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The new
framework

OVERVIEW

L1 The Government’s central economic objective is to achieve high and stable levels of
growth and employment. This Budget will help build a stronger economic future for Britain
through reforms that will put work, enterprise and families first. By protecting the
environment and ensuring that growth is sustainable, this Budget will alsc ensure a better
quality of life today and for future generations.

1.2 The key elements of the Government's strategy are:
¢ locking in economic stability as a platform for long-term sustainable growth;
« raising preductivity through promoting enterprise and investment;

e increasing employment opportunity with a better deal for working families;
and

« Dbuilding a fairer society, with a better deal for families and children.

1.3 The Pre-Budget Report (PBR), published in November, set out the direction of
Government policy and measures under consideration to deliver this strategy. A series of
regional roadshows has subsequently widened the debate on how to rise to the productivity
challenge and secure high and stable levels of growth and employment.

MACROECONOMIC STRATEGY AND PROSPECTS

1.4 Chapter 2 of the EFSR sets out the Government’s macroeconomic strategy and the
prospects for the UK’s economy and public finances.

1.5 Inthe past, Britain has suffered greater volatility in output and inflation than most other
major industrial countries. Such volatility imposed both social and economic costs. On
coming into office, the Government therefore introduced a new framework for monetary and
fiscal policy to promote econemic stability, while ensuring that macroeconomic policy
responds sensibly to economic shocks:

*  a new monetary framework to deliver low and stable inflation: the Bank of
England’s Monetary Policy Committee has been given operational
independence to set interest rates to deliver the Government’s inflation target;
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The forecast

The fiscal rules

*  anew fiscal framework, including two strict fiscal rules — the golden rule and
the sustainable investment rule — to get the public finances under control.
Borrowing has been reduced by a cumulative £29 billion over the last two
years and tight control has been maintained over public expenditure; and

. a2 new public expenditure regime which together with new three year
spending plans, will provide greater certainty and encourage longer-term
planning.

1.6 The rewards of the new framework are already evident. Inflation is close to target.
Interest rates peaked at 7% per cent last year, half their peak level in the last cycle. Debt
interest payments are falling. And employment is up by more than 400,000 since May 1997;
long-term and youth unemployment have fallen by 50 per cent. The Budget 99 forecast,
summarised in Table 1.1, confirms that:

. RPIX inflation is forecast to remain at the target level of 21/, per cent; and

. growth will be lower this year than last, following the global slowdown.
However, the economy is well placed for stronger growth into 2000, in line
with independent forecasters. This means that this cycle is set to be much
more moderate than those in recent decades.

Table 1.1: Summary of the economic forecast

GDP growth (per cent) 2Y, ltol's 2%t02Ys  2Yto3Y
RPIX inflation (per cent, Q4) 2 2'h 25 2'h

1.7 Budget 99 locks in the economic stability that the new framework has delivered. As a
result of the strengthening underlying fiscal positon, the fiscal rules are still met while the new
Budget measures provide an extra £6 billion support over the next three years to beost the
economy during the period when output is below its trend level. The public finances forecast
- summarised in Table 1.2 — shows that:

e  the surplus on current budget is projected to average 0-4 per cent of GDP over
the current economic cycle; and

. net public debt is projected to decline significantly as a proportion of GDPF, to
below 35 per cent by 2003-04.

Table |.2: Meeting the fiscal rules

o 45

Per cent of GDP
Surplus on current budget' -0-6 05 03 04 08 0.9 -0
Average Surplus since
1997-98' 06 -0 0-0 01 03 0-4 05
Public sector net borrowing' I-1 -0t 03 0-4 01 0-3 04
Public sector net debt 425 40-6 394 382 368 356 346
£ billion
Surplus on current budget' =51 41 2 4 8 9 It
Public sector net borrowing' %1 ~-1-0 3 3 1 3 4

' Excluding windfall tax receipts ond associated spending,
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The productivity
gap

1.8 Meeting these rules will allow the UK to:

. maintain high quality public services and deliver the spending commitments —
including £40 billion additional investment in education and health over the next
three years - announced in the Comprehensive Spending Review (CSR); and

. ensure the overall position of the public finances remains sound. As both rules are
set over the economic cycle, they will also allow the automatic stabilisers to play
their part so that fiscal policy continues to support monetary policy in the next
phase of the cycle.

.9 In addition, illustrative baseline projections for the next 30 years set out in Annex A of the
EFSR indicate a sustainable fiscal position, capable of delivering equitable outcomes for future
generations.

1.10  The Government is taking further steps to raise the sustainable rate of growth by tackling the
underlying structural weaknesses in the economy. These are explored in Chapters 3-5 of the EFSR.

RAISING PRODUCTIVITY

LI Chapter 3 sets out the Government's strategy for raising productivity through a better deat
for enterprise and investment.

.12 The UK produces less per person than other major economies. The productivity gap of
40 per cent with the US and over 20 per cent with France and Germany reflects long-standing
weaknesses in the economy:

. the UK has invested less in Research and Development (R&D): the US invests 50
per cent more, as a share of GDP, in business enterprise R&D;

. for every £100 per worker invested in new capital equipment in the UK during the
last economic cycle, the US and Germany invested £140; and

. fewer peaple have basic skill levels: 22 per cent of adults in the UK have poor
literacy skills, 50 per cent more than in Germany.

Measures so far 1.13  The Government has already introduced - in the 1997 and 1998 Budgets and CSR - a

New measures

number of microeconomic reforms targeted on the five key drivers of productivity growth:

. investment: corporation tax has heen reduced to its lowest ever level and tax
measures introduced to encourage investment for the long-term,;

. innovation and enterprise: £1.4 billion additional investment in science will
promote high quality research and innovation;

. education and skills; an extra £19 billion will be invested over the next three years
in raising achievement and improving skill levels;

. competition: new competition laws will increase efficiency and deliver a better
deal for consumers; and

«  public sector efficiency: setting challenging performance targets.

.14 Budget 99 builds on this start through a further package of measures including:

. a new 10p corporation tax rate for small companies and extension of
40 per cent capital allowances for small and medium enterprises (SME)
businesses to encourage entrepreneurial activity and innovative investment;

. a new £20 million venture capital challenge to finance early stage high-
technology businesses;
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Changes in the
labour market

Measures so far

New measures

s a new Research and Development tax credit in 2000 to encourage small
businesses investment in R&D;

e an additional £100 million for basic science infrastructure to help provide a
modern research base;

e« anewEmployee Share Ownership scheme in 2000 to encourage employees to
take a stake in the success of their companies;

« a new Small Business Service to deliver services to small firms, including a
new Automatic Payroll Service;

e from 2000, setting an 80 per cent discount for key courses such as computer
literacy, funded through Individual Learning Accounts.

[.I5  The Secretary of State for Trade and Industry will be making further announcements
after the Budget, taking forward the competitiveness agenda.

INCREASING EMPLOYMENT OPPORTUNITY

I.16  Chapter 4 focuses on the Government's strategy of promoting employment opportunities
for all - the modern definition of full employment for the 21st century. It sets out how the
Government intends to build a stronger economy by providing a better deal for working people.

.17 The strategy takes account of major changes in the labour market over the last two or
three decades, including:

e  growing structural unemployment and rising inactivity arnongst certain groups,
e anincrease in the number of women in work and part-time jobs; and

e atax and benefit system which has trapped many families into poverty and
unemployment.

.18  Major reforms were introduced in the 1997 and 1998 Budgets and the CSR to take
forward the Government’s employment strategy based on helping people from welfare to
work, and making work pay. For example:

. the Welfare to Work initiative, funded through a £5.2 billion Windfall Tax on
the excess profits of the privatised utilities, has already benefited over 350,000
peopie through the New Deal;

¢ tax and benefit reforms: the Working Families Tax Credit (WFITC) will be
introduced in October 1999 providing extra help for 1.4 million working families;

s a National Minimum Wage will be introduced in April 1999;

« national insurance contributions (NICs) reform: removing the burdens on
the low paid; and

e a New Deal for Communities and Employment Zones will tackle pockets of
persistent high unemployment.

1.19  Budget 99 will build on these measures by:

Delivering Weifare to Work

+ providing extra help for young people on the New Deal to ensure there is no
option of simply staying on benefit;
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providing personalised support to help people over 50 move back to work;
and

an Income Support run-on to €ase the transition into work for lone parents.

Making work pay

from October 1999, a minimum income guarantee of £200 per week for full-
time working families;

no family will pay net income tax until they earn more than £235 (over
£12,000 a year);

eliminating the NICs bill for about 900,000 people earning too little even to
pay income tax;

a cut in the NICs bill for low earning self-employed people from April 2000;

a new 10p rate of income tax from April 1999 which halves the tax bill for 1.8
million taxpayers; and

a cut in the basic rate of income tax to 22p from April 2000 to reward work and
ensure working families are better off.

BUILDING A FAIRER SOCIETY

1.20  Chapter 5 outlines the Government’s strategy for building a fairer society in which
everyone has the opportunity to fulfil their potential. Economic growth, opportunity and
fairness go hand in hand: an economy in which a significant proportion of the population is
unable to fulfill its potential will be poorer and less productive.

i.21 Tt also ensures that growth takes place in a way that is fair to today’s and future
generations. The Government will publish later this year its Sustainable Development
Strategy: achieving economic growth while protecting and where possible enhancing the
environment and making sure that the benefits are available toc everyone, not just the few.

