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Table 1.1 The Budget measures:

A million yield( + )/cost(
1991-92 1992-93
Changes from Changes from Changes from
a non-indexed an indexed an indexed
base base base
Corporation tax
main rate reduced twice 380 -380 -830
three-year carry-back of losses -250
small companies’ limits increased -20
National insurance
employers’ contributions on
company cars and fuel + 610
Income tax
personal allowance and
over-65 allowances indexed 1635
other allowances unchanged + 360 + 490
basic rate limit raised 470
mortgage interest relief limited
to basic rate + 220 + 220 + 420
full relief for profit-related pay
car benefit scales raised + 190 + 190 + 250
PAYE and NICs
small employers allowed to pay quarterly 210 210
Value added tax
standard rate raised to \1\ per cent + 3900 + 3900 + 5515
registration limit raised
waliting period for bad debt relief halved
Excise duties
tobacco duties raised + 735 + 290 + 335
alcohol duties indexed + 310 + 10 + 10
petrol, derv and other oils duties raised + 1440 + 550 + 625
vehicle excise duty frozen -270 -280
pool betting duty rate reduced
Other tax changes + 340 + 385
Total central government receipts + 4175 + 4 640 + 6430
Community charge reduced 4345 4345 4540
Child benefit raised”®
Total general government receipts 170 + 295 + 1890
The tax, national Insurance and community charge measures, and (he Nil.

basis ofthe costings shown, are described in more detail in Chapter 4. *

N SeeChapterS. Public expenditure costsofaround £220million in 1991-92
and £4 50 million in 1992—93 will be metfrom the Reserue.

Negligible.

Not applicable



The Budget

1.01 The objectives ofthe Government’seconomic policy are to defeat inflation
and to promote output growth and the creation ofjobs.

1.02 The Financial Statement and Budget Report (FSBR) supplements the
Chancellor’sBudget Statement. It presents the Medium Term Financial

Strategy (MTEFS); describes developments In the economy over the past year
and provides economic forecasts to mid-1992; sets out the Budget proposals;

summarises the Government’sspending plans; and gives forecasts for the public
finances for the year ahead.

The Medium Term 1.03 Chapter 2 describes the framework within which the Government will
Financial Strategy pursue its objective ofdefeating inflation. Monetary policy will be conducted so

as to sustain sterling’s position within its Exchange Rate Mechanism (ERM)
bands. This will ensure that UK inflation moves progressively into line with the
best Iinflation performance elsewhere in the ERM. The Government is retaining
a target range for narrow money (MO) to underpin its ERM commitment; and
will continue to monitor broad money carefully. ERM membership does not
change the need for monetary policy to be supported by a firm fiscal policy; It
remains the Government’sobjective to balance the budget over the medium
term, which means aborrowing requirement at low points in the cycle and a
debt repayment at high points. Given the current stage ofthe cycle the budget IS
expected to move temporarily into deficit before returning to balance in the
medium term.

Theeconomy 1.04 Chapter 3 describes the main developments in the economy in 1990 and
the prospect to mid-1992. The economy went into recession In the second halfof
last year after some years ofexceptionally strong growth. Activity is likely to
remain weak in early 1991 before starting to recover In the second halfofthe
year; output for the year asawhole may be 2 per cent lower than in 1990. Retall
price Inflation has fallen nearly 2 per cent from its peak in October 1990. Itis
expected to fall sharply through this year, to 4 per cent by the fourth quarter,
with a further fall to  per cent by mid-1992.

Budget measures 1.05 Chapter 4 sets out the tax, national insurance and community charge
proposals in the Budget. The community charge iIs to be reduced by ;4*140, and
the standard rate of VAT Increased to 17" per cent. The rate ofcorporation tax
will come down from 35 per cent to 33 per cent in two stages, and there are
various measures to help small firms; the total help to business in 1991—2 Is more
than billion. Employers are to pay national insurance contributions on the
private benefit of cars provided for their employees, with the first payment due
InJune 1992. The income tax personal allowance and age-related allowances are
Indexed; the basic married couple’sallowance is unchanged. Child benefit Is
Increased. Mortgage Interest reliefis limited to the basic rate, and the basic rate
limit is raised by 1 000 more than indexation. Excise duties on tobacco and fuel
are raised by 15 per cent, alcohol duties are indexed and vehicle excise duties are

frozen. Table 1.1 summarises the direct effects ofthese measures on the public
finances.



1 The Budget

Public expenditure

Public sector finances

1.06 Chapter 5 sets out the Government’sspending plans to 1993-94. The
planning total from 1991-92 onwards has been increased to allow for the
additional support for local authorities to finance the reduction in the
community charge. These increases in the planning total will be offset by
lower self-financed expenditure by local authorities, and so will not add to
total general government expenditure. The increase in child benefit will be
charged to the Reserve. This chapter also provides the latest estimate of
outturn for the planning total in 1990-91.

1.07 Chapter 6 presents the complete financial picture for the public sector
A public sector debt repayment of  billion is forecast for 1990-91. For

199192, the forecast Is for a public sector borrowing requirement of
A8 billion. Table 1.2 shows the main components of general government

receipts and expenditure.



1 The Budget

Table 1.2 The finances of the public sector’

A Dillion A Dillion
1990-91 1991-92 1990-91 1991-92
1990 |_atest Forecast 1990 L_atest Forecast
Budget® estimate Budget® estimate
RECEIPTS EXPENDITURE
Inland Revenue: Central government
Income tax 55-0 55-5 50-6 expenditure 138-7  140-6  152-1
Corporation tax” 20-7 21-6 19-5 of which:
Petroleum revenue tax M 0-9 0-0 Social security 52-0 51-8 58-2
Capital gains tax 21 1-9 14 Health and OPCS 221 22-5 24-9
Inheritance tax 1-2 1-3 1-3 Defence 21*2 22-1 22-8
Stamp duties 1-9 1-7 2-1 Scotland
Total Inland Revenue 81-9 82-9 83-9 Wales
Customs and excise: Northern Ireland
Value added tax 32-1 30-8 35/ Other departments 304 319 315
Petrol, derv duties etc S 6 109 Overseas contributions to costs
Tobacco duties 54 5-6 61 of Gulf conflict
Alcohol duties . 9 9 >2 Central government support
Betting and gaming duties 1-0 1-0 1-1 for local authorities 41-8 19-6 50.5
Car tax | 15 14 1-3 Financing requirements of
Customs duties 1-0 1-7 1-1 nationalised industries
Agricultural levies 01 0-1 0-2 Privatisation proceeds
Total Customs and Excise 56-7 55-3 62-2 Reserve
o royates, o7 os o5  Planning tota 1790 1804 2050
Rates” 12-2 12-2 144
Other taxes and royalties 3-2 3-5 3*8 Local authority self financed
Total tax and royalty receipts't 157-7 1575  16/7-6 expenditure” 13-3 14-7 o1
Social security receipts”t 354 34-9 36-7 Central government debt
Community charge receipts™ 11-2 10-4 7-6 interest 17-0 17-6 16-7
Interest and dividends 64 6-4 6-1 Accounting adjustments 34 3-4 3-9
Gross trading surpluses and rent 3-0 3-4 3-3
Other receipts® 4-9 4-0 51
General government General government
receipts 218-6 2166  226-5 expenditure 212-7 216-0  234-8
Expenditure, receipts and borrowing
A Dillion
1990-91 1991-92
1990 Budget  Latest estimate Forecast
General government expenditure 212-7 216-0 234-8
General government receipts 218-6 216-6 226-5
General government borrowing requirement -5-9 -0-5 8-3
Public corporations’ market and overseas borrowing - 1-0 -0-3 -0-4

Public sector borrowing requirement

*In this and other tables constituent items may not add up to totals because of rounding.

