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Table 1.1 The Budget measures!

yield(+ )/casc(—)

1 The Budget

/£, million
1989-90 1990-91
Changes from Changes from Changes from
a non-indexed an indexed an indexed
base base base
National insurance ’
employee contributions reformed and reduced —980 —980 —2800
Income tax
personal allowances and basic rate limit indexed —1465 — —
car benefit scales increased +160 +160 +200
Excise duties .
duty on unleaded petrol reduced, duty increased Th.e Me(.ilum Term
for 2 and 3 star petrol —40 —95 —170 Financial Strategy
vehicle excise duty for taxis, buses and some lorries
increased +40 +5 *
other duties unchanged — —1135 —1210
Value added tax
non-domestic construction etc +315 +315 +535
Life assurance tax regime reformed -20 —-20 +45
Corporation tax
small companies’ profits limits increased * * —35
Other tax changes —160 —125 —55 The economy
Pensioners’ earnings limit abolished?
Total —2150 —1875 - =349
! These measures, and the basis of the costings shown, are described in — = Nil.
detail in Chapter 4. * = Negligible.

2 Public expenditure cost of £, 190 million in 198990 and £ 375 million in

1990-91 will be met from the Reserve. See Chapter 5.

Not applicable.

Tax and national
insurance measures

Public expenditure

1.01 The objective of the Government’s economic policy is to defeat
inflation and to maintain a vigorous and enterprising economy, with
sustained growth of output and employment.

1.02 The Financial Statement and Budget Report (FSBR)) supplements the
Chancellor’s Budget Statement. It presents the Medium Term Financial
Strategy (MTES); describes developments in the economy over the past
year; provides forecasts to mid-1990; sets out the tax and national insurance
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 MTFES, which provides the framework for the
Government’s economic policy. The objectives of the MTFS and the central
role of monetary policy have remained unchanged throughout the 1980s, a
period of substantial economic progress. Monetary policy is designed to
reduce money GDP growth and thus inflation over the medium term, with
the ultimate objective of achieving stable prices; in this year’s MTES
money GDP growth falls to around 54 per cent over the next four years.
Monetary policy is buttressed by a sound fiscal policy, with a substantial
budget surplus in both 1988-89 and 1989-90; a gradual return to a balanced
budget is intended over the medium term, with both taxes and public
expenditure declining as a share of GDP. The MTEFS is complemented by
policies designed to improve the working of markets and the supply
performance of the economy.

1.04 Chapter 3 describes the main developments in the economy in 1988
and the prospect until mid-1990. The economy grew strongly again in 1988,
by 44 per cent, with the largest fall in unemployment since the war. GDP is
forecast to grow by a further 24 per cent in 1989, though growth through
the year will be lower than this. Inflation is forecast to be on a downward
trend in the second half of 1989.

1.05 Chapter 4 sets out the tax and national insurance proposals in the
Budget. They include reform and reduction of employee national insurance
contributions, indexation of the main income tax thresholds, improvements
to personal equity plans and employee share schemes, reform of the taxation
of life assurance, changes to the taxation of pensions and unit trusts, measures
to promote unleaded petrol, and abolition of the earnings rule for
pensioners. The measures are summarised in Table 1.1.

1.06 Chapter5 summarises the Government’s spending plans, as set out in
the public expenditure White Paper. This chapter also provides the latest
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1 The Budget 1 The Budget
Public sector finances 1.07 Chapter 6 presents the complete financial picture for the public sector. Table 1.2 The finances of the public sector!
The public sector debt repayment i§ fog:cast to be £ 14 billion in 1988-89. ‘A 7 billion 7 billion
further debt repayment of £ 14 billion is forecast for .1989790, the same as in 198889 1989-90 198889 1989-90
1988-89. The forecast tal.(es account of thfe measures in the deget which are 1988 Latest  Forecast 1988  Latest  Forecast
expected to reduce taxation and national insurance contributions by Budget? estimate Budget® estimate
£1-9billion, after adjusting for the net cost of indexing direct and indirect
tax rates and allowances. Table 1.2 shows the main components of general RECEIPTS EXPENDITURE
government receipts and expenditures. Inland Revenue:” Department
Income tax 421 43-8 469 Social security 48-5 47-4 51-0
Corporation tax® 19-8 18-4 224 Health 20-7 21-7 232
Petroleum revenue tax 1-2 1-3 1-4 Defence 192 19-0 20-1
Capital gains tax 20 2-4 21 Education and science 18-0 18-4 19-6
Inheritance tax 1-0 11 11 Home Office and legal departments -7-0 7-2 8-0
Stamp duties 2:0 2-3 2-4 Transport 51 4-8 54
Total Inland Revenue 68-0 69-3 763 Scotland 85 8-7 9-0
Customs and Excise: Wales 35 36 3-8
Value added tax 26-2 275 30-0 Northern Ireland 51 56 5-5
Petrol, derv duties etc. 8-4 87 88 Other departments 228 212 231
Tobacco duties 5-0 50 51 Privatisation proceeds -50 —-70 —50
Alcohol duties 4-5 46 4.7 Reserve 35 — 35
Betting and gaming duties 0-9 0-9 10 Public expenditure planning »
Car tax 13 14 14 total 1569 150-6 167-1
Customs duties 1-6 1-7 1-8
Agricultural levies 0-1 0-2 01
Total Customs and Excise 479 49-9 52-9
Vehicle excise duties 2-8 2-8 29
Oil royalties 0-6 0-6 0-6
Gas levy 04 04 04 General government gross
Local authority rates* 190 189 206 debt inteoont 8 175 183 171
Other taxes and royalties 2:4 2-7 33 Other adjustments 86 10-2 10-1
Total taxes and royalties 1412 1446 1569
National insurance and other
contributions 31-6 32-8 340
Interest and dividends 56 66 7-0
Gross trading surpluses and rent 35 30 33
- Other receipts 3-0 39 52
General government General government
receipts 1850 1909 206-4 expenditure 1830 1791 1943
Receipts, expenditure and debt repayment
£ billion
1988-89 198990
1988 Budget® Latest estimate Forecast
General government receipts 185-0 190-9 206-4
General government expenditure 183-0 179-1 194-3
General government debt repayment ; 20 11-8 121
Public corporations’ market and overseas debt repayment 12 21 1-7
Public sector debt repayment 32 13-9 13-8

" In this and other tables constituent items may not add up to totals because of rounding.
2On current definitions.
Vncludes advance corporation tax (net of repayments): 53 6-1 68
— also inchides North Sea corporation tax after ACT set off and corporation tax on gains.
4 In this and other tables community charge receipts in Scotland are included with local authority rates.




2 The Medium Term Financial
‘Strategy

Development of the MTFS

2.01 This is the tenth occasion on which the Government has set out its
Medium Term Financial Strategy (MTES).

2.02 Since its inception in 1980 the MTFS has i)rovided a nominal
framework within which the Government pursues its objective of bringing
down the rate of inflation. The MTEFS has been complemented by policies

designed to improve the working of markets and the supply performance of
~ the economy. The objectives of the MTFS and the central role of monetary .

policy in reducing inflation have remained unchanged throughout the 1980s;
but the precise form in which the nominal framework has been expressed
and the indicators used in the assessment of monetary conditions have
changed as the economy has itself evolved.

2.03 The original version of the MTFS specified the nominal framework in
terms of broad money—the aggregate known at the time as /M3 and now
simply as M3—which had shown a stable relationship with money GDP in
the second half of the 1970s. M3 initially had two roles: it was used to
describe the Government’s strategic objective for growth of nominal
magnitudes in the medium term; and to act as a target in the short term, and
thus as a guide to setting interest rates. However, following the abolition of
exchange controls and other measures of financial liberalisation the earlier
relationship between broad money and money GDP changed. It became
necessary to give more attention to money GDP itself and to take account of
other monetary indicators in setting interest rates.

2.04 The nominal framework has been expressed in essentially its present
form for the past six years. A medium term path for money GDP has been
shown in all versions of the MTFS since 1982. M0 was introduced as a target
aggregate in 1984, initially alongside M3, and since 1987 has been the only
monetary aggregate for which a target range is given. The importance of the
exchange rate in the assessment of monetary conditions was discussed in the
1982 MTFS, and restated regularly in subsequent versions.

2.05 Since the introduction of the MTES, objectives for fiscal policy have
been described in terms of the public sector borrowing requirement (which
has now become a public sector debt repayment). With the PSBR at almost
5 per cent of GDP in 197980, a major reduction in the deficit was an
essential component of the strategy in the early years of the MTFS. Since
then, the public finances have been transformed and are now in substantial
surplus; this has allowed the Government to move from a medium term
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Chart 2.1

Economic performance since 1980

2.06 As a result of sound financial policies coupled with supply side reforms,
substantial economic progress has been made during the 1980s. Inflation in
recent years has been brought back to levels not experienced since the 1960s.
The increase in the RPI excluding mortgage interest payments is likely to
have averaged about 5 per cent in 1988-89, compared with over 15 per cent
in the first year of the MTFS. The growth of GDP has averaged around

3 per cent a year since 1980-81, while productivity performance has
improved sharply compared both with the UK’s record in the second half of
the 1970s and with the performance of other industrial countries. Latest
figures put the workforce in employment almost 14 million above its
1980-81 level and at an all time high. Industrial profitability has recovered to
levels not seen for 20 years. The UK has acquired one of the largest stocks of
net overseas assets of any country.

Money GDP, output and inflation

Percentage changes on a year earlier

L L i i i | i 5

1979-80

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89

estimate

2.07 The early years of the MTFS saw a sharp decline in money GDP
growth. Output fell in the first year but started to recover in 1981; as output
accelerated money GDP growth settled down between about 7 and 94 per
cent a year. Since 1986, the growth of money GDP has risen somewhat,
with higher output growth matched by an upward movement in inflation.

~ 2.08 As in other industrial countries, recent growth of demand in the UK

has been much stronger than expected; here this has occurred in the face of
high real interest rates and a substantial tightening of fiscal policy. Privatc
sector investment has surged—growing by about 30 per cent over the past
two years. And several years of rising asset prices and increased consumer
borrowing have helped to stimulate household expenditure. The collapse of

stock market prices in October 1987 did not dampcn demand in the way
that had hane weridnler Aacreanacad




2 The Medium Term Financial Strategy

Objective for money GDP

2.09 The Government’s intention remains to bring down inflation further
over a period of years and ultimately to achieve price stability. To this end it
plans to reduce the rate of growth of money GDP over the medium term;
monetary policy will be directed to achieving this. Money GDP growth in
1988-89 is estimated to have overshot the path published in last year’s MTES
by 34 percentage points; but current prospects, discussed in Chapter 3, are
for a substantial slowdown in demand in 1989 and the first half of 1990, in
part the result of the tightening of policy during 1988. Money GDP growth
in 198990 is forecast to be just over 1 percentage point higher than
envisaged in last year’s MTFS.

2.10 It is the Government’s policy not to accommodate inflationary
impulses. To the extent that faster money GDP growth reflects supply side
improvements it is sensible to raise the money GDP objective to
accommodate the faster potential growth; but to the extent that faster
growth of money GDP reflects only higher demand with no supply side
improvement, the Government will take action designed to return to its
planned path for money GDP growth over the medium term.

2.11 As compared with last year the Government has revised its view of the
likely real growth rate over the medium term, taking account of a slower
projected decline in oil output. The medium term trend in output growth
consistent with declining inflation is now put at 23 per cent, compared with
2} per cent assumed last year; the medium term trend in non-oil output
growth consistent with declining inflation is put at 3 per cent.

Table 2.1 Money GDP growth, output and inflation’
1988-89 198990 1990-91 1991-92 1992-93
Money GDP 11 73 6 6 54
Real GDP: non-oil 41 23 2 3 3
 total 3} 24 2 23 23
Inflation: GDP deflator 7% 5} 4 3 2%

! Percentage changes on previous financial year. The figures for 1989-90
are forecasts; the figures for subsequent years show the Government’s
medium term objectives for money GDP and consistent assumptions for

output and inflation. The projections in the table make no allowance for
any effect of the replacement of local authority domestic rates by the
Community Charge on recorded growth in money GDP or the GDP
deflator.

2.12 Table 2.1 sets out the Government’s revised objectives for money
GDP. The aim is to get back by 1991-92 onto the path implied by last year’s
money GDP objectives, after allowing for the higher trend output growth
now assumed. The new path is intended to be consistent with reducing
inflation to 3 per cent by 1991-92, as envisaged in last year’s MTFS. There
will inevitably be some fluctuation around the path for money GDP.
Moreover the split between output and inflation implied by it is subject to
unavoidable uncertainty; illustrative assumptions are shown in Table 2.1.
Following two years of rapid growth, output is likely to grow somecwhat

lace than trand in tha navt farn veare

2 The Medium Term Financial Strategy

20

15

10

2.13 The flows of saving and investment in the economy over the medium
term are also uncertain; and these inherent uncertainties are compounded at
present by the discrepancies in the macroeconomic statistics discussed more
fully in the annex to Chapter 3. In recent years the private sector as a whole
appears to have moved from large surplus into substantial deficit, and this
has led to the balance of payments current account moving into deficit
despite the public sector’s move into surplus. It seems likely that these trends
will reverse themselves over the medium term, and the private sector’s
financial position is likely to move back into surplus. In particular, the
personal debt/income ratio, which has been rising fast, should tend to
stabilise, as borrowers and lenders become more cautious about allowing
further increases: this will imply higher net personal saving.

Chart 2.2 Private and public sector borrowing

20
Per cent of GDP
- :
- -4 15
- 10
L 45
0
-~
~
~
| ~
~ . =3
| ] l ] ] | I | f 1 ] | i ] 5
1974-75 1976-77 1978-79 1980-81 1982-83 1984-85 1986-87 1988-89
estimate
Monetary policy

2.14 The task of exerting downward pressure on inflation falls to monetary
policy, conducted within a sound fiscal framework. Experience in the UK
and elsewhere has shown that direct quantitative controls, once thought to
be a possible instrument of monetary control, are not only inefficient and
distortionary, and so undesirable, but also ineffective in today’s sophisticated
financial markets. Even a decade ago, markets were learning quickly how to
circumvent such controls; their proficiency in doing so would be much
greater now. The further liberalisation announced today, including the
abolition of the Control of Borrowing Order (see box over page), removes
one of the last vestiges of post-war controls on capital markets.
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Further measures liberalising the financial markets

The removal of controls in financial markets since 1979 has contributed to greater
competition and efficiency in the allocation of capital. Further liberalisation was
announced in the Budget. The Control of Borrowing Order (COBO), which, with its
antecedents, goes back to the immediate post-War period, is to be revoked and its parent
legislation repealed. A General Consent has been issued by the Treasury, which means
that it will no longer be necessary for new issuers (other than local authorities) to obtain
the Bank of England’s consent to the timing of their issues. The Bank will no longer
operate a new issues queue in the equity and bond markets. COBO itself will remain in
place, solely for local authorities, only until new controls on their borrowing, contained
in the Local Government and Housing Bill, come into force. The regulatory regime for
sterling commercial paper and short-term corporate bonds is also to be significantly
liberalised, creating a single regime for sterling paper with an initial maturity of up to

5 years. In addition, the restrictions preventing certain borrowers, including foreign
sovereigns and private companies, from making sterling issues in this maturity range will
be removed. '

2.15 Here, as in other countries, monetary policy is implemented by
changing the level of short-term interest rates. The process of financial

liberalisation has increased the power of interest rates as a policy instrument.