A strategy for 1.22  The Government is therefore committed to:

fairness .

ensuring that everyone has access to high quality public services, including
decent schools and a modern health service;

ensuring that all families with children are supported through the tax and
benefit system;

targeted support focusing on:

. work as the best way out of poverty (as set out in Chapter 4);

. families and children to ensure that every child can thrive and take
advantage of new opportunities;

. help for those not in work, including giving a better deal to pensioners;

ensuring that growth is sustainable, respects the environment and is fair to
future generations,

Measures so far 1.23  The CSR focused on how public services could be modernised to meet these goals. For

example:

an extra £40 billion will be invested in modernising health and education over
the next three years;
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New measures .24

A better deal
for families and
children

Modernising
public services

Pensioners

Charities

Tackling tax
abuse

Protecting the
environment

child benefit will increase by £2.95 a week for the eldest child from April; and

new targeted initiatives such as the Sure Start programime were set up to ensure
that all children are ready to learn when they reach school.

Budget 1999 focuses principally on tax and other measures that will increase
opportunity and protect the environment:

the introduction of a Children’s Tax Credit, replacing the married couples
allowance and related allowances, will be worth £416 a year, with increases in
the WFTC and Income Support to ensure all children benefit; and

a 3 per cent real increase in Child Benefit to at least £15 and £10 a week from
April 2000 for first and subsequent children respectively.

a £1.1 billion package of investment from the Capital Modernisation Fund will
provide:

. £470 million to support a national IT strategy;

. £430 million to modernise Accident and Emergency services and
improve access to primary care services; and

. £170 million to tackle crime.

a £1 billion package, including a £100 winter allowance, a minimum guarantee
on tax and an increased Minimum Income Guarantee.

a Review of Charity Taxation consultation document which explores how the
tax system can encourage more giving to charity.

measures designed to ensure individuals and businesses pay their fair share of
taxes.

a package of measures aimed at:

. encouraging energy efficiency and tackling climate change through a
new climate change levy;

. improving local air quality and supporting the integrated transport
strategy through a major reform of the company car tax regime, a
reduction to £100 in vehicle excise duty rates for cars with the
smallest engines, tax measures to promote environmentally friendly
commuting and increases in road fuel duties; and

. encouraging sustainable waste management through increases in the
rate of the landfill tax.
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IMPACT OF BUDGET MEASURES ON HOUSEHOLDS

.25  Budget 99 will support families with children and reward work.
1.26  Taken together with the measures announced in Budget 98, it will:

make people better off

e over 20 million households gain, of which 7 million are households with
children and 7 million are pensioner households;

* on average, households will be £380 a year better off.
support families

o families with children will on average be £740 a year better off;

s poorer families will alsc benefit: 700,000 children will be taken out of poverty.
reward work

. working households will on average be £450 a year better off;

. the new 10p rate of tax will halve the tax bill for 1.8 million, of whom 1.5
million are low-paid employees;

e the Working Families Tax Credit will on average give low earning families an
extra £24 a week, compared with Family Credit.

Chart L.I: Children and working families gain the most

£ per year

L

All households Working households Households with children
Averages
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1.28  Charts 1.2 and 1.3 show where taxpayers’ money will be spent and where taxes will
come from following the Comprehensive Spending Review and Budget 99.

Chart 1.2: Where taxpayers’ money is spent
Other expenditure - E41bn
e Housing & environment - £13bn

Law & Crder - £19bn

N Industry, agriculture &
/ employment - £15bn

Debt interest - £26bn

Soclal security - £102bn

Defence - £220n

' Health - £61bn -
Education - £41bn

Transport - £9bn
Seurce; HM Treasury, 1999--2000 figures

Chart 1.3 Where taxés come from

Business rates - £16bn

Other - £560n
VAT - £54bn

Council tax - £13bn

- Corporation tax - £30bn

" Excise duties - E36hn
In¢come tax - £88bn

National Irisurance - £56bn

Source; HM Yreasury, 1999-2000 figures
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Table 1.3: Budget 99 measures

RAISING PRODUCTIVITY
| Corporation tax: new |0 per cent rate for

the smallest companies from April 2000 ¢ 0 0 —-100
2 Extension of first year capital allowances for SMEs
at 40 per cent, for one year -175 -150
3 Research and development tax credit 0 0 * -100
4 Tax relief for employer-loaned computers -5 -5 -5 -30
5 Individual Learning Accounts: making employer
contributions to employee ILAs tax and NICs free 0 0 -10 -10
6 Abolition of Vocational Training Relief (VTR) * * +25 +50
INCREASING EMPLOYMENT OPPORTUNITY
Tax-benefit reform to promote worlc incentives
income tax:
7 Indexation of most allowances and limits -1,050 0 0 0
8 New |0 per cent rate from April 1999 -1,600 -1,500 -1,800 -1,800
9 Basic rate reduced to 22 per cent from April 2000 0 0 -2,250 -2,800
National insurance contributions:
10 Indexation of thresholds 45 ¢ 0 0
Il Alignment of threshold with income tax personal
allowance, in two stages, beginning April 2000 a 0 -850 -1,800
12 Increases to upper earnings limits for employee
contributions in April 2000 and April 2001 0 0 +430 +750
13 Reform of self-employment contribution rates
and profits limits from April 2000 0 0 +240 +290
14 Reduction in employer contribution rate by
0.5 percentage points from April 2001 0 0 0 -1,700
Benefits:
{5 New Deal package for the over 50s: Employment
Credit -10 -1o -0 -0
16 Income Support: two week extension for lone
parents moving into work -10 -10 -20 =20
BUILDING A FAIRER SOCIETY
Measures for families with children
17 Abolition of married couples allowance from
April 2000 for those born after 5 April 1935 0 0 + 1,600 +2,050
18 Introduction of Children’s Tax Credit from April 2001: 0 0 0 —1,400
19 with increases in Income Support child premia  -220 -220 -550 -550
20 and with increases in Working Families Tax
Credit and Disabled Person’s Tax Credit -180 -180 -650 -750
2| Child Benefit: indexation of rates and uprating
from April 2000 to £15 per week for first child and
£10 per week for subsequent children 0 0 255 255
22 Sure Start Maternity Grant 0 0 -20 -20
23 Maternity pay reforms 0 0 0 -15
Fairness to pensioners
24 Increasing personal allowances for older people —160 =70 -100 -100
25 Increase minimum income guarantee for pensioners 0 0 220 -220
26 £100 Winter Allowance from 1999 —640 -640 —640 —640
Securing the tax base
27 Abolition of mortgage interest relief from April 2000 0 0 +1,350 + 1,400
28 Countering avoidance in the provision of
personal services 0 V] +475 +375
29 Extension of employer national insurance
contributions to all benefits in kind which are
subject to income tax from April 2000 0 0 +415 +440



OVERVIEW

Table 1.3: Budget 99 Measures

3 rolled F. Féigﬁ ﬁipanies (C'F'(":é):”

taxation of dividends 0 0 0 +20
31 Capital gains on saie of companies +40 +40 +130 +130
32 Stamp duty: compliance +25 +25 +25 +25
33 VAT: changes to partial exemption

rules +70 +70 +75 +75
34 VAT: group treatment +5 +5 +10 +10
35 Enlarging of VAT exemption on financing

arrangements +95 +95 +100 +100
36 VAT: bringing supplies by certain organisations

in line with trade unions and professional bodies -10 -10 * *
37 Taxation of reverse premiums +20 +20 +50 +50
Environmental measures
38 Climate change levy 0 0 0 +1,750
39 Energy efficiency measures and support for

renewable energy sources 0 0 0 -50
40 Green transport plans -5 -5 -5 -5
41 Increase in minor oils duties +30 +25 +55 +90
42 Hydrocarbon oil duty escalator +1,675 0 0 0
43 Cut in duty on higher octane unleaded petrol +20 +20 +60 +40
44 Company car taxation: reduction in business

mileage discounts from April 1999 +270 +270 +265 +260
45 Landfill tax: introduction of five year escalator 0 0 +45 +85
Vehicle Excise Duty:
46 Graduated VED - reduction of charge for small

cars and indexation for others +40 -85 0 0
47 New VED for heavy lorries +45 +45 +40 +35
48 Freeze other lorry VED -20 -20 -20 -20
Other
49 Tobacco — aligning escalator with Budget day,

freeze handrolled tobacco +630 +620 +410 +465
50 Alcohol - aligning revalorisation point with

Budget day and freeze 0 * -i0 -10
51 Gifts of equipment by businesses to charities * * -5 -10
52 Inheritance tax: index threshold -30 0 0 0
53 Capital gains tax: rate adjustment * » -i0 —15
54 VAT: indexation of registration and deregistration

thresholds -5 0 0 0
55 Football clubs: assistance for transition to new

accounting rules * * —45 +20
56 Revised rate of pools betting duty from

26.5 per cent to 17.5 per cent -30 -30 -20 -15
57 Removing the income tax charge on mobile phones  -25 -25 -30 =35
58 Stamp duty: 2.5 per cent rate for transfer of land

and property above £250,000 and 3.5 per cent

above £500,000 +270 +270 +310 +340
59 increase in the rate of insurance premium tax

by | percentage point (to 5 per cent) +210 +210 +290 +300
60 VAT: option to tax land and property rules +30 +30 +30 +30
61 Lloyd's insurance market: simplifying capital gains * * -5 -5
TOTAL -570 -1,065 -1,385 -3,555

* Negligible



MACROECONOMIC STRATEGY
AND PROSPECT

2.1 Over the past three decades, the UK economy has exhibited high volatility in output
and inflation. Instability has made it hard for individuals and firms to plan and invest and has
damaged the long-term growth of the economy.