AIncludes advance corporation tax (net of repayments): 7-5 7-6
—also includes North Sea corporation tax after AC T set offand corporation tax on gains.

Local authority rates and national non-domestic rates.

“On a receipts basis. See Annex to Chapter 6.

M Includes accruals adjustment to index linked gilts.
AOn current definitions.

AIncludes additional supportfor local authorities tofinance reduction in the community charge. See Chapter 5.
"Seefootnote 3 to Table 5.1.



The Medium Term Financial

Strategy

2.01 The central objective of the Government’s macroeconomic policy
continues to be the defeat of inflation. Low Inflation Is an essential
precondition for healthy economic performance and the success of other
policies aimed at improving the flexibility and efficiency of markets.

The policy framework

2.02 The UK joined the Exchange Rate Mechanism (ERM) of the
European Monetary System on 8 October 1990 with wide (6 per cent) bands
around sterling’s central rates against other participating currencies. Interest
rates remain the essential instrument of monetary policy, but now the
overriding factor in setting them Is the need to meet the UK’sERM

obligations.

2.03 Sustaining sterling’s position within its ERM bands will secure lower
Inffation In the UK. The operation of the ERM encourages convergence on
low rates of inflation. All members are committed to low Inflation, and
those countries with the lowest Inflation effectively set the pace for the
others. Monetary policy has to be relatively tight in countries with above
average rates of inffation and relatively weak currencies. Thus the UK'’s
Inflation rate can be expected to move progressively into line with the best
Inflation performance elsewhere in the ERM.

Chart 2.1 UK, German and ERM consumer price inflation

AAll items RP
AOrij*inal ERM members: Belgium, Denmark, France, Germany, Ireland, Italy, Luxembourg, Netherlands



2 The Medium Term Financial Strategy

Assessment of monetary
conditions

Narrow money

2.04 The speed at which inflation falls will depend on the stance of policy
both In the UK and elsewhere In Europe, and on the pace at which markets
adjust to the new monetary policy framework. Employers and employees
will need to take account of wage settlements in other countries within the
ERM. The quicker the growth of labour costs moderates, the sooner the

UK will be able to combine low inflation with a satisfactory rate of growth
of output.

2.05 ERM membership does not change the need to support monetary
policy with a firm fiscal stance. The Government will continue to aim for a

balanced budget over the medium term, while permitting some fluctuation
In the PSBR over the cycle.

2.06 The following sections explain the Government’s approach to
monetary and fiscal policy within the ERM, and set out fiscal projections
over the medium term based on Illustrative paths for money GDP, real
output, and inflation.

Monetary policy

2.07 Membership ofthe ERM sets a new framework for monetary policy.
Interest rate decisions must now be set consistently with keeping sterling
within its announced bands. This commitment iIs accordingly a constraint
upon the relationship between UK interest rates and those in other ERM
countries. Interest rate convergence will follow inflation convergence. Both
are likely to take some time to achieve.

2.08 Like all the other larger countries within the ERM, the Government
will continue to set a monetary target, and to take account of a range of
other indicators of domestic monetary conditions. This approach helps to
ensure that the ERM as a whole has a firm nominal anchor.

2.09 There may be occasions when tensions arise between domestic
conditions and ERM obligations, with domestic conditions pointing to
Interest rate levels either higher or lower than those indicated by ERM
obligations. But such occasions are expected to be the exception rather than
the rule and to be relatively short lived. The experience of other ERM
countries suggests that external and domestic considerations will more often
point in the same direction. Any loss of discretion to respond to domestic
monetary conditions Is likely to be more than compensated for by the
Improved market confidence and reduced inflationary expectations that the
ERM commitment is bringing about.

2.10 Narrow money (MO) has been a reliable indicator of monetary
conditions, picking up both the unexpectedly buoyant demand conditions In
the first half of 1990 and the sharp turnaround In the economy In the late
spring and early summer. For 1990-91 as a whole MO Is now forecast to
have increased by 4*6 per cent, within the 1to 5 per cent target range set a
year ago. The Government proposes to set a target for MO for the financial
year 1991-92: the target range will be 0 to 4 per cent, the same as the
IHlustrative range for 199192 shown In last year’s MTFS, and a 1 percentage
point reduction on the 1990-91 target range. Growth of MO within this
range will help to underpin the Government’sERM commitment.



2 The Medium Term Financial Strategy

Broad money and credit

Funding policy

Fiscal policy

2.11 The UK has set no target for broad money for the past four years.
Over this period the velocity of broad money has not been sufficiently

predictable to justify reintroducing a target for it. But the Government will
continue to monitor M4 and the other broad aggregates carefully.

2.12 Over the past year the Government has continued to follow the “ full
fund ” rule which was discussed In detail in Annex A to last year’s MTFS.
With the reduction in the PSDR in 1990-91 funding was resumed towards
the end of the financial year. The ~8 billion PSBR forecast for 199192,
together with gilt-edged redemptions of over X6 billion falling due In the
year, will involve areturn to gilt sales on a larger scale than for the past three
years.

Fiscal policy and projections

2.13 The public finances have now returned close to balance, following the
surpluses enjoyed since 1987—88. For 1990-91 a net repayment of billion
IS now expected, compared with A8 billion in 1989—90. This reduction
reflects the fall in output: non-North Sea output IS now expected to have
fallen by j per cent between 1989—90 and 1990-91.

2.14 The Government’s objective Is to balance the budget over the medium
term. This Is a clear and simple rule which ensures that a prudent fiscal
policy supports monetary policy In the fight against inflation. It implies that
the ratio of net public debt to GDP, and hence the burden of debt interest
payments, will continue on a downward trend; and also provides scope for
the burden of taxation to fall over the medium term as public expenditure
declines as a share of GDP.

2.15 Cyeclical variations in public sector borrowing and debt repayment are
consistent with this medium term approach to fiscal policy. The operation of
the *“ automatic stabilisers ” implies a borrowing requirement at low points
In the cycle and a debt repayment at high points. Public expenditure Is
affected by changes In economic activity: for example, social security
payments change with the level of unemployment. Tax revenues vary more
than proportionately with incomes: for certain taxes marginal tax rates
exceed average rates. Corporation tax receipts are subject to particularly
wide swings. Such variations In the PSBR can be helpful in damping
transitory demand changes: they do not involve short term changes to fiscal
Instruments with the accompanying risk of ill-timed judgements; and they
are consistent with a sound underlying fiscal position.

2.16 There has been a clear cyclical pattern in the public finance over many
years. The public sector moved Into substantial surplus during the years of
very rapid growth between 1985 and 1988, with the PSDR reaching

3 per cent of GDP In 1988—89. Since then, as the economy has slowed down,
the surplus has declined and the present position Is one of broad balance.



2 The Medium Term Financial Strategy

2.17 The public sector I1s now expected to move temporarily into deficit,
reflecting the cyclical downswing In the economy. However, as inflation

comes down and output recovers, the budget will return to its underlying
balance.

The PSBR In 1991-92 2.18 The PSBR has been set at £S billion for 1991-92, equivalent to about
1~ per cent of GDP. This Is consistent with the objective of balancing the
budget over the cycle.

Chart 2.2 Public sector borrowing reguirement”?

The economy In the 2,19 Assumptions about path of the economy are required In order to
medium term illustrate possible developments in the public finances over the medium
term. Table 2.1 shows the economic assumptions which form the basis for

the fiscal projections set out in Table 2.2.