They can now fulfil their function as the price of money and credit
unhampered by quantitative controls. At the same time, the rise in

2.16 Decisions about interest rates are made on the basis of a comprehensive
assessment of monetary conditions. The evidence of a range of indicators has
to be appraised and balanced. But the assessment gives particular weight to
the behaviour of narrow money in relation to its target range and to the
exchange rate. Attention is also paid to the behaviour of broad money or
liquidity. Short-term interest rates fell from 9 per cent in early 1988 to touch
7% per cent for a fortnight in May. Thereafter they were raised steadily to
reach 13 per cent by the end of November, where they have remained.

2.17 Longer term interest rates have been stable despite the rise in short
rates. 20 year gilts yields have fluctuated between around 9 and 94 per cent
throughout the past year, and currently stand near the middle of this range.
This relative stability has been a feature of recent years. Since the sharp
decline in 1982, the trend in long rates has been gently downwards, with
only minor fluctuations.

2.18 Narrow money, as measured by MO0, has continued to have a reliable
and predictable relationship with money GDP. Reflecting the higher
growth of money GDP, the 12 month growth rate of M0 has been above
the target range throughout 1988-89. M0 grew particularly rapidly between
March and September last year, but has slowed sharply since the autumn in
response to the higher interest rates in the second half of 1988. Its estimated
annualised growth over the last six months seasonally adjusted is under 3 per
cent, the lowest since the middle of 1987.

Chart 2.4 MO growth rate

borrowing and holdings of liquidity, which followed liberalisation, means 14 14
. . Percentage changes
that interest rates now act on a wider base. N )
12 - g \\6 month growth rate, annualised 12
. ‘
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Chart 2.3 Interest rates s -~ AN ]
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. ' B g o | | | 6 2.19 For 1989-90, a target range for MO of 1-5 per cent has been set, the
g 1980 - 1982 1983 1984 1985 1986 1987 1988 same as the illustrative range for that year in last year’s MTFS. Measured by

1981

the 12 month growth rate, it is likely to begin the year above the target
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Chart 2.5

range. But as the deceleration over recént months continues, it will come
back within it. The ranges given in Table 2.2 for later years are illustrative
and show a steady fall consistent with the declining path for money GDP
growth. : :

Growth of M0!
198889 1989-90 1990-91 1991-92 1992-93
7 1to5 Oto4 O0to4 —1to3

11988-89: forecast percentage change on previous financial year;
1989-90: target range for 12 month growth rate; 1990-91 onwards: illustrative ranges.

2.20 The exchange rate is a key influence upon, and a key indicator of,
monetary conditions. It has to be considered together with all the evidence
of domestic indicators in making monetary policy decisions. Monetary
policy has the overriding task of defeating inflation: the Government is
accordingly not prepared to accommodate increases in domestic costs by
exchange rate depreciation. Sterling has risen slightly against the
deutschemark over the past year. The dollar has also risen against the
deutschemark, thdugh it has shown little change against the yen.

2.21 Exchange rates are also important in international economic
relationships. The improved co-operation between the G7 countries, who
share a common counter-inflationary objective, has been clearly beneficial to
the international community.

Sterling exchange rates;

Sterling exchange rate index (1985=100)

Deutschemark/Sterling rate

Dollar/Sterling rate
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Chart 2.6

2.22 In assessing monetary conditions, the interpretation of broad money,

or liquidity, requires considerable judgment. There have been significant
changes in the relationship between broad money and spending over the
years. Because it is used as a store of value as well as for transactions ‘
purposes, what matters so far as subsequent inflationary pressure is concerned
is not its growth rate alone but the extent to which people are prepared to |
hold interest-bearing money balances rather than to spend them.

Growth rates of monetary aggregates

Percentage changes on a year earlier

X -1 20 ;
Broad money (M4) as |
' . _ L 15!
Narrow money (M0) ~ 10 |

Target ranges for MO
————— 5 ‘
— 0 :
!
! ! I I ! ! ! | [ ! | I ! | L s ‘)
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o -y
Funding policy 2.23 The Government will continue to conduct its own financial affairs so as |

to have a broadly neutral impact on liquidity. That is embodied in the policy |
of funding 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. Should this total be negative, then i
‘unfunding’ will be required; that is, the authorities will make purchases of
debt. Gilts bought in by the Bank of England are normally held in its Issue
Department. The Government is taking powers in this year’s Finance Bill to
enable the National Loans Fund to acquire these gilts for cancellation. |

2.24 Now that the public sector is repaying debt it is possible to devote

more attention to the structure of the remaining debt, both to secure lower
expected servicing costs and to improve the quality of debt by reducing
reliance on borrowing in the form of liquid instruments. Attention will also
be paid to smoothing the profile of redemptions. The reverse auction
conducted in January 1989, the first of its kind, enabled the authorities to
make substantial purchases of gilts maturing in 1989-90, a year when
maturities will be particularly heavy.

2.25 In general, however, the Government decides what types and maturity
of debt to repurchase or issue, depending on current relativities and expected
futurc yields. In 1988-89, the Government took the view that, on this basis,
its longer term debt looked relativelv exnensive horrowine Accordinelv.
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much of the buying-in of conventional gilts required by the full fund policy
was of longer maturity issues, so as to secure greater future debt interest
savings. The fact that the Government has been a net repurchaser of long
term debt and the emergence of a downward sloping yield curve have
created favourable conditions for longer term borrowing by the private
sector. The increasing volume of fixed rate sterling borrowing by companies
has been a welcome development.

2.26 Indexed debt has the advantage of reducing uncertainty, for both the
Government and investors, about future real yields. In circumstances when
the Government believes it will reduce inflation in a way that is not yet fully
reflected in market yields, index-linked borrowing becomes particularly
attractive to the Government as compared with conventional gilts. Net sales
of indexed gilts continued in 1988-89, despite the reduction in total gilts
outstanding, and about one eighth of all gilts outstanding are now in
indexed form.

Fiscal policy

2.27 It is now expected that the net repayment of debt in 1988-89 will total
about /14 billion (3 per cent of GDP), compared with a forecast in last
year’s Budget of £3 billion. Even allowing for the fact that privatisation
proceeds are now expected to be some (2 billion higher than forecast a year
ago, this means that the fiscal stance has been considerably tighter than
planned, reflecting in large part the strength of economic activity which has
both boosted tax revenues and depressed public expenditure.

Chart 2.7 Public sector borrowing requirement’
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Table 2.3

2.28 The long term objective of fiscal policy remains a balanced budget.
This provides a clear and simple rule, with a good historical pedigree. It
constitutes a firm buttress for monetary policy in the struggle against
inflation, while enabling the burden of public debt, and with it debt interest,
steadily to diminish as a proportion of the economy as a whole. And it
means that as public expenditure declines as a share of GDP, so too can the
burden of taxation.

2.29 The Government intends to move gradually from the present surplus
towards a balanced budget over the medium term. The PSDR for 198990
has been set at /14 billion, the same as in 1988-89. The projected PSDR
path thereafter is shown in Table 2.7. As usual, the PSDR to be set in future
Budgets will be reviewed in the light of circumstances at the time; as tax
rates are set on the basis of medium to longer term objectives the PSDR will
tend to be increased by GDP growth above trend, and to be reduced by
below trend GDP growth.

Public expenditure

2.30 The Government’s objective for expenditure is to maintain a

‘downward trend over the medium term in the ratio of general government

expenditure to GDP. Firm control of public expenditure, coupled with the
strength of economic activity has caused the ratio of GGE excluding

* privatisation proceeds to GDP to fall by over 7 percentage points since

1982-83. This is the largest and most sustained fall since the immediate
post-war period and it has brought the ratio back to levels not experienced
since the mid 1960s. The Government is determined to build on this
achievement.

General government expenditure (excluding privatisation proceeds)
as a per cent of money GDP!

1963—64 361 197374 423 1983-84 453
1964-65 353 1974-75 48 1984-85 46}
196566 37% 1975-76 483 1985-86 441
196667 383 1976-77 46 198687 433
1967-68 42} 1977-78 423 1987-88 414
196869 40% 1978-79 43} 1988-89 394
1969-70 40% 1979-80 433 1989-90 39}
1970-71 40% 1980-81 46 1990-91 39

1971-72 41 1981-82 461 1991-92 38%
1972-73 41 1982-83 463 1992-93 38

' 1988-89: latest estimate; 1989-90: forecast; 1990-91 onwards: M'TES projections.

2.31 Projections of government expenditure are shown in Table 2.4. For the
period to 1991-92, they incorporate the public expenditure plans shown in
the public expenditure White Paper (Cm 601—621); the projections of gross
debt interest payments and other adjustments are consistent with the latest
cconomic projections and assumptions. It is provisionally assumed that

general government expenditure will grow by 1 per cent in real terms in
100702 Adacicimenme sxrnill ha enlonc 2o il 100N Co L
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Table 2.4 General government expenditure!

A billion, cash

1987-88  1988—89 198990 1990-91  1991-92  1992-93
Public expenditure planning total? 145-7 151 167 179 192 200
Gross debt interest 17-7 184 17 15% 141 14
Other adjustments 8-4 10 10 104 91 94
General government expenditure® 171-9 179 194 - 205 216 224
Privatisation proceeds 5-1 7 5 5 5 5
General government expenditure
excluding privatisation proceeds 177-0 186 199 210 221 229.

! For 1987-88 to 199192, the figures are taken from Table 5.1. -
2 Existing definition; as proposed in Cm 441, a new definition of the
planning total will be introduced in the 1989 Survey.

3 General government expenditure, and its components, are rounded to
the nearest £ 1 billion from 198889 onwards; except for debt interest
and other adjustments which are rounded to the nearest £} billion, as in

Table 2.5

Chapter 5. General government expenditure is assumed to grow by
1% in real terms in 1992-93.

Revenue

2.32 The Government’s objectives for taxation are to reduce tax rates and
bring down the tax burden. Much progress has been made in reducing rates
and reforming the structure of the tax system; and the tax burden has fallen
from the peak of 1981-82. The Government’s success in bringing down the
share of public expenditure has so far been reflected mainly in the emergence
of a budget surplus. But moving back towards a balanced budget over the
medium term should enable continued public expenditure restraint to be
reflected in a gradual fall in the tax burden.

Non-oil taxes and national insurance contributions as a per cent of
non-oil money GDP!

196364 29 1973-74 33} 198384 373
1964-65 294 1974-75 353 1984-85 373
196566 312 197576 364 1985-86 37%
196667 32 1976-77 36 198687 373
196768 33} 1977-78 35 1987-88 37%
1968—69 354 1978-79 34} 1988-89 374
1969-70 363 1979-80 35 1989-90 374
1970-71 361 198081 361 1990-91 363
197172 343 1981-82 383 1991-92 36

1972-73 321 1982-83 38} 1992-93 35%

! 1988-89: latest estimate; 1989-90: forecast; 1990-91 onwards: M TFS projections (after fiscal adjustment).

2.33 The growth in government revenues over the medium term will depend
on the growth of incomes, spending and prices, as well as on policy decisions.
Government revenues from the North Sea are projected to decline relative to

- money GDP as oil output falls. After taking account of the tax reductions

announced in the Budget, non-North Sea revenues are also projected to grow at

a lirtle ninder the rate Af orawrth af nancail manev GNP
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Table 2.6 General government receipts

/£ billion, cash

1987-88 198889 198990  1990-91 199192  1992-93

Taxes on incomes, expenditure and capital 132-8 145 157 164 172 179
National insurance and other contributions 29-1 33 34 35 37 39
Interest and dividends 6-2 7 7 7 7 6
Other receipts ~ 5-8 7 8 8 9 9
General government receipts ' 173-8 191 266 214 225 233
of which

North Sea tax? 4.7 3 3 3 3 3

Y General government receipts, and its components, are rounded to the
nearest £, 1 billion from 1988—89 onwards.

2 Royalties, petroleum revenue tax (including advance payments) and
corporation tax from North Sea oil and gas production (before advance
corporation tax set off). This does not correspond exactly to tax receipts
in the same financial year in respect of North Sea production.

Public sector borrowing

2.34 The projections of government expenditure receipts are brought
together in Table 2.7 to provide projections of the general government
borrowing requirement (GGBR), the PSBR and the fiscal adjustment.

2.35 Changes since the 1988 MTFS are discussed in the annex to this

chapter.

Table 2.7 Public sector debt repayment!

£ billion, cash

1987-88  1988-89  1989-90  1990-91  1991-92  1992-93
General government receipts 173-8 191 206 214 225 233
General government expenditure 171-9 179 194 205 216 224
Fiscal adjustment from previous years? — — — —_ 1 3
Annual fiscal adjustment? — — — 1 2
GGDR ‘ 2:0 12 12 8 6 3
Public corporations’ market and
overseas debt repayment 1-5 2 2 2 0 0
PSDR 35 14 14 10 6 3
Money GDP at market prices’® 426 472 509 539 571 603
PSDR as per cent of GDP 3 3 23 13 1 1

! Rounded to the nearest £1 billion from 1988—89 onwards. Further details
Sfor 1988-89 and 1989—90 are provided in Tables 1.2 and 6.9

Conclusion

2 Means lower taxes or higher expenditure than assumed in lines 1 and 2.
3On the same basis as in Table 2.1.

2.36 This tenth issue of the MTFS has reviewed the greatly improved
economic record of the 1980s. It has reaffirmed the Government’s
commitment to reducing inflation and to the policy of lower taxes and
lower public spending as a share of GDP. The MTES provides the financial
~ framework within which the policies to achieve the Government’s objectives

are set.




Annex to Chapter 2

Money GDP

Table 2A..1

Monetary aggregates

Table 2A.2

Fiscal projections

Expenditure

Receipts

Changes since the 1988 MTFS

2A.1 The growth rate of money GDP is expected to be higher in both 1988-89
and 1989-90 than envisaged in last year’s MTFS, with growth in the GDP deflator
2% percentage points higher in 1988-89 and 14 points higher in 1989-90. Inflation is
projected to get back to last year’s path by 1991-92. The projected trend in output
growth over the medium term in the whole economy is % percentage point higher
than in last year’s MTES, reflecting a slower decline in oil output.

Money GDP growth

Differences from 1988 MTES projections, percen'tage points
1988-89 198990 1990-91 1991-92
+34 +14 0 +1

2A.2 MO has moved above its target range during 198889 but it has been
growing more slowly since the autumn. The target range for 1989-90 is the same as
the illustrative range given last year. The illustrative ranges for subsequent years are
also the same.

