices
In 1973 and 1979. At other times prudent policy decisions taken for the right
reasons on a balance of risks can have unforeseen consequences for inflation.
But maintenance of sound monetary policies will always require corrective

action to be taken, to reverse the rise in inflation and set it on a downward
trend.
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2.08 This Is the course which monetary policy has followed In the United
Kingdom over the past decade. It brought inflation down sharply from the
high levels of the 1970s, and was set to bring about a further reduction until
the renewed resurgence of inflationary pressures in 1987 and 1988. The

Government s response to this renewed threat was to tighten monetary
policy sharply.

2.09 The Government is determined to bring about a decisive fall in the rate
of inflation. But It Is not enough simply to state this. It iIs important for the

Government to say clearly how it intends to operate monetary policy, now
and In the future, and to set itself realistic objectives which, with
determination, will be achieved. In this way the whole economy can work
with the grain of the Government’s counter-inflation policy.

2.10 The following sections set out the Government’s economic policy In
more detail, explain how monetary and fiscal policies have been formulated,
and how the Government makes decisions about Interest rates.

Money GDP and inflation

2.11 The rate of growth of money GDP has averaged some 10 per cent a
year over the last three years. This Is much too high. The Government’s
strategy Is to keep policy tight enough to secure a much lower rate of
growth in money GDP over the next few years. This should bring about a
substantial fall in inflation.

Chart 2.1 Money GDP, output and inflation

30 30
Percentage changes on previous year

25 - 25
Money GDP
20 . 20
! V
V
fi \
15 - 15
10 . 10
Inflation !
e Pss+
: g \td VRN
- .(y;\;' B AS*.SS* VSIESSS?S? sQEWHRAW A ssSiS> >SSSS* . O/ﬁ'
|| yy-ol R (e OB Losept i s
0 0
Real GDP

1960-61 62-63 64-65 66-67/ 68-69 70-71 72-7/13 T74-75 7T76-77 78-79 80-81 82-83 84-85 86-8/ 88-89 89-90
Estimate

N The all items RP! until 1975-76; after 1975-76 the RPl excluding mortgage interest payments.

(Mortgage interest payments were included in the RPIfrom January 1975.)
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2,12 Chart 2.1 illustrates the close relationship between growth in money
GDP and inflation over the last 30 years. Sharp changes in money GDP
growth arc often associated in the short term with changes in output. But
sustained changes in money GDP growth are reflected in inflation rather
than real growth. The extent of the short term impact on output depends on
how well markets work. The labour market is particularly important in this
respect: If labour costs continue to rise fast well after policy has been
tightened, that Is bound to result in lost output and higher unemployment.

2.13 The period covered by the MTFS is being rolled forward this year to
end In 1993-94: table 2.1 shows the Government’s objective for money GDP
growth over this period. Real GDP growth is forecast at 1 per cent In

1990- 91 (more details are given in chapter 3), but Is expected to recover In
1991—92. For 199293 and the following year output growth Is projected at
2]; per cent, the same trend as assumed In last year’s MTFS. The casing of
capacity utilisation that the forecast implies should mean much more
moderate Iinflationary pressures over the medium term.

Table 2,1 Money GDP growth, output and inflation”
1989-902 1990-912 1991-92 1992-93 1993-94
Money GDP 8K 8i) 5j(71) 6i 51
Real GDP:

Non-North Sea X 1 2 2| 2|

totql 1 2 21 | t
Inflation:

GDP deflator 61(61) mei) 3
*Percentage changes on previousfinancial year. Thefiguresfor 199091 AThefigures in bracketsfor money G D P growth and the GD P deflator
areforecasts; thefiguresfor subsequent years show the Government’s adjustfor the distortion arisingfrom the abolition ofdomestic rates. This
medium term objectivesfor money G D P and consistent assumptionsfor is explained in the box on page 45.

output and inflation.

2.14 The main factors In the high demand growth of recent years have been
a boom In business investment and buoyant consumers’ expenditure. The

personal saving ratio has fallen sharply since 1985, associated with higher
borrowing.
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25
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2.15 The private sector as a whole has moved from saving more than it
Invests (a financial surplus of more than 2 per cent of GDP as recently as
1986) to Investing much more than it saves (preliminary estimates suggest a
financial deficit of about 5 per cent of GDP In 1989). The extent of this
change Is without any precedent, at least in the period since the First World
War. The recent excess of investment over saving Is being financed, in effect,
by borrowing from the rest of the world; in other words, It means a large
current account deficit on the balance of payments.

Per cent of money GDP
Private sector

0 0
-2
| -4
Public sector
6 6
e 8

1955 1957 1959 1961 1963 1905 196/ 1969 1971 19/3 19/5 1977 1979 1981 1983 1985 1987 1989
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2.16 Manufacturing investment reached a new record level in 1989 after
growth averaging 8 per cent a year since 1983; total business investment rose
by over 40 per cent In the three years to 1989. Published statistics show an
unsustainable rate of increase in stocks during most of 1989. The prospects
arc for some fall in total domestic investment (including stockbuilding) as a
share of GDP over the next few years, while saving should rise as the effects
of financial liberalisation and past increases In asset prices become weaker.
This means that the private sector financial deficit will contract, perhaps
quite sharply, and the balance of payments current account will improve In
spite of the public sector moving back towards budget balance.

The policy framework

2.17 The function of macroeconomic policy Is to create a non-inflationary
climate, and the function of supply side policies iIs to encourage individuals
and companies to make the most of it.

2.18 The economy isnow much more flexible than it was ten years ago,
following a series ofreforms that have reduced distortions and improved the
way markets work. Reductions in marginal tax rates have increased incentives
to work and save, and improved the quality ofinvestment. The extension of
owner occupation, measures to revive the private rental market, and the
Introduction of more flexible pension arrangements are helping labour mobility;
while employment and trades union law reforms have facilitated more efficient
use ofthe labour force and the creation ofnewjobs. The deregulation of
financial markets (although adding to the problems of monetary control) and
the privatisation programme have contributed to improved performance in the
Industries directly affected and more widely. Youth training has been extended,
and major reforms ofeducation are in progress.

2.19 Tight monetary and fiscal policies are needed to defeat inflation.
Inflation I1s a monetary problem and so monetary policy has to be In the

forefront of the battle to conquer it. A firm fiscal policy must complement
and support the monetary stance.

2.20 Frequent large changes to fiscal policy instruments are harmful to supply
performance and potentially destabilising. So it Is best to take a medium term
view about the appropriate contribution of fiscal policy, not to use It to offset
temporary fluctuations in the economy. These considerations do not apply with

the same force to monetary policy, which can be used more flexibly to make
short-term adjustments to the policy stance.

2.21 The Government has committed itself to join the Exchange Rate
Mechanism (ERM) of the European Monetary System when the level of
UK Inflation is significantly lower, there is capital liberalisation in the
Community and real progress has been made towards completion of the
single market, freedom of financial services and strengthened competition
policy. It remains committed to that. But membership ofthe ERM Is not a
substitute for firm monetary policy. They are complements, with the
commitment to the one reinforcing the commitment to the other. Most
members of the ERM have their own monetary targets. A medium term
financial strategy which follows the principles set out In this chapter Is

required both to reduce Inflation and to sustain the anti-inflationary stance
which ERM membership requires.

11
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Money and inflation

Monetary policy

2.22 The essential instrument of monetary policy is the level of short-term
Interest rates. So It Is the authorities’job to set interest rates in such a way
that the Government’s objectives for inflation are achieved. But, as the

following paragraphs explain, monetary policy Is complex and the
authorities’ task iIs far from mechanical.

2.23 Inflation occurs when monetary growth Is excessive: “too much
money chasing too few goods” is a traditional characterisation. That is why
the rate at which money Is growing Is an essential concern of economic

policy.

2.24 In contrast to most other economic statistics, accurate data on all of the
monetary aggregates are available quite quickly after the period to which
they relate. But there Isno unigue measure of money, and the various
aggregates—narrow ones such as MO and wider ones like M4—rarely grow
at the same rate. Nor should they be expected to do so. They have differing
relationships with inflation and each has to be assessed carefully, along with

other relevant indicators, to build up the picture of what Is happening to
monetary conditions.

2.25 The underlying point is that growth in the money stock need not be
Inflationary. It may in part reflect real growth In the economy, and in part
long term trends In financial behaviour. Moreover, It may be caused by an
Increase In savings rather than a build up of money likely to be spent, In
which case it would not be a sign of inflationary pressure.
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Narrow money 2.26 Narrow money, best measured by MO, has a simpler relationship with

money GDP and inflation than have wider aggregates. It tends to be used
predominantly for transactions purposes rather than as a home for savings—
99 per cent of MO Is notes and coin—so that one of the complications does
not arise. MO cannot claim to be a comprehensive measure of transactions
balances. But it Is used pervasively for transactions, and has demonstrated a
close relationship with money GDP over a period of 40 years or more. Its
velocity has grown In a steady and reasonably predictable way, reflecting a
steady trend in the way people make payments. MO has thus proved a timely
and generally dependable indicator of current monetary conditions. Because
other indicators are available only with a delay and often subject to revision,
this Is valuable information to have.

Chart 2.5 The velocity of MO

Broad money

2.27 Broader monetary aggregates such as M4 have the advantage of wider
coverage. They embrace financial instruments like bank and building society
accounts which, while excluded from MO, possess most of the characteristics
of money. So the authorities monitor M4 and the other broad aggregates

closely. But experience shows that the relationship between broad money
growth and inflation Is complex and variable.

2.28 An Increase In broad money may, or may not, foreshadow an increase
In Inflation, depending upon why It occurs. If it reflects only arise in firmly
held savings, there will be no Increase In inflationary pressures. On the other
hand, If it represents an unstable build up of purchasing power, about to be
spent on goods and services In excess of the economy’s ability to produce
them, that will be inflationary. The important point is that the growth rate
of broad money and liquidity alone docs not indicate clearly the degree of

Inflationary pressure: it Is necessary to interpret it carefully in the light of
other information.
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2.29 EXxperience backs up this analysis. Relatively rapid growth In broad
money was consistent throughout the 1980s with much lower levels of
Inflation. For the most part, the buitld-up of this money has consisted of
firmly held savings. Savers have enjoyed a much better return in the 1980s,
after the low or negative real interest rates of the 1970s. While the personal
saving ratio has fallen, this reflects a rise in borrowing rather than a fall In
gross asset accumulation. Wealth has grown rapidly and it Is natural that
people should wish to hold a proportion of this as interest bearing money. In
the future, long term saving in the new Tax Exempt Special Savings
Accounts will 1tself tend to raise the growth of broad money.

2.30 The relationship between inflation and money GDP on the one hand
and broad money and liguidity on the other has not been steady or
predictable. Taking M4 as the measure of broad money, Its velocity—the

ratio of money GDP to M¥l— has changed erratically over time, In a way
which mirrors the relationship between wealth and income.

15

10

2.31 Since the early 1980s the decline In velocity has been relatively steady
It seems likely, however, that the fall in velocity Is explained in some
measure by the unusually rapid growth of wealth. It is doubtful if

the upward trend In the ratio of wealth to income will continue, and this
uncertainty carries over to the future velocity of broad money as well.
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Measuring broad money and liquidity

Broad money and liquidity are among the Inputs into the assessment
of monetary conditions, and It iIs important that they are measured iIn
a way which enables all relevant information to be taken fully into
account. To date, the authorities have tended to concentrate on
measures of sterling liquidity held only by residents, added up to
form an aggregate— M4 and, before that, M3.

A number of developments have made It necessary to have regard to
the behaviour of other measures of liquidity. The Increasing
Integration of financial markets across national boundaries, for
example, makes it the more important to take account of non-
residents’ holdings of sterling liquidity, and of residents’ holdings
both of non-sterling liquidity and of sterling held outside the UK. At
the same time, there Is Increasing Interest in the divergence
frequently to be seen in the behaviour of the money holdings of the
different sectors of the UK economy—households and companies of
various kinds.

This all means that coverage and presentation of the monetary
statistics must adapt to keep pace with changes in the markets. The
Bank of England will, in the next few days, publish a discussion

paper dealing with these guestions, and Inviting comments on the
statistical Issues to be faced.

Credit 2.32 There are similar problems in interpreting credit growth. If one
Individual borrows from another, the borrower incurs a debt and the lender
acquires an asset In the form of the borrower’s obligation eventually to repay
the debt. But for example if the lender iIs content to regard this asset as an-
Increase In his savings, the credit he has extended will not be inflationary.
Corresponding to the borrower’s spending the money advanced to him, the
lender will be abstaining from spending to the same degree. Only If the

lender tries to spend his asset, adding to the spending by the borrower, will
there be any upward pressure on prices.

2.33 None of this Is to deny that broad money and credit growth arc
Important indicators. The growth of liquidity and credit since 1987 has been
too fast, as Is clear from the rise in inflation. Mortgage lending has been
particularly buoyant until recently, with associated upward pressure on
house prices. But changes in these indicators need to be interpreted carefully

alongside other evidence to see what they imply about inflationary pressures,
and so for decisions on Interest rates.

Monetary targets 2.34 The Government will continue to set a target for MO, as a yardstick for
Its monetary policy. A target range of 1-5 per cent Is being set for MO In
1990-91, the same as in 1989-90. Although the 12-month growth rate of MO
has fallen from earlier peak levels, it is likely to finish this financial year
above the range, and it may be some months before it falls within it.
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Table 2.2

Other factors bearing on
the assessment of

monetary conditions

Chart 2.7

Growth of MO!

1989-90 1990-91 1991-92 1992-93 1993-94
5] 1to 5 Oto 4 Oto4 “1to0 3

' 1989-90: forecast percentage change on previousfinancial year;

1990-91: target rangefor (seasonally adjusted) 12 month growth rate;
1991-92 onwards: illustrative ranges.

2.35 The Government Is not setting a target for broad money in 1990-91.

2.36 A range of other indicators supplements the evidence of the monetary
aggregates In the interpretation of monetary conditions. The exchange rate Is
particularly important. If people were to feel that they had too much sterling
and tried to reduce their holdings, this would be likely to show up quickly
In downward pressure on sterling. More generally, a perceived loosening In
the policy stance might show up In this way. Other factors, which may have
little to do with domestic monetary conditions, also affect Its behaviour, so
that the exchange rate Is not an infallible guide to the tightness of monetary
policy. But appraised carefully with other evidence, the exchange rate Is a
sensitive and timely indicator. Moreover, It can also play a direct part In
raising Inflation; a lower pound tends to lead to higher import prices in
sterling terms as well as giving more headroom for domestic producers to
pass on Increased costs. A higher pound has the opposite effect. No
government can therefore be indifferent to the exchange rate, though In
setting Interest rates it would be wrong to give undue weight to the minor
short run fluctuations that are inevitable in any financial market.

2.37 Among other indicators, the authorities pay close attention to the
behaviour of asset prices. Sharp rises In house prices, In particular, and the
conseqguent increase in housing wealth played an important role in the
unexpectedly strong demand of recent years. With the increased access to
credit that financial liberalisation has brought, people were more easily able
to turn their housing “ equity ” into spending power. The flattening out of
house prices over the last year Is a welcome development in this respect,
following the progressive tightening of monetary policy.

House price inflation
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Implementing monetary
policy

2.38 Information relating to the level of economic activity and to the
behaviour of inflation itself must also be taken into account, though the
Indicators are generally available only with a delay. Evidence relating to
future behaviour—for example, intentions survey data or confidence
Indicators—Is monitored closely.

2.39 Assessing monetary conditions—adeciding whether the monetary stance
Is appropriately tight or whether a change Is required—Iinvolves balancing
up all the factors discussed in the previous paragraphs. This cannot be a
mechanical process and, Inevitably, judgement Is required.

2.40 While assessing monetary conditions is a complex task, implementing
changes in the monetary stance is in principle simple. Interest rates are the
price of money and credit. Changing the price Is the best method of
Influencing the degree of monetary tightness.

2.41 The level of interest rates affects the economy in a wide variety of
ways. Higher interest rates increase the reward for saving while raising the
cost of borrowing. There are also cash flow effects; higher interest rates
reduce the spending power of borrowers after they have paid their interest
charges (and increase the incomes of savers). Interest rates also influence asset
values and thus the level of wealth. A rise In interest rates makes sterling
more attractive than it would otherwise be compared to other currencies,
thus raising the exchange rate, and putting downward pressure on domestic
costs. Some of these mechanisms are more important than others and not all
work in the same direction. Nevertheless, the net effect Is that raising interest
rates constitutes a powerful way of tightening the monetary stance.
Lowering Interest rates has the opposite effect.