2.20 The money GDP path after 1991-92 is a stylised projection compatible
with the adjustment of the UK economy within the ERM. Over the
medium term inflation i1s shown falling to 3 per cent, which Is assumed to be
close to performance In the main ERM countries. The level of real GDP will
be below trend In 1991-92. But as inflation moderates real GDP growth Is
likely to recover, and there should be scope for above trend output growth
for a while without arresting progress on inflation.



2 The Medium Term Financial Strategy

Table 2.1 Money GDP growth, output growth and inflation®

1990-912 1991-924° 2-93 1993-94 1994-95

Money GDP 71 / 61
Real GDP:

Non-North Sea 2| 3 3

Total 3
Inflation;

GDP deflator J4 3
Percentage changes on previousfinancial year;forecastsfor 1991-92 and AThe Budget increase in V AT adds about 1 per cent to money GDP and
assumptions thereafter. the G D P deflator in 1991-92.

Figuresfor money GD P growth and the GD P deflator adjustedfor
distortion arisingfrom the abolition ofdomestic rates.

Fiscal projections 2.21 The increase in the PSBR In 1992-93 iIs consistent with this assumed
path of output. It takes time for the effects of low activity to feed through
fully to revenues. For example, corporation tax, which is particularly
sensitive to cyclical developments, Is collected roughly a year In arrears.
Thus weak profits in 1991 will depress the yield of corporation tax In
1992—93 and contribute to the higher PSBR In that year. Thereafter the
PSBR should decline as a share of GDP, along the lines shown In Table 2.2.
Detailed figures underlying the fiscal projections in Table 2.2 are set out In
Annex A.

Table 2.2 Fiscal projections®

Per cent of GDP
1989-90 1990-91 1991-92 1992-93 1993-94 1991795

General government expenditure excluding

privatisation proceeds 40 401 411 4H 40| 40
Privatisation proceeds 3 1 1 1 A A
General government expenditure 39 401 401 39| 391
General government receipts 401 39 381 39 391
Cumulative fiscal adjustment” 0 ) 4
Public corporations market and overseas

borrowing - 0 0 0 0 0
PSBR ~ 7 2 1 0
Money GDP at market prices billion)? 509*9 547 580 624 668 710

A"Rounded to nearest \ per cent of GDP.

NSee Table 2A.5 andfootnote 2 to that table.

ARounded to nearest £ 1 billionfrom 1990-91 onwards, and adjusted in 1989-90 to
remove the distortion caused by the abolition of domestic rates.

2.22 The Government’s medium term policy of balancing the budget
Implies that the ratio of net public sector debt to GDP will continue to
decline, further reducing the share of the nation’s stock of savings absorbed
by the public sector. The relatively large PSBR In 1992-93 probably implies
a very small rise In the debt ratio. But over the medium term the projections
are consistent with a further fall, albeit at a slower rate than over a complete
cycle.
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2.23 The projections give a broad illustration of how the public finances

may evolve over time. The underlying fiscal position shown In the

projections Is a strong one, given the cautious assumptions about the

economy. The Government is committed to reducing taxes when It is

nrudent to do so. and the nroiections include fiscal adjustments of bil
1993-94 and 1994-95

will depend on developments in the economy.

Chart 2.4 requirement

Change In PSBR excluding privatisation
proceeds as a percent of money GDP

Nereylye 22Zy% *Vy

*****

********
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Public expenditure

Revenue

2.24 The Government intends that public spending should continue to take
a declining share of national income over time. Value for money should

continue to Improve. Between 1982-83 and 1988-89 the ratio of general
government expenditure (GGE) excluding privatisation proceeds to GDP

fell by about 8 percentage points to 39" per cent (see Table 2A.1 In

Annex A). The falls in 1987-88 and 1988-89 were particularly sharp, In part
due to the strong growth of the economy. As the economy entered a cyclical
downswing the ratio edged up, and Is now expected to be 40" per cent In
1990-91. Cyclical factors alone might have implied a larger upward
movement. Thus recent increases In the GGE ratio have taken place around a
continued underlying downward trend.

2.25 The projections of government expenditure for the period to 1993-94
Incorporate the cash plans for expenditure on programmes published in the
Supplement to the 1990 Autumn Statement (Cm 1520). The planning totals
for 1991-92 and future years have been adjusted to accommodate Increased
central government support for local authority spending, as explained In
Chapter 5. The Increases in central government support to finance the
reduction In the community charge are offset by reductions in the
projections of local authorities’ self-financed expenditure, with no net effect
on GGE. The projections of local authorities’ self-financed expenditure have
also been revised to take account of more recent information on local
authorities’ actual and planned spending. The new projections of gross debt
Interest payments and accounting adjustments are consistent with the latest
economic assumptions. Further explanation of the GGE projections to
1993-94 is given In Chapter 5. For 199495 it is provisionally assumed that
GGE will grow by If per cent In real terms: expenditure plans will be
settled In future Surveys.

2.26 The projections imply that the ratio of GGE excluding privatisation
proceeds to GDP increases in 1991-92, before resuming its downward path
from 1992—93 onwards. This profile Is broadly as might be expected given
the assumptions about the path of output, with the level of real GDP at the
trough of its cycle in 199192 and recovering thereafter. Projections for the
components of GGE are given In Table 2A.3 In Annex A

2.27 The Government’s objective for taxation iIs to bring down the tax
burden when it Is safe to do so, and In particular to reduce the basic rate of
Income tax. Given the medium term balanced budget objective this requires
continued public expenditure restraint. Although the ratio of tax to GDP has
fallen from its peak Iin 1981-82, In the second half of the 1980s It remained
broadly unchanged (see Table 2A.2 in Annex A).

2.28 The revenue projections In Table 2.2 reflect the assumed path of the
economy and are based on the conventional assumption of constant tax and
national Iinsurance rates from 199192, with allowances, thresholds and
specific duties indexed from their proposed 199192 levels. All proposed
Budget changes are taken into account. The ratio of general government
receipts to GDP falls in 1992-93, reflecting the economic cycle and payment
lags In the tax system, but rises thereafter as real GDP recovers. Projections
for the components of general government receipts are given in Table 2A.4
In Annex A
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Summary

2.29 The MTFS affirms the Government’s objective of bringing down

Inflation and keeping it down. The Government Is committed to meeting Its
ERM obligations. The Government is retaining a target for MO, and will

continue to operate fiscal policy so as to maintain a balanced budget over the
medium term.



Annex

Table 2A.1

Table 2A.2

Chapter

expenditure and tax burden.

government

General government expenditure (excluding privatisation proceeds) as a
per cent of money GDP/N'A

1963-04
1964-65
1965-66
1966-67
1967-68
1968-69
1969-70
1970-71
1971-72
1972-73
1973-74

36f
361
37|
39
43]

41

4H
4H
41
43|

1974-75
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81
1981-82
1982-83
1983-84
1984-85

48i
49
46
43i
44

A4

461
A7i
41\
461
46

1985-86
1986-87
1987-88
1988-89
1989-90
1990-91

1991-92
1992-93
1993-94
1994-95

N1990-91: latestestimate; 1991—92:forecast; 1992-93 onwards: MTFSprojections.
ABased on money G D Pfigures adjustedfor the years before 1990-91 to remove the distortion caused by the

abolition ofdomestic rates.

45]
A4
42
394
40
404

41
41]
40
40

Non-North Sea taxes, soclial security contributions and the community
charge as a per cent of non-North Sea money GDP/AM™

1963-64
1964-65
1965-66
1966-67
196/-68
1968-69
1969-70
197/0-71
1971-72
1972-73
1973-74

294
30
31
324
34
35
374
37
354
33
33|

1974-75
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81
1981-82
1982-83
1983-84
1984-85

36i
36f
361
35
34i
35
36f
30]
38
38
38

1985-"6
1986-87
1987-88
1988-89
1989-90
1990-91

1991-92
1992-93
1993-94
1994-95

31\
31\
381
31\
31\
37J

37
36
37

37A

*1990-91: latest estimate; 1991-92:forecast; 1992—93 onwards: M T F S projections (afterfiscal adjustment).
ABased on non-North Sea money G D P figures adjustedfor the years before 1990-91 to remove the distortion
caused by the abolition ofdomestic rates.