Growth of M0

Percentage changes on a year earlier

1988-89 198990 1990-91 1991-92
1989 MTEFS 7 1-5 04 04
1988 MTES , 1-5 1-5 04 04

2A.3 Table 2A.3 shows changes in the fiscal projections since the 1988 FSBR.
Additional information on 1988-89 is given in Chapter 6.

2A.4 The undershoot on the planning total in 1988—89 is described in Chapter 5.
The planning totals for 1989-90 onwards are as in the public expenditure White
Paper (Cm 601-621), which incorporates higher figures for 1990-91 and 1991-92
than assumed last year. The general government expenditure figures for the future
have also been revised up since last year; but to a lesser extent in 1991-92 than the
planning total, as the path for the PSDR now assumed implies lower debt interest
payments.

2A.5 Revenuesin 1988-89 have been much higher than forecast, in large part
reflecting higher money GDP growth in both 198788 and 1988-89. Because there is
some lag before changes in money GDP are fully reflected in tax payments, the
buoyancy of the economy over the last year will still be contributing to the growth of
revenues in 1989-90. In spite of the effect of the Piper Alpha and other accidents on oil
output, North Sea revenues in 198889 were almost exactly as forecast. The projections
of North Sea revennec for later vearc are little chanoed from the 19RR MTES

Annex to Chapter 2

Table 2A.3 Revenue and expenditure!

Changes from 1988 MTFS projections, £ billion

1987-88 1988-89 198990 1990-91 1991-92

Expenditure
1 Planning total -1 -6 0 +34 +7%
2 Other? +4 +24 +14 0 -1
3 General government
expenditure 0 —4 +13% +33 +61
Receipts®
4 North Sea taxes 0 0 0 0 +1
5 Other taxes and contributions +1 +43 +7% +5% +64
6 Other? -1 +14 +3 +3} +4
7 General government receipts 0 +6 +11 +9 +104
8

Implied cumulative fiscal
adjustment?

9 Public corporations’ market and
overseas debt repayment

— .

+1 +1 +1 41 -3

10 PSDR-

+1 +104 +14 +10 +6

' Rounded to the nearest £} billion. The above changes include the effect of classification changes made since the 1988 FSBR..
Within expenditure they are largely offsetting. In 198788 classification changes reduce receipts by £0-2 billion.

2 Includes changes in debt interest and other items.

3 The allocation of tax receipts between North Sea and other is affected by the treatment of advance corporation tax set off.

4Line8 = lines9—10—3+7.




3 The economy: recent
developments and prospects to
mid-1990

Demand and activity

Inflation

Labour market

World economy

UK-trade and current
account

Assumptions

Summary

3.01 GDP is forecast to grow by 24 per cent in 1989; this is below the
average of recent years and comes after two years of above average growth.
RPI inflation should fall to 54 per cent by the end of the year.

3.02 GDP is estimated to have risen by 44 per cent in 1988. Domestic
demand rose by 64 per cent, with investment rising by 12 per cent and
consumption by 64 per cent. Business investment is forecast to continue to
grow strongly this year, and consumer spending to slow sharply. For 1989 as
a whole total domestic demand is forecast to rise by 24 per cent. GDP
growth in 1989 is forecast at 24 per cent (3 per cent for non-oil GDP), with
growth through the year at 2 per cent.

3.03 Retail prices rose by 64 per cent in the year to the fourth quarter of
1988. R PI inflation is forecast to fall to 54 per cent by the fourth quarter of
this year and to 4% per cent by the middle of 1990.

3.04 Employment has risen sharply over the past year to an all time high.
Unemployment fell by 530,000 in the year to January, but is most unlikely
to continue falling at the same rapid rate in 1989.

3.05 GNP growth in the main industrial economies was about 4 per cent
last year; it is forecast to ease to 3 per cent in 1989. World trade in
manufactures rose by 10 per cent in 1988, and is forecast to rise a further
8 per cent this year. ‘

3.06 After a sluggish start in early 1988 export volumes of manufactures
picked up quickly; in the second half of 1988 they were 5 per cent higher
than a year earlier. Import volumes rose even more rapidly, boosted by
strong domestic demand, especially business investment. The current
account moved into large deficit in 1988; it is forecast to show a deficit in
1989 similar to that in 1988, and to fall thereafter.

3.07 The forecast assumes that fiscal and monetary policy are operated
within the framework of the Medium Term Financial Strategy. It assumes
that North Sea oil prices and the exchange rate remain close to recent levels.

There have been major inconsistencies in the recorded national and sectoral
accounts. For its assessment of recent developments the Treasury has used the
latest CSO data, which incorporate some substantial revisions to previous
published estimates. The annex to this chapter assesses the latest data. The
CSO will publish a full set of national accounts on March 17, which will

include some description of these revisions. -
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Recent developments

15

Chart 3.1

World economy

3.08 Real GNP in the major seven economies is estimated to have grown
by 4 per cent in 1988, compared with 3% per cent in the previous year and an
average growth of 3} per cent a year from 1982 to 1987. Domestic demand
grew at about the same rate as GNP in 1988. Growth was particularly strong
in Japan and the US in the first half of the year.

Major seven economies’ real GNP and industrial production

15
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3.09 Business investment grew rapidly in all the major seven countries in
1988 (averaging almost 12 per cent); and export growth was also strong
(over 9 per cent). Investment was boosted by rising profitability, increased
capacity utilisation and high levels of business confidence. Growth in private
consumption was about 3} per cent, little changed on 1987.

3.10 World trade in manufactures was boosted in 1988 by high investment,
and probably grew by around 10 per cent, the fastest annual growth rate
since 1984.

3.11 Capacity utilisation in manufacturing rose strongly in 1988, to levels at
or above the previous peaks reached in 1979 and 1980. Unemployment fell
significantly in North America and the UK.

3.12 Non-oil commodity prices, particularly of industrial materials and
metals, rose sharply in the first half of 1988. After significant falls from the

mid-year peak they have risen again in recent months. Oil prices drifted
downward for mich af 1988 hnit have firmed cince Navemher

Chart 3.2 Real commodity prices
160 160
UN indices relative to major seven GNP deflator
i 1980=100 , T
140 |- — 140

0 | ! | | I | | ! | L | R ! !
1970 1972 1974 1976 1978 1980 1982 1984 1986 1988
3.13 In the fourth quarter of 1988 consumer price inflation averaged
3% per cent in the major industrial countries, slightly higher than a year
earlier. But there have been some recent indications of increased inflationary
pressures. Interest rates have risen since the spring of last year in all major
seven economies except Japan. For major countries as a whole the average
increase was about 2 percentage points.
3.14 Continued progress in reducing current account imbalances was made in
carly 1988, with significant reductions in both the US deficit and Japanese
surplus. But little or no further progress was made in the second half of the year.
Forecast 3.15 Table 3.1 shows the forecast for activity and inflation in the major
seven countries, and for world trade.
Table 3.1 World economy
" Percentage changes on previous year
Estimate Forecasts
1987 1988 1989 1990 H1
Major seven countries’!
Real GNP 31 4 3 2}
Real domestic demand 4 43 3 23
Industrial production . 3% 6 4} 2}
Consumer prices 3 3% 41 33
World trade, at constant prices
‘Total imports 54 81 6 5
* Trade in manufactures 7% 10 8 5%

rre v ~ Ead rres o vod 1y Ll
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Relative costs and prices

Table 3.2

Trade volumes (goods
other than oil)

3.16 GNP growth is expected to slow through 1989 as the investment cycle
passes its peak and as the effects of tighter monetary policy work through.
The forecast growth of 3 per cent is close to estimates of productive
potential. The slowdown is expected to be more marked in North America
than in Continental Europe.

3.17 Growth of world trade in manufactures is expected to slow to about
5% per cent by mid-1990, still above the trend rate for the period 1973 to 1987.

3.18 The forecast slowdown in world economic growth suggests that recent
commodity price inflation should abate; commodity prices are forecast to
remain constant in real terms. With world demand slowing, consumer price
inflation in the major seven economies is forecast to fall back from

4} per cent in 1989 to about 3% per cent by mid-1990.

3.19 Little further progress is expected in reducing the current account
imbalances in nominal terms in 1989.

UK trade and the balance of payments

3.20 UK manufacturing unit labour costs rose by 2} per cent in 1988, a little
more than in 1987; productivity growth did not fully offset a continuing
high level of pay increases. Unit labour costs in the other major countries fell -
slightly on average. This, together with sterling’s appreciation, resulted ina
rise in the UK’s relative unit labour costs. But cost competitiveness still

remains more favourable than in 1985, before the fall in world oil prices. ’
The maintenance of competitiveness in the year ahead will depend on success
In restraining unit cost increases.

The exchange rate and cost competitiveness

Sterling index Relative unit labour costs
(1985 = 100) (1985 = 100)
1985 Q4 101-4 104-0
1986 Q4 851 - 832
1987 Q4 92-7 93-6
1988 Q4 96-7 98:3

3.21 After crratically low figures in the first quarter of 1988, the volume of
UK manufactured exports has since risen strongly as world trade has

continued to cxpand. In the second half of 1988 the volume of exports of ,
manufactures was 5 per cent higher than a year earlier. Manufactured export =
volumes are forecast to rise by 74 per cent in 1989, close to the projected

growth of world trade. A slightly faster rate of growth is forccast for non-
manufactiired exports.

economy: recent developments and prospects to mid-1990

Chart 3.3 UK share of world trade in manufactures
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Table 3.3 Visible trade
Percentage changes on previous year
All goods Goods less oil
Export Import Terms of Export Import Terms of
volume volume trade! volume volume trade!
1987 5 7 1 61 8 1
1988 -1 13 2 3 144 23
1989 Forecast 54 5% 14 73 41 -1

! Ratio of export average values to import average values.

3.22 The rise in non-oil imports, by 143 per cent in 1988, was much faster
than that of exports, reflecting the strength of domestic demand and capacity
shortages in some industries. Imports of capital and intermediate goods rose
fastest; the increase in the growth of imports of consumer goods in 1988 was
entirely attributable to passenger cars. Further high investment is likely to
sustain continued high levels of capital goods imports in 1989. Nonetheless
the slowdown in overall domestic demand and the extra capacity available
from the current investment boom means that import growth is forecast to
slow significantly in 1989, to around 5 per cent.

Table 3.4 Growth of import volumes by category of manufactured goods

Percentage changes on previous year

1986 1987 1988
Consumer goods 9 7 17
Capital goods -1 104 22
Intermediate goods 9 13 23
Semi-manufactured goods 6 10 12
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Chart 3.4 Import penetration
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Oil trade 3.23 The oil trade surplus fell by just under £2 billion in'1988, to ,£23 billion.

Trade prices and the
terms of trade

Invisibles

Current account

This was a result of lower oil prices, a decline in production (mainly due to
the Piper Alpha disaster), and increased domestic demand for oil. The
temporary shutdowns in the Brent and Fulmar fields are expected to
contribute to a further fall in production in 1989. Production is forecast to rise

a little from mid-1989 as output recovers from the effects of the accidents. The

oil trade surplus is forecast to fall again in 1989 to £2 billion, mainly as a result
of the fall in production in the first half of the year.

3.24 The terins of trade have improved somewhat over the past year, with
the higher exchange rate more than offsetting the effects of falling oil prices.
No significant change is forecast in the non-oil terms of trade this year,
although the oil terms of trade may improve considerably, since the
temporary shortage of North Sea quality crude, following the various
accidents, is likely to raise its premium over other crudes.

3.25 The surplus on invisibles is provisionally estimated to have fallen by -
£ 14 billion to £6 billion in 1988. This was mainly due to a decline in the
surplus on services, offset to some extent by higher net receipts of interest,

profits and dividends (IPD). The invisibles surplus is forecast to be £7 billion

in 1989 as projected improvements in the services and IPD balances are
partly offset by increased net transfers overseas, largely the result of higher
net contributions to the European Community budget.

3.26 The current account is estimated to have been in deficit by

£ 144 billion in 1988. However, the deficit may be overstated to some extent
given the magnitude of the balancing item. (The balancing item is the difference
between the balances on the current and capital accounts.) The deterioration
relative to the forecast in last year’s ESBR was mainly due to the unexpected
strength of domestic demand, particularly investment, combined with very
high levels of capacity utilisation in some industries. -
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Table 3.5 Current account
£ billion
Manufactures Other Oil Invisibles Current Balancing
_ balance item
1987 -7 -7 4 73 -3 121
1988 —144 —8% 2% 6 —14% 15
1989 forecast —15% -8 2 7 —-143

Personal sector

3.27 Though the current account deficit is expected to fall from recent
levels with the slowdown in growth of domestic demand, the recorded
deficit for 1989 as a whole is forecast to be unchanged.

Demand and Activity

3.28 The economy probably grew by 44 per cent in 1988. Growth was
strong throughout the non-oil economy; manufacturing output rose by

7 per cent, construction output by 7 per cent and output of the service
industries by 5 per cent. Problems with recent estimates of the expenditure
measure of GDP mean that recorded growth in domestic demand in 1988, at
6% per cent, may be an underestimate.

3.29 Consumer spending is estimated to have risen by 64 per cent in 1988, a

expenditure little faster than in 1987, and the personal sector saving ratio once again fell.
The fall in the personal sector saving ratio in recent years is probably due to
a number of factors. First, there has undoubtedly been greater consumer
confidence as a result of sustained growth, falling unemployment and rising
wealth. Second, greater wealth itself (especially housing wealth) has led to a
perceived need for lower savings relative to income. Finally, financial
deregulation and innovation has led to greater competition in credit markets,
enabling pcople to borrow more relative to income.
Chart 3.5 Ratio of personal sector wealth to income
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Company expenditure
and incomes

Table 3.6

3.30 Consumer spending is forecast to rise much more slowly this year than
last, growing by 2 per cent between the second half of 1988 and the second
half of 1989. The slowdown in retail spending growth in recent months
indicates that personal spending is already moderating. The household sector
is now a substantial net payer of interest. Higher interest rates are likely to
reduce new borrowing and increase saving. The personal sector saving ratio
is forecast to recover slowly.

3.31 The housing market was particularly buoyant in the first half of 1988.
But there are now clear signs that 1t is easing. Building society mortgage
lending commitments have fallen markedly from the high levels of last
summer, and there is increasing evidence that house prices in the South East
have stopped rising. House price inflation is likely to be very low through
1989, and total private housing investment is expected to decline.

3.32 Business investment rose sharply in 1988, by 144 per cent. A strong
surge in investment is consistent with expectations outlined in CBI Surveys
and DTI Investment Intentions Surveys. The same surveys point to further
strong growth in 1989. Over the past 7 years total investment has grown
over twice as fast as total consumption.

Gross domestic fixed capital formation

Percentage changes on previous year

Weights
in Forecast
1987 1988 1989
Business' 3 66 143 8
Private dwellings etc? 21 11 ' —5%
General government® 13 1 3
Total fixed investment 100 12 41

lincludes investment by public corporations;
2includes purchases less sales of land and existing buildings for the whole economy;
3excludes purchases less sales of land and existing buildings.