2.42 Used as a short term instrument, official intervention in the foreign
exchanges can also be of value. By buying or selling foreign currency for
sterling, as appropriate, the authorities can affect the supply and demand for
sterling, and hence the exchange rate, in the short term. Intervention can also
on occasion be used to signal the authorities’ future intentions, at times
dampening or preventing Inappropriate and unnecessary movements In
sterling. In the longer run intervention is likely to have only modest effects,
unless combined with a change in the level of interest rates; but it can be a
useful short term tactical weapon.

2.43 In principle, an alternative to using Interest rates to regulate monetary
conditions would be to return to some form of direct credit control. But
such controls would undermine the price mechanism in the credit market
which operates through interest rates. They would lead to distortions and
Inefficiencies and poor resource allocation which would be clearly
undesirable. They would also be unfair; some would obtain the credit they
wanted; others would find themselves rationed. But, more fundamentally, In
today’s developed and sophisticated financial markets, and without the
support of exchange controls, credit controls would have little effect except

In the short term. For all these reasons, the trend In those major countries
that still have credit controls iIs towards dismantling them.
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Reserve asset ratios

Because Interest rates are the essential instrument of monetary policy,
the monetary authorities must be In a position to exercise a high
degree of Iinfluence over their movements. That means they need to
ensure that the financial system Is dependent on funds provided by

the central bank so that its own lending rate Is transmitted more
widely into market rates.

To achieve this result, a number of other countries France and
Germany for example—Iimpose minimum reserve asset ratios on
their banks. The operation of the ratio increases the banking system’s
need for funds from the central bank, and thereby helps to ensure
that market rates will reflect the rate of interest at which the central
bank provides the supply. Only the central bank can meet these
needs. It Is thus mistaken to see reserve requirements as an alternative
monetary Instrument to interest rates. In particular, reserve
requirements do not serve as a direct credit control. Rather, they

provide a means whereby official influence on interest rates Is made
effective.

In the United Kingdom, benefiting from our well developed money
markets, the authorities have in recent years been able to exercise this
control simply and flexibly by varying the size of market purchases
of bills and the weekly Treasury bill tender. This avoids the
distortions that are often inherent In reserve asset ratios.

Funding policy 2.44 Funding policy—the way that the Government fmances its own
operations—must support monetary policy In attaining the objectives for
Inflation. The Government will continue to arrange the public sector’s
financial affairs in accordance with this principle, at the same time financing
the public sector so as to minimise any distortion to the financial system.
Annex A to this chapter discusses funding policy in more detail.

Fiscal policy

2.45 A budget surplus is expected for 1989-90, the third successive year that
the Government has repaid debt. However the PSDR Is now estimated at
N7 billion, about halfwhat was forecast a year ago. Almost billion of
this reduction reflects lower privatisation proceeds. Local authorities’ capital
spending has increased by about 2 billion more than expected, and an
unexpectedly large take-up of personal pensions reduced national Iinsurance
contributions by almost A2 billion. These changes taken together account
for most of the shortfall in the PSDR compared with last year’s forecast.

2.46 The PSDR Is set to remain at £7 billion in 1990-91. While there will
be a partial reversal of the factors that explain the 1989-90 shortfall, this will
be offset by the effects of lower growth in 1990-91 (1 per cent now forecast,
almost 2 percentage points below trend). The Government sets tax rates on

the basis of medium to long term considerations, and will not normally
change them to prevent cyclical swings in the PSDR.
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2.47 Fiscal policy will remain tight, and so play an important part in
bringing inflation down. The PSDR path now projected for the medium
term is shown In table 2.7; the Government’s balanced budget objective Is
reached In 1992-93. The projections imply that the ratio of net public sector
debt to GDP, which has fallen by more than a third in the last five years,
will show a further substantial decline over the medium term; so there will
be a further fall in the burden of debt interest payments.

Public expenditure 2.48 The Government’s objective for public spending Is that over time it
should take a declining share of national income, while value for money Is
Improved. The ratio ofGGE excluding privatisation proceeds to GDP has
fallen by almost 8 percentage points since 1982—83; over half the fall took
place during the period of fast economic growth between 1986—87 and
1988—89. As economic growth moderates, the ratio may show a temporary
rise. After adjusting for the distortion arising from the abolition of domestic
rates, which will raise the published ratio by about | percentage point, the
downward trend In the ratio Is projected to continue over the medium term

Table 2.3 General government expenditure (excluding privatisation proceeds)
as a per centofmoney GDPAN’A

1964-65 35] 1974-75 48 1984-85 46
1965-66 37] 1975-76 481 1985-86 44
1966-67 38) 1976-77 46 1986-87 43}
1967-68 42} 1977-78 42| 1987-88 41}
1968-69 40| 1978-79 43i 1988-89 38}
1969-70 401 1979-80 431 1989-90 39 (39)
1970-71 40) 1980-81 45i 1990-91 391 (39)
1971-72 41 1981-82 46} 1991-92 391 (38})
1972-73 41 1982-83 46 1992-93 39} (38))
1973-74 42] 1983-84 45 1993-94 39 (38}

' 1989-90: latest estimate; 1990-91:forecast; 199U92 onwards: MTFSprojections.

A Ratios in brackets adjustfor the distortion arisingfrom the abolition ofdomestic rates. This is explained in the
box on page 45.

2.49 Projections of government expenditure are shown In table 2.4. Figures
for the period to 1992-93, which are explained further in chapter 5,
Incorporate the public expenditure plans shown in the public expenditure
White Paper (Cm 1001-1021). The projections of local authorities’ self-
financed expenditure (outside the planning total) have been increased to take
account of the increase In their spending in 1990"91 indicated by recent
Information about their budgets. The new projections of gross debt interest
payments and accounting adjustments are consistent with the latest economic
projections and assumptions. For 1993-94 it iIs provisionally assumed that

general government expenditure will grow by 1| per cent In real terms;
expenditure plans will be settled in future Surveys.
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Table 2.4 General government expenditure

billion, cash

198a-89  1989-90  1990-91  1991-92  1992-93  1993-94
Public expenditure planning total 145-5 179
Local authorities’ self-financed expenditure 10-1 14 15
Central government debt interest 17-5 15 15
Accounting adjustments
General government expenditure”™-~ 1782
Privatisation proceeds
General government expenditure
excluding privatisation proceeds 185*3 230

'For 1988-89 lo 1992-93, thefigures are takenfrom chapter 5.
NSeefootnote 3 to table 5A.

NGeneralgovernment expenditure, privatisation proceeds and the public
expenditure planning total are rounded to the nearest £ ! billionfom
1989-90 onwards; local authorities' self-fnamed expenditure, debt interest
and accounting adjustments are rounded to the nearest billion. General
government expenditure excluding privatisation proceeds is assumed to
grow by 11 per cent in real terms in 1993-94.

*General government expenditure includes debt interest payments to
other sectors asfollows { £ billion):

1988-89 180 1991-92 161

1989-90 m 1992-93 16

1990-91 1993-94

Revenue 250 The Government’s objectives for taxation are to reduce tax rates and
bring down tax as a percentage of GDP. Much progress has been made In
reducing tax rates and reforming the structure of the tax system, and the
ratio of tax to GDP has fallen from the peak of 1981-82. In the second half
of the 1980s the ratio was broadly unchanged, In spite of substantial cuts In
tax rates, partly reflecting cyclical increases in revenue. The rise In the ratio
compared with the end of the 1970s reflects the elimination of borrowing:
expenditure I1Isnow more than covered by taxation and other government

recelipts.

Table 2.5 Non-North Sea taxes, national insurance contributions and the
community charge as a per cent of non-North Sea money GDP™N

1964-65 29]
1965-66 3H
1966-67 32

1967-68 33]
1968-69 35]
1969-70 37

1970-71 361
1971-72 36j
1972-73 32]
1973-74 33i

1974-75 35} 1984-85  37)
1975-76 36 1985-86 37
1976-77 36 1986-87 37}
1977-78 35 1987-88 37|
1978-79 34 1988-89 37
1979-80 35 1989-90  36i (36J)
1980-81 36 1990-91  37i (37)
1981-82 38} 1991-92 36| (36)
1982-83 38 1992-93 36 (35})
1983-84 37} 1993-94 36 (35))

' 1989-90: latest estimate; 1990-91:forecast; 1991-92 onwards: M TF S projections (afterfscal adjustment).
A Ratios in brackets adjustfor the distortion arisingfo m the abolition ofdomestic rates. This is explained in the

box on page 4S.

2.51 The growth In government revenues over the medium term will
depend on the growth of incomes, spending and prices. It will also depend
on policy decisions, including measures announced In this year’s Budget and
other measures that will be implemented over the period, such as the
Introduction of independent taxation for husbands and wives. Taking
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account of these factors, non-North Sea revenues may rise less fast than
money GDP after 1990-91, even before allowing for any tax cuts in future
Budgets. North Sea revenues are not expected to change much over the

medium term.

Table 2.6 General government receipts

A billion, cash
m-S9 1989-90 1990-91 1991-92 1992-93 199S-94

Taxes on incomes, expenditure and capital’ 144-8 158 170 177 186 196
National insurance and other contributions 33-0 33 36 38 40 43
Interest and dividends 6-5 7 6 6 6 6
Other receipts 5-5 6 6 / 8 8
General government receipts 189*8 203 219 229 240

of which

North Sea revenues

"Includes the community chargefrom 1989-90 onwards.
AGeneral government receipts, and its components, are rounded to the nearest £ 1 billionfrom 1989-90 onwards.

Public sector debt 2.52 The projections of government expenditure receipts are brought
repayment together In table 2.7 to provide projections of the general government debt
repayment (GGDR), the PSDR and the fiscal adjustment.

2.53 Changes since the 1989 MTEFS are discussed In annex B of this chapter

Chart 2.8 Public sector borrowing requirement’

Per cent of money GDP

fl
0
n
m.
PSBR
) -2
PSBR
excluding privatisation proceeds
-4

1979-80 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90 1990-91
Estimate Budget

, :
Negative values indicate a public sector debt repayment
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Table 2.7 Public sector debt repaymentt

billion, cash
1988-89 « 1989-90 1990-91 1991-92  1992-93 1993-94

General government receipts 189-8 203 229
General government expenditure 178-2
Fiscal adjustment from previous years
Annual fiscal adjustment” 1 1 1
GGDR 11-5 0 0
Public corporations’ market and
overseas debt repayment 1 1 0
PSDR 14-5 0
Money GDP at market prices 478-1 519 585 622 657

(519) (596) (633) (669)
PSDR as per cent of GDP 0 0
' Rounded to the nearest £ 1billionfrom 1989-90 onwards. Further details AMeans lower taxes or higher expenditure than assumed in lines 1 and 2.
for 1990-91 areprovided in tables 1.2.and 6.9 AFigures In brackets adjustfor the distortion arisingfrom the abolition of

domestic rates. This is explained in the box on page 45.

Summary

2,54 This chapter has discussed the Government’s economic policy
Intentions and reaffirmed the Government’s determination to bring inflation
down.

2.55 There have been clear signs in recent months that the economy has
been slowing down under the influence of tight monetary and fiscal policies,
and 1t Is likely to grow at well below iIts sustainable rate over the next year.
Against this background the current upward movement in inflation should
be reversed later this year, and thereafter inflation should fall sharply. The
period of slow growth will also see a contraction of recent large budget
surpluses. Tight monetary and fiscal policies will be maintained over the
period covered by the MTFS so as to achieve the deceleration in money
GDP set out In table 2.1. The Government sees membership of the Exchange
Rate Mechanism of the EMS, once Its conditions have been met, as
complementary to the MTFS policy framework.

2.56 The Government will continue to set a target for MO. It Is not setting a
target for broad money, but as in the past will take a range of indicators,
Including the exchange rate, into account in assessing monetary conditions.



Underlying principles

The funding rule

chapter

Funding policy

2A.1 Funding policy determines how the public sector manages its debt. When
there I1sa PSDR, decisions have to be made about how to use the surplus : what

debts to repay, or what financial assets to buy. When there i1s a PSBR decisions
have to be made about how the deficit is to be financed. Despite the substantial debt
repayment of recent years, and the consequent fall in the ratio of debt to GDP

(see chapter 6 for more details), gross public sector debt still amounts to around
_£190 billion. Public debt thus remains of significant size in relation to financial

flows In the economy, and Its management is clearly of considerable importance.

2A.2 Three principles underlie the Government’s funding policy:

(@) 1t must support and complement monetary policy In pursuit of the
Government’s objectives for inflation;

(b) subject to (a) It should operate In a way which avoids distorting financial
markets;

(c) subject to (a) and (b) 1t should be conducted at least cost and risk.

2A,3 In recent years, the implementation of the first two of these principles has
been embodied In the “ full fund ” rule that:

“The authorities will seek to fund the net total of maturing debt, the PSBR and

any underlying increase in the foreign exchange reserves by sales of debt outside
the banking and building society sectors. ”

2A.4 The monetary policy rationale for the rule is as follows. Ifthe public sector
spends more than It receives, so that It has a borrowing requirement, then funding
policy should ensure that this Is not financed by an addition to private sector money
holdings. In particular the rule ensures that the PSBR Is financed by means other
than any increase In issue of notes and coin. It also means that the direct effect of a

PSBR on broad money Is neutralised, with none of it financed by net borrowing
from banks and building societies.

2A.5 In the early 1980s, the authorities went beyond this policy of full funding.
They deliberately “ overfunded ”, that is issued more debt than the Government
needed to fund its borrowing requirement, in an attempt to reduce the growth of
broad money. But experience showed the shortcomings of this policy. With sales of
debt greater than the public sector’s net borrowing needs, the excess had to be re-
cycled into a build up In the public sector’s holdings of financial assets, such as
commercial bills. Rather than proving of practical benefit, sustained overfunding
made monetary policy increasingly difficult to operate. It also created undesirable

distortions In the financial markets, discriminating In particular against long term
private sector borrowing for investment.

2A.6 So, In summary, policy as It has been operated In recent years has been

designed to ensure that over time the potential effect of public sector borrowing or
debt repayment on broad and narrow money has been offset. Operation of the full
fund rule has also helped meet the second objective In paragraph 2A.2, limiting any
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distortions to the capital markets. This applies whether the public sector is in deficit
or surplus. “X*en there is a surplus, as now, the public sector repays debt—

“unfunding ”. The alternative of using the surplus to acquire assets would amount

to overfunding which, 1f sustained, would have the same adverse effects as In the
early 1980s.

2A.7 The operation of such a rule gives guidance to the markets as to how much
debt the authorities can be expected to issue, or redeem, in relation to the
development of the public finances generally. That increases the degree of market

certainty, to the benefit both of investors in Government debt and of the
Government.

Application of the rule In - 2a 8 The funding rule cannot be applied rigidly. The aim has always been to
practiceé  achieve full funding over each financial year as a whole. Within the financial year,
temporary under- or overfunding has occurred, depending on conditions at the
time. The authorities have not regarded It as sensible to offset the effect on sterling
liguidity of foreign exchange intervention operations by funding that intervention
Immediately or necessarily even within the financial year in which it occurs.

Money market position 2 .9 The authorities must also ensure that funding operations do not lead to
money market conditions that complicate the arrangements for setting short-term
Interest rates— the essential instrument of monetary policy. In 1985 these
arrangements were beginning to be undermined by the size of the authorities’
holdings of bills, the “ bill mountain ”, which reached a peak of over 17 billion.
At that time market holdings of Treasury bills were only just above billion.
Since then, official holdings of commercial bills have fallen to billion and
market holdings of Treasury bills increased to billion.

2A.10 The main reason for this change in the money market position has been a
swing In the position of the local authorities. Over the period since 1985, local
authorities as a group have borrowed large amounts from the central government,
through the Public Works Loan Board (PWLB), while at the same time putting
capital receipts and other funds into the money market by repaying bank loans and
Increasing their deposits with banks and building societies. A second factor tending
to ease the money market position, and hence requiring an increase in the Treasury
bill i1ssue, has been the scale of net gilt sales in recent years by banks and building

socleties.

2A.11 The change In the local authority position may have related In part to
measures taken in the early 1980s to ease the terms and conditions of borrowing
from the PWLB, partly with the aim of reducing the scale of money market
shortages at the time. The money market position Is now very different. The
Chancellor therefore announced on 15 February a range of measures intended to
limit borrowing from the PWLB, particularly where authorities have investments
avallable with which to finance their capital expenditure.