Annex A to Chapter 2

Table 2A.3
A billion
1989-90
Public expenditure planning total 162-9
Local authorities’ self-financed expenditure- 14-5
Central government debt interest 17-8
Accounting adjustments
General government expenditure’ " 199-4
Privatisation proceeds
General government expenditure
excluding privatisation proceeds 20376

1For 1989-90 to 1993-94 the figures are takenfrom Chapter 5.

“Seefootnote 3 to Table 5.1.

N General government expenditure (including and excluding privatisation
proceeds) and the public expenditure planning total are rounded to the
nearest £1 Dbillionfrom 1990-91 onwards; local authorities’ self-financed

General government expenditure*

1990-91 1991-92 1992-93 1993-94 1994-95
205 232 243
174 164
216 252 266 219
240 258 212 285

proceeds are rounded to the nearest billion. General government
expenditure excluding privatisation proceeds iIs assumed to grow by

1" per cent In real terms in 1994—95.
General government expenditure includes debt interest payments to other

sectors asfollows (£ Dbillion):

expenditure, debt interest, accounting adjustments and privatisation 1989- 90 18\ 1992-93
1990- 91 18 1993-94 m
1991- 92 17 1994-95
Table 2A.4 General government receipts®
£ Dbillion
1989-90 1990-91 1991-92 1992-93 1993-94 1994-95
Taxes on incomes, expenditure and capital- 158-2
Social security contributions 334
Interest and dividends
Other receipts
General government receipts 206*0 217 226

of which
North Sea revenues

NTaxes and social security contributions are measured on an accruals basis.
Accruals adjustments are included In other receipts. Thus total general
government receipts are measured on a cash basis.

Table 2A.5
£ billion
1989-90
General government expenditure 199-4
General government recelipts 206-0
Fiscal adjustment from previous years
Annual fiscal adjustment-
GGBR
Public corporations’ market and
overseas borrowing
PSBR
Money GDP” 509-9

PSBR as per cent of money GDP

’ Rounded to the nearest £1 billionfrom 1990-91 onwards. Further details
for 1991-92 are provided in Tables 1.2 and 6.9.
N Means lower taxes or higher expenditure than assumed in lines 1 and 2.

Ancludes the community charge.
NGeneral government receipts, and i1ts components, are rounded to the

nearest £1 billionfrom 1990-91 onwards.

Public sector borrowing requirement®

1990-91 1991-92 1992-93 1993-94 1994-95
216 252
217 260
024

AFigure for 1989-90 adjusted for the distortion caused by the abolition of
domestic rates.



Annex Chapter

Changes since the 1990 MTFS

2B.1 Membership of the ERM means that the exchange rate now occupies a
central position In the conduct of policy. It will provide a powerful impetus to
bring UK Inflation down to the best levels attained In the European Community.
Developments and policies in other ERM countries will accordingly influence the
path of UK money GDP, but Iin a way that can be expected to contribute to the
achievement of the domestic objective of policy. The medium term money GDP
projections In this year’s MTFS illustrate how that process might evolve.

Narrow money 2B.2 The twelve month growth rate of MO has been within the target range of
1 to 5 per cent set in last year’s MTFS since August 1990; and MO growth for
1990-91 as a whole Is expected to fall within this range. The target range of0 to 4
per cent set for 199192 Is the same as the illustrative range for 1991-92 shown In
last year’s MTFS.

Table 2B.1 Growth of MO
Percentage changes on a year earlier

1990-91 1991-92
1991 MTFS O0to 4
1990 MTES 1to 5 Oto 4

Money GDP, outputand 2B.3 The growth of money GDP is expected to be somewhat lower in both
Inflation  1990—91 and 1991—92 than envisaged in last year’s MTFS, reflecting higher inflation

and lower output In both years. The inflation figure Iin 1991-92 In part reflects the
Increase in VAT In the Budget, which adds about 1 per cent to the GDP deflator.
Output In 199192 is now forecast to be much lower than the assumption In the
1990 MTFS. This year’s medium term projections for money GDP show It
growing somewhat faster than in the medium term objectives set out in the 1990
MTEFS, reflecting the changed path of output and the assumed path of inflation
convergence within the ERM.

Table 2B.2 Money GDP growth, output growth and inflation
Differences from 1990 MTFES projections, percentage points

1990-91° 1991-92 1992-93 1993-94
Money GDP o - + H +H
Real GDP:
Non-North Sea _H -3 0 +i
Total -H -3 + i
Inflation:
GDP deflator +H + 2] +1

*On basis of money GDP growth and GD P deflatorfigures adjustedfor distortion arisingfrom the abolition of
domestic rates.
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Fiscal projections

Expenditure

Recelpts

Table 2B.3

2B.4 Table 2B.3 shows changes In the fiscal projections since the 1990 FSBR
Additional information on 1990-91 is given In Table 1.2 in Chapter 1 and In
Chapter 6.

2B.5 The planning total outturn in 1990-91 is discussed In Chapter 5. The cash
general government expenditure figures for the future have been revised up since

last year.

2B.6 Revenues in 1990-91 are expected In total to be lower than forecast In the
1990 FSBR. Latest estimates indicate higher than forecast income and corporation
tax receipts, but lower VAT receipts reflecting lower than forecast demand. Social
security contributions are also lower than forecast, as are community charge
receipts and other receipts. Revenues over the next two years will be affected by
the lower level of output than assumed In the 1990 MTFS.

Revenue and expenditure”
Changes from 1990 MTFS projections, * billion

1989-90 1990-91 1991-92 1992-93 1993-94

1 General government
expenditure + 34 + 94 + 14 + 16

Recelpts-
2 North Sea taxes
Other taxes and contributions

3

4 Qther? + 14
5 General government receipts
6
{

Cumulative fiscal adjustment™”

Public corporations’ market and
overseas borrowing

8 PSBR + 11 + 12

’ Rounded to the nearest billion. There have been no significant classification changes affecting

the 1tems In this table since the last FSBR.
A Using same measurement conventions as Table 2A.4: seefootnote 1 to that table. The allocation of

tax receipts between North Sea and other Is affected by the treatment of advance corporation tax set
off

N Includes changes In debt interest and other items.

ALIne 6 = lines 8 —7—14-5.




The economy: recent
developments and prospects

mia-1992

Summary

Inflation 3.01 Retalil price inflation has fallen from its peak last autumn. It iIs set to fall
sharply in 1991, to 4 per cent In the fourth quarter, and to 3f per cent by
mid-1992.

Demand and activity 3.02 GDP fell in the second half of 1990, with weakening domestic demand.
and Is likely to continue to fall in the first half of 1991. Activity should
recover In the second half of the year, though In 1991 as a whole GDP Is
forecast to be 2 per cent lower than in 1990. The recovery is likely to gather
pace In 1992.

Labour market 3.03 Unemployment has risen sharply since the autumn, reflecting the
weakness of activity. With the prospect of a further fall in activity in the first
half of 1991, unemployment may continue rising this year, though at a
slower rate than recently.

Current account 3.04 The current account deficit 1s forecast to halve 1n 1991 to billion, as
Imports fall in response to falling domestic demand.