3.33 Stockbuilding is estimated to have been greater in the second half of
1988 than in the first half. But it is likely to be lower in 1989, with some
destocking in the second half, as the growth of domestic demand slows
down. The long run downward trend in the total stock-GDP ratio is
expected to continue.
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Chart 3.6 Total stock-GDP ratio
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3.34 Non-North Sea industrial and commercial company sector profits (net
of stock appreciation) are estimated to have risen by about 20 per cent in
1988; since 1984 profits have risen on average by 22 per cent a year. In 1988,
the rate of return of non-North Sea industrial and commercial companies
rose for the seventh successive year. Manufacturing profit margins rose
strongly. :

Chart 3.7 Companies’ real rate of return
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Saving and investment 3.35 Table 3.7 shows that, as a share of GDP, total saving has remained

10

unchanged since 1986, with rising company and public sector saving
offsetting falling personal sector saving.

Table 3.7 Saving! L
Per cent of GDP at factor cost -

Personal Company Total Public Total .
sector sector private sector national =
1985 7-5 129 20-4 1-0 21-4 ,
1986 56 136 192 13 20-6 !
1987 36 15-2 18-8 1-6 20-4
1988 1-6 15-3 169 37 20-6

! Published CSO data to 1988Q3.

3.36 The fall in private sector saving since 1985 has come at the same time as
a steep rise in private sector investment. The result has been an increased call
on overseas savings and hence a current account deficit.

Chart 3.8 Private sector saving and investment
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Prospects for demand and activity

3.37 Growth of domestic demand is forecast to fall sharply from a recorded
6% per cent in 1988 to 21 per cent in 1989, because of the slowdown in
consumption and investment growth and some destocking. Domestic
demand is forecast to risc by only 14 per cent between the second halves of
1988 and 1989. GDP is forccast to risc by 23 per cent in 1989, and 2 per cent
between the second half of 1988 and the second half of 1989. Declining
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North Sea production and the temporary effects of recent accidents may
reduce GDP growth by 4 per cent in 1989, but the recovery from these
accidents is forecast to produce higher growth of total GDP than of non-oil
GDP in the year to the first half of 1990. Manufacturing output is forecast to
grow slightly less than non-oil GDP through 1989, following two years of
very rapid growth in 1987 and 1988.

Table 3.8 Domestic demand and GDP

Percentage changes on a year earlier

Forecast
1988 1989 1990 H1
Domestic demand 6% 2% 14
Exports of goods and services' —-1(1%) 41 (6) 7 (6)
Imports of goods and services! 12(13%) 41 (4) 3 (3)
GDP!? 4% (5) 21 (3) 23 (2)
Manufacturing production 7 33 11

! Non-oil shown in brackets.
2 Compromise measure.

Inflation

3.38 The annual rate of retail price inflation was 64 per cent in the fourth
quarter of 1988, a little higher than forecast in the Autumn Statement.
Excluding mortgage interest payments, RPI inflation was 5 per cent.

Chart 3.9 RPI inflation
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3.39 According to CBI data, pay settlements in manufacturing are estimated

to have risen to just under 7 per cent in the fourth quarter of 1988, about 1
per cent higher than a year earlier, with service sector settlements slightly
higher. Average earnings rose by 83 per cent in the year to December, with

earnings in manufacturing boosted by continued high overtime. Unit labour

costs in manufacturing are estimated to have risen by 24 per cent in 1988.
UK manufacturing industry’s profit margins increased significantly again in
1988, for the sixth year running. Margins are unlikely to continue to grow
during 1989, given the forecast deceleration in domestic demand and
activity.

Chart 3.10 Unit labour costs in manufacturing -
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Table 3.9 Costs in manufacturing

Percentage changes on previous year

Unit labour Cost of materials Estimated total Ou;puf

costs and fuel! unit costs?  prices
1987 3 5 13 4}
1988 Partly forecast 23 43 2} 43
1989 Forecast 4 ‘ 5% 4} 54

! Producer prices excluding food, drink and tobacco industries. 2 Including costs of bought-in goods services.

S
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3.40 Retail price inflation is likely to moderate to 5% per cent by the final
quarter of 1989 as the effects of past increases in mortgage interest rates start
to drop out and as retailers’ profit margins are squeezed following the
deceleration in consumer demand.

Table 3.10 Retail prices index

Percentage changes on previous year

Weight in Forecasts

1988 1988Q4 1989Q4 1990Q2
Food 16 4 4} 4
Nationalised industries 54 7% 7 6
Housing 15% 163 103 33
Other 63 43 43 43
Total 100 61 5} 44

3.41 The GDP deflator, which measures the price of domestic value added
(principally unit labour costs and profits per unit of output), is forecast to
have risen by 73 per cent in 198889 and to rise by 54 per cent in 1989-90.
The rise in the GDP deflator in 1988-89 has been boosted by changes in the
composition of GDP.

; Productivity and the labour market

3.42 Latest estimates show that the workforce in employment including
those on training programmes rose by 1-5 million in the two years to
September 1988 and 2-8 million since March 1983. Excluding those on
training programmes, the increase was 1-4 million in the two years to
September 1988 and 2-4 million since March 1983.

Table 3.11 Changes in employment

Thousands, seasonally adjusted, GB

Employees in Self- HM Work- ‘Workforce
employment employed forces related in
government  employment
Male Female training
programmes
September 1985 to
September 1986 —82 +148 +71 -3 +55 +188
September 1986 to
September 1987 +145 +307 +207 —4 +98 +754
September 1987 to
September 1988 +245 + 362 +125! —4 +3 +731

! Figures for self-employment after June 1988 are projections based on self-employment growth since 1981.
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Chart 3.11 Workforce in employment

Total GB, millions
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-

Excluding work related
.training programmes

1979 1980

Table 3.12
Unemployment

1981 1982 1983 1984 1985 1986 1987 1988

3.43 Productivity continued to rise strongly in 1988. Manufacturing
productivity has risen on average by 5} per cent a year since 1980, higher
even than in the 1960s. Output per head in manufacturing industry has risen
faster in the 1980s than in any other major industrialised economy and whole
economy productivity growth has been second only to Japan’s.

Output per head of the employed labour force

Annual average percentage changes

1960-70 1970-80 1980-88 .
Manufacturing 3 13 51
Non-oil economy 24 1 24%
Whole economy 24 13 24>

* Partly forecast

3.44 By January 1988, seasonally adjusted unemployment in the UK had
fallen for 30 successive months, by over a million in total. This is the longest
and largest sustained fall in unemployment since the war. The fall in
unemployment over the past year is mainly attributable to the strong
growth of output and emplovment.

3 The economy: recent developments and prospects to mid-1990

Forecast and Outturn

3.45 Table 3.13 compares the main elements of the forecast published in the
1988 FSBR with the outturn or latest estimate.

Table 3.13 Forecast and outturn
1988 Outturn Average
FSBR or latest errors from
forecast estimate past forecasts
GDP (percentage change
between 1987 and 1988) 3 43> 1
RPI (percentage change between the :
fourth quarters of 1987 and 1988) 4 6% 1
Money GDP (percentage change
between 1987-88 and 1988-89) 73 1 : 13
Current account of the balance of
payments (1988, £ billion) -4 — 14} 3
3 14 4

PSDR (1988-89 £ billion)

* Compromise measure of GDP.

3.46 Recorded RPI inflation in the fourth quarter of 1988 was higher than
forecast a year ago mainly because of increases in interest rates in the second
half of the year. The latest national accounts show that real and money GDP
growth were both stronger than forecast: the extent of the forecast error
could alter with revisions to data. The current account deficit was also larger
than forecast, mainly because of the continued buoyancy of domestic
demand, especially business investment, and associated capacity constraints in
some sectors. The PSDR is likely to turn out substantially higher than
forecast a year ago, reflecting lower government expenditure than projected
and greater buoyancy of tax revenues arising from faster than expected
growth.

3.47 Table 3.14 summarises this year’s forecast, and shows average errors
from past forecasts. The inconsistencies in the recorded data for 1988 mean
that there is probably a wider error margin than usual around the forecasts.
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Table 3.15 Gross domestic product and its components'
£ billion at 1985 prices, seasonally adjusted
Consumers’  General Total Exports  Change  Total Less Less Plus GDP at GDP index
expenditure government fixed of goods instocks final imports of adjustment compromise factor cost 1985=100
consumption investment and expenditure goodsand to factor adjustment (compromise
services services cost measure)
1984 2079 739 581 970 11 438-0 96-7 48-5 12 294-0 96-4
1985 2155 740 60-3 102-8 0-6 453-1 99-2 49-5 05 304-9 1000
1986 2278 754 61-3 1066 0-7 4717 105-5 519 -04 3140 103-0
1987 2401 76-2 66-4 1124 09 4959 113-4 54-8 0-2 328-0 1076
1988 255-6 76-6 742 1112 19 519-6 1269 56-4 5-8 342-1 112-2
1989 264-1 771 77-6 1163 —-02 534-9 132-7 58-1 5-8 3499 1147
1987 H1 117-6 377 321 557 0-0 2432 54-5 26-8 0-0 161-8 106-1
H2 1225 385 342 56-7 0-9 252-8 58-8 280 0-2 166-2 109-0
1988 H1 1259 382 36-6 559 0-6 257:3 61-2 279 14 169-7 1113
H2 1297 384 37-6 55-3 1-3 262-3 657 28-5 4-4 1725 1131
1989 H1 131-6 385 383 57-1 0-2 265-7 65-8 28-9 29 173-9 1141
H2 1325 386 392 59-2 —04 269-1 669 292 29 1759 1154
1990 H1 1339 38-8 394 61-0 —06 2725 676 295 29 178-2 1169
Percentage change on previous year’ ‘
1987 54 1 81 54 0 5 73 54 0 43 41
1988 63 3 12 -1 3 12 1} 43 44
1989 3} } 43 43 -3 3 4 2} 2}
1990 H1 2 1 3 7 -1 2} 3 2} 2

! The compromise GDP figures to 1987 are unweighted averages
of constant price expenditure, output and income estimates of

GDP. Growth in 1988 is based on the output measure.

Percentage changes are calculated from unrounded levels and then
rounded to thé nearest half per cent. The annex to this chapter
assesses the recorded data.

2 For stockbuilding and the compromise adjustment, changes are as
a percentage of GDP.




Annex to Chapter 3

Table 3A.1

National and sectoral accounts

3A.1 The Autumn Statement explained that, because of problems with the
statistics, it has become increasingly difficult to assess the development of the
economy in the recent past. The alternative measures of GDP have shown different
growth rates between years and different paths within years. There have been very
large balancing items in the sectoral accounts, and the data are subject to large
revisions.

3A.2 The figures for the past in this chapter are the CSO’s latest estimates; there
may be further small changes before the full set of national accounts is published on
17 March. Revisions to the figures for 1986, 1987 and 1988 have reduced the
difference between the various measures of GDP.

Gross domestic product: 1985 prices, seasonally adjusted

1985 =100
Expenditure Qutput Income Compromise*
1987 107-7 107-8 107-2 107-6
1988 110-5 112-4 112-0 1122
1987 H1 106-3 106-1 105-9 106-1 ;
H2 109-0 109-4 108-6 109-0
i
1988 H1 1105 111-5 111-8 1113 -
H2 110-4 113-3 1122 1131
Growth rates
percentage change
on a year earlier .
1987 43 47 4-4 45 o
1988 2-6 43 4-5 .43 .
1988 H1 4-0 5-0 5-6 49 o
H2 12 36 3-4 3-8 3

* Compromise GDP is the unweighted average of the three measures to the end of 1987, and uses the growth of
the output measure of GDP for 1988.

3A.4 There have been unusually large upward revisions to the expenditure
measure of GDP and some of its components since the last set of national accounts
was published in December. For the first three quarters of 1988 the expenditure
measure of GDP has been revised up by 3 billion, over 1 per cent. This is more
than accounted for by fixed investment which has been revised up by £34 billion
(6} per cent). Fixed investment is now estimated to have grown by 8% per cent in
1987 and 12 per cent in 1988. Following these revisions the path of investment is
more consistent with the high level of imports of capital and intermediate goods.

Annex to Chapter 3

2

3A.5 Despite the revisions, there are still problems with the statistics in 1988. The
expenditure measure of GDP is estimated to have grown significantly less rapidly
than the output or income measures—especially in the second half of the year. In
this forecast a compromise measure of GDP is used, and is estimated to have grown
by 44 per cent in 1988, in line with the output measure. This judgement is based on
the widely accepted view that the output measure of GDP is the most reliable
measure of recent activity, and is consistent with the other indicators of activity
including CBI surveys.

3A.6 The income measure of GDP grew by a similar amount in 1988, although its
path through the year was more erratic. In contrast, the expenditure measure of
GDP is estimated to have grown by only 24 per cent.

3JA.7 The difference between the estimated growth of the compromise measure of
GDP and the expenditure measure is shown as the compromise adjustment in
Table 3.15. Chart 3.A1 shows the difference between the expenditure measure of
GDP and compromise GDP. The difference for 1988 is still at an unusually high
level.

Chart 3A.1 Compromise adjustment*

The difference between the compromise and expenditure measures of real GDP
L (per cent of GDP, seasonally adjusted)

Standard deviation

.............................................................................................................. ~ -1
Standard deviation

| 1 | I ] ] | | L I | | L
1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
* Compromise GDP is the unweighted average of the three measures to the end of 1987, and uses the growth of the output measure of GDP for 1988.

3A.8 A full set of sectoral accounts that are consistent with the revised national
accounts will be published in April. Until then it will not be possible to assess whether
there has been any reduction in the very large balancing items for recent years in certain
sectoral accounts, notably those for the personal sector and for industrial and
commercial companies. (The balancing item for any sector is the difference between the
sector’s financial surplus/deficit as measured by the national accounts and as measured
by the financial accounts.) Large inconsistencies remain in the accounts for the overseas
sector. In the last three years there have been substantial, positive balancing items, rising
to over £ 15 billion in 1988 on the latest data (Table 3.5). These represent an unknown
combination of unrecorded net exports and unidentified capital inflows. To the extent
that the balancing items consist of unrecorded net exports, the published figures
overstate the actual current account deficits.




4 The Budget tax and national
insurance proposals

4 Income tax

Benefits in kind

Private medical
insurance

Charitable giving

Schedule E assessment

4.01 The main tax and national insurance changes proposed in the Budget
are summarised below. A full list of changes is given in Table 4.1.

4.02 The main income tax thresholds will be increased in line with the
statutory indexation provisions (based on the increase of 6-8 per cent in the
RPI in the year to December 1988); the higher level of age allowance
currently given to those aged 80 and over will be extended to those aged
75 and over. This will mean that:

the single person’s and wife’s earned income allowances will rise from

£2605 to £2785;
the married allowance will rise from £4 095 to £4 375;

the additional personal allowance and widow’s bereavement allowance

will rise from /1490 to £1590;

the age allowance for those aged 65 to 74 will rise from /3180 to £3400
(single) and from £5035 to £5 385 (married);

the age allowance for those aged 75 and over will rise from £3 180 (for
single people aged under 80) and from 3 310 (for single people aged

80 and over) to £3540; and from /5035 (for married couples aged under
80) and from /5205 (for married couples aged 80 and over) to {5 565;

the income limit for the age allowances will rise from £10600 to
£11400;

the basic rate limit will rise from £19 300 to £20 700 of taxable income.