2A.12 This change should in due course allow a reduction in the size of the
Treasury bill issue. But In the meantime the Government will if necessary adjust Its

funding operations, increasing gilt sales or reducing gilt purchases, so as to prevent
an excessive Treasury bill issue.

Other considerations 2A.13 The general point is that no funding policy rule could provide a
bearing on funding comprehensive guide to a sensible funding policy. Just as monetary policy itself
decisions cannot be a mechanical process, so the authorities must bear in mind a number of

considerations in their funding strategy. The factors mentioned In paragraphs 2A.
8-12 above may require temporary or longer term departures from the funding
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policy rule followed In recent years. There are other considerations that affect the
way public debt Is managed, but which do not imply any departure from the
overall guideline. In particular :

() because the underlying intention Is that the public sector does not finance
Itself by creating money, the authorities need to ensure that funding Is not
concentrated In very short term debt, where the public liabilities concerned have
some of the attributes of money and liquidity, even where these liabilities are not
sold to banks and building societies. Treasury bills, which have such
characteristics, no longer count as funding, even when sold to others than banks
or building societies.

() due regard must also be given to expected servicing costs. If the
Government’s medium and long term view of interest and inflation rates differs
from that of the market as a whole, there will be implications for the type and
maturity of debt that the Government wishes to Issue or purchase;

(h) but, equally, reducing risk iIs important both for the Government and
Investors. The existence of a range of maturities for debt issued in the past IS
helpful In this respect. Indexed debt also has the advantage of reducing
uncertainty, for both the borrower and investor, about future real yields, and the
proportion of gilts in indexed form has risen steadily since 1981,

(Iv) because over the longer term the Government will have continuing
borrowing or refinancing needs, It is in the general interest that the gilts market
retains adequate capacity and liquidity. The series of conversion operations
designed to enhance market liquidity have proceeded well and they will be
continued.
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Money GDP

Table 2B.1

Monetary

Table 2B.2

Fiscal projections

Expenditure

Recelpts

Changes since the 1989 MTFS

2B.1 After adjusting for the distortion arising from the abolition of domestic rates,
the growth rate of money GDP Is expected to be somewhat higher in both 1989-90
and 1990-91 than envisaged In last year’s MTFES, with growth in the GDP deflator
1 percentage point higher in 1989-90 and  points higher in 1990-91. Inflation Is
projected to remain above last year’s path but with the difference from last year

falling to 1 percentage point by 1992-93. The projected trend In output growth
over the medium term Is the same as in last year’s MTFS.

Money GDP growth

Differences from 1989 MTFS projections, percentage points
1989-90° 1990-9T 1991-92 1992-93

+1(+1)

"Figures in brackets show the comparison after adjustingfor the distortion arisingfrom the abolition ofdomestic
rates (see the box on page 45).

2B.2 MO growth has declined from earlier peak levels but has remained above Its

target range. The target range for 1990-91 is the same as in 1989-90, 1 percentage

point higher than the illustrative range given last year. lllustrative ranges for future
years have also been adjusted.

Growth of MO

Percentage changes on a year earlier

1989-90 1990-91 1991-92 1992-93
1990 MTFS H 1to 5 Oto4 Oto4
1989 MTFS 1to5 Oto4 Oto4 —11t0 3

2B.3 Table 2B.3 shows changes In the fiscal projections since the 1989 FSBR.
Additional information on 1989-90 is given in chapter 6.

2B.4 The planning total outturn in 1989-90 is discussed in chapter 5. The planning
totals for 1990-91 onwards are as in the public expenditure White Paper

(Cm 1001-1021); this year’s MTFS is the first to show the planning total on its new
definition. The cash general government expenditure figures for the future have

been revised up since last year.

2B.5 Revenues in 1989-90 have in total been somewhat lower than forecast.
Income tax receipts were higher, but corporation tax receipts were lower, as were
National Insurance contributions, reflecting about billion more personal pension
rebates than forecast. Revenues over the next two years or so will be affected by
growth in the economy falling below the rate assumed in the 1989 MTFS.
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Table 2B.3

Revenue and expenditure
Changes from 1989 MTFS projections, ~ billion

1988-89 1989-90 1990-91 1991-92 1992-93

1 General government

expenditure -1 + 3i + 71 + 9l + 15
Receipts®
2 North Sea taxes 0 - 0 0 0
3 Other taxes and contributions + + i + 6 + 8
4 Other”® - H -2 ] -3 - U - |
5 General government receipts -1 -3 + 4 + 4 + 71
6 Implied cumulative fiscal
adjustment™ -1 -2 -4
7/ Public corporations’ market and
overseas debt repayment + 1 - 0
8 PSDR b -3 -3 -3
’Rounded to the nearest billion. A change in the treatment ofrebates ofnational insurance contributions has increased other
taxes and contributions and reduced other receipts by under billion in each year. There have been no other significant

classification changes made since the 1989 FSBR.
N The allocation oftax receipts between North Sea and other is affected by the treatment o fadvance corporation tax set off.

A Includes changes in debt interest and other items.
*Line6 — linesl1~ 8~ 1+ 5.






The economy: recent
developments and prospects

mid-1991

Assumptions

Demand and activity

Inflation

Trade and current
account

L abour market

World economy

Summary

3.01 GDP is forecast to grow by 1 per cent in 1990, following above trend
growth In the non-North Sea economy for several years. Retail price
Inflation should begin to fall by the end of 1990, reaching 5 per cent by mid
1991.

3.02 The forecast assumes that fiscal and monetary policies are operated
within the framework of the Medium Term Financial Strategy. It assumes
that both North Sea oil prices and sterling remain close to recent levels. The
public sector debt repayment (PSDR) Is forecast to be about

r 1 billion Iin both 1989-90 and 1990-91.

3.03 GDP growth slowed to 2\ per cent in 1989, partly because of a large
fall In North Sea oil output. Growth of consumers’ expenditure slowed
markedly through 1989 and fixed investment flattened off. But exports
accelerated sharply In the second halfof 1989, while import growth fell.

3.04 Domestic demand is forecast to fall slightly in 1990. But this is likely to be
offset by strong growth in net exports, and GDP Is forecast to rise by 1 per cent.

3.05 Retall price inflation was 1\ per cent in the fourth quarter of 1989;
excluding mortgage interest payments it was 6 per cent. Total retail price
Inflation Is expected to rise further in the coming months, before falling to 1\ per
cent by the fourth quarter of 1990 In response to the continued slow-down In the
economy. Itisforecast to fall to 5 per cent by mid-1991 and further thereafter.

3.06 The current account deficit was nearly 21 Dbillion in 1989. It has
begun to fall in recent months and Is forecast to be *\5 billion in 1990.

3.07 Employment has continued to rise rapidly, while unemployment has
fallen. With a forecast of low output growth, unemployment could level off

In the coming months and may rise, although much depends on the
behaviour of wage bargainers.

3.08 Growth of world trade and GNP slowed In 1989, but both were still

above the trends for the 1970s and 1980s. They arc forecast to slow further In
1990. Inflation In the major economies picked up In 1989 and Is now

generally as high as or higher than a year ago. It Is forecast to moderate
slightly in 1990.
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Recent developments

World economy

3.09 GNP growth in the major seven economies Is estimated to have slowed
from 41 per cent in 1988 to 3| per cent In 1989 In response to tighter
monetary policy. The slow-down began in North America from mid-1988
and spread to continental Europe In the second half of 1989. GNP was weak
In the US at the end of 1989, while in Japan it continued to grow at an
estimated 5 per cent, little changed from the first half of the year. Most of
the smaller OECD economies experienced strong growth in 1989, slightly

faster In aggregate than in 1988. The growth of world trade in manufactures
fell slightly, from 9” per cent in 1988 to around 9 per cent in 1989.

20

15

10

-10

3.10 Both the US current account deficit and the Japanese surplus fell
sharply in 1989 in dollar terms. The slowing of growth In the US
contributed to this. It is also likely that the weakness of the yen against the
dollar was a factor—the] curve effect—especially for the US current

account.
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Chart 3.2 Current account balances
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3.11 Increased inflation, and fears of overheating in continental Europe, led
to Increases In short term Interest rates through 1989 in all the major seven
economies except the US, where Interest rates had risen earlier. Real short
term Interest rates have also risen Iin the major seven, but by somewhat less.
Long term interest rates have risen since the beginning of 1990, reflecting
worldwide concern about future inflation. The rise has been most notable In
Germany where uncertainty about the effects of economic and monetary
unification has been an additional factor.

3.12 Slower economic growth and the tighter stance of monetary policy led
to a continued fall in non-oil commodity prices in the second half of 1989
after the supply-led reductions In the first half The Economist non-oil
commodity price index in SDR terms fell by 25 per cent at an annual rate

through the second half of 1989. Oil prices remain strong, although they
have fallen back from their early January peak.

Chart 3.3 Nominal commodity prices
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3.13 Consumer price inflation in the major seven economics fell back

during the third quarter of 1989. But it has risen again since then, and latest
data show Inflation only a little below the peak of last summer.

Chart 3.4 Major seven consumer price inflation

Forecast 3.14 Real GNP growth is forecast to slow further in 1990. to around the
estimated growth of productive potential. The significant easing of US
monetary policy in the second halfof 1989 should prevent growth in North
America falling much below 2 per cent. Japanese growth Is expected to fall in
1990, mainly because oflabour shortages and slower investment growth. But
growth isunlikely to fall much below that of productive potential. In Germany.
GNP growth isexpected to remain at about 4 per cent in 1990, as Immigration
and moves toward unification lead to increased domestic demand. Little change
In the German current account surplus isexpected. The US deficit andJapanese

surplus could widen in 1990.

Table 3.1 World economy
Percentage changes on a year earlier

Estimate Forecasts
1988 1989 1990 1991 HI

Major seven countries®

Real GNP 4i 3 2

Domestic demand H 2J 2

Consumer price inflation 3j 4i 4 3i

Industrial production 6 4 X 3
World trade, at constant prices

Total imports 9 7i 6 6

Trade In manufactures Oj 9 { /

us, Japan, Germany, France, UK, Italy and Canada
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Table 3.2

3.15 The effects of events in Eastern Europe on world trade and activity arc
highly uncertain. The forecast of world trade allows for a small increase In
exports to Eastern Europe; and German imports arc assumed to rise as a
result of economic and monetary unification. Together these are assumed to
add about j per cent to the growth in world trade in 1990 and the first half
of 1991. Even so, world trade growth Is expected to be slower this year and
next than In the past two years, although still above the average of the 1980s

3.16 Non-oil commodity prices are forecast to fall slightly in 1990, and by
historical standards are now at low levels in real terms. Oil prices are
assumed to remain close to recent levels, slightly higher than in 1989.

3.17 Consumer price inflation In the major seven economies Is forecast to
fall slightly to 3” per cent by the end of 1990 as a result of sustained tight
monetary policy and slowing demand.

UK demand and output

3.18 Growth in domestic demand fell to about 3~ per cent in 1989, about
the same as growth In non-North Sea GDP. Domestic demand Is forecast to
fall by | per cent in 1990. But net trade Is likely to make a significant
contribution to GDP growth, more than offsetting the projected fall In
domestic demand. Total GDP Is expected to rise by about 1 per cent in 1990,
Part of this Is due to a recovery In North Sea output; non-North Sea GDP Is
expected to rise by | per cent in 1990. Manufacturing production, which Is
usually more cyclical than total GDP, is likely to be restrained by
destocking. It is forecast to change little between 1989 and 1990, consistent
with recent CBI evidence on output expectations.

Domestic demand and GDP

Percentage changes on a year earlier

Forecast
1989 1990 1991 HI
Domestic demand Y —} i
Exports of goods and services 4 , 3
Imports of goods and services 7 1 3
GDP? 5 1
Non-North Sea GDP* i
Manufacturing production 0 0

' Average measure.
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Chart 3.5 Domestic demand and external contribution to GDP growth
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Domestic expenditure

3.19 Consumer spending In the UK slowed sharply during 1989, and the
personal saving ratio rose slightly. The slow-down In spending was most
evident In retail sales and, since late summer, lower demand for new cars.

3.20 Real personal disposable incomes are expected to rise much more
slowly this year, after rising by nearly 5 per cent a year between 1987 and
1989. The main factors behind this slow-down are the slower overall growth
of the economy, and a rising debt service burden associated with the sharp
Increase In personal sector borrowing (mainly mortgage borrowing) of the
last few years. Real personal sector wealth, the rapid growth of which
probably contributed to strong consumer spending over the last three years,
may fall in 1990 with the weakening of house prices.
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Chart 3.6 Indicators of consumer demand

Chart 3.7 Personal sector wealth and saving ratio
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3.21 Despite some pick-up In retail sales growth in recent months, the

overall prospect is for slow growth In personal consumption in 1990, and the
personal saving ratio may rise a little further.

Chart 3.8 Consumers* expenditure

3.22 The housing market weakened In 1989. House prices have fallen
recently, after exceptionally strong increases between 1987 and early 1989,
and may fall further in 1990. Total investment in new housing fell last year,
and Is likely to do so again this year, given recent developments in new

housing starts and completions.

Company expenditure 3.23 The latest estimates of business investment and stockbuilding include
and income upward adjustments by the Central Statistical Office (CSO). Though there
may be some uncertainty about recent developments, It seems clear that

business spending remained high in 1989.

3.24 Business investment (including public corporations) is likely to have
risen by nearly 9 per cent in 1989, though it probably levelled off around
mid-year. This follows two years growth averaging 14 per cent a year. The
buoyancy of investment In the last few years probably reflects rising
profitability, the very rapid growth of output, and associated capacity

constraints.

3.25 Recent evidence from CBI Industrial Trends Surveys reveals some
weakening of business optimism and investment intentions. This is only to

be expected as the economy enters a period of slower growth, after the
exceptionally buoyant output of the last few years. Business investment may

fall slightly in 1990 as output growth slows further.



Table 3.3

3.26 General government investment rose sharply in 1989 with central
government and local authorities increasing their investment strongly. A
further large increase In central government investment is projected for
1990, which more than offsets a fall back in local authorities’ investment.
Along with the prospects for private dwellings and business investment, this
suggests that total investment may show a small fall in 1990.

Gross domestic fixed capital formation
Percentage changes on previous year

Weights
in Forecast
1988 1989 1990
Business 68 Y 1
Private dwellings® 201 -H | -6 i
General government” 13
Total fixed investment 100 AN - N

AIncludes investment by public corporations.

AIncludes purchases less sales of land and existing buildingsfor the whole economy
AExcludes purchases less sales of land and existing buildings.

Ti.in Stockbuilding increased sharply in 1988 and again in the first three
quarters of 1989. Part of the stockbuilding in 1989 may have been
Involuntary as firms were taken by surprise by the slow-down Iin demand
through the year. Companies apparently destocked in the fourth quarter of
1989, and arc forecast to continue to do so In 1990 as domestic demand slows
down and sustained high interest rates keep the cost of holding stocks high.
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Chart 3.10 Stockbuilding
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3.28 Non-North Sea industrial and commercial company profits (net of
stock appreciation) are estimated to have risen by 6 per cent in 1989, after
growth averaging nearly 20 per cent a year between 1981 and 1988. With
the slow-down in demand and output growth, and a rise in unit labour
costs, companies may have faced some pressure on profit margins last year
after several years of increase. As a result, the rate of return on capital may
have fallen a little, although it was still high by the standards of the 1970s

and early 1980s.

1961 1965 1969 1973 1977 1981 1985 1989

3.29 Over the last two years non-North Sea industrial and commercial
companies’ income growth has failed to keep pace with their spending on
Investment, stockbuilding and dividend payments. As a result, they ran large

16

14

10



3 The economy: recent developments and prospects to mid-1991

financial deficits. These deficits were probably willingly undertaken against
the background of general optimism, buoyant output and rising
profitability. With companies forecast to cut their real spending on
Investment and stocks, the deficit is likely to fall in 1990.

Chart 3.12 Industrial and commercial companies’ financial balance
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Trade and the balance of payments

3.30 The current account Is estimated to have been In deficit by nearly
A2\ Dbillion In 1989. The visible trade deficit fell more rapidly than expected
In the final months of the year, as the growth of imports slowed and that of
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15

10

-10

Relative costs

Non-oil trade

1972

Table 3.4

Chart 3.14

1974

exports picked up strongly. Offsetting this, the invisibles balance fell more

sharply than expected In the second halfof 1989—preliminary estimates
Indicate that it moved into deficit.