Financial developments 3.05 Sterling entered the Exchange Rate Mechanism (ERM) on 8 October.
Since then the sterling index has been within a narrow range around 94.
Over the same period interest rates have fallen. Monetary growth fell in the
second half of last year, and MO Is well within its target range. The public
sector Is estimated to have been In broad balance in 1990-91 and a public
sector borrowing requirement of #8 Dbillion Is forecast for 199192, largely
as a result of the weakness of activity.

World economy 3.06 The world economy was slowing even before the Gulf crisis and the
assoclated rise in oll prices. Oil prices have now fallen back, and are assumed
In this forecast to stay close to recent levels. Growth In the major seven
economies Is expected to fall to 1" per cent in 1991, the lowest rate since
1982. With slower growth and lower olil prices, inflation is likely to edge
down.

Risk and uncertainties 3.07 Table 3.1 shows average errors from past forecasts. These provide a
rough guide to possible margins of error on the new forecasts, and should be
borne In mind when interpreting and assessing the forecasts. On this
occasion there Is added uncertainty about the cfiTccts of the Gulf war and Its
aftermath, and the difficulty of predicting turning points in economic
activity.
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Table 3.1 Economic prospects: summary

Percentage changes on a year earlier unless otherwise stated

Forecast Average
errors
1990 1991 1992 HI from past
forecasts”

GDP and domestic demand at constant prices
Domestic demand 0 R Ha 1
of which:

Consumers’ expenditure 1 _131 RA A2

General government consumption 2 A | 4 1

Fixed investment _ % — u 31

Change in stockbuilding (as per cent of GDP) — - 2[ 2 2
Exports of goods and services ’A\ﬁ 1 4 | lﬁ
Imports of goods and services Ao 4 | R4
Gross domestic product (average measure) 5 - 2 2 1
Non-North Sea GDP 3 - 2 131 Zof
Manufacturing output -7 -3 Rn H
Balance ofpayments current account billion) -13 - 6 - 8”7 4
Inflation A
Retail prices index (fourth quarter) 10 4 o
GDP deflator at market prices (financial year)® A I ff
Money GDP at market prices (financial year)® [ 6

billion 547 580

PSBR (financial year)

A billion _ 7 8 34

per cent of GDP — 1 | 4 1

NAverage absolute errors over the previous ten years.

NEstimates of money GD P and the GD P deflatorfor periods before the second quarter of 1990 have been adjusted to remove the discontinuity arisingfrom the
abolition of domestic rates.

NAt an annual rate.

"Q2on Q2.
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Recent developments

Chart 3.1

Chart 3.2

World economy

3.08 After several years of buoyant activity, the growth rate of the major
seven economies slowed In 1990. Although growth remained strong InJapan
and Germany, output was falling towards the end of the year In the US,
Canada and France, as well as in the UK. InJapan and Germany there are
now tentative indications of slower growth. The growth of world trade In
manufactures Is estimated to have fallen to about 5 per cent in 1990, Its
lowest rate since 1986 and well below that of recent years.

World trade and activity

Forecast

3.09 Current account surpluses and deficits in the major three countries
narrowed significantly in 1990, partly reflecting the relative strengths of
activity. The Japanese surplus fell to 1™ per cent of GNP, Its lowest since 1982,
and In Germany the surplus fell to its lowest level as a proportion of GNP

Current account balances
Per cent of GNP

Japan

Germany

1980 1981 1982 1983 1984 1985 1980 1987 1988 1989 1990
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Chart 3.3

Forecast

since 1985. The fall in the US deficit was less than might have otherwise

been expected because of a deterioration In the terms of trade In response to
the lower dollar.

3.10 Non-oil commodity prices weakened In the second halfof 1990; In
SDR terms they fell by more than 13 per cent in the year to February 1991.
The doubling of oil prices between July and October led to an increase In
consumer price inflation in the major seven economies in the same period of
about 1to ly percentage points. More recently, the fall in oil prices has
helped to ease Inflationary pressures. But even excluding oil price effects,
Inflation has started to decline, especially in those countries where growth
has now slowed.

Nominal commodity prices

SDRs, 1985=100 $ per barrel

The Economist non-olil
commodities Index

(Left-hand scale)

Brent oil price
(Right-hand scale)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

3.11 Since the autumn, US short term interest rates have fallen and German
rates have risen. Real Interest rates In most of the major European countries

rose In 1990, to around 6 to 7 per cent by the end of the year, well above the
levels seen for most of the 1980s. In contrast, US real interest rates fell to less

than 2 per cent.

3.12 The recession In the US Is forecast to be quite short-lived and relatively
mild. Growth Is expected to resume by the second half of this year, helped
by an upturn In consumers’ expenditure, which has been little changed since
late 1989. In France and Italy growth in 1991 is expected to be around 1” per
cent, somewhat slower than in 1990. InJapan and Germany growth Is
expected to moderate, to about 3 per cent In the second half of the year. For
the G7 as a whole the forecast GNP growth of 1” per cent this year would
be the slowest since the 1982 recession. Slower growth of business
Investment Is expected to be a common feature among the G7 countries.
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Table 3.2

3.13 The recovery in North America, albeit uncertain in its timing and extent,
IS the main reason why G7 growth Is forecast to increase to 2 per cent in the first
halfof 1992. Growth ofworld trade in manufactures follows the path of G7
activity closely, falling to 3| per cent in 1991 before recovering in the first halfof
1992 to arate a little below the average of the last ten years.

World economy
Percentage changes on a year earlier

Estimate Forecasts
1989 1990 1991 1992 HI
Major seven countries®
Real GNP 84 21 4 >
Domestic demand 3 1 X
Industrial production 3] ¥ 5 X
Consumer price Inflation 5
World trade, at constant prices
Total imports 5 3] 5
Trade In manufactures 81 5

US, Japan, Germany, France, UK, Italy and Canada

3.14 The forecast assumes that the Brent oil price averages S18 a barrel and
that other commodity prices remain close to their recent low levels. These
factors, together with weakening activity and high real interest rates in most
countries, provide a favourable background for a reduction in consumer
price Inflation. The forecast Is for inflation to average 3" per cent in the G7
countries by the first halfof 1992. This would be the best inflation
performance since 1988. The US and German current account balances
should continue to narrow, reflecting dollar depreciation in 1990 and weak
domestic demand in the US, and the continuing effects of unification In
Germany.

UK demand and output

3-15 After signs of seemingly renewed vigour early in 1990, domestic
demand fell through the final six months as persons and businesses cut their
spending. These developments tipped the economy iInto recession, with
GDP falling 1| per cent between the first and second halves of 1990. Even
so, GDP rose  per cent In the year as a whole.

3.16 Domestic demand Is forecast to go on falling in the early months of
1991, but at a slower rate than in late 1990. While 1t i1s always difficult to
predict turning points, a recovery Is forecast from around the middle of the
year. It could be slow Initially, and domestic demand may fall by 2f per cent
In 1991 as a whole. Over the same period GDP is forecast to fall by 2 per
cent. The recovery Is expected to gather pace next year, with both domestic
demand and GDP forecast to rise by over 2 per cent In the year to the first
halfof 1992,
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3.17 The iInitial source of the recovery Is likely to be a revival of consumer
confidence In response to falling inflation and lower Interest rates. This will
stimulate both consumer spending and activity In the housing market. There
should also be a contribution from stocks—slower de-stocking In the first
Instance— but other business spending may not pick up until 1992. Export
growth too should begin to pick up later this year with the recovery in the
US and other major countries.

3.18 The fall in GDP In the second halfof 1990 was spread across most
sectors. Manufacturing output, which iIs usually more cyclical than GDP,
fell by 5 per cent between March and December 1990, and by | per cent In
the year as a whole. Output of the service and construction sectors of the
economy, both of which enjoyed very rapid growth during the late 1980s,
fell by nearly 1 per cent In the second half of last year. Manufacturing output
IS expected to fall by 5 per cent in 1991, though growth Is projected to pick
up during the year, and into 1992.