2.2 The Government has reformed the framework for macroeconomic policy to promote
economic stability. Greater stability will help people and businesses to plan for the long term.
This should improve the quantity and quality of long-term investment — both in physical and
human capital — and help raise productivity. Making the economy more stable will also raise
employment and living standards.

2.3 The Government’s reforms to the macroeconomic framework involve both monetary
and fiscal policy. These reforms have both domestic and international relevance. The first part
of this chapter discusses the reforms; the second part sets out the medium-term outlook for
fiscal policy in light of the latest forecast of the UK economy, and illustrates how the
framework is delivering sound public finances while supporting monetary policy during the
below trend phase of the cycle.

15
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Why low
inflation is
important

A MODERN MACROECONOMIC FRAMEWORK

The monetary policy framework

2.4 Stability is essential for high levels of growth and employment. Maintaining low and
stable inflation is the best contribution monetary policy can make to long-term economic
and social prosperity. High and variable inflation damages the real economy:. It leads to an
inefficient allocation of resources because pecople find it difficult to distinguish price
movements associated with changes in the demand and supply for particular goods and
services from general increases in the price level due to excessive demand across the
economy. More generally, planning for the future becomes much more difficult. Costs are also
incurred as people seek to protect themselves from the effects of inflation rather than
concentrating on the creation of new wealth. This damages productivity and growth.
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2.5 High and variable inflation also involves social costs that are likely to fall particularly
hard on those people on lower incomes. By damaging growth, high inflation leads to lower
average incomes than otherwise. High inflation and macroeconomic instability can also
affect those on low incomes through their impact on the distribution of income. This can
occur, for example, from arbitrary changes in wealth caused by unexpected movements in
inflation; through the impact of uncertainty on decisions to invest in human capital (which is
an important mechanism by which people can raise their earning potential); and because of
the deterioration in the skills of low income workers who tend to be those most affected by
boom and bust cycles.

2.6 Low and stable inflation plays a central role in creating the stable macroeconomic
environment which individuals and businesses need to make sound investment and saving
decisions. By ensuring that monetary policy focuses on maintaining low inflation, both sharp
slowdowns and runaway booms can be avoided. It is now widely accepted that tolerating
more inflation does not lead to higher growth or lower unemployment in the long term.

Indeed, it is increasingly accepted that high inflation adversely affects long-term growth and
is unfair (see Box 2.2).

The new 2.7 The Government reformed the monetary framework immediately upon coming to
monetary office to ensure that monetary policy makes the best possible contribution to achieving high
framework and stable levels of growth and employment. The primary objective of monetary policy is
price stability. But, subject to that, the Bank of England must also support the Government’s
economic policy objectives, including those for growth and employment. The Government's
inflation target — reaffirmed in this Budget - is 2'/> per cent for the 12-month increase in the

Retail Price Index excluding mortgage interest payments (RPIX).

1.8 The new monetary policy framework, set out in the Bank of England Act 1998, has
several features that ensure the benefits of low inflation are realised fully:

. transparency and accountability are central to the framework:

. the roles of those concerned and what they are responsible for are clear,
The Government sets, and is answerable for, the inflation target
consistent with the goals of its economic policy. The role of the Bank of
England’s Monetary Policy Committee (MPC) is to set interest rates to
meet the inflation target; and

17
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new framework
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s in discharging its responsibility, the MPC is subject to Parliamentary
scrutiny, for example, by the House of Commons Treasury Select
Committee and a House of Lords Select Committee. The MPC is also
required to publish the minutes of its meetings, which now occurs
within two weeks.

the inflation target is symmetrical. Inflation outcomes below target are viewed
just as seriously as outcomes above the target;

the target for inflation applies at all times and the MPC is accountable for any
deviations from it. It is required to justify any such deviation on its merits, For
example, following a supply shock, regaining the target immediately might
require such a severe policy response as to cause unwarranted damage to the
economy. The onus is on the MPC to explain how it proposes to return
inflation back te its target level; and

furthermore, if inflation is more than 1 percentage point higher or lower than
the target, the ‘open letter’ system requires that the Governor of the Bank of
England write to the Chancellor, explaining why the divergence has occurred,

the policy action being taken to deal with it, the period within which inflation is
expected to return to the target and how this approach meets the Government’s
economic policy objectives, including those for growth and employment. Any
such letter must be published so as to facilitate public scrutiny.

Assessing the 2.9  The new monetary policy framework has been in place for less than two years but

there are already signs that it is yielding significant benefits:

inflation has remained very close to target since last summer, with monthly
outturns for RPIX inflation at or around 2.5 per cent;

financial market inflation expectations have fallen towards the target level
Inflation expectations 10 years ahead, derived from index-linked and
conventional gilts yields, have fallen from 4.3 per cent in April 1997 to
2.6 per cent in February 1999;

base rates peaked at 7!/, per cent for 4 months in 1998 compared with a peak
of 15 per cent for a year in the last economic cycle, and have since fallen to
5% per cent. Long-term interest rates have recently been at their lowest level
for over 40 years and the differential between the yields on 10-year
government bonds in the UK and Germany has fallen from 1.7 percentage
points in April 1997 to 0.5 percentage points in February 1999; and

debt interest payments by the Government are falling due to lower long-term
interest rates and inflation.
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2.10 The forward-looking and transparent nature of the new monetary policy framework

' means interest rates have been changed when necessary in a more timely fashion than in the

past. This has helped to keep output closer to trend, preventing a repeat of the large boom
seen in the late 1980s. With inflation close to target, the UK is now in a better position to steer
a course of stability and respond to the current global economic slowdown.

2. Macroeconomic policies aimed at achieving sustained growth, sound public finances
and low inflation should also promote exchange rate stability, consistent with the
Government’s objective of a stable and competitive pound in the medium term. The strength
of sterling during 1997 caused difficulties for some firms, especially manufacturers trading
within Europe. Most of sterling’s appreciation took place before the new monetary framework
was introduced. Over recent months, however, sterling has fallen back close to its level at the
time of the last General Election. '

The fiscal policy framework

2.12  The Government'’s new fiscal policy framework constitutes the second key element of
its strategy to promote economic stability. The framework also serves to support some of the
Government's other important goals, notably the more efficient use of resources in the public
sector, thus contributing directly to raising productivity in the economy.

Problems with 2-13 The new framework has been designed to tackle head-on a number of key
the previous deficiencies associated with the previous approach:

approach

The new fiscal

« fiscal policy objectives were not precise and were subject to change. Observers
found it difficult to tell whether the objectives were being met. Consequently,
structural deficits were not identified sufficiently quickly to be tackled without
significant costs;

*  the framework promoted neither the economic stability nor long-term focus
vital to economic success. Qutput and inflation in Britain were more variable
than in most other major industrial countries;

. current spending often took precedence over capital, even if the latter offered
better value for money. In particular, capital spending - the benefits of which
tend to accrue primarily in the future — was an easy target for cutbacks when
the fiscal position deteriorated; and

s  fiscal decisions did not accurately reflect the impact of current public
spending on future generations.

2.14  The Code for Fiscal Stability sets out the new fiscal policy framework and gives it a

policy statutory basis. It was approved by the House of Commons on 9 December 1998, in

framework

accordance with the requirements of the Finance Act 1998.

2.15  Five principles lie at the heart of the Code - transparency, stability, responsibility,
fairness and efficiency. The Government is required to conduct fiscal (and debt management)
policy in accordance with these principles. In particular, it must state explicitly its fiscal rules
and objectives. These must be consistent with the principles.

2.16 The Government has set two strict fiscal rules to deliver sound public finances:

¢ the golden rule — on average over the economic cycle, the Government will
borrow only to invest and not to fund current spending; and

. the sustainable investment rule — public sector net debt as a proportion of GDP
will be held over the economic cycle at a stable and prudent level.

19
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2.17  The golden rule ensures that the Government does not pass on the costs of services
consumed today to the taxpayers of the future — each generation is expected to meet the
current costs of the public services from which they benefit. This approach is consistent with
achieving fairness between generations.! The golden rule, supported by the new regime for
planning and controlling spending (discussed further below), also removes any bias against
capital spending by providing for separate current and capital budgets. Now both types of
spending are treated equally on a value for money basis.

2.18  Although the golden rule means that, over the economic cycle as a whole, the
Government should not borrow to meet current spending, borrowing is permitted to finance
public investment. This is because capital spending generates assets that confer benefits to
both current and future generations. It is fair, therefore, that future generations should help
pay for the benefits they receive, including servicing the associated borrowing.