4.03 The age allowance withdrawal rate will be reduced from £2 of
allowances for each £3 of income to £1 of allowances for each £2 of
income above the income limit of £11400. This means that the marginal tax
rate for someone with income in the withdrawal band will fall from nearly
42 per cent to 37% per cent.

4.04 Car benefit scale charges will be increased by one third from 6 April
1989. ,

4.05 Income tax relief will be given from 6 April 1990 on private medical
insurance premiums for those aged 60 and over.

4.06 The limit on charitable donations qualifying for tax relief under the
payroll giving scheme will be doubled from £240 to £480 a year from
6 April 1989.

4.07 The basis of assessment for Schedule E (remuneration of employees
and dircctors) will be changed from accruals to receipts. Bringing the
systems of assessment and collection (PAYE) into linc will simplify the
taxation of the half million directors and employees not already in practice
taxcd on the reccipts basis.
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Employee share
ownership plans (ESOPs)

Approved employee
share schemes

Profit-related pay

Personal equity plans

Pensions

Life assurance

4.08 Tax relief will be given for payments by companies to qualifying
ESOP trusts.

4.09 The annual limit for individual participation in the 1978 all-employee
share scheme will be increased to £2 000 or—if greater—10 per cent of pay
up to a maximum of £6000. The 1980 SAYE share option scheme limit will
be increased from £100 to £150 per month. The maximum discount from
the share price at which options may be granted under these schemes will be
doubled to 20 per cent.

4.10 The cash ceiling on the amount of profit-related pay attracting tax
relief will be increased to £4000. A number of other changes will simplify
and improve the PRP rules.

4.11 The annual limit on investment in Personal Equity Plans will be
increased from £3 000 to £4800. The annual limit on investment in unit
and investment trusts will be increased to £2400, irrespective of other
holdings. Investment in unit and investment trusts will be restricted to trusts
which invest mainly in UK equities. The PEP rules will be greatly
simplified.

4.12 A number of changes will be made to the taxation of pensions. In the
case of occupational pensions:

employers will be able to set up * top-up ”’ schemes for their employees,
with no limits on benefits, but without special tax reliefs;

a limit will be placed on pensions paid from tax-approved schemes, based
on earnings of £60000 a year. This is consistent with a tax-privileged
pension of up to £40000 a year or maximum tax free lump sum of up to
£90000. The limit will be indexed to prices;

the rules for tax-approved pensions, particularly affecting those who take
early retirement, will be simplified and improved.

These changes will apply to schemes set up on or after Budget day and to
new members joining existing schemes on or after 1 June 1989.

4.13 New simplified rules will be introduced for monitoring additional
voluntary contributions. Any surplus contributions made will be returned to
employees, subject to a special tax charge.

4.14 Annual contribution limits for personal pension schemes will be
increased as a percentage of earnings, subject to an overall cash limit based
on the £60000 earnings limit for occupational schemcs.

4.15 The tax regime for life assurance companies will be reformed. The
main changes, to be introduced from 1 January 1990, arc:

pension and general annuity business expenses will be deductible only
from pension or general annuity business profits;

relief for expenses of acquiring new life assurance business (other than
pension or general annuity business) will be spread over seven years: this
change will be phased in gradually over four years;

the rate of tax charged on income and capital gains attributable to policy
holders will be reduced to a rate equal to the basic rate of income tax
(25 per cent);

life assurance policy duty will be abolished.

4 The Budget tax and national insurance proposals

Unit trusts

COBO and deep
discounted bonds

Business taxation

Capital gains tax

Inheritance tax

VAT and car tax

4.16 A new tax regime will be introduced from 1 January 1990 for unit
trusts investing in transferable securities which are freely marketable
throughout the European Community under the UCITS directive. The rate
of corporation tax charged on their income will be reduced to a rate equal to
the basic rate of income tax (25 per cent).

4.17 The new issues queue will be abolished by a general consent under the
Control of Borrowing Order and the regime for deep discounted bonds,
including certain index-linked bonds, will be amended with effect from
Budget day.

4.18 The profits limit for the small companies’ corporation tax rate of
25 per cent for financial year 1989 will be raised from £ 100000 to £150000
and the limit for marginal relief will be raised from /500 000 to ,£750 000.

4.19 The main rate of corporation tax for the financial year 1989 will be
35 per cent.

~ 4.20 The apportionment rules for close companies will be abolished. Special

provisions including a corporation tax rate equal to the higher rate of
income tax (40 per cent) will be introduced for close investment companics
which distribute less than a specified percentage of their profits.

4.21 The capital gains tax annual exempt amount will remain at £5000 in
the case of individuals and £2500 in the case of most trusts.

4.22 The disposal value limit below which chattels are exempt from charges
on capital gains will be doubled from £3 000 to £6000.

4.23 Capital gains tax deferral on lifetime gifts will be restricted to certain
types of gift—in particular, gifts of business, farm and heritage assets, gifts
on which there is an immediate charge to inheritance tax, and gifts to
charity.

4.24 From 6 April 1989 the threshold for inheritance tax will be increased in
linc with the statutory indexation provisions from /110000 to £118 000.

4.25 From 15 March 1989 the VAT registration limits will be raised to
£23600 a year and £8000 a quarter.

4.26 To comply with the European Court judgment of 21 Junc 1988 certain
previously zero rated goods and services will be subject to VAT at the
standard rate. As announced on 6 February, the regime will aim to minimisc
the tax and compliance burden.

4.27 Non-rcsidential construction and property development will be liable
to VAT from 1 April 1989 with transitional relief for prior contractual
commitments. Landlords will be given the option to tax rents of
non-residential buildings from 1 August 1989. VAT will also be applied
from 1 April 1989 to ncws scrvices, and to protective boots and helmets
supplied to employers; and from 1 July 1990 it will be applied to fucl and
power supplicd to businesses, and to water and sewerage scrvices supplicd to
industry.
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Excise duty

ITV levy

Tax administration

Tax confidentiality

National insurance

Chart 4.1
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4.28 VAT relief for charities will be extended to charity fund-raising events,
certain types of advertising and medical sterilising equipment. Cars
purchased for leasing to the disabled will be relieved of car tax.

4.29 The duty on unleaded petrol will be reduced by the equivalent of just
under 1p a litre (nearly 4p a gallon) including VAT. A higher rate of duty
will be introduced on 2 and 3 star leaded petrol. This will add nearly

1p a litre (4p a gallon) including VAT to the tax charged on these grades.

4.30 From 1 January 1990, the additional payments made by ITV
programme contractors will be assessed on a mixture of net advertising
revenue and profits.

4.31 In the light of recommendations by the Keith Committee, measures
are proposed to:

simplify and update the system of interest and monetary penalties for
tax offences;

revise the Inland Revenue’s powers to obtain information about a
taxpayer under enquiry, to allow questions to be put to the taxpayer
and to provide the taxpayer with greater safeguards;

amend the Inland Revenue’s search powers to provide greater
protection for the taxpayer;

improve compliance by employers in filing end of year returns of
PAYE and NIC deductions.

4.32 Criminal sanctions will be provided against unlawful disclosure of
information relating to a taxpayer by employees or former employees of the
Inland Revenue and Customs and Excise.

4.33 From 5 October, the structure of employees’ national insurance
contributions will be reformed. Employees will pay Class 1 contributions
equal to 2 per cent of earnings up to the lower earnings limit (£43 a week in
1989-90) and 9 per cent of earnings above the lower earnings limit, up to the
upper earnings limit (£325 a week in 1989-90). Those earning below the
lower earnings limit will continue to pay no Class 1 contributions.

Reform of employees’ national insurance contributions
NICs (£ per week)
- 30

15

10

-
L ! 1 1 { |

0 50 100 150 200 250 300
Earnings (£ per week)

4 The Budget tax and national insurance proposals

4.34 From 1 October the rule whereby state retirement pensioners earning
more than £75 a week have their pensions reduced, and those earning over
£120 a week have their pension abated entirely, will be abolished. The
public expenditure cost of abolition will be about £190 million in 198990
and /375 million in 1990-91. This cost will be met from the Reserve, and is
therefore not included in Table 4.1. (Nor does Table 4.1 include the
increased tax revenue that will flow from the changes, £20 million in
1989-90 and 110 million in 1990-91.)

4.35 These changes to national insurance contributions and the pensioners’
earnings rule will be included in the Social Security Bill now before
Parliament.
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Table 4.1 Direct effects of changes in taxation and national insurance

£ million
Estimated effect on receipts in:

See Anncx 4 paragraph numbers 1989-90 1990-91
Changes from a Changes from Changes from
non-indexed an indexed an indexed
base base base

INLAND REVENUE

Income tax .

1 Increase of £180 in single allowance and of £280 in married allowance —1130 — —
2 Increase of £100 in additional personal allowance and widow’s

bereavement allowance =10 _ — —
3 Increase in age allowances in line with statutory indexation —100 — —
4 Extension of higher age allowance for those aged 80 and over to

those aged 75 and over , —10 . —10 —15
5 Increase of £800 in income limit for age allowance —15 — —
6 Reduction in age allowance withdrawal rate -5 =5 -5
7 Increase of £1400 in basic rate limit to £20700 —210 — —
8 Fringe benefits—one third increase in car benefit scales + 160 + 160 +200
9 Tax relief for private medical insurance for those aged 60 or over — — —40

10 Pension schemes—amendments to tax rules * * *

11 Payroll giving to charities—increase in donation limit to £480 a year * * *

12 Membership covenants to heritage charities =5 -5 —10

13 Liberalisation of profit-related pay legislation —10 —10 —15

14 Increase in approved employee share limits * * *

15 Employee priority in public offer of shares * * *

16 Changes in material interest tests : * * =5

17 Abolition of tax relief on new loans to buy Business Expansion Scheme

shares - * % +5

18 Schedule E—change to receipts basis of assessment =80 —80 —60

19 Changes in settlements provisions where settlor or spouse can benefit * * *

20 Tax deductible from tax credit payments to US companies — — —

Income tax and corporation tax

21 Life assurance companies—pensions measures — — +155

22 Life assurance companies—acquisition costs and rate reduction — — —30

23 Abolition of close company apportionment * * *

24 Capital allowances—safety at sports grounds and miscellaneous '

amendments *

25 Extension of relief for pre-trading expenditure * *

26 Subcontractor tax scheme—reduction in paperwork requirements — — —

Income tax and capital gains tax

27 Personal Equity Plans—increase in limits etc. =5 =5 —10

Income tax, corporation tax and capital gains tax

28 Keith committee—administrative changes * * *

29 Deep discounted bonds—taxation of uplift as income — — +15

30 Tax charge on switching investments in offshore funds * * *

Corporation tax

31 Increase in profits limits for small companies rate and marginal relief * * —35

32 Reduction in tax rate for certain unit trusts — — *

33 Reclief for payments to ESOP trusts * * *

34 Advance corporation tax amendments * * *

35 Sale of subsidiaries * * *

Capital gains tax .

36 No change in annual exempt amount — * +10

37 Restriction of gifts relief * * +25

_ — *

38 Change in the rules for Lloyd’s underwriters—stock lending

-* = Neolioible

— = Nil
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Table 4.1 Direct effects of changes in taxation and national insurance—continued

£ million

Estimated effect on receipts in:

See Annex 4 paragraph numbers 198990 . 1990-91
Changes from a Changes from Changes from
non-indexed an indexed an indexed
base base base

Capital gains tax and corporation tax

39 UK branches of foreign businesses—changes affecting capital gains * * *

40 Technical changes associated with rebasing of capital gains * * *

41 Increase in capital gains chattels exemption to £6 000 * * *

42 Exemption of certain bonds from charges on capital gains * * *

Capital gains tax and inheritance tax

43 Gifts to housing associations * * *

Inheritance tax

44 Increase of £8 000 in threshold —35 . — —

45 Changes in rules for varying dispositions on death +5 +5 +15

, Stamp duties

46 Abolition of life assurance policy duty —20 —20 —80

TOTAL INLAND REVENUE ' T —1470 +30 +120

CUSTOMS AND EXCISE

Value added tax

47 Increase in registration limit * * *

48 Revised tax regime for construction, buildings and land +310 +310 +440

49 Change in liability of news services +5 +5 +5

50 Change in liability of certain protective boots and helmets * * *

51 Change in liability of certain supplies of fuel and power — — +90

52 Change in liability of certain water and sewerage services — — *

53 Reliefs for charities =5 =5 =5

54 Relief for research and development cars * * =5

55 Self-supplies—input tax * * *

Car tax

56 Relief for vehicles leased to disabled —10 —10 —10

Excise duties

57 Reduction in duty on unleaded petrol —-35 =65 —135

58 Increase’in duty on 2 star and 3 star petrol =5 —30 =35

59 No change in rate of duty on 4 star petrol etc. — - 385 —395

60 No change in rate of duty on derv — =95 - —105

61 No change in rate of duty on minor oils — =10 —10

62 No change in rates of tobacco products duties — —235 =250

63 No change in rate of spirits duty — —65 —170

64 No change in rate of beer duty — —140 —155

65 No change in rate of duty on cider and perry — =5 =5

66 No change in rate of duty on wine and made-wine — —45 =50

67 Restriction on blending of duty-paid made-wine * * *

‘68 Determination of original gravity of beer * * *

69 Relief from duty and tax for diplomats etc. — — —

TOTAL CUSTOMS AND EXCISE +260 =775 —695

Vehicle excise duty

70 Increase in VED rates for taxis, buses and coaches +20 +20 +20

71 Increase in VED rates for certain lorries and other vehicles +20 —=15 =20

72 No change in VED on cars, light vans and main lorry rates — —155 —170

TOTAL VED + 40 —150 —170

* = Neoligible

-— = Nil
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Table 4.1 Direct effects of changes in taxation and national insurance—continued

/£ million

1

Estimated effect on receipts in:

- Annex to Chapter 4

See Annex 4 paragraph numbers 1989-90 1990-91
Changes from a Changes from Changes from )
non-indexed an indexed an indexed
base base base i
Other
73 1TV levy re-basing — - +45
74 Sale of vehicle registration marks * * +10 Explanatory notes to Table 4.1
75 Unauthorised disclosure of confidential information — — — Table 4.1 gives the direct effects of changes in taxation. Estimates are rounded to
TOTAL OTHER ol l +35 the nearest £5 million. “ Negligible ” means less than £3 million.
TOTAL CHANGES IN TAXATION —1170 —895 —6%0 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
National insurance contributions Budget (the pre-Budget regime) and the yield after the changes proposed in the
76 Employee contributions reformed and reduced — 980 —980 —2800 Budget (the post-Budget regime). The difference in yield is generally calculated by
TOTAL CHANGES TO NATIONAL INSURANCE ‘ applying the pre- and post-Budget regimes to the same tax base. This base is the
CONTRIBUTIONS — 980 —980 —2800 post-Budget base—that is, the levels of income, consumption, profits, etc forecast
for future years on the assumption that all the measures proposed in the Budget
TOTAL BUDGET CHANGES —2150 —1875 —=3490 |

* = Negligible

Nil

take effect. -

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
mncomes, 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 it 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. This is a slight modification of previous practice in
which nominal consumers’ expenditure at market prices, rather than at factor cost,
was held constant. Examples where behavioural effects are taken into account for
Inland Revenue taxes include changes involving the take-up of a 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 1989-90. Budget proposals are compared with a non-

indexed base—thact is, with the pre-Budget regime of allowances, thresholds and
rates of duty at 1988—89 levels.