Chart 3.4 Gross domestic product

Domestic expenditure

Personal sector 3.19 Consumer spending fell by 17 per cent in the second halfof 1990. The
fall occurred despite continued strong growth in real personal disposable
Incomes, and the personal saving ratio picked up quite sharply to nearly 11
per cent. The personal sector is clearly adjusting to the combination of tight
monetary policy over the last two years and increased debt servicing needs
following substantial borrowing during the late 1980s. The weakness of the
housing market last year also probably contributed to consumers cutting
back on their spending. The ratio of personal sector wealth (including

housing) to income fell back In 1990 after extremely rapid growth In the late
1980s.
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Chart 3.5 Consumers’ expenditure

3.20 Consumer spending is projected to go on falling into the early months of
1991, and to fall by If per cent In the year as awhole. Much slower growth In
real personal disposable incomes and a sustained high saving ratio are likely to
Inhibit spending. Nonetheless spending Is expected to recover from mid-1991.
The pick-up Is associated with an expected slow recovery in the housing market,
which helps stabilise the wealth to iIncome ratio at historically high levels. This,
along with falling inflation and lower interest rates, Is likely to regenerate
consumer confidence after aprolonged period In the doldrums. The personal
saving ratio may decline alittle from its high level at the end of 1990. Housing
Investment may also continue to fall in early 1991 before starting to recover
from mid-year.
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Company expenditure 3.21 Business investment rose by a total of 43 per cent In the three years to
and iIncome 1989, prompted by rising real rates of return, rapid gro\vth In output,
buoyant business optimism and tightening capacity constraints. After
peaking at record levels in early 1990, it fell through the rest of the year as
the economy slowed and profitability declined. Companies also faced the
need to correct a difficult financial situation, partly induced by their strong
borrowing to finance the investment and take-over booms of the late 1980s

Chart 3.7 Business Investment

Forecast

3.22 Recent CBI Industrial Trends Surveys reveal a weakening of business
confidence, probably exacerbated by the Gulf crisis and associated
uncertainties about the economic outlook. The same surveys point to a
decline In Investment In the manufacturing sector this year. That is likely to
be true of business investment as a whole. Rates of return are expected to fall
again In 1991 as companies are caught between weak turnover and high

Chart 3.8 Companies’ real rates of return

Per cent

All Industrial and
commercial companies

S / Excluding North Sea

19/0 1972 1974 1976 19/8 1980 1982 1984 1986 1988 1990 92H1
Forecast
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Government investment

Table 3.3

Stockbuilding

Chart 3.9

unit labour cost growth. Capacity utilisation will also remain low. Business
Investment Is thus expected to fall by nearly 10 per cent in 1991. Even so, It
will still be at historically very high levels. It Is forecast to rise only slowly In
early 1992; it is usual for the recovery In business investment to lag the
general cycle in activity. Rates of return should start to recover in 1992,
creating the climate for stronger growth In investment later.

3.23 General government investment again rose sharply in 1990. It IS
forecast to fall in 1991, with higher central government investment more
than offset by lower local authority investment.

Gross domestic fixed capital formation

_ Percentage changes on previous year

Weights
in Forecast
1990 1990 1991

Business”® 71 MM -9 |
Private dwellings”® 15 -13 111
General government”? 14 10
Total fixed investment 100 _lﬁ -9 |

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

3.24 Destocking contributed to the moderation of GDP growth in late 1989
and 1990, reflecting adjustment by companies to their difficult financial
situation. Destocking may continue throughout 1991 for much the same
reason. Nonetheless, stocks are likely to play a much smaller role than In
previous recessions, and to contribute less to the subsequent recovery. Firms
probably entered the present recession with fewer stocks to disgorge, and
may enter the recovery with less need to rebuild them.

Contribution of stockbuilding to GDP growth

Percentage points, half year on a year earlier

19/0 1972 1974 19/6 19/8 1980 1982 1984 1986 1988 1990 92H1
Forecast



3 The economy: recent developments and prospects to mid-1992

Companies’ financial 3.25 Industrial and commercial companies’ profits (net of stock
position appreciation) are estimated to have fallen by  per cent in 1990. Saving also

fell, and was Insufficient to cover companies’ spending on fixed investment
and stocks. For the third year running, therefore, companies ran a financial
deficit. Profits are likely to remain weak in 1991. Saving, however, Is
expected to recover as companies face lower tax and Interest payments and
profits due abroad. Along with reduced spending on fixed investment and
stocks, the projected recovery In saving means that the financial deficit

should be substantially reduced in 1991, with a further reduction expected In
early 1992.

Chart 3.10 Industrial and commercial companies’ financial balance
Per cent of GDP

44444

19/0 1972 1974 19/6 19/8 1980 1982 1984 1986 1988 1990 92H1
Forecast

Employment and 3.26 Latest data from the Department of Employment indicate that

unemployment employment probably peaked around mid-1990. By then employment had
risen by 3 million since March 1983, on the back of sustained strong
growth In activity through most of the 1980s. Employment started to fall in
the second half of 1990 as recession gathered pace and companies took action
to control their unit labour costs. Productivity has fallen, as it usually does
when the economy goes Into recession. Unemployment started to rise last
spring; since March 1990 it has risen by 370 thousand. Employment is
expected to go on falling in 1991, even after the economy starts to recover;

employment usually lags the cycle Iin output. And unemployment is
expected to rise further. How much It may rise, and for how long, depends

In part on the speed with which wage settlements moderate.

Trade and the balance of payments

3.27 The current account Is estimated to have been in deficit by billion
In 1990, down from ~20 billion in 1989. The visible deficit fell sharply
through the year as imports responded to weak domestic demand. By the
fourth quarter, the manufactures deficit was around 1 per cent of GDP, the
lowest since 1985. Estimates of the invisibles surplus for 1990 have been
revised upwards substantially. They now suggest a rise in the surplus

between 1989 and 1990, and a particularly buoyant performance in the
second half of last year.
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Chart 3-11 Unit labour costs in manufacturing

Competitiveness

Non-oil trade

Percentage changes on a year earlier

UK

16 major
Industrial countries
i
1980 1982 1984 1986 1988 1990 1992H1
Forecast

3.28 UK relative unit labour costs in manufacturing rose during 1990, as the
exchange rate firmed and UK unit labour costs rose more rapidly than those
In other major Industrial countries. Nevertheless, the level of relative unit
labour costs against ERM countries remains lo'wer than on average In the
1980s, and close to the average over the past 25 years. UK unit labour cost
growth is expected to fall substantially as earnings growth slows and
productivity recovers with activity. By the first half of 1992 it is expected to
be similar to that in other major countries.
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3.29 The volume of exports of manufactures rose by 7” per cent in 1990,
following growth of 10" per cent in 1989, and the UK volume share ot

world trade In manufactures rose for the second year running. Exports of
passenger cars were particularly strong, up 20 per cent in 1990 as a whole.

Export growth has, however, eased in recent months as the world economy
has slowed. With a further slow-down In world trade In prospect, and the
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Chart 3.13

Chart 3.14

somewhat higher level of the real exchange rate, exports are forecast to
grow only slowly in 1991. However, they pick up as world trade growth
recovers; by the first half of 1992, the volume of exports of manufactures Is
forecast to be 4 per cent higher than a year earlier. The UK’sshare of world
trade In manufactures Is forecast to be close to the average level of the last
three years.