2.19  High levels of public debt, however, can reduce the Government’s ability to buffer the
economy against major shocks. Debt may also impose other costs, such as higher interest
rates and efficiency losses due to the higher tax rates needed to service the debt. The
Government has, therefore, set the sustainable investment rule to ensure that public debt (net
of financial assets) remains at prudent levels. The current level of net public debt is not high
by historical or international standards. Nonetheless, the Government believes that a modest
reduction is desirable, other things equal, to below 40 per cent of GDP over the economic

cycle,

2,20 Transparency is an integral and pervasive feature of the new framework, so ensuring
that Parliament and the public can scrutinise the economic and fiscal plans. This should
encourage a longer-term approach to government decision-making. The Code for Fiscal
Stability provides for a number of reports, of which the EFSR is one, that together set out a
comprehensive account of the Government’s economic and fiscal strategy and the state of the
public finances. In order to ensure that the public is fully informed about Budget decisions,
the Government will propose an amendment to the Code for Fiscal Stability, requiring that, in
future, a leaflet be sent to every household informing them of tax and spending decisions.

2.21  The Budget includes some technical changes to allow the Debt Management Office
(DMO) to take over the Government's cash management from the Bank of England as
intended in last year’s Finance Act. The transfer of cash management will complete the
separation of monetary policy and debt management operations announced by the
Chancellor in May 1997. These changes improve the transparency and efficiency of the
Government's debt management operations.

2.22 It is important that information is of high quality and presented in a form which
provides the basis for good policy-making. The Government is in the process of implementing
a major new initiative in the public sector — Resource Accounting and Budgeting (RAB). RAB
will put the Government’s accounts on a similar footing to those found in the private sector
(see Box 2.4). In addition, the Office for National Statistics is undertaking a number of
improvements to key economic statistics, relating to both economic activity and the public
finances (see Box A2 in FSBR Annex A and Box B2 in FSBR Annex B).

' As discussed in EFSR Annex A, current fiscal policy settings in Britain do not appear to result in significant generational
imbalance, in contrast to many industrial countries.
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Planning and 2.23  The new fiscal policy framework is supported by a new regime for planning and

controlling controlling public spending, first announced in the 1998 EFSR. This regime anticipates the

spending planned introduction of RAB, and will play an integral part in allowing the Government to
deliver on its wider economic and fiscal strategy.

2.24  The previous control regime - like the fiscal policy framework with which it was
associated — encouraged short-term planning and favoured spending on consumption rather
than investment. It led to planning on an incremental basis and a failure to coordinate and
integrate new spending so as to maximise its effectiveness.

2.15 The new regime addresses these shortcomings. All public sector spending (excluding
financial transactions) is contained under the heading Total Managed Expenditure (TME).
Within TME, current and capital expenditures are planned and managed separately,
consistent with the distinction made in the fiscal rules.

2.26  Around half of TME is managed through Departmental Expenditure Limits (DEL).
Spending within DEL is subject to firm multi-year limits covering a three-year period. These
limits, set in cash terms, provide departments with a solid basis for planning and a strong
incentive to manage their own costs. The Government is now allowing departments the
freedomn to carry over any part of their spending within DEL from one financial year to the
next, a major new flexibility which should greatly improve value for money.

2.27  The other half of TME, expenditure which cannot reasonably be subject to firm multi-
year limits, is known as Annually Managed Expenditure (AME). AME - a large part of which is
social security spending - is subject to tough annual scrutiny as part of the Budget process.
The scrutiny is to ensure that spending within AME is consistent with achievement of the
fiscal rules.

2.28  Controlling the quantity of spending is just one aspect of the new regime. It is equally
important to control the quality of spending. The Government made clear that the increased
public investment announced in last year's Comprehensive Spending Review (CSR) would be
linked to modernisation and reform to deliver enhanced efficiency and effectiveness in public
spending.

2l
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2.29 The Government is delivering on that commitment. It is publishing for the first time
measurable targets for the full range of the Government’s objectives for public services in the
form of ground-breaking Public Service Agreements. Departments’ performance against their
targets is being scrutinised by a high level Cabinet committee (PSX), chaired by the
Chancellor, and supported by a Public Services Productivity Panel of outside experts from
business, consultancy and audit. Each department will publish a Departmental Investment
Strategy, and this will inform decisions by the Government on the allocation of resources from
the Capital Modernisation Fund.

Benefits of the 2.30 The Government is well on track to meet both its fiscal rules. A full assessment of the
new approach performance of the new fiscal policy framework is set out in detail later in this chapter.

Stability in the international context

2.31  The UKis an open economy, and therefore events in the world economy and financial
markets have a substantial impact. Reform of the domestic macroeconomic policy
framework has improved the UK’s ability to respond to external events. But the UK has also
taken the lead in promoting macroeconomic stability across the world, so as to reduce the
likelihood of future global shocks. It has also been at the forefront of proposals to improve
the international community’s ability to respond to shocks when they occur.

Stability abroad 2.32 Recent world events, especially those in Asia, Russia and Brazil, have served to
emphasise the importance of taking steps to improve crisis prevention and resolution. Lessons
learned include the need for: an open and transparent international financial system; co-
operation and co-ordination between international and national bodies; prevention of moral
hazard (where investors take on undue risk in anticipation of being ‘bailed out’ if a crisis occurs);
official financing able to stem contagion; and mechanisms to protect vulnerable groups in crisis
countries. Transparency and accountability have just as powerful a role to play in avoiding poor
policy making and poor outcomes internationally as they have in the domestic economy.

2.33  Responding to these events, the UK led the G7 in a Declaration on 30 October 1998,
which committed G7 countries to:

. introduce codes of good practice on fiscal policy, monetary and financiai
policy, corporate governance, and accounting, to ensure public and private
sector transparency;

. establish a mechanism for co-ordination and co-operation between
international financial institutions, international regulatory bodies and key
national authorities. This should improve surveillance of financial supervision
and regulation, thus fostering stability and reducing systemic risk. The
President of the Bundesbank, Hans Tietmeyer, was tasked with consulting
on how to bring this about;

. involve the private sector in crisis prevention and resolution, for instance,
through collective action clauses in bond issues;

. establish a new, contingent IMF financing facility to prevent contagion,
backed up by private sector involvement and bilateral financing as
appropriate; and

. ask the World Bank to draw up principles of good practice in social policy, io
reduce the impact of economic adjustment on vulnerable groups and ensure
that development goals were taken fully into account in programme design,
especially during crises.

2.34 Good progress has already been made in implementing this reform agenda. At their
20 February meeting this year, G7 Finance Ministers and Central Bank Governors endorsed
Herr Tietmeyer’s proposal for a Financial Stability Forum, to co-ordinate the identification of
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systemic risk, the implementation of codes of good practice, and promotion of international
financial stability. They noted the completion by the International Accounting Standards
Committee of its core set of internationally-agreed accounting standards, and the agreement
of a new format for the IMFs Special Data Dissemination Standard — both to increase
transparency. They welcomed the implementation of the agreed increase in the IMF's quotas,
including the New Arrangements to Borrow. They also published a detailed timetable for the
implementation of all the remaining reforms agreed in the October Declaration.

2.35  As they are progressively implemented, these reforms should help to reduce the
volatility of financial markets and increase the prospects for economic stability and
prosperity, both in Britain and abroad.

2.36 The UK has a strong interest in economic stability in Europe, irrespective of whether
or not it chooses to join the single currency. Around half of the UK’s trade and 40 per cent of
overseas investment is with the euro area.

237 Along with other Member States, the Government submitted its Convergence
Programme to the European Community in December 1998, in line with the requirements of
the Stability and Growth Pact. The Convergence Programme shows how the new stability-
oriented policy framework provides an essential platform for closer convergence of the
economic performance of the UK and other Member States.

2.38  The first outline National Changeover Plan for possible entry to the European single
currency was published by the Treasury in February 1999. This is a consultative document
which sets out the practical steps which would be needed for the UK to join the euro - if that
is what Parliament and the British people decide. Government policy on UK entry to the
single currency was set out in the Chancellor of the Exchequer’s Statement to Parliament on
27 October 1997. This makes it clear that the determining factor as to whether the UK joins
should be the national economic interest, and whether the economic case for doing so is clear
and unambiguous

2.39 In astatement to Parliament on 23 February 1999, the Prime Minister explained that
preparations need to be made now so that, should the economic tests be met, a decision to join
a successful single currency could be made early in the next Parliament. The public sector has
given a clear signal of its commitment to prepare, involving some spending to give Britain the
flexibility it would need to make the changeover as quickly and cost-efficiently as possible.

MACROECONOMIC PROSPECTS: MEETING THE FISCAL RULES

Summary of the economic forecast

2.40 Developments in the economy since the Pre-Budget Report (PBR) have been broadly
in line with expectations. Growth slowed a little further in the fourth quarter of 1998 and RPIX
inflation has remained very close to its target level of 2%/, per cent. Survey measures of
confidence have shown signs of improvement following reductions in interest rates.
As a result, there is little change to the economic forecast, or in the assumptions
underpinning the fiscal projections. A summary of the forecasts for output and inflation is
presented in Table 2.1. (A detailed assessment is set out in FSBR Annex A.)