3.31 Unit labour costs in manufacturing rose faster in the UK than in other
major industrial countries in 1989. However, with the fall in sterling during
1989, UK relative unit labour costs at the end of the year were lower than at

the end of 1988, and more favourable than in 1985 before the fall in world
oll prices.

Exchange rate and cost competitiveness

1985 = 100
Sterling Index Relative unit labour costs*
1985 101-4 103-6
1986 85-1 82-60
1987 02-71 93-0
1988 96-7 98-1
1989 88-0 96-2

Manufacturing sector

3.32 The volume of exports of manufactures grew by Ily per cent in 1989,
the highest recorded increase since 1973. As a result, the UK volume share of
world trade in manufactures recovered, regaining much of the share lost in
1988. Export performance was helped by the easing of domestic capacity
pressures, which held back growth in 1988. In 1990 the volume of exports of
manufactures Is forecast to rise by 9 per cent and the world trade share Is
expected to recover further as capacity pressures continue to ease.

Volume of exports of manufactures

15
Percentage changes on previous year
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-10
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3.33 Non-oil import volumes rose by 8 per cent in 1989. But growth
slowed through the year, and most categories of imports have been flat In
recent months as both companies and households have responded to tight
policy. With falling domestic demand forecast in 1990, imports arc expected
to rise only slowly over the next year. Imports of non-manufactures,
particularly basic materials, could fall in 1990 as firms destock.

Imports and domestic demand

Percentage changes on previous year

1976 1978 1980 1932 1984 1986 1988 1990
Forecast

3.34 The non-oil terms of trade—export prices relative to Import prices—

drifted down only slightly over the past year despite the fall in the exchange
rate. No significant change is forecast during 1990.

Table 3.5 Visible trade volumes

1988
1989

1990 Forecast

Oil trade

Percentage changes on previous year

Non-oil goods Oil All goods

EXports Imports EXports Imports EXxports Imports
3i 141 -6 1 H 13i

11 8 -201 Ol 5i
H 1 N 4 i

3.35 North Sea oil production and the oil trade balance recovered strongly
In the second halfof 1989 from the effects of accidents in the previous
eighteen months. Nevertheless production Iin 1989 as a whole was

20 per cent lower than in 1988, and below the bottom of the range published
In the Department of Energy’s 1989 Brown Book. As a result, exports fell

sharply and the oil trade surplus fell from £3 billion in 1988 to billion
In 1989, despite higher sterling oil prices.
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Invisibles and overseas
assets

Chart 3.16

3.36 Ol prices in 1990 arc assumed to remain close to recent levels.
Production is expected to be higher in 1990 than in 1989, even though the
need for safety-related investment, following recent accidents, means that
extended shutdowns arc likely in some fields. And with domestic demand
for oil likely to be restrained by slow economic growth, oil exports are

forecast to recover in 1990 while oil import growth should slow. The oll
trade surplus Is forecast to rise to {*2 billion.

3.37 The invisibles surplus Is estimated to have fallen from billion In
1988 to £/2\ billion In 1989. The services balance was unchanged, following
a fall in 1988. But there was an increase In the United Kingdom’s net
payments to the EC, concentrated in the second half of 1989. This mainly
reflected higher VAT contributions and customs duties, resulting from

recent strong economic growth and higher imports from non-EC countries.

There was also a sharp fall in net earnings from interest, profits and
dividends.

Invisibles balance

10
8
0
1080 1981 1982 1983 1984 1985 1986 198/ 1988 1989 1990
Forecast
3.38 The Invisibles surplus Is forecast to be billion In 1990. The services

surplus 1s expected to rise slowly and net EC contributions are likely to be
lower In 1990 than In 1989, partly because the UK’s abatement under the

Fontainebleau mechanism Is expected to be larger. However net earnings

from interest, profits and dividends are expected to fall in 1990.

3.39 The fall in net earnings on overseas assets in 1989 occurred despite a rise
In the recorded sterling value of net overseas assets, from a revised estimate

of £81 billion at end-1988 to around £,10 billion at end-1989. The rise is
more than accounted for by favourable revaluations, as world stock markets
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rose and sterling fell, boosting the sterling value of foreign currency assets.
However, the difficulties in measuring certain capital flows—reflected in the
large balancing item iIn the overseas account—and with the valuation of
direct investments mean that estimates of net overseas assets are subject to a

wide margin of error.

Current account 3.40 The current account deficit Is forecast to fall to billion In 1990,
mainly reflecting a sharp fall in the deficit on trade In manufactures, as
domestic demand and capacity pressures ease and exports Increase.

Table 3.6 Current account

A billion
Manu- OIl Other Total Invisibles Current Balancing
factures Visibles balance Item
1988 -15 3 -8 1 -21 6 -15 10
1989 -16 i -8 1 -23 -21 \G|
1990 Forecast -11 2 -\6 | ¥ -15
Inflation

3.41 The annual rate of retail price inflation was  per cent in the fourth
quarter of 1989; excluding mortgage interest payments, inflation was

6 per cent. It was boosted by strong food price inflation, in particular sharply
rising prices of seasonal food after the unusually hot summer last year.
Producer output price inflation (excluding food, drink and tobacco) hardly
varied from 5” per cent through most of 1989, but has edged up In recent
months.

12
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Prospects

Table 3.7

3.42 CBI data show pay settlements in manufacturing to have risen to just
over 8 per cent In the second halfof 1989, about  per cent more than a

year earlier. Whole economy underlying earnings rose by 9” per cent in the

year to January 1990, with earnings growth in manufacturing moderated by
lower overtime working.

3.43 Unit labour costs In manufacturing are estimated to have risen by
about 4 per cent In 1989. There Is some evidence that manufacturers’ profit
margins may have come under pressure in the second halfof 1989. Unit
labour costs are likely to rise faster in 1990 as productivity growth declines

with the slow-down In output. Margins are likely to remain subdued, given
the forecast for domestic demand and activity.

3.44 Retall price inflation is likely to rise quite sharply In the next few
months. This mainly reflects recent increases in mortgage rates, continued
high food price inflation, and, especially, a large increase in the community
charge. The average community charge per head set by local authorities In

Great Britain Is estimated to be around a rise of over 30 per cent on
domestic rates per head in 1989.

3.45 Retall price inflation Is forecast to fall back to 1\ per cent by the fourth
quarter of 1990. Marketed retail price inflation Is expected to abate, as slow
growth in personal spending squeezes retailers’ margins. Food price inflation
Is expected to come down towards more normal levels. Retall price inflation
Is likely to drop further by the middle of 1991, community charge increases
are assumed to fall back from their exceptionally high levels this year, and
the mortgage rate increase in March 1990 will cease to alfect the inflation
rate.

Retall and producer output price inflation

Percentage changes on a year earlier

Weights Forecasts
in 198904 199004 1991Q2
1990°

Food 15 4] 4)
Housing 184 m 16J 5
Other 65 5
Total RPI 100 7 7] 5
Producer output prices™ 5i 5 4]

' The weights ttsed here are provisional. They are unlikely to differ significantlyfrom thefinal weights which

will be availablefiom the CSO on 23 March.
Excludingfood, drink and tobacco.
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Money GDP and the abolition of domestic rates

Money GDP at market prices includes taxes on expenditure. It
therefore includes domestic rates, which are regarded as a tax on the
consumption of housing services. As in Scotland in 1989, domestic rates
are due to be replaced by the community charge in England and Wales
from April 1990. The Central Statistical Office (CSO) has decided that
the community charge will not be treated In the national accounts as a
tax on expenditure, and thus not included in money GDP at market
prices. (For a fuller account of this, see the August 1989 issue of
Economic Trends.)

The abolition of domestic rates thus reduces the level of money GDP
marginally in 1989-90 and by If per cent in 1990-91 and subsegquent
years. The growth rate of money GDP will accordingly be reduced
slightly in 198990 and by If per cent in 1990-91. The year on year
growth rate will be unaffected thereafter by the once-and-for-all
distortions.

The level and growth rate of the GDP deflator at market prices are
similarly affected by the abolition of domestic rates, by the same
percentage amounts as for money GDP. Real GDP Is not affected by
the change.

Throughout this document, all figures which involve money GDP or
the GDP deflator at market prices are presented both on the national
accounts basis, and adjusted to remove the distortion due to the

abolition of domestic rates. It Is the adjusted figures which show the
underlying movements.

There 1s no need to adjust the RPI. Although it Is not an indirect tax, It

has been decided that the community charge should be included in the
RPI1, as were domestic rates.

The forecast levels of money GDP and the GDP deflator at market
prices are shown on both bases in the table below.

Money GDP and GDP deflator at market prices

Percentage changes on a year earlier

1989-90 1990-91
National accounts basis
Money GDP
GDP deflator
Underlying movement*
Money GDP 3] 71
GDP deflator 6i 61

*Adjusted to remove the distortion due to the abolition ofdomestic rates
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Employment

Productivity

Unemployment

Labour market

3.46 Buoyant output growth since 1983 has led to large increases In the
workforce in employment (including those on government training
programmes). It rose by nearly  million between March 1983 and
September 1989, and by 2”* million In the three years to September 1989.

Excluding those on training programmes the corresponding increases were
3 million and 2 million respectively.

3.47 Productivity growth moderated in 1989 as it usually does when output
growth slows down. Even so, manufacturing productivity rose by 4 per cent
last year. It has risen by an average of over 5 per cent a year since 1980,
higher than In the 1960s and faster than in any other major country. Despite
a sharp slow-down last year, whole economy productivity growth has still

risen by an average of over 2 per cent a year since 1980, second only to Japan
of all the major economies.

10

-10

3.48 By February 1990, seasonally adjusted adult unemployment had fallen
for 43 successive months, by over 1 million in total. With output growth

expected to be low In 1990, the sharp rise in employment of the last few
years Is likely to tail off and unemployment may rise. But the employment
and unemployment outlook depends crucially on wage settlements. The
higher wage settlements are, the greater the squeeze on company
profitability and the weaker employment prospects will be.
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Forecast and outturn

3.49 Tabic 3.8 compares the main elements of the forecast published in the
1989 FSBR with the outturn for 1989 or the latest estimate for 1989-90.

Table 3.8 Forecast and outturn

GDP (1989)

Non-North Sea GDP (1989)
Domestic demand (1989)
RPI (19890Q4)

Money GDP (1989-90)

Percentage changes on a year
earlier unless otherwise stated

Balance of payments current account

(1989, £ billion)

PSDR
(1989-90, £ hillion)

* Partlyforecast.

Outturn Average

1989 or latest errors from
FSBR estimate past forecasts

21 21 1

3 H 1

21 31 1

o] 71 1

71 81* U
-H | -21

14 * Si

3.50 RPI Inflation In the fourth quarter of 1989 was higher than forecast In
last year’s FSBR, mainly because of increases in mortgage interest rates
during the year and much faster than expected growth in food prices. GDP
grew by 27 per cent In 1989, only slightly less than expected, but domestic
demand growth was higher than forecast and the contribution of net trade
lower. As a result the current account deficit was also higher than forecast.
The PSDR is expected to be lower than expected a year ago, because of
both higher government spending and slower growth in receipts

(see paragraphs 6.07-6.11).

Risks and uncertainties

3.51 Table 3.9 summarises the forecast along with the average errors from

past forecasts. It iIs Important to remember the relevant margins of error
when assessing the forecasts.

3.52 The forecast for 1990 takes as given the CSO’s estimates of GDP and
Its components to the end of 1989. These include adjustments to expenditure
components—consumers’ expenditure, fixed investment, stockbuilding and
net exports of services. These bring growth in the expenditure measure of
GDP In the last three years more closely into line with that of the output
measure, which the CSO regards as the most reliable indicator of recent
movements In GDP. Although they improve the overall coherence of recent
economic statistics, these adjustments are of necessity based on judgement,

and therefore add to the uncertainty that inevitably surrounds any economic
forecasts.
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Table 3.9 Economic prospects: summary

Percentage changes on a year earlier unless otherwise

stated
Forecast Average
errors
1989 1990 from past
forecasts”
GDP and domestic demand at constant prices
Domestic demand el i i T
of which: !
Consumers’ expenditure 3 ¥ 1 T
General government consumption i i i 1
Fixed Investment 4) i s 3
Change In stockbuilding (as percent of GDP) s i i i
Exports of goods and services 4 7 I
Imports of goods and services 7 1 3 1
Gross domestic product (average measure) X 1 I |
Manufacturing output 4 i 0 h i |
Balance of payments current account  billion) -21 -15 -121 5i
Inflation
Retall prices index (Q4 on Q4) 73 S* ¥
GDP deflator at market prices (financial year)® m i) 1
Money GDP at market prices (financial yean”™ m i) m i) 1)
A Dbillion 519 (519) 548 (558)
PSDR (financial year)
A Dbillion 7 7 5
per cent of GDP 1 ¥ 1

' The errors relate to the average differences (on either side ofthe centralJigure) between FSBR Industry Act Forecasts and outturn over the last ten years, and
apply to theforecastsfor 1990.

N Thefgures In brackets adjustfor the distortion to money GDP and the G D P deflator arisingfrom the abolition ofdomestic rates. This is explained in the
box on page 45.

AAt an annual rate.

*Q2o0n Q2.






4 The Budget tax proposals

4,01 The main tax changes proposed in the Budget are summarised below
A full list of changes Is given In table 4.1.

Income tax 4.02 Thegmgin income tax allowances will be increased in line with the
statutory indexation provisions (based on the increase of 7-7 per cent In the
RPI1 in the year to December 1989). Independent Taxation of husband and
wife will be introduced on 6 April 1990, as already announced. The

allovvances for 1990-91, and the increase over the equivalent allowances for
1989-90, will be

personal allowance ;{*3005 (up £222")\

married couple s allowance, additional personal allowance and widow’s
bereavement allowance 1 720 (up ~130);

for those aged 65 to 74. personal allowance (up M270) and
married couple’s allowance £2 145 (up £160);

for those aged 75 and over: personal allowance #3820 (up ~280) and
married couple’s allowance £2 185 (up £160);

Income limit for age-related allowances ;£12300 (up ;«(;900).

4.03 The basic rate limit will remain at 220 700 of taxable income.
4.04 The blind person’s allowance will be doubled to £1 080.

Benelits-in-kind 4.05 The benefit-in-kind of workplace nurseries will be exempt from tax
from 6 April 1990.

4.06 Car benefit scale charges will be increased by 20 per cent from
6 April 1990.

Charitable giving 4.07 The limit on charitable donations qualifying for tax relief under the
payroll giving scheme will be increased from £480 to £600 a year from

6 April 1990. Income tax relief will be introduced for single donations of
£600 or more by individuals to charities from 1 October 1990, up to a
maximum of £5 million a year per donor. Corporation tax relief will be

Introduced on similar lines for donations by companies.

Savings 4.08 Tax Exempt Special Savings Accounts will be introduced from
1January 1991. Individuals will be able to deposit up to £9 000 over a five

year period. In the first year up to Y3000 may be deposited and In
subsequent years £1 800 a year (X0 a month), subject to the overall limit
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Personal equity plans

Business taxation

Business expansion
scheme

_ife assurance

Oil taxation

Capital gains tax

Employee share

ownership plans (ESOPs)

Inheritance tax

Stamp duties

VAT

Provided no withdrawal of capital is made during the five years, the interest
will be totally exempt from tax. There will be an option to withdraw some

Interest as It arises, but if capital is withdrawn early, then all the interest will
be subject to tax.

4.09 The annual limit on investment in Personal Equity Plans will be
Increased from >("4800 to ;("6000. The annual limit on Iinvestment In
qualifying unit and investment trusts will be increased from *"2400 to
(3000 and the limit for non-qualifying unit and investment trusts will be
Increased from ;{750 to /"900.

4.10 The profits limit for the small companies’ corporation tax rate of
25 per cent for the financial year 1990 will be raised from 150 000 to

/7200 000 and the limit for marginal relief will be raised from 750 000 to
million.

4.11 Rules for calculating tax relief for doubtful debts owed by sovereign
and related debtors will be laid down broadly on the basis of guidelines
Issued by the Bank of England. In addition, in 1990-91 relief will not be
allowed to exceed the amount which these rules produce in respect of
1989-90; In later years this limit will be increased by 5 per cent of the full

value of debt each year. Relief for losses on disposals will be phased In a
similar way.

4.12 The general limit for investment in a company In any tax year will be
Increased from ~£500000 to ;£750000 from 1 May 1990.