The figures in the second column show the direct effect of the Budget proposals on
receipts in 1989-90, measured against an indexed base. The indexed base for
1989-90 is obtained by increasing 1988—89 allowances, thresholds and rates of duty
by 6-8 per cent, the increase in the RPI over the year to December 1988.

The figures in the third column show the direct effect on receipts in 1990-91, also
measured against an indexed base. For this comparison, both the Budget proposals
and the indexed base for 1989—90 have been further indexed by the forecast

movement in the RPI between the fourth quarters of 1988 and 1989 (shown in
Table 3 14)
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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) is substantially
different from the effect on receipts in either 198990 or 1990-91; or where the
impact of the proposal is expected to build up over a period of years.

1to 5 The increases in the main income tax allowances are in line with the
statutory indexation provisions (based on the increase of 6-8 per cent in the RPI in
the year to December 1988). The higher level of age allowance currently given to
those aged 80 and over will be extended to those aged 75 and over.

6 The age allowance withdrawal rate will be reduced from £2 of allowances for
each £3 of income to £1 of allowances for each (2 of income above the income

limit of £11400.

7 The increase in the basic rate limit is in line with the statutory indexation
provisions.

8 For 198990 the scales for taxing car benefits will be increased by one third from
their 198889 levels. The estimated yield takes account of behavioural effects.

9 Tax relief will be available (with basic rate relief given at source) for eligible
premiums paid in 1990-91 and subsequent years for private medical insurance for
those aged 60 and over. The cost for 1990-91 assumes an increase in take-up in the
region of 10 per cent as a result of the new relief. Eventual costs will depend,
among other things, on the extent to which medical insurance for the over-60s is
promoted and taken up.

10 The amendments to the tax rules for pension schemes will mean that:

for tax-approved schemes, earnings over £,60 000 a year will be ignored for the
purpose of calculating benefits (consistent with a maximum pension of £40 000, or
tax-free lump sum of £90 000). Other amendments will be made to the tax rules to
improve early retirement benefits, to allow a two-thirds final salary pension on
retirement after 20 years’ service between ages 50 and 70 and to simplify calculation
of tax-free lump sums. These changes apply to new schemes set up on or after

14 March 1989 and to new members joining existing schemes on or after
1 June 1989;

employers will be able to set up top-up schemes with no limits on benefits, but
without tax privileges such as tax-free investment build-up;

new rules will allow surplus voluntary contributions to be returned to the
member instead of reducing benefits from the employer’s scheme. The voluntary
scheme will deduct a 35 per cent charge from the refund to recoup the tax
advantages enjoyed on contributions and build-up. There will be a further
liability on higher rate taxpayers;

changes will be made to the personal pensions tax rules to increase from 6 April
1989 the age-related contribution limits. The increased limit will be subject to

the £60000 earnings cap. And the rules for calculating tax-free lump sums will
be simplified.

These measures are expected to have a broadly neutral revenue effect in the early
years.

11 The limit on charitable donations qualifying for relief under payroll deduction
schemes will be increased from £240 to £480 a year from April 1989. The cost will
depend on take-up.

12 The conditions for relief for charitable covenants will be relaxed so that where a
member of a heritage charity is given free or cheap entry to view the charity’s
property, that benefit will not disqualify the covenant payments from relief. The

ract will denend An fala_iin
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13 The main amendments to the profit-related pay (PRP) legislation will:
abolish the ““5 per cent test”” on a PRP scheme’s eligibility for registration;
increase to ,£,4 000 the cash limit on the amount of PRP attracting tax relief;

allow scheme employers to alter, subject to conditions, the rules of PRP schemes
already registered; and

enable PRP schemes to be registered for certain employment units using the
profits of the whole business rather than of the employment unit itself.

The cost will depend on take-up.

14 The annual limit on the value of shares which may be given to an employee
under an approved all-employee profit-sharing share scheme will be increased, with
effect from 6 April 1989, from 1250 (or 10 per cent of pay up to a maximum of
£5000) to £2000 (or 10 per cent of pay up to £6000). The limit on monthly
savings made by an employee under an approved savings-related share option
scheme will be increased, from a day to be appointed, from £100 to £150. The
maximum discount on the share price at which options may be granted under these
schemes will be increased from 10 per cent to 20 per cent. The use of consortium
shares in an approved employee share scheme will be extended to include the shares
of any member of a consortium owning 5 per cent or more of the company’s
ordinary share capital in place of the previous 15 per cent limit.

15 There will be relaxations in the conditions under which income tax relief is
given to employees who benefit by virtue of their employment from priority in
applying for a public offer of shares.

16 Changes will be made in the material interest tests relating to an employee’s
eligibility to participate in an approved employee share scheme or a registered
profit-related pay scheme, and an individual’s entitlement to close company interest
relief. Subject to certain conditions, shares held by a trust of which the employee is
a beneficiary will be disregarded when reckoning whether he has material interest.

17 Relief for interest on loans to acquire Business Expansion Scheme shares on or
after 14 March 1989 will be abolished.

18 From 6 April 1989 Schedule E emoluments will be assessed for the year in
which they are received instead of the year for which they are earned. There will be
a transitional cost, but from 1992-93 when the transition is complete, there will be
an annual yield of about £50 million.

19 A change will be made to the provisions which treat certain settlement income
as the settlor’s for higher rate tax purposes to ensure that income from outright gifts
between husband and wife will be treated under Independent Taxation as the
income of the recipient of the gift. For certain other settlements the present
provisions will be extended to the basic rate, producing a small revenue yield.

20 Legislation will be introduced to make clear the amount of UK tax that is
deductible from UK tax credits to which non-residents may be entitled under a
double taxation convention. This measure will prevent a potential Exchequer loss
of about £15 million a year.

21 From 1 January 1990, life assurance companies will be allowed to set relief for
the expenses of pension, general annuity and other life assurance business only

~ against their respective profits. There will be other measures to align the tax

treatment of pension profits more closely with industry accounting practice. The
yield in 1990-91 and the immediately following years is reduced by the carry-

forward of unrelieved expenses from past years. The long term yield is expected to
be around £} billion a vear
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22. Other changes will be made from 1 January 1990 to the rules for taxing life
assurance companies: in particular, to spread over seven years the relief for the costs
of acquiring new business (other than pension and general annuity business), subject
to transitional arrangements in the first four years; and to reduce the corporation
tax rate on income and capital gains attributable to policy holders to 25 per cent.
The impact of these measures in 1990-91 and subsequent years is affected by the
proposed transitional arrangements. The long-run effect is expected to be broadly
revenue-neutral.

23 The apportionment rules for close companies will be abolished. A higher rate of
corporation tax equal to the higher rate of income tax of 40 per cent will be
introduced for close investment companies which distribute less than a specified
percentage of their profits. A close investment company will no longer get tax
relief for interest payments, annual payments or management expenses unless these
would have been deductible if paid by an individual.

24 The legislation relating to capital allowances for safety expenditure at sports
grounds will be amended from 1 January 1989 to take account of the extension of
safety certificate requirements to regulated stands at undesignated sports grounds.
Minor amendments will be made to the capital allowances legislation to correct
defects and anomalies in advance of the consolidation of that legislation.

25 The period for which relief may be available for business expenditure incurred
before a trade begins will be increased from three to five years. The cost of this
proposal will take some years to build up and could amount to tens of millions of

pounds.

26 Subject to consultation, the paperwork requirements of the scheme for
subcontractors in the construction industry will be reduced.

27 The main changes are:
an increase in the overall annual limit on investment in a Personal Equity Plan to
44800,

within that an increase in the limit for investment in authorised unit trusts and
investment trusts to £2 400, coupled with a new requirement that the trust must
invest mostly in UK equities;

significant simplifications for plan managers; and

the facility for new share issues to be brought within plans.

The costs assume take-up in the region of 400000 in the first full year. The cost is
likely to reach £30 million after five years.

28 In the light of recommendations of the Keith Committee, administrative
changes will be made:

to update the system of monetary penalties for tax offences in line with inflation
and remove obsolete penalties;

to introduce a uniform time limit of 20 years for recovery of tax lost through
default;

to allow taxpayers further time to claim reliefs where an Inspector discovers that
further tax is due;

to revise the Inland Revenue’s powers to obtain information about a taxpayer
under enquiry, to allow questions to be put to the taxpayer, provide greater
safeguards for the taxpayer and protect audit papers and tax advice from
disclosure by his accountant;

to amend the Inland Revenue’s search powers to provide greater safeguards for

the taxnaver:
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to create a new criminal offence for the deliberate destruction of documents
called for under the Inland Revenue’s information powers;

to change the filing date for returns of PAYE and NIC deductions by employers
from 19 April to 19 May, tighten up the penalties for late filing gradually over a
period of years, leading to the introduction of automatic penalties for all late
filing (but not before 1995).

The effect on revenue in subsequent years is expected to be small.

29 From Budget day the existing corporate deep discount legislation in Schedule 4
ICTA 1988 will be widened to include non-variable deep discounted securities
issued by non-corporate borrowers. On a sale or redemption the accrued discount
will be taxed as income. Any excess or shortfall will be taxed as a capital gain or
loss unless the security is exempt from capital gains tax as a qualifying corporate
bond. Where deep discounted securities have variable features so that the precise
accrued discount at any particular time cannot be determined in advance (including
certain index-linked bonds), the whole of the uplift between cost price and sale or
redemption price will be taxed as income. The eventual yield is uncertain but is
estimated at around /50 million.

30 A tax charge will be imposed on UK investors on gains when they switch
holdings within an offshore fund.

31 The profits limit for the small companies’ corporation tax rate of 25 per cent for
financial year 1989 will be raised from ,£100000 to £150 000 and the limit for
marginal relief will be raised from /500000 to £750000.

32 From 1 January 1990 all unit trusts that are UCITS (Undertakings for
Collective Investment in Transferable Securities) under the relevant European
Communities legislation will be subject to corporation tax on their income at a rate-
of 25 per cent. The cost will rise to about £20 million from 1991-92 onwards.

33 Payments made by a company to an ESOP trust will be deductible in
calculating its corporation tax liability where the trust meets conditions aimed at
ensuring the distribution of shares in the company to all of its employees, on similar
terms, within a reasonable time.

34 Various minor changes will be made to the advance corporation tax (ACT)
rules concerning a company which is part of a group or consortium.

35 Measures will be introduced to counter avoidance of tax on disposals of
subsidiaries in ways which could cause a substantial loss of tax.

36 The capital gains tax annual exempt amount wiil remain at £5 000 in the case of
individuals and £2500 in the case of most trusts.

37 Capital gains tax gifts relief (which allows deferral on gifts) will be restricted to
certain types of gift, the main categories being gifts of business, farm and heritage
assets and gifts on which there is an immediate charge to inheritance tax. The
revenue yield in 1991-92 is estimated at 40 million. The change will not affect
gifts to charities or between spouses.

38 The capital gains tax rules and rules about the transfer of securities applying to
assets held by Lloyd’s underwriters in their premiums trust funds will be amended
to facilitate stock lending to market makers.

39 Changes will be made to the rules for the taxation of capital gains of foreign
businesses with UK branches or agencies or with operations on the UK continental
shelf. The main effect will be to counter possible developments which could lead to

A evermificant lace Af tav

f
|



Annex to Chapter 4

Capital gains tax and
inheritance tax
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Value added tax

Car tax

Excise duties

40 Technical changes will be made in relation to the application of the provisions
in the Finance Act 1988 for rebasing the taxation of capital gains to 1982 in certain
special situations.

41 Chattels with a disposal value of less than /3000 are exempt from charges on
capital gains. The limit will be doubled to £6 000.

42 Certain sterling bonds will be exempted from capital gains tax and corporation
tax on gains. The main effect will be to counter use of the indexation allowance in
ways which could cause a significant loss of tax.

43 Gifts of land to registered housing associations will qualify for capital gains tax
deferral and inheritance tax exemption.

44 The estimated full year cost of indexation attributable to taxable estates in
1989-90 is £ 80 million. :

" 45 The facility for varying the disposition of a deceased person’s assets with effect

for inheritance tax will be limited to those variations making adequate provision for
his or her dependants.

46 Life assurance policy duty will be abolished from 1 January 1990. The cost in
1990-91 takes account of the consequential change in corporation tax hability.

47 From 15 March 1989, the registration limits will become £23 600 a year and
48000 a quarter.

48 From 1 April 1989, VAT will be applied at the standard rate to the construction
and sale of new non-residential buildings. Transitional relief will allow zero rating
to continue for certain developments where legal commitments had been entered
into before 21 June 1988. From 1 August 1989, landlords will be able to opt to
charge tax on their non-residential rents and sales of used buildings and VAT at the
standard rate will be applied in limited circumstances to building land where this is
necessary to ensure fair competition. Tenants whose landlords opt to tax existing
leases will pay tax on only half of the rent in the first year. The phasing in period
will be five years where the tenant is a charity.

49 From 1 April 1989, VAT will be applied at the standard rate to news services
(but not newspapers).

50 From 1 April 1989, VAT will be applied at the standard rate to protective boots
and helmets supplied to employers.

51 From 1 July 1990, VAT will be applied at the standard rate to fuel and power
supplied to businesses.

52 From 1 July 1990, VAT will be applied at the standard rate to water and
sewerage services supplied to industry.

53 From 1 April 1989, VAT relief for charities will be extended to charity and
certain cther fund-raising events, medical sterilising equipment and classified and
certain other types of advertising.

54 From 1 August 1989, all cars used by manufacturers for research and
development purposes will be relieved of VAT.

55 From Royal Assent, Customs and Excise will be given the power to determine,
by regulation, the correct attribution of input tax in respect of self-supplies of goods
and services.

56 From 1 April 1989, vehicles purchased for leasing to the disabled will be
relieved of car tax.

57 The duty on unleaded petrol will be reduced by the equivalent of 0-8p a litre
(3-6p a gallon) including VAT.

Annex to Chapter 4

Vehicle excise duties

Other

National insurance
contributions

58 A higher rate of duty will be introduced on two and three star leaded petrol.
This will add 0-9p a litre (4-1p a gallon) including VAT to the tax charged on these
grades. Despite the increase in duty, the revenue effect of this change is negative as a
result of expected switching from two and three star to unleaded petrol.