Table 2.1: Summary of the economic forecast

GDP growth (per cent) 7 727'/4
RPIX inflation (per cent, Q4) 2'h
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2.41  The forecasts for GDP growth are presented in the form of opportunity ranges. The
upper end illustrates the potential for higher sustainable growth based on improved supply
side performance of the UK economy. As in the PBR and previous forecasts, the public
finances projections are based on the lower end of the GDP opportunity ranges. They are
consistent with a deliberately cautious assumption for trend economic growth of 21/, per cent
a year over the medium term.

2.42  GDP grew by 21, per cent in 1998, a little lower than forecast in the PBR, but in line
with the forecast made a year ago in the last Budget, Growth in the fourth quarter of 1998
showed a further slowing, but was in line with the PBR projection. Manufacturing output fell,
but this was more than offset by continued robust growth in the service sector. This was
accompanied by strong labour market activity during the second half of 1998, with growth in
employment showing a marked upturn compared with the first half of the year.

2.43 RPKX inflation averaged 24 per cent in the fourth quarier, as projected in the PBR.
The latest evidence, including a slowing of earnings growth, lower pay settlements and
historically low rates of producer output price inflation, supports the view that RPIX inflation
may move marginally, and temporarily, below 2Y/; per cent during 1999, returning to target
later in the year. The fall in average earnings growth over the past six months, as revealed in
the newly reinstated series, is encouraging. As the Chancellor has said on a number of
occasions, including last year’s Budget, stability requires wage responsibility across the public
and private sectors.

2.44  Growth in the United States remains strong and wider financial market contagion as
a result of the Brazilian devaluation has been relatively limited. However, prospects for
growth in Europe have deteriorated and, overall, the outlook for UK export markets is weaker
than previously expected. This is balanced by the marked easing in domestic monetary policy
in recent months and firm domestic consumer confidence.

2.45  Growth is expected to be slower this year than last at 1 to 1Y/, per cent. The fiscal
projections are based on GDP growth of 1 per cent in 1999-2000. However, the factors
necessary for stronger growth in 2000 and beyond are expected to build during the course of
this year:

. prompt monetary policy action to tackle earlier pressures on inflation —
supported by fiscal policy action to restore the public finances to a sound
structural position - has allowed interest rates to fall at an early stage. With
world financial market turbulance receding, survey measures of business
confidence appear to be improving;

. as the impact of past policy tightening wears off, healthy private sector
fundamentals should begin to dominate once more. Both companies and
households are in better shape than at the beginning of the decade: neither
sector appears over-borrowed and balance sheets are relatively strong; and

. the Budget continues to lock in sound public finances, while providing some
~ £6 billion of support for the economy during its below trend phase.

2.46  Overali, there is no reason to alter the assessment that this cycle is likely to be much
more moderate than those in recent decades. The independent consensus remains one of
moderate growth in 1999, followed by higher growth thereafter. Uncertainties remain,
including ongoing risks to the world economic outlook. Nonetheless, around two-thirds of
independent growth forecasts lie in a relatively narrow band of ' percentage point either side
of the low end of the forecast opportunity ranges for both 1999 and 2000.

Recent fiscal trends and short-term outlook

2.47 The public finances improved further in 1998-99. The current budget moved into
surplus for the first time in eight years, and public sector net debt has fallen to around
40 per cent of GDP.
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2.48 Chart 2.1 below shows the improvement in the fiscal position from a longer-term
perspective. From the early 1970s, the current budget was continuously in deficit apart from
three years during the late 1980s boom. The deficits in the early 1920s were the largest since
the Second World War. Although net investment was falling as a share of GDB net borrowing
also reached its highest post-war level in the early 1990s. As a result, public sector net debt
doubled over the first half of the 1990s.

Chart 2.I: Surplus on current budget and public sector
net borrowing'
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'Net borrowing and surplus on current budget exclude windfali tax receipts and associated spending.
Note: |988-99 is an estimate.

2.49 Table 2.2 compares the latest outturns and short-term forecasts with the forecasts in
the PBR. The estimate for net borrowing in 1998-99 is a net repayment of £1 billion. This
compares with a £1'/; billion repayment forecast in the PBR. The current budget surplus in
1998-99 is estimated to be about £17/; billion lower than forecast in the PBR.

Table 2.2: Comparison of updated forecasts with 1998 PBR

£ billion

Current budget'

1998 PBR 55 |
Budget 99 41 2
Public sector net borrowing'

1998 PBR -5 4
Budget 99 -1-0 3

! Excluding windfall tax receipts and associated spending.

25



MACROECONOMIC STRATEGY AND PROSPECTS

Fiscal policy and
economic
activity

Medium-term
fiscal projections

26

2.50 These differences are small. They largely reflect lower than expected receipts,

particularly for corporation tax and VAT, Public sector current receipts in 1998-99 are
estimated to be about £13/, billion lower than forecast in November. The Control Total — which

under the new spending control regime will cease to exist after the current financial year — is

£3/, billion lower than forecast in the PBR, mainly reflecting lower expenditure on social

security benefits. The Government is set to meet its objective of working within the previous

Government'’s spending plans in its first two years in office.

2.51 Forecasts of receipts for 1999-2000 on a pre-Budget basis have been revised
downwards by £3 billion. In part, this reflects some of the estimated shortfall in receipts in
1998-99 (especially of VAT) carrying forward. In addition, the forecast of tobacco receipts has
been revised down by over £!/, billion and national insurance contributions are now
expected to grow less strongly next year. This partly reflects the effect on receipts of the 1998
Budget reforms. Total Managed Expenditure for 1999-2000 is over £4'/; billion lower than
forecast in the CSR, largely reflecting lower than expected spending on debt interest and on
social security (even after adjusting for the effects of the economic cvcle).

2.52 These changes result in a higher forecast of the surplus on current budget in
1999-2000 of £2 billion, compared with the PBR projection of £1 billion, whilst net borrowing
is £3 billion — £1 billion lower than projected in the PBR.

Medium-term fiscal projections

2.53  Thekeyrequirement of fiscal policy is that it delivers sound public finances, and thus
prevents government itself being a source of adverse shocks to the economy.

2.54 Fiscal policy can also play an important role in supporting monetary policy. The
substantial tightening of the fiscal stance during 1997-98 supported monetary policy in
containing the pressures on inflation that were emerging when the economy was above trend,
as well as restoring the public finances to a sound position.

2.55  More recently, the economy has slowed as the world economy has weakened. In these
circumstances, the Government judges it appropriate that the Budget measures should
continue to lock in the structural improvement in the public finances. At the same time,
it is appropriate and sensible to continue to allow fiscal policy to support monetary policy in
the below trend phase of the cycle. The Budget measures provide a £6 billion discretionary
boost to the economy over the next 3 years, safeguarding stability, while continuing to meet
the fiscal rules.

2.56 The Governments latest medium-term projections for the public finances are
summarised in Table 2.3 (£ billion) and Table 2.4 (per cent of GDP) below. A more detailed
breakdown can be found in Annex B of the FSBR.

Table 2.3: Summary of public sector finances

£ billion

Current receipts 315-7 3342 335 364 335 405 425

Current expenditure 3043 3135 329 346 362 379 398
Depreciation 14-0 14-6 I5 15 16 16 17
Surplus on current budget'  -5-1 41 2 4 8 9 I
Net investment 4-0 34 5 7 10 12 15
Public sector net borrowing' 91 -1-0 3 3 | 3 4

‘ Excluding windfall tax receipts and associated spending.
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Table 2.4: Summary of public sector finances
Per cent of GDP

Current receipts 389 394 392 394 395 396 397

Current expenditure 375 370 374 374 37 3771 371
Depreciation -7 -7 -7 16 -6 -6 -6
Surplus on current budget' —0-6 0-5 0-3 0-4 0-8 09 1-0
Net investment 05 0-4 06 08 1-0 1-2 1-4
Public sector net borrowing'  1-1 —0-1 03 04 0-t 0-3 04
Public sector net debt 42-5 40-6 39-4 38-2 368 356 34-6

" Excluding windfall tax receipts and associated spending.
ncledes accruals adjustment for the capital uplift on the redemption of the 21 per cent 2001 and 2003 index linked gilt.

2.57  Over the three-year planning period from 1999-2000, Departmental Expenditure Limits
are essentially unchanged from those set out in the CSR in July 19982, However, the components
of AME have been reviewed since the CSR, leading to downward revisions to the forecasts of
spending on debt interest and on social security benefits (even after adjusting for the effects of
the economic cycle).’ The AME margin has been set at the same level as in the CSR.

2.58 Public sector net investment is set to double to 1 per cent of GDP by 2001-02. For later
years, it is assumed that current spending continues to grow at 2/, per cent per year in real
terms while net investment rises to 1/, per cent of GDP.

2.59 Itisassumed that there are no further tax changes other than those announced in the
Budget, which include the annual real increases in fuel and tobacco duties and the indexation
of rates and allowances.