4.13 Measures to complement the changes to life assurance taxation in the

1989 Finance Act were announced on 20 December 1989 to take effect from
1January 1990.

4.14 The tax treatment of future expenditure on abandoning offshore oll
fields will be improved.

4.15 The capital gains tax annual exempt amount will remain at /A5000 In
the case of individuals and 2 500 In the case of most trusts.

4,16 Capital gains roll-over relief will be given for certain sales of shares to
qualifying ESOP trusts.

4.17 From 6 April 1990 the threshold for inheritance tax will be increased In
line with the statutory indexation provisions from 118000 to £\2S000.

4,18 Stamp duties on share transactions will be abolished from a date late In

199192 to coincide as far as possible with the introduction of paperless share
transfers.

4.19 The present turnover requirements for VAT registration will be

replaced for most businesses by a single limit based on turnover in the
previous twelve months.

4.20 From 21 March 1990 the VAT registration limit will be raised to
N"25400 a year.
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Excise duties

Vehicle excise duties

Composite rate

4,21 A comprehensive system will be introduced to provide relief from
VAT on bad debts.

4.22 VAT relief for charities will be extended to all lifeboats and related
capital items, the sale or export of donated goods by certain charities’ trading
companies, and preparatory work for certain types of advertising. EXIisting

relief for equipment used in medical work, bought with donated funds, will
be widened.

4.23 The tax (duty and VAT) on beer, wines and spirits will rise by just

under 2p on a typical pint of beer, just under 7p on a bottle of table wine
and just over 54p on a bottle of whisky.

4.24 The tax (duty and VAT) on leaded petrol will be increased by 2-3p a
litre (l1p a gallon) and on unleaded petrol by 2p a litre (9p a gallon),
Increasing the tax differential in favour of unleaded petrol to 3.4p a litre
(15”p a gallon). The tax on derv will rise by 2p a litre (9p a gallon).

4.25 The tax (duty and VAT) on cigarettes, cigars and hand-rolling tobacco
will rise by just under 10p on a packet of 20 cigarettes, just under 5p on a
packet of five small cigars and just under 30p on a 50 gram packet of hand-
rolling tobacco. The duty on pipe tobacco will remain unchanged.

4.26 The rate of pool betting duty will be reduced from 42" per cent to
40 per cent provided the pools promoters pass the full amount saved to the

Football Trust for use in improving safety and conditions at football
grounds.

4.27 Duty for most vehicles will remain unchanged. Duty for some lorries
will be changed to continue the process of bringing the balance of taxation
of different types of lorry more into line. Duty on lorries under 3-5 tonnes
will be reduced to

4.28 Composite rate tax will be abolished from 6 April 1991. The details are
set out In the box opposite.
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Abolition of composite rate tax

Under the present system of taxing interest, a fixed rate of tax—
known as composite rate tax—Is charged on interest paid to
Individuals by building societies, banks and certain other deposit-
takers. It I1s not repayable in any circumstances, even to depositors
who are not liable to tax. The rate Is set at a level which achieves
revenue neutrality as far as liability to tax at the basic rate Is
concerned—that is, it produces the same total tax as would be
payable if investors who are liable to tax were charged at basic rate
and those who are not liable paid no tax at all. Higher rate taxpayers
remain liable for the additional tax between the basic rate of

25 per cent and the higher rate of 40 per cent. The composite rate (set
at 22 per cent for 1990-91) is lower than the basic rate because many
depositors are not liable to iIncome tax.

Composite rate has a long history—a century In the case of building
socleties. Although It has been a convenient and cost-effective system
of collecting tax, It has become Increasingly unfair because some

14 million people on low Incomes, who otherwise would not pay
tax, are subsidising investors with higher incomes. If the system
continued, there would be some 14 million people paying too much
tax, mainly pensioners, married women and children.

It Is therefore proposed to reform the system. From 6 April 1991
composite rate tax will be abolished and basic rate tax will be
deducted from interest. Those not liable to tax will not have to bear
the basic rate tax. There will be arrangements, to be discussed with
the financial institutions, under which non-taxpayers will be able to
receive interest free of tax; but any non-taxpayers who are unable to

take advantage of these arrangements will be able to reclaim the tax
deducted.

The switch from composite rate tax to the new system will, In
principle, produce the same yield of tax. But there will be a
significant timing effect where tax Is deducted from interest received
by non-taxpayers and repaid at a later date. The size of this effect will
depend upon the details of the arrangements to be introduced and the
build-up over time of the number of non-taxpayers receiving their
Interest gross. Table 4.1 shows that receipts could be about

£550 million higher in 1991-92 than if the composite rate system
had remained In place. This is, however, a temporary effect, and In

1992-93 receipts are likely to be somewhat lower than they would
have been had composite rate continued.



4 The Budget tax proposals

Table 4.1 Direct effects of changes In taxation

See annex 4 paragraph numbers

INLAND REVENUE
Income tax

1 Increase in personal allowance of 7220

2 Increase in married couple’s allowance, additional personal allowance
and widow’s bereavement allowance of /130

3 Increases for those aged 65 to 74 of £11” in the personal allowance and
AlbO in the married couple’s allowance

4 Increases for those aged 75 and over of*280 in the personal allowance
and /~160 in the married couple’s allowance

Increase in income limit for age-related allowances of ggoo

N o change in basic rate limit

Doubling of the blind person’s allowance

Benefits-in-kind  xemption of workplace nurseries

© 00 N O i

Benefits-in-kind ar scales
10 Tax Exempt Special Savings Accounts
11 Abolition ofcomposite rate
12 SAVE— extension to banks

13 Payroll giving to charities— increase in donation limit to ~"600 a year

Income tax and corporation tax

14 Relieffor single donations to charities

15 Life assurance companies ‘hanees in tax rules
16 Claims under Pay and File

17 Friendly societies

18 Relieffor expenditure on waste disposal site s

N Relieffor business contributions to Training and Enterprise Councils
20 Dual resident companies

21 Futures and options— exemption for authorised unit trusts and
pension schemes

Income tax and capital gains tax

22 Personal Equity Plans

23 Business Expansion Schem eincrease in limit

24 Business Expansion Schem mlocality rule

25 Index-linked bonds

Income tax, corporation tax and capital gains tax
26 Rules for European Economic Interest Groupings
Changes affecting collective investment schemes and their investors
28 Convertible bonds
29 Post-consolidation amendments etc

30 Assessing procedures and returns

Income tax, corporation tax, capital gains tax and inheritance tax

31 European Community— tax information powers

Corporation tax

32 Increase in profits limits for small companies* rate and marginal relief
33 Phasing oftax relieffor doubtful sovereign debt

34 Subsidiarisation of UK branches

35 Definition of group
* = Negligible

million

Estimated effect on receipts in-

1990-91

Changes from a

non-indexed
base

-1070
-280

-90

-20

= Nil

Changes from
an indexed

base

-20

1991-92

Changes from
an indexed
base



4 The Budget tax proposals

Table 4.1 Direct effects of changes In taxation— continued
jC million
Estimated effect on receipts in:
Sec annex 4 paragraph numbecn 1990-91 1991-92

Changes from a Changes from Changes from
non-indexed an indexed an indexed

base base base

Capital gains Ux and corporation tax

37 Relieffor irrecoverable bonds

38 Roll-over for sales ofshares to employee share ownership trusts

Oil taxation

39
40
41

Revised tax regime for oilfield abandonment

Restriction of oil industry capital losses

Time limits for reopening decisions on certain PR T expenditure claims

Inheritance tax

42

Indexation of threshold

Stamp duties

43

Abolition of duties on share transactions

TOTAL INLAND REVENUE

CUSTOMS AND EXCISE
Value added tax

44
45
46
47
48
49
50

Simplification ofregistration requirements

Increase in registration limit

Revised bad debt reliefprovisions
Reliefs for charities
Stores for private boats and aircraft

Revised treatment ofdomestic accommodation for directors

Adjustment of VAT on capital goods

Excise duties

51
52
53
54
55
56
¥4
58
59
60

Increase in duty on cigarettes, cigars and hand-rolling tobacco

No change in rate ofduty for pipe tobacco

Increase in duty on leaded and unleaded petrol

Increase In dut on derv

Increase in du on beer

Increase in dut on wine and made wine
Increase In du  on spirits

Increase in duty on cider and |G1
Increase Iin duty on rebated olls

Reduction iIn rate of pool betting duty

TOTAL CUSTOMS AND EXCISE

Vehicle excise dut

6l
62
63
64

Increase in VED rates for certain lorries
Reduction in VED rates for lorries under 3*5 tonnes

Exemption for passenger vehicles for disabled people

No change in VED rates for cars, buses, motor cycles, and other vehicles

TOTAL VED

CHANGES

= Negligible

-35

+ 5
-1330

-3 5

+ 5
+ 5

+ 330

+ 635

+ 20

+ 20

+ 5
K420

-35

+ 5
+ 5

+ 80
+ 145

+ 30

+ 20

-20

-120
+ 1100

-7 5

-150

+ 5

+ 90
+ 160

+ 395

+ 25

-20
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Explanatory notes to table 4.1

Table 4.1 gives the direa effects of changes In taxation. Estimates are rounded to
the nearest million. Negligible ” means less than million.

The direct effect of a tax change Is the difference between the yield of tax which
would arise on the basis of the rates of tax, allowances, etc prevailing before the
Budget (the pre-Budget regime) and the yield after the changes proposed In the
Budget (the post-Budget regime). The difference in yield is generally calculated by
applying the pre- and post-Budget regimes to the same tax base. This base is the
post-Budget base that is, the levels of income, consumption, profits, etc forecast
tor future years on the assumption that all the measures proposed in the Budget
take effect. A

Tax changes may cause changes In taxpayers’ behaviour, which in turn can alter the
tax base and hence revenue. The direct effects are estimated subject to the constraint
that, In general, total incomes and total expenditure are fixed at their post-Budget
levels. Thus the estimates in the table do not include income effects—that Is, effects
arising solely from the impact of changes in taxes on disposable incomes. Nor do
they Include the effects of changes In the tax base arising from changes In pre-tax
Incomes, the general level of prices or other macro-economic variables which may
result from the proposed tax change. But other behavioural effects are taken Into

account where 1t is thought that they will have a significant effect on the yield.

For Customs and Excise taxes and duties, all the estimates of yield incorporate the
effects of the tax changes on relative prices and associated changes in the pattern of

consumers expenditure. Aggregate income and consumers’ expenditure at factor
cost are assumed not to change. Examples where behavioural effects are taken into
account for Inland Revenue taxes include the abolition of stamp duties on share
transactions and changes involving the take-up ofa new or modified relief.

The post-Budget forecast of each tax given in table 1.2 takes account of all the
effects of the measures announced In the Budget, and not just the direct effects

Included In table 4.1.

The figures In the first column of table 4.1 show the direct effect of the Budget
proposals on receipts in 1990-91. Budget proposals are compared with a non-
Indexed base—that Is, with the pre-Budget regime of allowances, thresholds and

rates of duty at 1989-90 levels.

The figures In the second column show the direct effect of the Budget proposals on
receipts in 1990-91, measured against an indexed base. The indexed base for 1990-91
IS obtained by Increasing 1989—90 allowances, thresholds and rates of duty by

/-7 per cent, the increase in the RPI over the year to December 1989.

The figures In the third column show the direct effect on receipts in 1991-92, also
measured against an indexed base. For this comparison, both the Budget proposals
and the indexed base for 1990-91 have been further indexed by the forecast
movement in the RPI between the fourth quarters of 1989 and 1990 (shown In

table 3.9).

KA
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The remainder of this annex provides a commentary on the Budget proposals in
table 4.1; the paragraph numbers refer to the lines in this table. Additional
Information is provided for those proposals where the effect on tax liabilities in the
first complete year to which the change applies (full year effect) iIs substantially
different from the effect on receipts in either 1990-91 or 1991-92; or where the
Impact of the proposal Is expected to build up over a period of years.

Income tax The structure of the main income tax allowances will change from 6 April 1990
following the introduction of Independent Taxation. For the purposes of the
statutory indexation provisions, the amounts of the new allowances were set last

year at 1989-90 levels corresponding to the equivalent allowances under the old
system. Comparisons in items 1to 5 are on this basis.

| to 5 The increases in the main income tax allowances and income limit for the
age-related allowances are in line with the statutory indexation provisions (based on
the increase of 7-7 per cent in the RP1 In the year to December 1989).

6 The basic rate limit is unchanged at ~20700 of taxable income.

{ The blind person’s allowance will be doubled to \ 080 at an annual cost of
about ~2 million.

8 The benefit-in-kind of workplace nurseries will be exempt from income tax

from 6 April 1990. The figures are based on very tentative estimates of the current
level of provision.

9 For 1990-91 the scales for taxing car benefits will be increased by 20 per cent
from their 1989-90 levels.

10 From 1January 1991 any individual over 18 will be able to open one Tax
Exempt Special Savings Account with a bank or building society. The maximum
which can be paid in will be 9000 over a5 year period, with no more than

A3 000 In the first year, and not more than #1 800 in any subsequent year. There
will be an option to withdraw some interest as it arises, but the capital must be left
m the account until the end of the 5 year period, or all the tax relief will be lost.

Il Composite rate tax will be abolished from 6 April 1991. From that date basic
rate tax will be deducted from iInterest paid to depositors. There will be special
arrangements for depositors who are not liable to tax to obtain gross interest and
avold any need to claim repayment of tax deducted. In principle the change will be

revenue neutral, but it will affect the timing of tax receipts in 1991-92 and later
years.

12 Banks (in addition to building societies and National Savings) will be able to
operate Save-As-You-Earn schemes.

13 The limit on charitable donations qualifying for relief under payroll deduction
schemes will be increased from 2480 to £600 from 6 April 1990.

Income tax and

_ 14 Income tax relief will be introduced for single donations of £600 or more by
corporation tax

Individuals to charities from 1 October 1990, up to a maximum of £5 million a
year per donor. Corporation tax relief will be introduced on similiar lines for

donations by companies. The cost will depend on take-up and may rise to about
£15 million.

assurance consequential to changes in Finance
Act 1989 were announced on 20 December 1989; they are expected to yield

£50 million m 199("91 and £100 million Iin 1991-92. A further measure will be

iIntroduced to ‘ring-fence” long-term business assets. Without this measure, there
could be a significant loss of tax.
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Income tax and capital
gains tax

Income tax, corporation
tax and capital gains tax

16 Various changes will be made to the procedural rules for claims by companies

to capital allowances and group reliefunder Pay and File, which will come into
effect in 1993 on present plans.

17 The limit on premiums payable under a tax-exempt life insurance policy with a

friendly society will increase from /;100 a year to 150 a year for policies taken
out from 1 September 1990.

18 Expenditure on or after 6 April 1989 on prepanng a waste disposal site to
recelve waste and on making a site good will be made deductible for tax purposes.
This measure provides a new basis for relief for this expenditure following a recent

Court decision. The estimate of cost Is measured against the practice before the
Court decision and is highly uncertain.

19 Relief will be provided for contributions by businesses to Training and
Enterprise Councils from 1 April 1990 to 1 April 1995; and the existing relief for

business contributions to Local Enterprise Agencies, due to expire on 1 April 1992,
will be extended to 1 April 1995,

20 Provisions will be introduced to prevent the use of certain dual resident

companies to avoid a number of tax charges. Without these changes, there could be
a substantial loss of tax.

21 Profits from transactions in futures and options by pension schemes and
authorised unit trusts will be exempted from Iincome tax and corporation tax.

22 W ith effect from 6 April 1990 the maximum annual investment in a personal
equity plan will be increased to A(™*6000; the maximum investment in qualifying
unit and investment trusts will be increased to ;(;3000; and the maximum
Investment in non-qualifying unit and investment trusts will rise from £750 to

A900. The necessary proportion of investment in ordinary UK shares for a unit or
Investment trust to qualify will be reduced from 75 to 50 per cent.

23 The annual limit of £500000 for investment raised under the Business
Expansion Scheme by a company (other than those engaged In chartering or
operating ships or in letting residential property) will be increased to /;750000 for
share issues made on or after 1 May 1990.

24 The rule which requires changes in the locality in which a residential property is

situated to be taken into account in valuing the property for the purposes of the
Business Expansion Scheme will be abolished with effect from 20 March 1990.

25 Certain bonds indexed to a recognised Stock Exchange index of share prices and
Issued after 8June 1989 will be treated as “ qualifying indexed securities’ within
Schedule 11 Finance Act 1989.