UK share of world trade in manufactures

Forecast

3.30 Following arise early in 1990, non-oil import volumes fell steadily
through the rest of the year, and by the fourth quarter were a little lower
than a year earlier. There were particularly sharp falls in imports of
passenger cars and capital goods, as consumers and companies cut back their
expenditure. Non-oill import volumes are forecast to fall by 2* per cent In
1991, reflecting the forecast of domestic demand. Import volumes are likely
to pick up more rapidly than domestic demand as the economy recovers In

Imports and domestic demand

Percentage changes on a year earlier

Volume of non-oil imports

VVVVV

99999
«

Domestic demand

1970 1972 1974 19/6 19/8 1980 1982 1984 1986 1988 1990 92H1
Forecast
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the first half of 1992. This implies a continuation of the historical upward
trend In Import penetration, which all industrialised economies have
experienced, reflecting increasing openness of the world economy.

3-31 Current account adjustment over the past year has also been helped by
a rise in the non-oil terms of trade, as sterling import prices fell sharply In
response to the firmer exchange rate. Sterling export prices also fell through
the year, though by less, as companies reduced export margins to try to
maintain their export market share in the face of falling domestic demand.

Table 3.4 Visible trade volumes

Percentage changes on previous year

Non-oil goods Oil All goods

Exports Imports Exports Imports Exports Imports
1989 [o] [F) 201 111 5 8
1990 ) g4 12 6| A
1991 Forecast 2i —A} -3 | —hJ) H —A}

Oil production and trade 3.32 North Sea oil production in 1990 was about the same as in 1989, but
considerably lower than forecast Iin the 1990 FSBR. The large programme
of work to fit new safety equipment required longer than expected
shutdowns In some fields. This work Is continuing in 1991 and oll
production is forecast to be slightly below its 1990 level, close to the centre
of the Department of Energy Brown Book range.

3-33 With little change in oil production, and the rise in dollar oil prices In
1990 partly offset by the rise in the dollar-sterling exchange rate, the oil trade
surplus in 1990 remained at around billion. The sterling oil price Is
assumed to be lower In 1991 than In 1990 and the oil trade surplus Is forecast

to decline to billion.

Invisibles 3.34 Following a weak performance in the first half of 1990, the Invisibles
surplus iIs estimated to have doubled to billion In the second half of the
year. In 1990 as a whole the surplus was A5 billion, up billion on the
previous year. The rise mainly reflected buoyant net earnings from direct
Investment. There was little change In the transfers deficit but the services
surplus fell in 1990, largely as a result of reduced earnings by the insurance

sector.

3.35 The Invisibles surplus is forecast to rise to 26 billion In 1991. This
forecast partly discounts the buoyancy of net earnings from interest, profits
and dividends (IPD) at the end of 1990, which may not be sustained. Little
change In IPD Is expected overall, even though lower sterling interest rates
should reduce banks’ net interest payments overseas. The services surplus Is
likely to begin to recover during 1991, but not sufficiently to prevent a
further fall in the surplus year on year. Flowever, the transfers balance
should benefit substantially from a rebate of EC contributions and from
financial contributions by other governments to the UK’s Gulf expenditure.

Net overseas assets 3.36 The rise In the exchange rate during 1990, particularly against the
dollar, and the fall in world stock markets, contributed to an estimated fall In
the sterling value of identified net overseas assets to 41 billion at the end of
1990, compared with X*03 billion a year earlier. This reduction followed
substantial increases, reflecting large capital gains, In the previous two years.
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1989

1990
1991 Forecast

The recent revival of the dollar and 'world stock markets will have partly

reversed this fall. The difficulties in measuring certain capital flows (reflected
In the balancing item In the overseas account) and In valuing direct

Investments mean, however, that estimates of net overseas assets are subject
to wide margins of error.

Table 3.5 Current account

A Dbillion
Manu- Oll Other Total Invisibles Current Balancing
factures visibles balance [tem
-17 -24 4 -2 0
-11 -8 1 -18 5 -13
-6 1 -7 -12 6 -6

Current account 3.37 The current account deficit Is forecast to fall from 13 billion (2™ per

cent of GDP) In 1990 to ;6 billion (1 per cent) in 1991. This mainly reflect
a further fall in the deficit on trade In manufactures as a result of lower
domestic demand.

Financial balances and the current account

3.38 Over the three years to 1989 the private sector (persons and companies)
ran Increasingly large financial deficits, with spending rising faster than
Income. The deterioration iIn its financial position was without precedent In
the last seventy years, and had Its counterpart in a worsening current account
deficit. With private sector income forecast to rise faster than spending, the
private sector financial balance Is expected to return to its traditional surplus
In 1991 and early 1992. This is reflected in a smaller current account deficit.
W ithin the private sector, both persons and companies are expected to
Improve their position, with persons increasing their surplus and companies
reducing their deficit.

Chart 3.15 Financial balances and the current account

Per cent of money GDP
Private sector

Public sector

Current account
p 9

1970 1972 1974 1976 19/8 1980 1982 1984 1986 1988 1990 92H1
Forecast
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Inflation

3.39 Producer output price inflation (excluding food, drink and tobacco)
was 6" per cent in February, * per cent higher than its rate through the
summer. This recent pick up In inflation is surprising. It may reflect efforts
by producers to defend their profit margins. Margins have been under
pressure for some time from the recession and rising costs, especially labour
Costs.

3.40 Retall price inflation has fallen sharply In recent months, from almost
11 per cent in October to 9 per cent inJanuary. This partly reflects reduced
mortgage Interest rates In November 1990, and the effects of the mortgage
rate rise of November 1989 dropping out of the twelve-month comparison.
Petrol prices have also declined as world oil prices have fallen back from
their peak In October. But even allowing for these factors, retail price
Inflation has slowed In response to weak consumer demand and a sharp
reduction In food price inflation as supply conditions have improved after
the drought of 1989.

Chart 3.16 Retall price inflation

3.41 Provisional CBI data show a marked fall in pay settlements In
manufacturing to 85 per cent in the first quarter of 1991, from around 9 per

cent In the previous three quarters. In addition, an increasing number of
firms have reached agreements which provide either tor no increase In pay

or defer any Increase until later in the year. Whole economy underlying
earnings growth fell to 9" per cent inJanuary from a peak rate of 10" per
cent IinJuly, as overtime and bonus payments fell in response to the
slow-down In activity.
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Prospects

Table 3.6

Exchange rates and
Interest rates

3.42 Unit labour cost growth in manufacturing is likely to slow sharply
through 1991 and beyond, principally as productivity growth rebounds with
the recovery In activity. Earnings growth Is also expected to moderate as
settlements respond to falling inflation and companies further rein back
overtime and bonuses. The CBI’s Survey of manufacturers in February
suggests that underlying inflationary pressures are abating rapidly. The
balance of firms expecting to Increase prices In the iImmediate months ahead
was at I1ts lowest ever level. With manufacturing output likely to fall further
for a while, the recent pick up In producer output price inflation is unlikely
to be maintained. It is expected to fall to  per cent In the fourth quarter of
1991, declining further to 4 per cent by mid-1992.

3-43 Weak consumer demand will exert strong downward pressure on retail
price Inflation throughout 1991. Recent cuts In mortgage rates, the
mortgage rate rise of March 1990 dropping out of the twelve month
comparison, and the net impact of the Budget measures will also contribute
to sharply falling inflation. RP1 inflation Is forecast to be 4 per cent In the
fourth quarter of 1991 and 3” per cent by the middle of 1992.

Retall and producer output price inflation

Percentage changes on a year earlier

Weights Forecast
In 199004 199104 199202
1991

Food 15 0 4|

Housing”" o9n —o" H
Other 65| 8 6) Al
Total RPI 100 10 4 |
Producer output prices® 6 | ) 4

"The weights used here are provisional. They are unlikely to differ significantlyfrom thefinal weights which
will be availablefrom the CSO on 22 March.