2.60 Actual public borrowing is expected to become positive again during the below trend
phase of the economic cycle. But the underlying position remains strong. Net debt continues
to fall as a percentage of GDP and the current budget remains in surplus.

2.6  Chart 2.2 shows public sector net debt is projected to fall below 35 per cent of GDP in
2003-04. The improvement in the debt ratio reflects sustained strength in the structural position
of the public finances. The chart also shows that net wealth is projected to stabilise broadly
as a proportion of GDPF, in marked contrast to the experience during most of the 1990s.

Chart 2.2: Public sector net debt and net wealth
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2 £250 miillion of the Capital Modernisation Fund has been brought forward from 2001-02 to 1999-2000.

? The reduction in forecast AME spending on social security occurs despite the adoption of a new, more cautious
planning assumption underpinning the public finances. It has been decided to base the projections of social security
expenditure in this Budget on the average of outside forecasts of unemployment compiled in Forecasts of the UK Economy
(latest edition, HM Treasury, February 1999). This approach does not reflect the Government’s views on the prospects
for unemployment. When unemployment is projected to fall by outside forecasters, the flat assumption will again by

be used. This approach has been endorsed by the National Audit Office {see their report, HC 294).
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2.62 Table 2.5 reconciles the revised medium-term projections of the surplus on current
budget and public sector net borrowing with those published in the PBR, with the difference
split between those accounted for by Budget initiatives and those due to forecasting and
other changes. Before Budget measures are taken into account, tax revenues are slightly lower
than projected previously over the period, but spending — notably on debt interest and social
security — has fallen faster still.

Table 2.5: Changes in surplus on current budget and public sector net
borrowing since the PBR

£ billion

Surplus on current budget'?

1998 PBR 5-5 | 3 8 10 I
Effect of Budget measures -1 -1 -4 —4 —4
Effect of revisions/forecasting changes -4 2 2 3 4
Budget 99 4| 2 4 8 9 i
Net borrowing'?

1998 PBR -5 4 5 2 2 I
Effect of Budget measures | | 4 4 4
Effect of revisions/forecasting changes 05 -3 -3 -5 -2 ~I
Budget 99 -1-0 3 3 1 3 4

' Excluding windfall tax and ossociated spending.
2Figures may not sum due to rounding.

Taking account 2.63  For the purposes of assessing the underlying strength and therefore sustainability of
of the cycle the public finances, it is necessary to take account of the impact of the economic cycle. The
method used to produce estimates of the impact of the economic cycle on the public finances

is discussed in Box 2.6.
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2.64 Based on the judgement that the economy was on trend, on average, in the first half of
1997, Table 2.6 below presents cyclically-adjusted estimates of the key budget balances. With
the economy projected to undergo a fairly modest cycle by historical standards, the difference
in the paths of actual and cyclically-adjusted measures of borrowing is less than it has been
in the past.

Table 2.6: Cyclically-adjusted budget balances!

Per cent of GDP

Surplus on curreﬁt budget 07 02 06 1-0 E1 09 1-0
Net borrowing -1 01 00 —0-2 -0 03 0-4

: Excluding windfall tax receipts and associated spending.

2.65 The Budget continues to lock in the sound structural position of the public finances,
while allowing fiscal policy to play its role in supporting the economy during its below trend
phase of the cycle. As Chart 2.3 shows, cyclically-adjusted public sector net borrowing
remains close to balance over the period covered by the projections and is very similar to that
set out in the PBR. This conclusion is reinforced in Table 2.7 which shows the cumulative
fiscal tightening since 1996-97.

Chart 2.3: Cyclically-adjusted public sector net borrowing'

per cent of GDP

1990-91
1991-92
1992-93
1993-94
1994-95
1995-96
1996-97
1997-98
1998-99
1999-00
2000-01
2001-02
2002-03
2003-04

'Excluding windfall tax receipts and associated spending.

Table 2.7: The fiscal tightening — cumulative change since 1996-97

_per cent of GDP
199859 1999-200

Public sector net borrowing (cyclically-adjusted)’

1998 EFSR (ESA95 basis) -2 -2 -3 -3'/4
1998 Pre-Budget Report -2 -2 -3 -3
March 1999 Budget -2 -3 -3k —3'a

! Exdluding windfall tax receipts and associgted spending.
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world

2.66 Projections of the public finances necessarily involve a significant element of
uncertainty. This is because public revenue and spending projections depend heavily on
economic growth and, in particular, on assumptions made about the position of the economy
in relation to its sustainable long-term trend. The demand for public spending can also vary
unpredictably in response to evolving needs and opportunities.

2.67 The medium-term projections discussed above are based on deliberately cautious
assumptions audited by the National Audit Office. In addition, they imply a small surplus on
the current budget over the economic cycle, providing a safety margin over what would
strictly be necessary to meet the golden rule.

2.68 Chart 2.4 illustrates a still more cautious case in which trend output is assumed to be
1 per cent lower than in the central projection {the same degree of caution as in the PBR). This
scenario would imply that a greater proportion of the projected surplus on current budget
was due to cyclical strength in the economy. Nonetheless, even under this scenario, the
Government would still remain on track to meet the golden rule, while the sustainable
investment rule would be met comfortably.

Chart 2.4: Cyclically-adjusted surplus on current budget
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'Cautious case assumes trend output ! per cent lower in relation to actual output than in the central case.

Assessment against the fiscal rules and European
commitments

1.69 Table 2.8 illustrates the Government’s progress in meeting its fiscal rules and against
the criteria set out in the Maastricht Treaty. As the table shows:

. the surplus on current budget is expected to average 0.4 per cent of GDP over
the economic cycle, thus meeting the golden rule;

+  public sector net debt is projected to decline to well below 40 per cent of GDP
by 2003-04, an outcome consistent with the sustainable investment rule; and

+  the Maastricht Treaty and Stability and Growth Pact requirements — reference
values for general government net borrowing below 3 per cent and general
government gross debt less than 60 per cent of GDP — are met comfortably.
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Table 2.8: Progress against the fiscal rules and Maastricht Treaty criteria!

Per cent of GDP

Surplus on current budget —0-6 /6'5 0-3 0-4 0-8 09 I-0
Average surplus since 1997-98 -06 —0-1 0-0 0 03 0-4 05
Public sector net debt 42-5 406 394 382 368 356 346
Average debt since 1997-98 42-5 416 40-8 40-2 395 389 382
Maastricht deficit? 06 —06 03 02 02 01 0-3
Maastricht debt ratio® 49-6 47-6 466 453 435 422 41-0

! Excluding wandfail tax receipts and associated spending.
A eneral governmea net barrowing on o ESA79 basis. The Maastricht definition does not exclude the windfall tax and associated spending.

} General gaovernment gross debt

Long-term fiscal projections

2.70  Tlustrative long-term projections of the public finances are presented in EFSR Annex
A, as required by the Code for Fiscal Stability. These projections show a sound fiscal position,
broadly in line with the results of a recent study by the National Institute of Economic and
Social Research which consiructed a first set of generational accounts for the UK. They show
that, unlike in many countries, Britain does not have long-term fiscal preblems in store, In
addition, even a small rise in trend productivity growth could strengthen the long-term
sustainability of the public finances considerably.

Conclusion

2.71 The modern macroeconomic policy framework described above is set to deliver the
economic stability that Britain needs to achieve its goal of high and stable levels of growth and
employment. But while economic stability is a necessary condition for prosperity,
it is not sufficient — policies aimed at encouraging work, raising productivity, and promoting
fairness and opportunity are also needed. The next three chapters consider the Government's
strategy on each of these fronts.
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RAiSING PRODUCTIVITY

This chapter sets out the Government’s s strategy for raising productivity in the Brltlsh
economy. Raising productivity is the key to hlgh rates of growth in people s incomes,
The Government’s strat / e‘ productwity K ‘

Ry ralsmg mvestment,

« encouraging enterprise and innovation;

« - improving skills;

o promaoting competition and better regulation; and
« raising public sector productivity.

This Budget builds on that strategy and the steps already taken to deliver a better deal for
enterprise and business. Key measiires include:

+ anew 10p corporation tax rate and extension of 40 per cent capital allowances for
small and medium sized enterprises (SMEs) to encourage investment and growth;

« a new research anddevelopment tax credit to encourage small and medium sized
companies to invest in R&D;

+. a new Small Business Service to coordinate the delivery of services for SMEs
to take on a new role helping businesses comply with regulal

scheme:;

»_ further reform 't
entrepreneurship;

hg-'Enterprise Investment 'Scheme  to promote serial

‘ + New measures to boost venture capital, with a £20 million Venture Capital 5
; Challenge to finance early stage high-technology businesses across the UK, and a
‘ commitment to a new tax incentive for corporate venturing in 2000; and

« new Individual Learnmg Accounts to enable the low-skilled to obtain the
qualifications that they need.

INTRODUCTIOH

3.1 The Government’s central economic objective is to achieve high and stable levels of
growth and employment. Raising productivity is vital to achieving this aim. Some UK
companies and sectors produce world class performance. The challenge is to drive this top
quality performance to all parts of the economy, making the UK as productive as other leading
economies.