26 Changes will be introduced (with effect from 1July 1989) in order to
Implement fully the provisions of EC Regulation No 2137/85 concerning European
Economic Interest Groupings.

2/ The main changes are:

from 1January 1991 all authorised unit trusts will be subject to corporation tax
on their income at a rate of 25 per cent: this special reduced rate currently applies
only to trusts that are freely marketable within the European Community;

Indexation will be removed from units in unit trusts or offshore funds that are
mainly invested in capital gains tax exempt assets and/or building society shares;

the distribution rules for investment trusts will be relaxed:

unit trust managers will be given an exemption from the anti-bondwashing
rules.
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Income tax, corporation
tax, capital gains tax and

INheritance tax

Corporation tax

Capital gains tax

28 Bonds with “ put options ” exercisable by the investor and convertible into

equity capital of a company, which meet certain qualifying conditions and were
Issued after 8June 1989, will cease to be treated as “ deep gain securities ” within
Schedule 11 Finance Act 1989. The difference between cost and realisation price

will no longer be taxed entirely as income. Where a bond meets the qualifying
conditions:

for an investor who converts the bond into shares, sells the bond after all put

options have expired or redeems the bond when it matures, the normal capital
gains tax rules will apply;

for an investor who exercises a put option or sells the bond before all put options
have expired, the accrued yield to the put redemption will be taxed as income.
Any excess or shortfall will be treated as a capital gain or loss.

A trading or investment company Issuing qualifying convertible bonds will be
allowed a deduction for corporation tax purposes for any premium paid to

Investors who exercise put options. Revenue effects in the longer term are uncertain
and will depend on the issue of such bonds.

29 Legislation will be introduced to correct minor errors found following the
consolidation of tax law In the Income and Corporation Taxes Act 1988 and the
Capital Allowances Act 1990; and to make consequential technical changes.

30 Minor changes will be made to the rules on administrative procedures.

31 Legislative changes will be made

to enable certain information powers In Section 20 Taxes Management Act 1970
to be used on behalf of European Community tax authorities;

to introduce a restriction on the use of Section 20(2) Taxes Management Act
1970, the Board of Inland Revenue’s first party information power;

to enable the inheritance tax (IHT) information powers to be used on behalf of
European Community tax authorities from some future date;

to Iintroduce a requirement for an Appeal Commissioner’s prior consent to the
exercise of the IHT information power.

32 The profits limit for the small companies’ corporation tax rate of 25 per cent for

the financial year 1990 will be raised from 150000 to 200000 and the limit for
marginal relief will be raised from £750000 to £1 million.

33 Rules for calculating relief on doubtful sovereign debt will be laid down and a
limit placed on the amount allowable in any one year. Relief for losses on disposal
will be phased. The yield in 1991-92 depends on the Increase, Ifany, In the
proportion of debt allowable for relief under the present law and on the level of
disposals of debt. These cannot be forecast; for illustrative purposes It has been
assumed that the proportion of debt allowable for relief without the change would
Increase by about a tenth in 1990-91 and that disposals of debt amount to around
£300 million per annum. The changes will not reduce the total of the tax relief

avallable over the years but will postpone reliefin 1991-92 and later years on the
assumptions made above.

34 Provisions will be introduced to enable non-resident companies to transfer UK

branch activities to UK subsidiaries without facing an immediate charge on capital
gams.

change will be made to the definition of a group for capital gains

L ~annual exempt amount will remain at /;5 000 In the case of
Individuals and £2 500 In the case of most trusts.
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Capital gains tax and
corporation tax

O1l taxation

Inheritance tax

Stamp duties

37 Lenders will be able to claim a capital loss where part or all ofa loan in the form
ofa bond has become irrecoverable.

38 Roll-over relief will be available for certain sales of shares to employee share
ownership trusts If the proceeds are reinvested in chargeable assets.

39 For periods ending after 30 June 1991,

expenditure incurred In closing down an oil or gas field under an abandonment
programme will attract a 100 per cent corporation tax allowance;

losses attributable to the allowance may be carried back up to 3 years;

expenditure eligible for this allowance incurred within 3 years after cessation of a

North Sea oil trade will be treated as incurred in the period when the trade
ceased,;

Interest on repayment of petroleum revenue tax (PRT) when any PRT loss Is

carried back will be restricted, so that repayment plus interest does not exceed
85 per cent of the loss carried back;

where PRT Is repaild because a loss Is carried back, the resulting corporation tax

underpayment will be treated as arising In the period the loss accrued, rather than
In the period to which 1t was carried back.

The long term revenue effects of these measures are very uncertain. They are likely
to fluctuate from year to year, but are expected to be broadly revenue neutral
overall.

40 Measures were announced on 22 January 1990, with immediate effect,
restricting the availability of capital losses on disposal of certain oil industry assets
and shares.

41 In cases of fraudulent or negligent conduct by claimants, the three year time-bar
on the Inland Revenue reopening decisions on PRT expenditure claims will be
removed.

42 The estimated full year cost ofindexation attributable to taxable estates in 1990-91
/90 million.

43 The following duties will be abolished late in 1991-92 from a date to be
appointed by Treasury Ministers to coincide as far as possible with the introduction
of the Stock Exchange’s new system for paperless share transfers (TAURUYS):

the 0-5 per cent ad valorem duty on the transfer of UK registered securities;

stamp duty reserve tax;

the 1-5 per cent duties on the conversion of UK shares into depository receipts or
their transfer into clearance services;

assoclated charges on bearer shares and unit trusts units; and

certain fixed (50p) duties on share transfers.

The figures assume abolition of the duties from 1January 1992. The cost In the first
full year Is expected to be ;T800 million, in addition to the estimated 80 million
loss of duty already anticipated from the planned switch to paperless share transfers.
Announcement of the abolition of the duties on shares Is expected to lead to some
rise in the value of share transactions. The figures take account of these changes on

the receipts from stamp duties and other taxes. In particular it is this factor which
accounts for the small yield in 1990-91.
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Value added tax 44 The present VAT registration rules will be replaced by a single requirement

Excise duties

based on turnover in the previous twelve months. Revised rules based on

anticipated turnover will apply to large businesses and short term events which
exceed the annual turnover limit in a single month.

45 From 21 March 1990, the registration limit will become £25 400 a year.

46 A comprehensive system will provide relief from VAT on all bad debts more
than 2 years old which have been written off in the trader’s accounts.

47 From 1 May 1990, VAT relief for charities will be extended to all lifeboats and
related capital items, the sale or export of donated goods by certain charities’
trading companies, and preparatory work for certain types of advertising. Existing
relief for equipment used In medical work, bought with donated funds, will be
widened.

48 To give effect In the UK to the European Community 18th VAT Directive,
VAT at the standard rate will be charged on supplies of stores for foreign-going
private voyages and flights.

49 From Royal Assent VAT Incurred by companies in the provision of domestic
accommodation for directors will not be deductible as input tax.

50 From 1 April 1990, as a consequence of the introduction of a scheme of input
tax adjustment for computers, computer equipment, land and buildings, these assets
will no longer be liable to the self-supply charge which arises when a business Is
transferred as a going concern to a member of a partly exempt group.

51 The specific duty on cigarettes, cigars and hand-rolling tobacco will be

Increased by 10 per cent, equivalent to 9*6p on a packet of 20 cigarettes, 4-8p on a

packet of 5 small cigars and 29*6p on a 50 gram packet of hand-rolling tobacco
(inclusive of VAT).

52 The duty on pipe tobacco remains unchanged.

53 The duty on leaded and unleaded petrol will be increased by 10 per cent,
equivalent to a VAT Inclusive increase of 2-3p a litre (10*7p per gallon) for leaded

petrol and 2 Op a litre (9-3p per gallon) for unleaded petrol. The tax differential In
favour of unleaded petrol will rise to 3*4p a litre (15-6p per gallon).

54 The duty on derv will be increased by 10 per cent, equivalent to a VAT
Inclusive Increase of 2-Op per litre (9p per gallon).

55 The duty on typical beer will be increased by 7-7 per cent, equivalent to a VAT
Inclusive Increase of 1-Ip a pint.

56 The duties on wine and made wine will be increased by 7-7 per cent, equivalent
to a VAT Inclusive Increase of 7p on a 75cl bottle of still wine, lip on a 75cl bottle
of sparkling wine, lip on a 70cl bottle of sherry and 14p on a 75cl bottle of port.

57 The duty on spirits will rise by 10 per cent, equivalent to a VAT Inclusive
Increase of 54-4p on a 75cl bottle of spirits.

58 The duty on cider and perry will be increased by 7-7 per cent, equivalent to a
VAT Inclusive increase of 0-9p a pint.
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Vehicle excise duties

litre (0-4p per gallon). These Increases are exclusive of VAT. Gas oil and fuel ail

supplied to domestic users Is not liable to VAT; supplies to commercial users will,
from 1July 1990, be liable to VAT at the standard rate.

60 The rate of pool betting duty will be reduced from 421 per cent to 40 per cent
or an Initial period of 5 years providing the pools promoters and the Football Trust

gron/s™’ Improve safety and conditions at football

61 From 21 March 1990, the rates of duty on certain rigid lorries will be increased
to bring their total motoring taxation more into line with that of articulated

vehicles of similar gross weight. The number of duty rates for articulated vehicles
w i1 be reduced from 270 to 108.

62 From 1 October 1990, lorries under 3-5 tonnes will be brought within the
private and light goods class. Their VED will therefore fall from £130 to £100.

63 From 21 March 1990, a new taxation class will be created for passenger vehicles
tor disabled people which will be exempt from VED.

64 There will be no change In the duties on cars, light vans, motor cycles taxis
buses and coaches, three-wheelers and most lorries. The number of duty rates for

eq\%al haulage vehicles will be reduced from eight to one and for trailers from five
0 two.










5 Public expenditure

5.01 The Government’s expenditure plans for the next three years were
announced In the 1989 Autumn Statement (Cm 879) and set out In detall In

the 1990 public expenditure White Paper (Cm 1001—021). They are
summarised In table 5.1.

Changes since the 5.02 The plans set out in table 5.1 are presented on the new defmition ofthe
previous Budget planning total, first used in the 1989 Autumn Statement (see the annex to this
chapter). The planning total has been set at /~179-0 billion In 1990-91 and at
[7192-3 billion and /~203-4 billion in the following two years. Within the new
plans extra resources have been allocated to priority areas including health, roads
and transport, homelessness, less well-offfamihes and the disabled.

Table 5.1 Public expenditure?
billion

1988-89
Outturn

Central government’s own expenditure 116-3
of which:

Department of Social Security

Department of Health and OPCS

Ministry of Defence

Scotland

Wiales

Northern Ireland

Other departments

Central government support for local
authorities 36-4
of which:

Revenue/Rate Support Grant

Non-domestic rate payments

Current specific grants®

Capital grants

Credit approvals

Financing requirements for public
corporations

Privatisation proceeds
Reserve

Planning total 1455

Local authority self-fmanced expenditure™ #
Central government debt interestt
Other agjustments™*

General government expenditure

the new planning total basis (see the annex to this chapter).
Excludes allocationfiom the Reserve to meet higher payments of

estimated cost In

r average community charge ofaround

similarfgure has been addedfor later years. This will he
charged to the Reserve.

Local authority self-fnamed expenditure is the difference between total
local authority expenditure and central government support to local
authorities. Total local authority expenditure is estimated at

1989-90

Estimated

outturn

1270

360

162-3

1990-91
Plans

137-8

52-0
22-1
21-2
4-4
2-1
o~/
30-2

41-8

131
12-1
11-5
1-3
3-8

14
-5-0
30
179-0

1991-92
Plans

145-3

56-2
23-4
22-4
4-7
2-2
6-0
30-

43-7

25-9
12-4

1-3
4-0

2-3
-5-0
o0
192-3

1992-93
Plans

152-3

5Q-5
24%5
23-4
4-9
2-3
6-3
31-5

44-8

26-1

12-8
1-3
4-0

2-3
-5-0
9;0

203-4

£46-6 billionand £51 8 billion respectively in 1988-89 and 1989-90 For

Isprojected at £55-8 billion. £58” billion and

£00] billion. The calculation of local authority self-financed expenditure

higher estimates ofcentral government support in

1990-91 to 1992-93 refecting higher payments ofcommunity charoe
benefit. '

1991-92 and 1992-93figures rounded to nearest £ \ billion.
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Public spending trends

5.03 The projections of general government expenditure in table 5.1 take
account of the latest information on local authority budgets for 199091
Total local authority spending next year Is now expected to be

X;55-8 billion, compared with #53” billion in the White Paper; the levels
for the following two years have been projected forward using similar
assumptions about real growth as made In the White Paper. The calculation
of self-financed expenditure allows for higher payments of community
charge benefit than provided for in the plans; these increases will be charged

to the Reserve and will not add to planning totals. Debt Interest projections

have also been Increased since the White Paper, to reflect the latest fiscal
projections.

5.04 General government expenditure (excluding privatisation proceeds) fell
as a proportion of GDP from 46| per cent in 1982-83 to 38J per cent In
1988-89. Table 5.2 shows the projected path of real GGE and the GGE ratio
up to 199293, taking account of the new assumptions about money GDP
shown In chapter 2. The ratio In the current year Is likely to be 39 per cent,

| per cent higher than the estimate shown In the 1990 White Paper,
reflecting higher expenditure and higher money GDP.

5.05 As explained in chapter 3, comparisons with later years are distorted by
the statistical effect of the abolition of domestic rates on money GDP. This
raises the GGE ratio by | per cent in each year from 1990-91 onwards. Table
5.2 shows the ratios adjusted to remove this discontinuity. On an adjusted
basis, the ratio Is now expected to be 39 per cent next year and to decline to
38" per cent in 1992-93, the same as the ratios shown In the 1990 White
Paper. Chart 5.1 shows the GGE ratios between 1978-79 and 1992-93.

Table 5.2 General government expenditure

General government expenditure,
excluding privatisation proceeds:

cash
real terms’

per cent of GDP’

JT billion
19388-89 1989-90 1990-91 1991-92 1992-93
185-3 201-9 217-7 230 243
1853 1899 1957 198 202
(189-8) (192-3) (194) (198)
38| 39 30] 394 394
(38J) m )

*Thejigures in brackets usefiguresfor money GDP and the GDP deflator which adjustfor the distortion arisingfrom the abolition ofdomestic rates. This is

explained in the box on page 45.
ABase year 7988-89.
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Chart 5.1 General government expenditure

Budget conseguences

1989—90 outturn

5.06 There will be an increase In the amount of savings which claimants of
means-tested social security benefits are allowed to have before they lose all
entitlements. At present, the upper capital limit for income support and
family credit i1s M"6000; this will be increased to *8000. For housing benefit
and community charge benefit, the upper limit will be increased from

A8000 to ;("16000. The public expenditure cost of increasing the limits will

be around 120 million a year from 1990-91; this will be charged to the
Reserve and not add to planning totals.