59-66 There will be no change in the rates of duty on other hydrocarbon oils,
alcoholic drinks and tobacco products.

67 The duty arrangements for made-wine will be brought into line with those
applicable to wine of fresh grapes by prohibiting duty-paid blending.

68 The rules for determining the original gravity of beer for duty purposes will be
clarified.

69 Statutory provision will be made for a number of duty and tax reliefs currently
granted to diplomats, members of international organisations and visiting forces by
means of extra-statutory class concessions. A power to impose sanctions for
breaching the conditions of the reliefs will be introduced.

70 From 15 March 1989, the number of duty rates for coaches and buses will be
reduced from over sixty to five and rates will be increased; duty rates will also be
increased for taxis.

71 From 15 March 1989, the rates of duty.on certain rigid lorries will be increased

to bring them more into line with rates for articulated vehicles of similar gross
weight. The rate of duty for special types capable of carrying very long, wide or
heavy loads will be increased to £3 100.

72 There will be no change in the duties on cars, light vans, motor cycles and most
lorries.

73 From 1 January 1990, the additional payments made by ITV programme
contractors will be assessed on a mixture of net advertising revenue and profits.

74 A pilot scheme making certain vehicle registration marks available for sale to
the public will begin in December 1989.

75 Criminal sanctions will be provided against unlawful disclosure of information
relating to a taxpayer by employees or former employees of the Inland Revenue
and Customs and Excise.

76 From 5 October 1989, employees will pay Class 1 contributions equal to

2 per cent of earnings up to the lower earnings limit (,£43 a week in 1989-90) and
9 per cent of earnings above the lower earnings limit, up to the upper earnings limit
(£325 a week in 1989-90). Those earning below the lower earnings limit will
continue to pay no Class 1 contributions.
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5 Publlc expendlture Public spending trends 5.03 General government spending, excluding privatisation proceeds, has

fallen from 46% per cent of GDP in 1982-83 to 394 per cent in 1988-89. The
expenditure plans to 1991-92 are consistent with the Government’s policy of
reducing the share of national income taken by total government spending.
The move to Budget surplus has reduced the burden of debt interest, and the
fall in unemployment has made savings possible in the social security,
employment and training programmes. These savings, together with higher
housing receipts and reduced agricultural market support, have made room
for increases in priority programmes within the declining trend of total
expenditure relative to national income.

5.01 The Government’s expenditure plans for the next three years were set
out in the 1988 Autumn Statement (HC 695) and in detail in the 1989 public
expenditure White Paper (Cm 601-621). They are summarised in Table 5.1.

Changes since previous 5.02 The planning total for 1989-90 remains unchanged from the level

! Plans from The Government’s Expenditure Plans 1988—89 to 1990-91 (Cm 288), adjustédfor classification
1199091 and 1991-92 figures rounded to nearest £ % billion. changes.
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Budget shown in the last FSBR; the planning total for 1990-91 has been increased Budget consequences 5.Q4 The publi(; expenditure cost of abolishing the earnings rplfa fo.r state !
by £3-3 billion. In both years, extra resources have been provided to meet retirement pensioners (,£190 million in 1989-90 and (375 million n !
the Government’s priorities, including substantial additional sums for health, 1990-91) will be charged to the Reserve, and will not add to plgnnmg totals. 1
law and order, defence and roads. Provision for local authority current ‘l The public expenditure cost of extending VAT to non-residential ;
spending and the UK’s net contribution to the European Communities is construction and property development was incorporated in the plans set out :
also higher. . in the 1989 public expenditure White Paper.
. . 1
Table 5.1 Public expenditure 198889 outturn 5.05 The latest estimate of the outturn for the planning total in 1988-89, '
£ billion which is still subject to some uncertainty, suggests that it is likely to be
198788 1988—-89 1989-90 1990-91 1991-92 £150-6 billion, £6-3 billion below the plans shown in the 1988 public
Outturn - Estimated Plans Plans Plans ' expenditure White Paper and the 1988 Budget (of which /£2 billion
outturn represents increased privatisation proceeds) and £2-8 billion below the
Department ‘ | “outturn figure shown in the 1989 public expenditure White Paper.
Social security 463 47-4 51.0 55.3 58.7 A breakdown is shown in Table 5.2.
Health 19-7 21-7 232 24-4 25-4
Defence 18-9 190 20-1 212 2241
iil;iaetgrf;iz(i;:i:;; departments 12; L 13: 123 Z(S)i 222 ‘] Table 5.2 Comparison of plans and estimated outturn for 198889
Transport 46 4-8 5-4 55 57 £ billion
Scotland 81 - 87 9-0 9-1 9-7 ’ Plans! Estimated Outturn
Wales 33 3.6 3.8 3.9 40 { outturn minus
Northern Ireland 49 56 55 57 5-9 : plans
Other departments 21-6 21-2 231 237 25-3 | Central government? 114-3 114-4 +0-1
Privatisation proceeds =51 —-70 —=50 —50 =50 , Lfc_)call'lauthority2 426 42-9 +0-3
of which:
Reserve 35 70 105 \ ' relevant expenditure 332 34-5 +1-2
Public expenditure planning total 145-7 150-6 167-1 179-4 191-6 { other current 5.4 5.3 —0-1
General government gross debt interest’ 17-7 183 17-1 154 14% X capital 4-0 31 -09
Other adjustments’ 8-4 10-2 10-1 104 93 Nationalised industries and
General government expenditure 1719 1791 194-3 205 216 i otk'xer PUb_hc corporations 14 03 —1
. Privatisation proceeds —50 —-70 —2:0 g
General government expenditure .
excluding privatisation proceeds: i Reserve 2> —3> J
in real terms (base year 1987-88)2 177-0 173-5 176-4 179 183 i Public expenditure planning total 156+9 150+6 —63
as a per cent of GDP 411 394 393 39 383 ji ‘
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5.06 The major changes in 1988—89 between programme plans in the 1988 such as the National Health Service. Most of the remainder consists of social
‘White Paper and the estimated outturn are: security payments paid out of the National Insurance Fund. Spending by
local authorities accounts for about one quarter of public expenditure.
Nationalised industries and other public corporations account for the
remainder of the total. Table 5.3 gives outturn figures for the last two years
and the plans as published in the public expenditure White Paper.

central government; increases arising from pay settlements for NHS Review
Body groups (£0-9 billion), a capital grant of £0-5 billion associated with
the sale of Rover to BAe and finance for an initial recapitalisation of
Shorts Brothers prior to privatisation (£0-4 billion), are largely offset by

reductions in social security expenditure (£1-0 billion) due to the fall in Supply Estimates 5.08 For 1989-90, the plans set out in the public expenditure White Paper
unemployment; lower payments by the Intervention Board for have now been translated, where appropriate, into detailed control totals in
Agricultural Produce (£0-4 billion) and lower expenditure on Supply Estimates. The total Estimates provision for 198990 for which the
employment programmes (£0-4 billion); Government is seeking Parliamentary approval is shown in Table 5.4. The

main Estimates for 1989-90 are published in a series of booklets on 14 March
1989 with a Summary and Guide (Cm 633) which summarises the Estimates
and explains how they relate to the public expenditure planning total. It also

local authorities: an overspend of ,£1-2 billion on planned current
expenditure and a net underspend of £0-9 billion on capital expenditure,
reflecting higher gross spending (,£1-2 billion) offset by higher receipts

(£21 billion); describes the Supply procedure.

nationalised industries and other public corporations: an underspend of 5.09 Of the £116-5 billion included in the Supply Estimates, £90-1 billion
£1-1 billion mainly by the electricity supply industry (,£0-6 billion is direct public expenditure. The remaining £26-3 billion does not featur.e.
reflecting latest information on timing of tax payments), British Ste,el directly as public expenditure because it consists of grants to local authorities
(.£0-3 billion, due to higher profitability prior to privatisation) and British , and finance for other bodies whose spending is counted as public

expenditure. About 60 per cent of the money voted in Estimates is subject to
cash limits, which provide the Government with greater control over its
cash expenditure during the financial year.

Rail (,£0-3 billion, mainly due to buoyant passenger income).

Table 5.3 Public expenditure by spending authority

AL billion ]
Table 5.4 Supply expenditure
198788 198889 198990 -1990-91 1991-92 il
Outturn Estimated Plans Plans Plans £ billion
outturn 1987-88 1988-89 1989-90
! . ..
Central government! 109-4 114-4 123.7 1312 136-9 Expected outturn Final Expected Provision
of which: ' in 1988 Budget outturn outturn
Voted in Estimates 76-9 80-9 86-9 92:2 96-4 Main Supply Estimates 104-5 1045 108-3 1165
. otl;er oitics! 2(2)3 zg g ijﬁ igo :3? , Supplementaries and net underspending 09 10 2-4 '
ocal authorities . : : : -5 . .
of which: ; 7 5 Total SuPply expenditure 105-3 105-5 110-7
relevant expenditure 32.0 ) 34.5 35.2 365 375 Public expenditure element 79-5 79-6 85-0
other current 5-1 5-3 6-2 67 7-1
capital 36 31 26 2-4 2:5
Nationalised industries 03 —0-1 — -0-4 1-0%.
Other public corporations 0-5 0-5 09 1-0 11
Privatisation proceeds —51 —-70 —50 —50 —50
Reserve 35 7-0 105
Public expenditure planning total 145-7 150-6 1671 179-4 191-6

! Excluding finance for nationalised industries and other public corporations.

2 The increase in 1991-92 reflects the disappearance from the public expenditure figures, following privatisation, of the substantial negative external finance of
the electricity industry.

S

Public expenditure by 5.07 Central government spending makes up about three quarters of the
spending authority planning total. About 70 per cent of this is voted by Parliament through the
annual Supply Estimates and covers the expenditure of government
departments for their own activities as well ac their fiindine of ather hadiee
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6 The public sector’s finances

Changes since last Budget

6.05 The PSDR in 1988-89 is now estimated to be £10% billion higher than
forecast in last year’s Budget. As Table 6.2 shows, the higher net repayment
g comes roughly equally from higher receipts and lower expenditure,
including ,£2 billion additional privatisation proceeds (see Table 1.2 for a
detailed comparison of the components). Much of the extra receipts reflects
the higher than forecast growth of money GDP. Higher growth has also

6.01 ThJS chapter brings togethfar revenue and spending and provides an contributed to the lower than forecast expenditure, primarily through lower
analysis and forecast pf the public sector’s overall financial position in spending on social security and improved finances of public corporations.
1989-90, together with some explanation of the main differences between §

estimated outturn in 1988-89 and last year’s forecast.

Table 6.2 Changes to receipts, expenditure and debt repayment since 1988

§ Budget!
| £ billion
Debt repayment ’66(1);”1 l;ll"llllle latest estimate is for a public sector debt repayment (PSDR) of § 198788 198889
illion in 1988-89, equivalent to 3 per cent of GDP, or £7 billion 4 Recei
. Lo ; ’ pts
excluding privatisation Proceeds. Even this last figure represents a larger net % Taxes, royalties and national insurance contributions +09 +4-6
repayment as a proportion of GDP than in any year since the beginning of . g Other receipts —0-8 +1-3
the 1950§—the earliest date for which comparable figures are available. Bothi | Total receipts +01 +59
the public sector ﬁpancxal balance and the general government financial Expenditure
balance are also estimated to be in substantial surplus in 1988-89. % Privatisation proceeds -01 —2.0
Other general government +0-2 =19
Public corporations’ market and overseas finance —0-4 —-09
) Total expenditure —0-3 —49
6.03 The forecast is for a further substantial PSDR. of around 414 billion in PSDR +0-4 +10-7

SRS

1989—99, about the same as in 1988-89. Excluding privatisation proceeds the
PSDR in 1989-90 is forecast to be some £2 billion higher than in 1988-89.

'+ higher receipts, higher expenditure, or higher debt repayment;
— lower receipts or lower expenditure.

, 6.06 The main contributors to the higher than expected receipts in 1988—89
Table 6.1 Public sector debt repayment - are income tax (£ 1% billion), national insurance contributions (£1% billion),
VAT (£13 billion) and interest receipts (£1 billion). The first two largely
reflect higher total wages and salaries. Higher VAT receipts are the result of
Outturn 1988 Latest Forecast . faster growth of consumer spending in total and a change in its composition

1987-88 1988-89 1989-90

: ‘ Budget estimate towards those goods and services which are subject to VAT.
Public sector debt repayment
billion .
ér cent of GDP 3; 3; 13'2 13-8 | 6.07 Corporation tax receipts again rose strongly in 1988-89 but not by as
PSDR excluding privatisation p 23 much as forecast. Within the tota.l, adYance. cprporation tax (ACT) receipts
£ billion EP proceeds B ‘were higher than forecast, reflecting high dividend payments in 1988, but
per cent of GDP , i’é —18 69 8-8 other corporation tax receipts rose much less than expected. The latter is
+ —3 1} 13 likely to be mainly the result of lower profits and higher investment in 1987

than shown by the recorded figures available at the time of the last Budget.

6.08 Privatisation proceeds were £2 billion higher than projected at the
6.04 The stock of net public sector debt has fallen from over 50 per cent of time of the last Budget. Expenditure excluding privatisation proceeds was
money GDP in 1979 to 38 per cent (£171 billion) at the end of 1987-88. Itis lower than forecast, largely as a result of lower social security expenditure
forecast to be about £157 billion, or 32 per cent of GDP, at the end of i 5 and higher local authority capital receipts.

1988-89. Relative to GDP the stock of government debt is now lower than

at any point sincc the First World War. There should be a further large fall

f)r}réclt)};t'lblic sector debt in 1989-90, in both nominal terms and as a per cent

6.09 The public sector’s finances can be analysed in a number of different
ways: by type or activity, by sector and by economic category. The rest of

thic rhantar cate Ak thece thrae analvesc in derail
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Receipts

Table 6.3

Public sector’s finances: analysis by type or activity

6.10 Table 1.2 analyses the public sector’s finances by type or activity. The
main receipts of general government (ie central plus local government) are
grouped according to the kind of activity which gives rise to them, while
spending is shown by department, as in Chapter 5 and in the public
expenditure White Paper.

6.11 General government receipts are estimated to have risen by nearly
10 per cent in 1988-89, a little less than the growth of money GDP. They
are forecast to rise by about 8 per cent in 1989-90, a little more than the
forecast growth of money GDP.

6.12 Within general government receipts North Sea revenues fell sharply in
1988-89, as forecast. They are forecast to fall further in 1989-90, by about
10 per cent, mainly the delayed effect on corporation tax of falling profits in
earlier years. Oil production is expected to be lower in 1989 than in 1988, due
mainly to the continued effect of the Piper Alpha disaster and accidents in the
Fulmar and Brent fields. The forecast assumes that North Sea oil prices will
remain close to recent levels. PRT receipts are forecast to be slightly higher in
198990, despite the projected fall in production because there were repayments
of advance PRT in 1988-89 and none are forecast for 1989-90.