3.2  The UK’s productivity lags behind other major economies and has done so for
decades. This Government is determined to tackle this gap. The Government's strategy to
achieve this recognises that:

" economic stability is fundamental to establishing the conditions for effective
microeconomic reform. In the past, boom and bust cycles have undermined
efforts to improve long-term performance. The macroeconomic and public
expenditure reforms outlined in Chapter 2 will provide a stable environment
for pecple and businesses to plan, innovate and invest;
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J the package of reforms to raise productivity has to be coherent and
comprehensive. Policy effectiveness is increased if linkages between elements
are recognhised. For example, policies to raise skills create a better
environment for investment and innovation;

. an open and consultative approach is necessary to deliver the strategy. Real
change will only be achieved if there is a shared commitment to making it
happen on the ground. That is why the Government held a series of
Productivity Roadshows after the publication of the Pre-Budget Report and
Competitiveness White Paper, allowing people across the nation to contribute
to the productivity debate.

33 This chapter examines the productivity challenge and explains the Government’s
strategy for tackling it. It outlines some of the initiatives that are already contributing to
improving UK performance and sets out how this Budget builds on them to deliver a better
deal for enterprise and business. Further details will be announced by the DTL

THE PRODUCTIVITY CHALLENGE

3.4 The Government’s approach to the productivity challenge starts from a clear
understanding of the nature of the problem.

Understanding 3.5  Productivity in the UK is lower than other major economies Chart 3.1, reproduced
the productivity from the PBR, shows the UK has a gap in whole economy output per worker of approaching
gap 40 per cent with the US and around 20 per cent with France and Germany. If the alternative
measure of output per hour is used a substantial gap still remains. The gap with France
increases to around 30 per cent and, that with the US falls to around 25 per cent. Measures
vary over the cycle, but they are substantial and provide a clear rationale for action, a position
endorsed by business leaders attending last summer’s Productivity Seminars and the
Regional Roadshows.

Chart 3.I: The Productivity Gap

Output per worker 1996

1490 —

20

UK Germany France uUs

Source: OECD

3.6 A productivity gap also remains when Total Factor Productivity (TFP) levels are
compared. The recent figures from the National Institute of Economic and Social Research
confirm this. TFP is designed to measure ‘technical progress’— that part of growth that is not
explained by an increase in inputs of either capital or labour. Because TFP calculations

34



. RAISING PRODUCTIVITY

compare countries after controlling for differences in capital stock the gap is generally
smaller than that measured by output per worker, or per hour, but this is unsurprising given
the UK’s historically poor investment performance.

The Government’s strategy: rising to the challenges of
the modern economy

3.7 The Government has identified five key drivers of productivity performance. They help
diagnose past failings, and set out a framework for improving performance. They tackle
weaknesses in inputs, in the use of existing technology, and in the creation and exploitation
of new technology. The five drivers are:

. investment in physical capital;

. enterprise and innovation;

. education and skills;

. competition and regulation; and

. public sector productivity.

= iﬁﬁight; dﬂ”
 So policies to incr
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3.8 The box above sets out how a growth framework underpins this strategy, and
emphasises the potential gains, in terms of permanently higher growth, that can be unlocked
by increasing investment in physical and human capital.

INVESTMENT

3.9 Investment is central to productivity improvement. A high quantity and quality of
investment has two key influences. The first is that it increases the level of inputs into the
economy - increasing the productivity and hence the earnings of workers in a very direct way.
But it is also a vital channel for the introduction of new technology and processes. New
investment does not just replace existing machinery, but moves forward production
possibilities by embodying technical change.

Chart 3.2: The Investment Gap

Capital Stock per hour worked, 1995

UK us France Germany

Source: NIESR

3.10 The UK’ investment record has been poor. In each year since at least 1960, the UK has
invested a lower share of GDP than the OECD average. In addition, over the last full
international economic cycle between 1982 and 1993, the UK invested a lower share of GDP
than any other G7 country.

3.1l The UK has a lower level of capital stock per worker or per hour worked than the
United States, France or Germany. The differences in capital stock are not being made up by
higher investment in recent years: for example, in the last international business cycle for
every £100 per worker invested in the UK, the US and Germany invested £140 and France
almost £150.

3.I2 Some have argued that the UK does not have an investment gap to reverse because in
recent years business investment as a share of GDP has been comparable to other major
countries. This is not the case. Britain needs a period of higher investment than other leading
economies if it is to begin addressing the under-investment of the past. If the UK carries on
investing the same share of a smaller national income it will fall further behind.

3.13 The picture of under-investment is confirmed by figures comparing individual
companies. The top 500 UK companies have around two thirds the level of capital
expenditure per employee and capital stock per employee of the top 300 international
companies.
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3.14 The Government’s strategy to address under-investment has been taken forward on
four main fronts:

. macroeconomic reforms to provide a stable environment;
° greater public investment to reverse a legacy of public sector under-investment;
. a tax framework that encourages investment; and

. promoting efficient national and international capital markets.

3.15 The macroeconomic reforms — set out in Chapter 2 — will help provide a stable
environment to encourage long-term investment in physical capital. Greater economic
stability can also benefit investment in human capital, for example encouraging employers
and employees to invest in training and education.

3.16 The doubling of net public investment announced in the Comprehensive Spending
Review will begin to reverse historic public sector under-investment. The new fiscal policy
and control regime ensures capital spending will not be cut to meet short term targets.

3.17 The Government's approach to encouraging investment through the tax system and to
promoting efficiency in capital markets is set out in more detail below.

A tax framework that encourages businesses to invest

3.18 The Government has put in place a number of tax measures that build on the stable
foundations of the new macroeconomic framework and are designed to encourage
investment for the long term. The first two Budgets: '

. reduced the main rate of corporation tax to 30 per cent, the lowest rate among
major industrialised countries, and reduced the small companies’ rate to 20
per cent. UK corporation tax rates are now at their lowest level since the tax
was introduced;

* reformed Capital Gains Tax (CGT) to encourage long-term investment by
introducing a taper to reduce the gain the longer the assets are held. Higher
rate payers holding business assets for 10 years will now face a CGT rate
equivalent to 10 per cent; '

. withdrew payable tax credits to remove the distortion that encouraged
companies to pay dividends rather than reinvest, and reduced the compliance
burden on small and medium-sized firms that pay dividends by abolishing
advance corporation tax (ACT); and

. introduced enhanced first-year capital allowances to encourage investment in
plant and machinery by small and medium-sized businesses.

3.19  Budget 99 builds on this to provide further support for business investment through:

. the introduction of a [0 per cent rate of corporation tax for the smallest
companies. The 10 per cent rate will encourage investment and enterprise by
halving the corporation tax rate for the smallest companies with profits up to
£10,000 and it will benefit those with profits of up to £50,000 (some 270,000
companies). These companies will be left with more of their profits for
retention, reinvestment and growth; and

° the extension of 40 per cent first year capital allowances for SMEs for a further
year. These will include spending by small and medium-sized businesses on
machinery and plant in the year ending 1 July 2000.
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Efficient national and international capital markets

3.20 The efficiency of national and international capital markets has a direct impact on
both the level and quality of investment and is an important factor in understanding the
availability of finance for business expansion.

3.21 The Government is working in a number of areas to improve the efficiency of UK and
EU financial markets, these include:

+  establishing the Financial Services Authority (FSA) to ensure that capital
markets regulation complements competition policy and that the regulatory
system is strong, effective and fair and does not impose excessive burdens;

. consulting on a proposal to enable any kind of pension vehicle (including
stakeholder pensions) to invest in pooled investment funds. This will be a more
transparent holding for investments — it should make it easier and cheaper for
people to transfer their pension savings from one kind of pension to another and
allow savers to monitor more actively their invesiments; and

. launching a Banking Review, under the chairmanship of Don Cruickshank,
which is looking at current levels of innovation, competition, and efficiency in
the banking industry and reviewing the services provided.

3.22 The Government is committed to continuing to stimulate competition in the financial
services sector to promote efficiency and to ensure that consumers get the best deal.

3.23 To help firms raise capital both at national level and across the EU, the Government:

. will bring forward amendments to UK legislation on prospectuses and offers of
securities to remove unnecessary restrictions. The Government is working
with the European Commission and other Member States to remove barriers
to cross-border offers of securities in the EU.

3.24 Budget 99 also proposes further measures to enhance competition in the financial
services sector:

. the Financial Services Authority will consult on league tables for savings and
investment products. These will provide authoritative and reliable
information on private pensions, endowments, unit trusts and ISAs; and

. the DTI will set out proposals to improve information on mortgages and other
credit including clarifying how interest rates are quoted to aliow borrowers to
more easily compare the costs of competing loans. Further details will be
announced tomorrow.

ENTERPRISE

3.25 A dynamic and innovative business sector is vital to long run growth. SMEs have an
important role to play as drivers of productivity and inncvation in the wider economy.

3.26 Small firms can help increase competitive intensity by introducing new products and
through the pressures they put on existing firms to improve efficiency, and compete on price.
Markets work best when incumbent firms face competition, or the threat of competition if
their performance is lacklustre. Recent work by the OECD highlights the impact on
productivity growth that the entry of new, often innovative, firms can have'. Competitiveness
abroad depends on competition at home.