5.07 The estimated outturn for 1989-90, which is still subject to some
uncertainty, IS billion on the new definition of the planning total.
However, plans for the current year were set on the old definition and on
this basis the latest estimate I1s #169-4 billion, about billion higher than
the estimated outturn in the 1990 White Paper. This difference is largely due

to higher expected capital expenditure by local authorities (£0-4 billion),
and Increases for nationalised industries {£0-3 Dbillion).
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5.08 The difference between the estimated outturn and the plans in the 1989
White Paper 1s £2-2 billion. A breakdown by department Is shown In
table 5.3, and by spending sector In table 5.4. The main changes are;—

central government: increases for defence spending from provision
earned forward from 1988-89 under the capital end-year flexibility
scheme (£0-5 billion), net contributions to the European Communities
mainly reflecting lower than expected receipts (£0-4 billion), finance for
the capital reconstruction of Shorts Brothers prior to privatisatior
(0-3 billion), health spending arising mainly from pay settlements for
NHS Review Body groups {£0-2 billion), higher activity by Housing
Assoclations and higher housing subsidies (*0-2 billion) are partly offset by
lower spending on social security (~0-6 billion) mainly the result of lower

unemployment, employment and training programmes (*0-3 billion) and
on agricultural market support by IBAP {"*0-2 billion);

local authorities, an overspend of £14 billion on planned current
spending and a net overspend of £2-0 billion on capital expenditure,

reflecting higher gross spending of £21 billion, partly offset by higher
receipts of X"OT billion;

nationalised industries and other public corporations; increases for
British Coal reflecting lower sales to the CEGB and further restructuring

(/;0-8 billion); and for British Rail asaresult of increased investment ahead of
the opening ofthe channel tunnel {£0-2 hillion), partly offset by a lower
expected outturn for the electricity industries in England and Wales arising
mainly from a revised assessment of their tax liability (*0-4 billion);

privatisation proceeds; a shortfall in privatisation proceeds
(/CO8 billion) as a result of the government’s subscription prior to
privatisation for new shares In the ten water companies of England and

Wales and reflecting the actual sale price achieved for industries and other
bodies privatised during the year.
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Table 5.3 Comparison of plans and estimated outturn for 1989-90, by

Table 5.4

department

Department

Department of Social Security

Department of Health and OPCS

Ministry of Defence

Department of Education and Science

Home Office (including Charity
Commission)

DOE—Housing and other environmental
Services

Department of Transport

Scotland

Wales

Northern Ireland

Other departments

Privatisation proceeds

Reserve

Planning total (on old definition)

General government debt interest
Other adjustments

General government expenditure

A billion
Plans Estimated Outturn
outturn MINUS
plans

51*0 50-0 -1-0
23-2 23-7 + 05
20-1 20-6 + 05
19-6 20-3 + 0-8
6-9 7-1 + 0-2
6-1 3-2 + 2-1
5-4 5-8 + 05
0-0 0-3 4-0-3

3-8 3-8
55 5-8 + 0-3
18*1 18*8 -HO-7
-5-0 -4-2 + 0-8
35 -3-5
167*1 169*4 -H2-3
17-1 18-5 4-1-4
10-1 0-8 -0-3
194*3 197*7 -H3*4

"Plansfrom the Government's Expenditure Plans 1989-90 to 1991-92 (Cm 621), on the old planning total basis
adjustedfor minor classification changes, but with current departmental groupings.

Comparison of plans and estimated outturn for 1989-90, by spending

sector

Spending sector

Central government”

Local authorities®

of which:

current expenditure
capital expenditure

Public corporations

Privatisation proceeds

Reserve

Planning total (on old definition)

A billion
Plans™ Estimated Outturn
outturn MINuS
plans
123-7 124-8 + M
44-0 47-2 + 3-2
41-4 42-5 + M
2-60 4-6 + 2-0
0-8 1-6 + 0-8
-5-0 -4-2 + 0-8
35 -3-5
167*1 169*4

'Plansfrom The Gooernmenfs Expenditure Plans 1989-90 to 1991-92 (Cm 621), on the old plannina total

basis, adjustedfor minor classification changes.

Excludesfinancefor nationalised industries and other public corporations.

69
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Planning total by 59 The plans for 1990-91, set out in the public expenditure White Paper

spending Sector  have now been translated where appropriate into detailed control totals tn

Supply Estimates. About thrccquartcrs of the new planning total will be
voted by Parliament, compared with only about 50 per cent on the old
definition. Voted expenditure covers the spending of government
departments for their own activities, their funding of other bodies such as
t e National Health Service and most of central government’s support for

local authorities. Most of the rest consists of Social Security expenditure pald
out of the National Insurance Fund.

5.10 Table 5.5 shows voted and other expenditure by spending sector for
the last two years and the plans given In the 1990 public expenditure White

Paper for future years.

Table 55  The planning total': voted and other expenditure by spending sector

billion
1988-89
Outturn
Central government’s own expenditure 116-3
of which:
voted In Estimates
other
Central government support for local 36-4
authorities®
of which:
voted In Estimates
other
Financing requirements for nationalised -0-4
Industries
of which:
voted In Estimates
other
Financing requirements for other public
corporations
of which:
voted In Estimates
other
Privatisation proceeds _7-1
Reserve
Planning total 145*5

' On the new planning total basis (see the annex to this chapter).

1939-90 1990-91 1991-92 1992-93
Estimated Plans Plans Plans
outturn
1270 137-8 145-3 152-3
88-3 05-6 100-2 104-8
36-7 42-2 45-1 47-5
38-0 41-8 43-7 44-8
1-5
09
-4-2 -5-0 -5-0 -5-0
162-3 1790 192-3 203-4

ThefiguresJottheforward years exclude any allocationfrom the Reserve to community charge benefitgrant: seefootnote 2 to table 5.1. The proxiesfor non-
domestic rate payments in England and Wales in 1988—89 and 1989—90 (92 billion and  10-0 billion) are treated as ifthey had been voted in Estimates, to
match their treatmentfrom 1990-91. For 1991-92 and 1992—93 plans have been setfor the total ofrevenue supportgrant and non-domestic rate payments
combined. In England and Wales all paymentsfrom the non-domestic rates pool will be votedfrom next year but in Scotland local authorities will continue to

receive business rates directfrom business rate payers.
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Supply Estimates

5.11. The total Estimates provision for 1990-91 for which the

Government Is seeking Parliamentary approval i1s shown in table 5.6. The
main Estimates are published In a series of booklets on 20 March 1990 with a
Summary and Guide (Cm 980) which summarises the Estimates and explains

how they relate to the planning total. It also describes the Supply procedure.

5.12. Ofthe £438'! billion included In the Supply Estimates,
/;136-6 billion I1s within the planning total. The remaining 2T billion
mostly comprises transfers between public sector bodies which do not score

In the planning total. Just under 65 per cent of the money voted In Estimates
IS subject to cash limits.

Table 5.6 Supply expenditure'-?

£ Dbillion
1988-89 1989-90 1990-91
Expected outturn Final Expected Provision
In 1989 Budget outturn outturn

Main Supply Estimates 108-3 108-3 116-5 138-7

Supplementaries and net underspending 2-4 2-2 6-3

Total Supply expenditure 110-7 110-5 122-8

' This table reflects the actual coverage ofthe Supply Estimates irt each year. Thus proxiesfor non-domestic rates in England and Wales are not included in the
figuresfor 1988-89 and 1989-90. The main Supply Estimatesfor 1990-91 include non-domestic rate payments in England and Wales.

A The estimated outturnfor 1989—90 includes
Royal Assent before 31 March 1990.

billionfor payments to British Coal. This payment is conditional on the 1989 Coal Industry Bill receiving



ANnnex

The new planning total

Effect on tables in this
report

chapter

5A:1 The plans for public expenditure set out In chapter 5 are presented on the
basis of the new definition of the planning total, announced inJuly 1988 (Cm 441)

The 1989 Autumn Statement presented plans on this basis for the first time The
change In the definition of the planning total does not affect the Government’s

overall objectives for public expenditure which, as before, are expressed In terms of
general government expenditure, excluding privatisation proceeds.

5A.2 The change In the definition of the planning total was made at the same time
as the reform of local government finance in England and Wales, effective from

1 April 1990. A full description of the relationship between the old and new
definitions of the planning total, the new local government finance arrangements,
and a number of classification changes made to bring closer alignment with the
treatment In the national accounts, was given in chapter 21 of the 1990 public
expenditure White Paper (Cm 1021).

5A.3 The introduction of the new definition of the planning total affects the
presentation of a number of comparisons In this document. This applies to table 1.2,
In particular, which shows plans for 1990-91 on the new basis compared with
estimated outturn and the plans for 1989-90 given In last year’s Budget. No plans
were Included In the last Budget for central government support for local
authorities and the Reserve was set on the basis of the old planning total.
Conseguently, comparisons with Budget plans are not possible for these two items
or for the planning total, local authority self-financed expenditure and the
accounting adjustment. Table 1.2 includes in the 1989 Budget column a balancing
entry of other items not included In the table (;"55-7 billion). This comprises:
local authority expenditure billion), the Reserve set under the old planning
total (;£3-5 billion) and other accounting adjustments (*8-2 billion).

5A.4 Tables 5.1 and 5.5 provide analyses of outturn and plans on the new
definition. These tables include proxies for non-domestic rate payments and credit
approvals for 1988-89 and 1989-90. Comparisons with the plans for 1989-90
shown In the 1989 public expenditure White Paper and the 1989 Budget are given
on the old definition In tables 5.3 and 5.4. Table 5.6 presents total Supply

expenditure as voted by Parliament.






6 The public sector’s finances

6.01 This chapter brings together revenue (discussed In chapter 4) and spending
(chapter 5) and provides an analysis and forecast ofthe public sector’s overall
financial position in 1989-90 and 1990-91. It begins with the latest forecasts for
the public sector debt repayment (PSDR) in 1989-90 and 1990-91 and for the
assoclated stock ofdebt outstanding. It then explains why the latest forecast for
1989-90 differs from those In the last Budget and Autumn Statement. The
remaining sections analyse in more detail:

general government receipts and expenditure;

the behaviour of individual sectors: central government, local authorities
and public corporations; and

revenue and expenditure by economic category.

Public sector debt repayment and the stock of debt

PSDR  6.02 The outturn for the PSDR in 1989-90 is still uncertain. The latest
forecast Is for a PSDR of about A7 billion, per cent of GDP, making this
the third successive year of debt repayment.

Table 6.1 Public sector debt repayment

1988-89 1989-90 1990-91
Outturn 1989 |_atest Forecast
Budeet estimate
Public sector debt repayment
billion 71 6-9
per cent of GDP H !
PSDR excluding privatisation proceeds
billion 2.9 19
per cent of GDP i 1

6.03 Growth In overall demand and output slowed sharply in 1989—90. But
the fall in the PSDR s largely due to three factors unconnected with the
economic cycle—lower privatisation proceeds, higher personal pension
rebates, and a sharp rise in local authority capital spending.

6.04 These three downward influences on the PSDR are expected to be
partially reversed in 1990-91. But economic growth Is expected to slow further,
reducing the PSDR. Taking account ofaUthese factors the PSDR for 1990-91

Is forecast to remain at about * 7 billion, equivalent to |1 per cent of GDP.

Public sector debt 6.05 With large public sector surpluses in recent years, the net stock of public
sector debt has fallen sharply, both in absolute terms and relative to GDP. At

the start of the current financial year it was £,\SS billion, or 32 per cent of
money GDP, compared with 46 per cent at the start of 1985-86. It Is forecast
to fall to X*152 billion, 28 per cent of GDP, at the end of 1989-90.
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6.06 National Debt as a share of GDP has now fallen back close to the levels
prevailing before the First World War. In contrast to some earlier periods,
the fall In debt as a share of GDP In the 1980s has owed little to the erosion
by Inflation of the real value of the outstanding stock of debt, but has largely

been the result of prudent fiscal policy. The box on page 76 explains the
various concepts of government debt.

Changes since last Budget and Autumn Statement

6.0/ The PSDR In 1989-90 is now forecast to be £6” billion lower than
forecast In last year’s Budget and 5 Dbillion lower than forecast in the
Autumn Statement. As table 6.2 shows, the downward revisions are the
result of both lower receipts and higher expenditure.

Table 6.2 Changes since 1989 Budget and Autumn Statement”®

billion
Changes since 1989 Changes since
Budget Autumn Statement
| 1988-89 1989-90 1989-90
Recelpts
Inland Revenue and Customs and EXxcise receipts
National insurance contributions
Other recelpts
Total receipts
_ -3-5
Expenditure
Privatisation proceeds +0-8
Other general government '8
Public corporations” market and overseas finance + 03
Total expenditure 37
PSDR ' e
+ 0*6 -5-5

+ higher receipts, higher expenditure, or higher debt repayment;
lower receipts, lower expenditure, or lower debt repayment.
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Measures of government debt

The best measure of government debt is net public sector debt. It

measures the public sector’s net financial liabilities to the private *
sector and abroad and is directly related to the PSDR. Data on net
public sector debt are available for the period from 1975.

The fall in net public sector debt In any period may, however, be
more or less than the PSDR, for a number of reasons. For example,
the sterling value of the existing stock of debt Is affected by changes
In the exchange rate because some assets and liabilities are
denominated In foreign currencies. Another important discrepancy
arises because the debt figures include the uplift on index-linked

government stocks as It accrues, while the PSDR figures only
Include It when the stock Is redeemed.

Gross public sector debt is also a useful measure. It consists of the
public sector’s total financial liabilities, before netting off its short
term financial assets to arrive at net public sector debt.

Another measure of debt Is the National Debt, for which data are
available as far back as 1855. The National Debt Is analogous to gross
public sector debt In that it measures gross liabilities before netting
off financial assets. But it has certain drawbacks as a measure of
government debt:

It does not cover the whole of the public sector Ie, It excludes the
liabilities of local authorities and public corporations;

It excludes certain central government liabilities such as the money
owed to National Savings Bank depositors.

It includes certain liabilities held within central government itself
and by other parts of the public sector; such liabilities are not
Included In net or gross public sector debt because they represent
debt owed by one part of the public sector to another.

6.08 Inland Revenue and Customs and EXxcise receipts are only a little lower
than forecast In last year’s Budget, but as table 1.2 shows there have been
some large variations in the components. Higher income tax receipts
reflecting higher wages and salaries—are more than offset by lower than
forecast receipts of other taxes, particularly corporation tax. The downward
revision to Inland Revenue and Customs and Excise receipts since the
Autumn Statement mainly reflects corporation tax, but VAT and other
Customs and EXxcise receipts are also lower than expected in the autumn.

6.09 Corporation tax receipts again rose strongly in 1989-90, by 15" per cent,
but not by as much as the 22 per cent forecast in the last Budget. Within the
total, advance corporation tax (ACT) receipts were higher than forecast,
reflecting high dividend payments in 1989, but mainstream corporation tax
recelpts rose less than expected. The latter is likely to be mainly the result of
lower profits growth and higher investment growth in 1988 than shown by

earlier estimates.
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Recelpts

6.10 National Iinsurance contributions are expected to be billion lower
than forecast In the 1989 Budget. This shortfall is more than accounted for

by higher personal pension rebates of billion. Gross contributions are
higher than forecast reflecting higher wages and salaries.

6.11 Privatisation proceeds are expected to be billion lower than
assumed iIn the last Budget, increasing general government expenditure
(GGE). GGE excluding privatisation proceeds is £2” billion higher than
projected In the last Budget and billion higher than In the Autumn
Statement, largely as a result of higher spending by local authorities and
higher debt interest.

Public sector finances: receipts and expenditure

6.12 Table 1.2 gives the latest estimates for 1989—90, and forecasts for

1990-91, of general government receipts and expenditure, and their
components.

6.13 General government receipts are estimated to have risen by 7” per cent
In 1989-90, about 1 per cent below the growth of money GDP. They are
forecast to Increase by 7” per cent in 1990-91, similar to the forecast growth
of money GDP (after adjusting for the effect of the abolition of domestic
rates). The forecast takes Iinto account two factors tending to reduce receipts
In 199091, namely the introduction of independent taxation and the full
year effect of last year’s reform of national insurance contributions.

6.14 Within the total for 1990-91, income tax receipts are forecast to rise

relatively quickly whilst corporation tax receipts are forecast to fall. More
specifically, there Is:

a 13 per cent Increase in Income tax receipts;

a 3™ per cent fall in receipts of corporation tax (including ACT and North
Sea corporation tax);

an 8" per cent increase In VAT recelpts;

a 9 per cent increase In receipts from excise duties on petrol, tobacco and
alcohol;

a 7 per cent increase In receipts of non-domestic rates;

a 17 per cent increase In community charge receipts net of rebates

(compared with the level of domestic rates and community charge in
1989-90); the Increase gross of rebates Is 27 per cent;

an 8 per cent increase In national insurance contributions (net of personal

pension rebates, which are projected to be £2 billion in 1990-91
compared with £2” billion in 1989-90).
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Table 6.3

North Sea corporation tax®
Petroleum revenue tax-
Oll royalties

Total North Sea revenues

'Before A C T set offof:
Includes advance petroleum revenue lax

Taxes as a share of GDP

.15 Forecasts of corporation tax arc always subject to wide margins of
error. But there Is added uncertainty at present because of the particular
uncertainty surrounding the national accounts estimates of profits and

a smaller increase in company incomes, net of short-term interest
payments, in 1989 than in previous years;

high levels of investment In recent years, raising capital allowances;

a forecast slowdown iIn the growth of dividends in 1990, Ieading to slower
growth of ACT;

tax relief on banks’ sovereign debt provisions In their 1989 accounts;

building societies as a result of the
87 Budget change which standardised the period between the end ofa
company’s accounting year and the due date for tax.

6.16 North Sea revenues arc estimated to have fallen by billion In

1989-90, mainly reflecting lower corporation tax following falls in sterling
oll prices and production in 1988. North Sea revenues are estimated to
account for 1 per cent of total general government receipts in 1989-90
compared with over 8 per cent in 1984—85 when they were at their peak An
Increase In revenues Is forecast for 1990-91. This assumes that North Sea oil
prices will remain close to recent levels and that oil production will recover
In 1990, as implied by the Department of Energy’s new Brown Book ranges.