Ancludes community charge.
AExcludingfood, drink and tobacco.

3.44 The GDP deflator, which measures the price of domestic value added
(principally unit labour costs and profits per unit of output), Is forecast to
rise by  per cent in 1990-91, boosted by the rise In oil prices and the
Improvement in the terms of trade. The increase iIn VAT In the Budget adds
about 1 per cent to the GDP deflator. Even so the growth in the deflator Is

expected to fall to 7 per cent in 199T

Financial developments

3.45 For most of the period since the UK joined the ERM sterling has
traded In a relatively narrow range. The sterling effective index remains
close to Its level just before ERM entry. Short term interest rates, which
were reduced by 1 percentage point at the time of ERM entry, have since
fallen further. Long rates have also fallen back since the early autumn, by
over 1 percentage point, in part reflecting growing confidence about the
prospects for low inflation.
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Chart 3-17 Sterling exchange rates

Money and credit 3.46 The year on year growth rate of MO has fallen from 7 per cent last
spring to around the centre of Its target range In early 1991. Broad money
growth began to fall in early 1990 from a peak of around 19 per cent. By
January the annual growth of M4 was down to 11 per cent. Bank and
building society lending had begun to respond to tight monetary policy
earlier, as high interest rates reduced lending for house purchase. During
1990 the decline In the growth of credit gathered pace, as industrial and
commercial companies also cut back sharply on their borrowing. By the
start of 1991 the growth of bank and building society lending was down to
13 per cent, little more than half its peak of two years earlier.

Chart 3.18 Money and lending



3 The economy: recent developments and prospects to mid-1992

Asset prices 3.47 Following strong rises in the second half of the 1980s, asset prices
weakened during 1990, reflecting the tightness of monetary policy. There
was a substantial fall in the ratio of house prices to average earnings, and real
equity prices fell sharply. More recently, however, there have been signs that
the housing market may be close to Its trough and equity prices have risen
strongly since mid-January.

Forecast and outturn

3.48 Table 3.7 compares the main elements of the forecast published In the
1990 FSBR with the outturns for 1990 or the latest estimates for 1990—91.

3.49 Errors on the forecasts of demand, activity and the current account
were within, in some cases well within, the average errors from past
forecasts. GDP growth was a little less than forecast. Domestic demand was
stronger, reflecting unexpected resilience in the first half of the year, but net
exports were weaker than forecast. The error on inflation was bigger than
average, largely due to a slower than usual response of underlying inflation
to the fall in demand, but also because of the effect of the Gulf crisis on
petrol prices. The public sector debt repayment is likely to be well below last
year’s Budget forecast, with large errors on both the income and
expenditure sides of the account (see Table 6.2).

Table 3.7 Forecast and outturn

Percentage changes on a year
earlier unless otherwise stated

Outturn Average
1990 or latest errors from
FSBR estimate past forecasts
GDP (1990) 1 i 1
Non-North Sea GDP (1990) 3 5 3
Domestic demand (1990) _ 5 0 H
RPI (19900Q4) U 10 H
Money GDP (1990-91) H
Balance of payments current account
(1990, £ Dbillion) -15 -13
PSBR
(1990-91, £ billion) -7 — 3 7 o]

AAdjusted to remove the discontinuity arisingfrom the abolition of domestic rates.
N Partlyforecast.
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The Budget measures

Income tax

Mortgage interest relief

Benefits-in-kind

Training

4.01 The main tax, national insurance and community charge proposals In

the Budget are summarised below. A full list of changes iIs given in Table 4.1
and they are described In more detail in Annex A. Annex B lists some of the

main tax allowances and reliefs, and gives their estimated costs for 1990-91.

Inland Revenue taxes

4.02 The personal allowance will be increased In line with the statutory
Indexation provisions (based on the increase of 9*3 per cent In the Retall

Prices Index (RPI) In the year to December 1990). So will the higher rates of

the personal allowances and the married couple’s allowances for those aged
65 and over. Other allowances will remain at their present levels. The
allowances for 1991-92 will be:

personal allowance (up *290)\

married couple’s allowance, additional personal allowance and widow’s
bereavement allowance 720 (no change);

for those aged 65 to 74. personal allowance #4020 (up *350) and
married couple’s allowance 2 355 (up *2\Q)\

for those aged 75 and over: personal allowance 180 (up and
married couple’s allowance 2 395 (up * 210);

Income limit for age-related allowances 13 500 (up 200).

[:23

4.04 Tax reliefon mortgage interest will be limited to the basic rate of
Income tax from 6 April 1991.

4.05 Car benefit scale charges will be increased by 20 per cent from
6 April 1991,

4.06 A standard benefit-in-kind charge for mobile telephones, including
those fitted in cars, will be introduced from 6 April 1991.

4.07 The arrangements for setting the “ official rate ” of interest, which Is
used to measure the taxable benefit of cheap loans provided by employers,
will be revised to bring it more into line with typical mortgage rates.

4.08 Income tax relief for fees paid by trainees for qualifying vocational
training courses will be introduced from 6 April 1992,



4 The Budget measures

Employee participation

Savings

Charitable giving

Foreign earnings

Business taxation

Building societies

4.09 The rate of relief for profit-related pay under a registered scheme will
be doubled so that all of it will be tax free, subject to the existing limits.

4.10 An incentive will be introduced for employers to set up all-employee
share schemes and tax reliefs associated with approved employee share
schemes will be extended. .

4.11 The PEP scheme will be extended to allow investment of up to

a year In a single company Personal Equity Plan, over and above the present
limit of /~6000 In an ordinary PEP. It will be possible to transfer shares in an
all-employee scheme to a single company PEP without incurring capital
gains tax. The range of eligible investments in a PEP will be extended to
Include equities quoted In other EC states.

4.12 The premium limit on all tax-exempt policies issued by friendly
soclieties will be raised from 150 to a year and restrictions on policies
for children will be lifted.

4.13 The upper limits for tax relief for single donations from companies or
Individuals will be abolished from 19 March 1991.

4.14 The foreign earnings deduction will be extended to enable those forced
to break offemployment in lrag or Kuwalit because of the Gulf crisis to
qualify for relief.

4.15 The period seafarers can spend at home while still qualifying for the
foreign earnings deduction on overseas earnings will be doubled.

4.16 The main rate of corporation tax for 1990-91 will be reduced from
35 per cent to 34 per cent; and for 199192 to 33 per cent.

4.17 Companies will be allowed to carry back trading losses for three years,
Instead of one year.

4.18 The profits limit for the small companies’ corporation tax rate of

25 per cent will be raised from ~200 000 to 250000 for 1991-92 and the
limit for marginal relief will be raised from million to X”’25 million.

4.19 Unincorporated traders will be allowed to set trading losses against
capital gains from 6 April 1991.

4.20 Employers whose average monthly PAYE/NIC Dbill is less than ~£400
will be allowed to pay PAYE/NIC quarterly rather than monthly.

4.21 The turnover limit below which only a simple three-line statement of
account Is required for business or rental income will be raised for accounts
received after 6 April 1992,

4.22 Legislation will be introduced to establish that interest and dividends
paid by certain building societies in transitional periods on the change to the
present system of accounting for composite rate tax in 1986 may be charged
to tax at rates in force for 1985—86.
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Capital gains tax 4.23 The capital gains tax annual exempt amount for 1991-92 will be
Increased In line with the statutory indexation provisions from ~5 000 to

500 In the case of individuals and from 2 500 to 2 750 In the case of
Mmost trusts.

4.24 The qualifying age for capital gains tax retirement relief will be
reduced from 60 to 55; and the relief will be available for 100 per cent of the

first /;150000 (up <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>