North Sea revenues

£ billion

1987-88 198889 1989-90

Outturn 1988 Latest Forecast
Budget estimate

North Sea corporation tax'
Petroleum revenue tax?
Oil royalties

1-4 1-5 1-3 0-8
23 1-2 1-3 1-4
1-0 0-6 0-6 0-6

Total North Sea revenues

47 33 32 29

! Before ACT set off of:

% Includes advance petroleum revenue tax

07 08 0-8 0-5

6.13 Excluding North Sea revenues general government receipts rose by
11 per cent in 1988-89 and are forecast to rise by about 8% per cent in
1989-90. Within the overall increase forecast for 1989-90 there is:

a 7 per cent increase in income tax receipts;

a 23 per cent increase in receipts of corporation tax (including ACT
but excluding North Sea mainstream corporation tax), with ACT
growing more slowly than the rest;

a 94 per cent increase in VAT receipts;

little change in receipts from the excise duties on petrol, tobacco and
alcohol;

an 8% per cent increase in local authorities’ net receipts of rates (and
community charge in Scotland);

a 34 per cent increase in national insurance contributions, after

allowing for the reforms to employees’ contributions announced in
the Budget.

ORI p sty 8 s
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Taxes as a share of GDP  6.14 Table 6.4 shows taxes and national insurance contributions (NICs) as a

per cent of GDP. Both the total and non-oil percentages are estimated to
have fallen in 1988-89, by a half and a quarter percentage point respectively,
compared with forecasts of no change in last year’s Budget.

Table 6.4 Taxes and national insurance contributions as a per cent of GDP

1983-84 1984-85 1985-86 1986-87 198788 198889 1989-90

Latest Forecast
estimate
Total taxes and NICs as a share
of total GDP 384 393 381 38 38 374 373
Non-oil taxes and NICs as a
share of non-oil GDP 373 373 374 373 373 374 373

39

38 F

37

35

33

6.15 The forecast is for total and non-oil taxes and NICs to be the same as
percentages of GDP in 1989-90 as in 1988-89. In other words, the changes in
the Budget merely offset real fiscal drag—the tendency for average tax rates
to rise in a progressive tax system indexed to prices.

Chart 6.1 Taxes and national insurance contributions

40
S~ _ -~  Total taxes and NICs,
/ T~o - ~ . per cent of GDP -39
! = - S

“““““ 4 38
Non - oil taxes and NICs, - 37

per cent of non - oil GDP
-1 36
- 35
- L 434
! L 1 I ! 1 ! ! I 1 33

1978-79 1979-80 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-950

Estimaie Forecast
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48

42

38

36

Expenditure 6.16 General government expenditure (GGE) excluding privatisation

proceeds is now estimated to have increased by about 5 per cent in 1988-89,
and is forecast to rise by 7 per cent in 1989-90, below the growth of money
GDP in both years. The ratio of GGE excluding privatisation proceeds to
money GDP is therefore expected to fall in both years, as illustrated in
Chart 6.2.

Chart 6.2 General government expenditure

48
Per cent of GDP

Excluding privatisation proceeds

-1 38

| Il ! [ { I} 1 [ |

1978-79

1979-80

1980-81

1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-90
Estimate Forecast

6.17 Within GGE, gross debt interest payments rose in cash terms in
198889 partly because of higher interest rates and inflation (which raises the
cost of servicing indexed debt). Net debt repayment reduces interest
payments, other things being equal, but not immediately; and because of the
rise in the foreign exchange reserves and other short-term assets in 198788
and early 1988-89 some of the effect has come through initially as higher
interest receipts. Interest and dividend receipts rose by £% billion in 1988-89,
despite a fall in the dividend element following the sale of the Government’s
remaining shareholding in BP.

6.18 Debt interest payments are forecast to fall substantially in 1989-90,
against a backeround of a further rise in interest and dividend receints.

e e e,
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5.5

4.5

3.5

25

1.5

Chart 6.3 General government debt interest payments

Per cent of GDP

Gross debt interest i

- Net debt interest ~ o

1978-79

1979-80 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89 1989-50
Estimate Forecast

6.19 Chart 6.4 shows the changes in the structure of general government
receipts and expenditure which have taken place since 1978-79.

Chart 6.4 The structure of general government receipts and expenditure

5.5

4.5

35

25

1.5

Recelpts 1978-79 1989-90 Expenditure* 1978-79 1989-90
Income tax | 28% 3% Social security | 22% 26%
‘ 12% Health | 10%
Corporation tax* | 6% 12%
_ Capital taxes (Ho———— T35 Defence | 10%
Local authority rates 99, 10% 10%
' Education and science | 10%
‘ 10%
VAT and other Scotland, Wales and | g
expenditure taxes | 26% Northern Ireland °
29% 99
National insurance Other departments** | 25% 20%
contributions 15%
16%
Interest and dividends | 3% Debr 0%
ebt interest
Other receipts | 9% 3% 10%
5% Other adjustments [—2%] 5%

) ) * by department and excluding privatisation proceeds
* including PRT and oil royalties *¥ including Reserve
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Public sector’s finances: analysis by sector

6.20 Table 6.5 shows net debt repayment in 1987-88 and 198889 by central
government, local authorities and public corporations.

Table 6.5 Public sector debt repayment

£ billion
198788 1988-89
Outturn Latest estimate
1 Central government debt repayment on own account 32 13-2
2 Local authority debt repayment ' —-1-2 —0-6
3 of which to: central government —41 —55
4 market and overseas 29 49
5 Public corporations’ debt repayment 15 1-3
6  of which to: central government 0-0 —08
7 market and overseas ; 1-5 21
8 Public sector debt repayment 35 139
Central government debt repayment
(lines 1+3+6) —09 6-9

15

10

6.21 The PSDR in the first ten months of 1988-89 was £15-5 billion,
substantially higher than in the same period of 1987-88, both including and
excluding privatisation proceeds. The greater part of the increase was on
central government own account. Taking into account both further
privatisation proceeds of about 1 billion due in March and the well
established pattern of high borrowing in March, the forecast for 1988—89 as a
whole is a public sector debt repayment of £ 14 billion.

Chart 6.5 Public sector debt repayment by sector ;
15
£ billion
B Public corporations
Local authorities 0
I Central government own account
Repayment
-5
0
s
Borrowing
1 L 1 | ! 10
1984-85 1985-86 1986-87 1987-88 1988-89

Latest estimate
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Central government

Table 6.6

Local authorities

6.22 Tables 6.6 to 6.8 show estimated outturns and forecasts of receipts and
expenditure in 198889 and 1989-90 for each of the three sectors.
Expenditure in 1989-90 does not include an allocation of the Reserve,
although the forecast of the PSDR assumes that the Reserve is fully spent.

6.23 Central government expenditure in Table 6.6 includes grants and
subsidies to local authorities and public corporations (including nationalised
industries), which are included in the receipts of those sectors, shown in
Tables 6.7 and 6.8. The forecast large rise in 1989-90 in net lending etc is
mainly the result of a lower level of privatisation proceeds and higher capital
grants to local authorities.

Central government transactions

£ billion

198788 1988-89  1989-90

Outturn Latest Forecast!

estimate

Receipts
Taxes and royalties 1159 125-7 136-3
National insurance and other contributions 291 32-8 340
Other 10-4 11-5 13-3
Total receipts ‘ 155-3 170-0 1836
Expenditure
Current expenditure on goods and services 52-5 57-0 61-2
Current grants and subsidies 809 80-3 86-9
Interest 171 17-7 17-0
Net lending?, capital expenditure, and cash
expenditure on company securities 1-6 1-8 63
Total expenditure 1521 1567 171-4

Consolidated Fund revenues 123-0 135-1 141-9

'Excluding any allocation from the Reserve.
2Excluding lending to local authorities and public corporations.

6.24 Local authority current receipts consist primarily of rate income (and,
in Scotland, community charge income) plus grants from central
government. The forecast increase in income (net of rebates) between
1988—89 and 198990 takes account of available information about rate
decisions by local authorities, additions to rateable value, and the announced
levels of community charge in Scotland. The forecast of expenditurc in
1989-90 is lower than it would otherwise have been because of the transfer
of polytechnics from the local authority to the private scctor.

6.25 From information available about the first ten months it looks as if the
local authority borrowing requirement will turn out to be rather lower in
1988-89 than in 1987—88, partly duc to lower nect capital spending as a result

Af wicins mreibal vnmAies
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Table 6.7 Local authority transactions

Public corporations

Table 6.8

£ billion

1987~88 1988-8% 198990

Outturn Latest Forecast!

estimate

Receipts
Rates and community charge? 17-0 18-9 206
Rate and revenue support grant 12-5 12-7 13-0
Other grants from central government 120 122 15-0
Other 53 61 67
Total receipts 46-8 50-0 55-2
Expenditure
Current expenditure on goods and services 344 36-6 371
Current grants and subsidies 55 59 6-8
Interest 4-4 47 4-5
Net lending and capital expenditure 37 33 31
Total expenditure 48-0 50-6 51-5
! Excluding any allocation from the Reserve.
2 Net of rebates: 1-8 15 17

6.26 Table 6.8 shows public corporations’ transactions. The public
corporations’ receipts include subsidies and capital grants from central and
local government. Changes in public corporations’ income and expenditure
from one year to another are affected by privatisations which involve
re-classifying privatised industries from the public to the private sector in the

- national accounts. For example the 12 per cent increase in gross trading

surplus in 1988—89 would have been larger had British Steel not been
excluded in the last quarter, following its privatisation.

Public corporations’ transactions
£ billion
1987-88 1988-89  1989-90
Outturn Latest Forecast!
estimate
Receipts
Gross trading surplus (including subsidies) 6-8 7-6 8-1
Other - 2-4 21 27
Total receipts 92 97 10-8
Expenditure
Interest, dividends and taxes on income 31 30 35
Net lending and capital expenditure 4-6 54 60
Total expenditure 77 8-5 95
Public corporations’ contribution to plamiing total:
nationalised industries’ external finance 0-3 —-01 0-0
other public corporations 05 05 0-9

' Excludine anv alloration from the Reserve

Public sector’s finances: analysis by economic category

6.27. 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 24 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 28.

6.28. The unallocated Reserve is assumed to be on current spending items
or physical capital formation ie in transactions that fall above the financial
surplus line. In practice allocations from the Reserve can affect financial
transactions (lines 25 to 29).
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Table 6.9 Public sector transactions by sub-sector and economic category

A billion £ billion

1988—89 Latest estimate 198990 Forecast

General government Public Public General government Public Public

corpora- sector corpora- sector
tions tions
Central Local Total Central Local Total
govern- authori- govern- authori-
Line! ment ties Line’  ment ties

Current and capital receipts Current and capital receipts
Taxes on income, and oil royalties 1 62-7 — 627 -01 626 1 69-6 —_ 69-6 -0-6 69-0 Taxes on income, and oil royalties
Taxes on expenditure 2 57-8 189 76-8 — 76-8 2 61-4 20-6 82-0 — 82-0 Taxes on expem:limre2
Taxes on capital 3 51 — 51 — 51 3 5-3 — 53 — 53 Taxes on capital
National insurance and other contributions 4 32-8 — 32-8 — 32-8 4 34-0 — 340 — 34-0 National insurance and other contributions
Gross trading surplus 5 —-05 0-4 —01 7-6 7-6 5 —05 0-4 — 81 81 Gross trading surplus
Rent and miscellaneous current transfers 6 0-4 31 35 0-5 4.0 6 0-5 32 37 0-6 4.3 Rent and miscellaneous current transfers
Interest and dividends from private sector and abroad 7 34 1-2 4-6 0-7 5.2 7 34 15 4.9 0-6 55 Interest and dividends from private sector and abroad
Interest and dividends within public sector 8 6-0 —4-0 21 —241 —_ 8 6-4 —43 22 —2:2 — Interest and dividends within public sector
Imputed charge for non-trading capital consumption 9 1-3 1-6 29 — 29 9 1-4 17 31 — 31 Imputed charge for non-trading capital consumption
Capital transfers from private sector 10 — — — 0-2 0-2 10 — — — 0-2 0-2  Capital transfers from private sector
Total receipts 11 1691 21-2 190-3 69 197-1 11 181-6 231 204-7 67 211-5 Total receipts
Current and capital expenditure Current and capital expenditure
Current expenditure on goods and services 12 57-0 366 93-6 — 93-6 12 61-2 371 98-3 — 98-3 Current expenditure on goods and services
Subsidies 13 41 1-0 51 — 51 13 46 09 5-5 — 55 Subsidies
Current grants to personal sector 14 492 5-0 542 — 542 14 52-9 58 58-7 — 58-7 Current grants to personal sector
Current grants paid abroad 15 3-0 — 30 — 30 15 4-0 — 4-0 — 4.0 Current grants paid abroad
Current grants within public sector 16 239 —239 — — — 16 255 —255 — — —  Current grants within public sector
Debt interest 17 17-7 06 18-3 0-6 189 17 17-0 0-1 17-1 0-4 17-5 Debt interest
Gross domestic fixed capital formation 18 3-8 28 65 4-9 11-5 18 51 25 7-6 57 13-4 Gross domestic fixed capital formation
Increase in stocks 19 -03 — -0-3 0-4 01 19 —0-3 — —03 0-2 —01 Increase in stocks
Capital grants to private sector 20 31 0-7 3-8 0-1 39 20 2-4 07 31 01 3-3  Capital grants to private sector
Capital grants within public sector 21 1-8 -10 0-8 —-0-8 — 21 36 —-25 11 —11 — Capital grants within public sector
Total expenditure 22 163-3 217 185-0 53 190-2 22 176-0 192 195-3 53 2006  Total expenditure
Unallocated Reserve 23 — — —_ — — 23 35 Unallocated Reserve
Financial surplus 24 58 —05 53 1-6 69 24 7-3 Financial surpllis
Financial transactions Financial transactions
Net lending to private sector and abroad 25 05 —-0-2 03 — 03 25 0-4 —-0-2 0-2 — 02 Net lending to private sector and abroad
Cash expenditure on company securities Cash expenditure on company sccuritics
(including privatisation proceeds) 26 —-71 0-1 -=70 — —-71 26 —5-0 — —5-0 — —50 (including privatisation procecds)
Transactions concerning certain public sector Transactions concerning certain public scctor
pension schemes 27 =07 — —0-7 — -07 27 =05 — =05 — —05 _ pension schemes
Accruals adjustments 28 —01 —0-2 —0-3 — —-03 28 —-1-0 —-02 —-12 — —-12 Accruals adjustments
Miscellaneous financial transactions 29 —_— 0-5 0-4 03 0-8 29 —04 05 — 01 01 Misccllaneous financial transactions
Debt repayment 30 13-2 -06 12:6 13 139 30 13-8  Debt repayment
! Financial surplus (line 24) = receipts (line 11) — expenditure (line 22) — Reserve (line 23). 2 Including community charge in Scotland.
Debt repayment (line 30) = financial surplus (line 24) — financial transactions (lines 25 to 29).