North Sea revenues

billion
1988-89 1989-90 1990-91
Qutturn |_atest Forecast
estimate
0-7 OS 04 05

6.17 Table 6.4 and chart 6.2 show taxes and national insurance contributions
(NICs) as a per cent of GDP. The total percentage has fallen steadily since
1984—85, but initially much of this fall was due to falling North Sea
revenues. The non-North Sea percentage changed very little between
198485 and 198/—88, but has fallen since then.
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Table 6.4 Taxes and national insurance contributions as a percent of GDP
1984-85 1985-86 1986-87 1987-88 1988-89 1989-90  1990-91

|_atest Forecast™
estimate”
Total taxes and NICs as a share _
of total GDP 39 3SI 38 38 371 36J(36J) 37(37)
Non-North Sea taxes and NICs
as a share of non-North Sea GDP 37] 37 37) 37 36J(36J) 37J(37)

'Includes the community charge with taxesin 1989-90and 1990-91.
-F1i*ures in brackets adjustfor the distortion to money G D P arisingfrom the abolition ofdomestic rates. This is explained in the box on page 45.

6.18 Total and non-North Sea taxes and NICs are forecast to rise
marginally in 1990-91 as percentages of GDP, after adjusting for the
distortion to money GDP arising from the abolition of domestic rates (see
box on page 45). It should be noted, however, that If the effect on money

GDP of the abolition of domestic rates iIs included, the total and non-North
Sea percentages both Increase rather more.

Chart 6.2 Taxes and national insurance contributions

Expenditure 619 GGE excluding privatisation proceeds is now estimated to have grown

by 9 per cent In 1989-90, a little faster than the growth of money GDP. The
ratio of GGE excluding privatisation proceeds to GDP Is thus estimated to
have risen slightly from the 1988-89 figure, to a level nearly 8 percentage
points below the level of seven years ago. GGE excluding privatisation
proceeds Is projected to rise by nearly 8 per cent in 1990-91, similar to the

growth of money GDP (after adjusting for the distortion from the abolition
of domestic rates).
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6.20 Within GGE, general government interest payments rose in 198W90 In
cash terms, with the effect ofa reduced stock of debt more than offset by higher
Interest rates and Inflation (which raises the cost ofservicing indexed debt)
Relative to GDP, however, they continued the decline begun in 1986-87 With

the outstanding stock ofdebt continumg to fall, a fall in interest payments Is
forecast for 1990-91, both absolutely and relative to GDP.

Chart 6.3 General government debt interest payments
Per cent of GDP

Gross debt interest

Net debt interest

1978-79 1979-80 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 198/7-88 1988-89 1989-90 1990-91
Estimate Forecast

Public sector’s finances: analysis by sector

6.21 Table 6.5 shows net debt repayment in 1988-89 and 1989-90 by central
government, local authorities and public corporations. Although provisional
outturns for the first eleven months of 1989—90 are now available, there Is
still a wide margin of error around the estimates for the year as a whole,
particularly for local authorities.

6.22 The sectoral positions in 1989-90 arc affected by substantial, PSDR-
neutral, transfers between central government and the other two sectors.
First, there was a capital grant of £0 9 billion from central government to
Scottish local authorities for the capitalisation of housing loans. The grants
were used to repay borrowing from central government. As a result the
central government debt repayment on own account was reduced, and the
local authority debt repayment increased, leaving the PSDR unchanged.
Second, allowance has been made for a grant of £3-5 billion to British Coal
In March 1990, which will similarly be used to repay borrowing from
central government. This will reduce the central government own account
repayment and increase the public corporations debt repayment.
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Table 6.5 Public sector debt repayment

1 Central government debt repayment on own account

2 Local authority debt repayment

of which to: central government

market and overseas

Public corporations’ debt repayment
of which to: central government

~NO Ol b~ Ww

market and overseas
8 Public sector debt repayment

Central government debt repayment

(lines 1+3 + 6)

Chart 6.4

£ billion
1988-89 1989-90
Outturn | atest estimate
12-9 4*8
-0*4 -1*9
-4-9 -2-7
4-6 0’8
2-0 4*2
-1-0 2-8
3-0 1-4
14*5 *1
7-0 4-9

6.23 Excluding the effects of these grants to get a better picture of
underlying trends, net debt repayment by all three sectors was lower In
198990 than In 1988-89— by billion for central government, by
billion for local authorities and by £1# billion for public corporations.
In the case of central government this reduction is more than accounted for
by lower privatisation proceeds and higher personal pension rebates. Lower
local authority net debt repayment largely reflects a large increase In their

capital spending. Lower net repayment by public corporations reflects a
number of factors, including British Coal restructuring costs, increased

Investment, lower profit growth from the slowdown in the economy and
the exclusion of BSC debt repayment following its privatisation.

Public sector debt repayment by sector

£ biUion 15

0 Public corporations

Central government own account

-10

L_ocal authorities

1985-86

Repayment

Borrowing

1986-87 1987-88 1988-89 1989-90

L_atest estimate
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Treatment of the community charge and national
non-domestic rates in the public sector accounts

Local authority rates, both domestic and non-domestic, are currently
treated as a local authority tax on expenditure In the national and
public sector accounts.

The community charge docs not fall satisfactorily within the
current system of classification of taxes in the national accounts. It IS
not a tax on expenditure; nor Is it a tax on income or capital. The
Central Statistical Office (CSO) has therefore decided that 1t should
appear as a separate category. This Is the treatment adopted In tables
1.2 and 6.9. The community charge Is, however, included with the

figures for taxes and national insurance contributions as a percent of
GDP In tables 2.5 and 6.4 and chart 6.2.

Receipts of community charge, like receipts of domestic rates, are
Included in the national accounts net of rebates, ie community charge
benefit and transitional relief. These rebates are funded by central
government grant and are included In current grants from central
government to local authorities In tables 6.6, 6.7, and 6.9.

Non-domestic rates (national non-domestic rates in England and
Wales and non-domestic rates in Scotland) will continue to be
treated as a tax on expenditure. But the CSO has decided that it will
no longer be appropriate to show them as local authority tax
receipts, and that from 1 April 1990 all non-domestic rates should be
treated as central government tax receipts. In the national accounts,
local authorities will receive the proceeds of non-domestic rates In
the form ofa current grant from central government (for Scotland
the grant Is notional because the rate income Is collected and retained
by the authorities themselves). In table 6.7 however non-domestic
rates are shown separately and not included In current grants, so that
mo_\I/ements In non-domestic rates between years can be seen more
easily.

As a result of this re-classification, central government tax receipts
and current grants to local authorities are shown as rising by
unusually large amounts in 1990-91 (see table 6.6).

A fuller description of all these changes Is given In the August 1989
Issue of Economic Trends.
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Central government

Table 6.6

L_ocal authorities

6.24 Tables 6.6 to 6.8 summarise the estimated outturns and forecasts for
receipts and expenditure in 1989-90 and 1990-91 for each of the three
sectors. (More detall Is given in tabic 6.9.) Central government expenditure
In table 6.6 Includes grants and subsidies to local authorities and public
corporations, which are included in the receipts of these sectors shown iIn
tables 6.7 and 6.8. The forecast for 1990-91 assumes that £0-1 billion of the
Reserve Is allocated to community charge benefit grant. The forecast of the
PSDR assumes that the Reserve Is fully spent.

6.25 The unusually large forecast rise In central government tax receipts and
expenditure on current grants to local authorities in 1990-91 reflects the
Introduction of national non-domestic rates (sec box on page 82). Current
expenditure on goods and services Is forecast to rise by 8 per cent in 1990-91,
a similar increase to 1989-90. Within capital expenditure, gross domestic fixed
capital formation Is forecast to rise strongly in both 1989-90 and 1990-91, by
37 per cent and 19 per cent respectively. The movements In cash expenditure
on company securities reflect changes in privatisation proceeds.

Central government transactions
£ billion

1988-89 1989-90 1990-91
Qutturn |_atest Forecast’

estimate
Recelpts
Taxes and royalties

National insurance and other contributions
Other

Total receipts 169-7 181-2 206-3

Expenditure

Current expenditure on goods and services
Current and capital grants to LAs and PCs
Other current grants, and subsidies

Interest

Capital expenditure” and net lending”
Cash expenditure on company securities

Total expenditure 156-8 176-5 197-3

Consolidated Fund revenues 133-6 145-9 163-9

AExcluding any allocationfrom the Reserve, except in respect of community charge benefitgrant: seefootnote 3 to
table 6.7. '

MGross domesticfixed capitalformation, capital grants to private sector and stocks.
Excluding lending to local authorities and public corporations.

6.26 Local authority receipts of non-domestic rates are projected to increase by
In 1990-91. Community charge receipts, gross of rebates (community
charge benefit and transitional relief), are forecast to be 27 per cent higher than
gross of domestic rates in England and Wales and community charge in
Scotland in 1989-90. Net ofrebates the forecast increase Is 17 per cent.
The forecast of community charge receipts assumes an average community
charge In Great Britain ofaround /;350 and makes some small allowance (or
non-collection as authorities themselves have in setting the charges.
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Table 6.7

Public corporations

6.27 The increase in current expenditure on goods and services in 1989-90 Is
lower than it would otherwise have been because ofthe transfer of polytechnics
from the local authority to the private sector from 1 April 1989. It Is forecast to
rise by 10 per cent in 1990-91; again this increase Is lower than it would
otherwise have been because of functional changes. Capital expenditure Is
estimated to have risen strongly in 1989-90 as authorities attempted to get in
spending ahead of the introduction in 1990-91 ofthe new capital finance
regime. Capital spending is forecast to fall back once the new regime is in place.

ocal authority transactions

A billion
1988-89 1989-90 1990-91
Outturn |_atest Forecast
estimate

Receipts

Domestic rates and community charge’

Non-domestic rates

Current grants from central government

Capital grants from central government

Other

Total receipts 49-1 53*6

Expenditure

Current expenditure on goods and services

Current grants and subsidies

Interest

Capital expenditure and net lending

Total expenditure” 49*5 55*5 59*6

(46-6) (51-8) (55-8)

'Net ofrate rebates, community charge benefit and transitional relief.
NExcluding NN D R payments in 1990-91.

N Thefigurefor community charge benefitgrant in 1990-91 (included within currentgrantsfrom centralgovernment)
IS consistent with the latest estimates ofthe average community charge, and higher than provisionfor community
charge benefitgrant in the public expenditure plans published in Cm 1021. The extra cost will be a charge on the
Reserve. Thefiguresfor local authority expenditure in 1990-91 take account ofthe latest information on local

authority budgets. Seefootnotes 2 and 3 to table 5.1.
The expenditurefigures in this table are on a national accounts basis; thefigures in brackets are equivalentfigures
on the public expenditure measurement basis used in chapter 5.

6.28 Trends In public corporations’ finances are difficult to discern because of
changes In coverage of the sector associated with privatisations. During the
period covered by table 6.8 British Steel was excluded from the figures from
December 1988 and the ten regional water authorities from December 1989.
The forecast for 1990-91 assumes that the electricity distribution and
generating companies in England and Wales will be privatised during the
course of the year. Excluding the effect of the privatisations, gross trading
surpluses arc forecast to fall only a little in 1989-90 and to increase in 1990-91.
Capital expenditure Is estimated to have risen strongly in 1989-90, after
adjusting for the effects of privatisation. And although tabic 6.8 shows a fall In
1990-91, capital expenditure by those industries remaining In the public sector

IS forecast to rise.



6 The public sector’s finances

Table 6.8 Public corporations’ transactions

billion
1988-89 1989-90 1990-91
Outturn |_atest Forecast”
estimate
Recelpts
Gross trading surplus (including subsidies) -4 6-2 4-9
Capital grants from central government 0-7 4-6 1-5
Other 2-3 2-1 2-2
Total receipts 10*4 12-8 8-6
Expenditure
Interest, dividends and taxes on Income 31 3-2 2-1
Net lending and capital expenditure 54 54 4-9
Total expenditure 85 8-6 70
Public corporations' contribution to planning total:
nationalised industries 0-4 0-7 05
other public corporations 0-3 0-8 0-8

Excluding any allocationfrom the Reserve

Public sector’s finances: analysis by economic category

6.29 The full analysis of receipts and expenditure by economic category Is
shown In table 6.9, with a breakdown between central government, local
authorities and public corporations. This analysis, which distinguishes
between current and capital transactions (and within the latter between
physical and financial investment), shows the derivation of the public sector
financial surplus. The financial surplus, unlike the PSDR, Is not wholly a
measure of cash transactions because certain items above line 26 in table 6.9,
for example some taxes included in lines 1 and 2, are measured on an
accruals basis. An accruals adjustment Is accordingly made in line 30.

6.30 The Reserve Is assumed to be spent on transactions that fall above the
financial surplus line. In practice allocations from the Reserve can also affect
financial transactions (lines 27 to 31).
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Table 6.9 Public sector transactions by sub-sector and economic category

Current and capital receipts
Taxes on income, and olil royalties

Taxes on expenditure

Taxes on capital

National insurance and other contributions
Community charge

Gross trading surplus

Rent and miscellaneous current transfers

Interest and dividends from private sector and abroad
Interest and dividends within public sector

Imputed charge for non-trading capital consumption
Capital transfers from private sector

Total receipts

Current and capital expenditure
Current expenditure on goods and services

Subsidies
Current grants to personal sector
Current grants paid abroad
Current grants within public sector
Debt interest

Gross domestic fixed capital formation
Increase In stocks

Capital grants to private sector
Capital grants within public sector
Total expenditure

Reserve
Adjustment for community charge benefit

~Inancial surplus

~inancial transactions
Net lending to private sector and abroad

Cash expenditure on company securities
(including privatisation proceeds)

Transactions concerning certain public sector
lension schemes

Accruals adjustments
Miscellaneous financial transactions
Debt repayment

Line?

11
22

24
25

26

27

28

31
32

A billion

1789-90 Latest estimate
General government

Central
govern-
ment

70-3
oM

14

180-8

61-3

53-0

-0-3

180-3

0-6

04
- 0-8

Local Total
authori-
ties
20-1
23-4 204-3
38-9
584
185
-0-3
24-1 204-4
- 0-7 -01
-01 05
-4-3

' Financial surplus (line 26) — receipts (line 12) — expenditure (line 23) — Reserve (line 24) —adjustment (line 25).

Debt repayment (line 32) = financial surplus (line 26) —financial transactions (lines 27 to 31).

Public

corpora-

tions

0-2

0-5

- 0-2

Public
sector

5-8

31

209-6

100-2

190
14-7
- 01

205-5

-4-3

0-1

/-1



6 The public sector’s finances

i™ billion
1990-91 Forecast
General government Public Public
corpora sector
tions
Central Local Total
/ govern- a_uthori
Line ment ties
Current and capital receipts
1 157 157 /54 Taxes on income, and oil royalties
77-2 01 77-3 77-3 Taxes on expenditure
Taxes on capital
359 35-9 35-9  National insurance and other contributions
11-2 11-2 11-2 Community charge
- 0-6 Gross trading surplus
3-6 Rent and miscellaneous current transfers
8 5-2 0-7 5-9 Interest and dividends from private sector and abroad
5-8 -4-6 1-2 Interest and dividends within public sector
10 3-3 Imputed charge for non-trading capital consumption
n 0-4
12 205-5 13-6 219-1 224-3  Total receipts
Current and capital expenditure
11 42-8 109-0 109-0  Current expenditure on goods and services
1 Subsidies
11 579 6-4 64-2 64-2  Current grants to personal sector
11 +1 Current grants paid abroad
17 39-6 -39-6 Current grants within public sector
18 17-0 17-7 186  Debt interest
11 38 4-1 147  Gross domestic fixed capital formation
20 - 0-2 -0-2  Increase in stocks
IL 3-6  Capital grants to private sector
71 11 ~2-3 -1-5 Capital grants within public sector
?1 202-1 13-1 215-1 219-4  Total expenditure
24 Reserve
> 0-7  Adjustment for community charge benefit"
26 26 Financial surplus
71 Financial transactions
Net lending to private sector and abroad
- 5.0 £.0 Cash expenditure on company securities
(including privatisation proceeds)
24 11 o . Transactions concerning certain public sector
- *ension schemes
01:;- - 01 Accruals adjustments
. 0-6 Miscellaneous financial transactions

C85 3/90 3195551

Debt repayment