' “Decomposition of Industry-level Productivity Growth: A micro-macro Link” OECD 1997.
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3.27 The UK has a relatively good record in generating new businesses but has a weaker
record at getting such firms to grow. This is a concern because evidence from the US suggests
that increasingly it is new, often high-technology businesses that generate growth in high
quality employment and output. A smaller, less dynamic UK SME sector means less
competitive pressure on the rest of the economy, and a weaker presence in the UK of those
firms that have driven significant improvements in productivity performance.

3.28 The Government has a role to play in helping SMEs reach their potential. For example,
there can be particular problems for SMEs in raising finance because they may have little
track record for the financial community to use in assessing whether tc lend money. Their
small size means monitoring and transactions costs are high®

3.29 High-technology SMEs can face particular problems — such as higher technical risks
and difficulties in assessing the value of technology on the part of lenders. As set out in last
year’s FSBR, to grow these companies need:

. entrepreneurs who have the energy and drive to create a company and the
ambition to keep it growing;

. access to finance to allow good ideas and innovations to be developed into
saleable products. Such businesses often require significant start up capital to
develop products. Providing finance for such businesses is often perceived to
be high-risk and in many cases investment may be needed over the long-term
to realise significant returns. Bank or standard equity finance is often not
available for such ventures; and

. key employees who are willing to join and stay with a small company to
develop an idea, obtain finance, and see a product through to the market,
even though initial salaries may be low and job security is less than working
for a large company.

330 Bu it is important to acknowledge that enterprise is not just about encouraging
entrepreneurial behaviour in the SME sector. Firms of all sizes can be innovative and
enterprising. The key features of high-productivity, high-wage firms is that they combine
innovative approaches to production and continuous improvements in the skills of their staff.
And they place emphasis on encouraging all workers to contribute ideas, often backed up by
innovative pay systems®.

331  Productivity differences may also reflect different historical attitudes to enterprise and
business. A more enterprising culture can be developed - for example by highlighting
positive role models amongst business people and entrepreneurs and by encouraging
businesses and schools and the wider community to interact.

3.32 The Government’s approach to promoting enterprise is focused on:
*  encouraging entrepreneurial investment;
. encouraging employees to take a stake in their company; and

. providing small businesses with the advice and support they need to
succeed.

2 “Technology, Productivity and Job Creation: Best Policy Practices” OECD 1998.
3 Newton K. “The Human Factor in Firms’ Performance: Management Strategies for Productivity and Competitiveness in
the Knowledge-based Economy™ (1996).
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Encouraging entrepreneurial investment

3.33  Innovative and high-technology small businesses have the potential to make a major
contribution to the United Kingdom’s economic performance.

3.34 The last Budget began the focus on encouraging risk-taking and entrepreneurial
investment through:

¢ reforming Venture Capital Trusts (VCTs) and the Enterprise Investment
Scheme (EIS) to target the provision of equity capital on smaller higher risk
trading companies; and

. reforming Capital Gains Tax (CGT) as described in the investment section
above.

3.35 Budget 99 builds on this package by:

° taking forward a new enterprise management incentive scheme which would
provide tax relief for certain forms of equity-based remuneration. It will be
clearly targeted on small higher-risk trading companies, with the aim of
improving their ability to recruit and retain high-calibre management.
Further details will be contained in an Inland Revenue technical note, to be
issued on 10 March, and the scheme will be announced next year.

° creating a Venture Capital Challenge Competition of £20 million from the
Capital Modernisation Fund to be invested in new funds for early stage, high-
technology businesses, in partnership with private investors. Funds will
operate in every part of the UK and will have a significant regional dimension.
In England public funding will be administered by the new Small Business
Service, in consultation with the Regional Development Agencies;

» setting out plans for a new tax incentive to promote corporate venturing. This
will be introduced in Budget 2000 and will aim to promote inter-firm
collaboration and to improve the flow of investment to early-stage companies;
and

° encouraging serial investment through the EIS, by giving CGT taper relief

cumulatively on a gain deferrad from one FiS investment to another.

336 The Government will continue to look at how best to create an envirenment that
supports investment and growth by small and medium sized enterprises.

Encouraging empioyees to take a stake in their
companies

3.37  The Government believes that employee share ownership has an important part to
play in raising productivity by harnessing the ambition of employees to see the company they
work for succeed. Research evidence suggests that share ownership has a positive effect on
employee productivity, particularly when combined with other means of active employee
participation.

3.38 Share schemes help recruitment and retention of staff, by encouraging a long-term
commitment to the company. However, the current tax advantaged employee share schemes
do not effectively promote the long-term holding of shares by employees. Shares are often
seen as part of remuneration and there is evidence that a majority of employees dispose of
their shares as soon as they can.
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3.39 The Government believes that an effective employee share ownership scheme should:

. promote long-term shareholding by all employees to build a stronger sense of
partnership in industry and increase productivity;

. promote widespread employee share ownership — in small firms as well as
large;

. improve long-term company performance.

3.40 To achieve these objectives Budget 2000 will introduce a new all-employee share
scheme.

3.4]1 This scheme will encourage companies to give free shares to their employees, and for
the first time employees will be able to buy shares from their pre-tax salary, which can be
matched with shares given by the company. There will be tax incentives to encourage longer-
term shareholding. This new scheme will represent an important step towards the
Government'’s target of doubling the number of companies offering all-employee share
schemes.

3.42 An advisory group is being set up, which will assist the Inland Revenue in the
development of the new scheme and the further work on the existing employee share
schemes. This advisory group will also consider the specific needs of smaller and unquoted
companies and how these might be met.

Helping businesses to succeed

3.43 The Government places great emphasis on improving the economic climate for small
firms. Small firms are the bedrock of an innovative, adaptable economy and a key provider of
employment. Over 45 per cent of the workforce work for companies employing 50 or less
people.

3.44 The enterprise and innovation measures set out in this chapter are important steps in
ensuring that SMEs and hi-tech businesses are able to invest and grow.

3.45 However the Government believes it also has a role to play in supporting small
businesses through the provision of advice and in particular by helping them to minimise the
cost of complying with regulations.

3.46 The current framework for providing support and advice to SMEs needs to be given a
stronger focus, with much more emphasis on helping SMEs comply with regulations.

3.47 The Government will therefore create a new Small Business Service (SBS) to act as a
focal point within Government for providing both regulatory, tax and payroll advice and
business support to small firms. The SBS will work to:

. improve help to SMEs in complying with regulations, taking on
responsibilities from — and working closely with — the Better Regulation Unit;

. improve the quality and coherence of delivery of government support for
small firms including the Business Link programme and the new DTI
Enterprise Fund;

. establish a new automated payroll service for new small employers to reduce
the burden of complying with the tax system.

3.48 The Government will be looking to recruit for the SBS a high-profile and experienced
chief executive, who will be accountable directly to Ministers. The Secretary of State for Trade
and Industry will consult on further details of the Government’s plans.
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Compliance 3.49 Budget 99 also sets out further measures to reduce the costs to business of complying
costs with the tax regulations:

. working closely with the Small Business Service new Inland Revenue Business
Support Teams will provide support and advice to new businesses, who want
it, including the provision of one-to-one advice for half a day, by experienced
Revenue staff;

. an increase in the PAYE quarterly payments limit to £1,000 per month, giving
an additional 130,000 small employers the opportunity to reduce costs by
paying PAYE quarterly rather than monthly;

. businesses will be able to file fax returns over the Internet. The Government
intends to offer a discount on returns filed via the Internet.

. new business advice service for exporters and importers provided by Customs
and Excise; and

. a new Government supported standard for payroll software so that small
employers can be confident that the software they buy will meet the
requirements for effective communications with all parts of the Government
this will be available from January 2000.

INNOVATION

3.50 Innovation and research and development (R&D) are central to technical progress
which is a key driver of long-run growth. The process of innovation encompasses all aspects
of firm performance, from R&D, through to new processes and products, to a culture of
continuous training and improvement. Failure to understand this process was a key weakness
in traditional analyses of growth.

3.51 The OECD recently examined the link between R&D and productivity and found:

“There is conclusive evidence at the firm level that R&D-performing firms experience
both higher productivity levels and higher productivity growth than other firms.”

3.52 So R&D is crucial to productivity, and as chart 3.3 shows, the UK investment in R&D
has been weak, as seen also in the fact that the UK has the lowest R&D to sales ratio in the G5.

Chart 3.3 — The R&D Gap
22
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1 “Technology, productivity and Job Creation: Best Policy Practices” OECD 1998.
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3.53 Both public and private sector research is important. Recent research from the OECD
shows that, in the short term, the return to R&D spending in terms of patents is higher for
privately funded R&D, but that, in the long run, Government funded R&D has a higher
return.

3.54 The Government has a central role in promoting and funding R&D because of the
spillover benefits that result from private R&D effort — the firm undertaking the R&D
appropriates some of the gains, but other benefits flow to customers, other researchers, and
other firms. So the returns to society can be greater than the private return. This means that
it is in the interests of the whole economy for the Government to encourage private sector
R&D.

3.55 Increasing the linkages between centres of research, such as universities, and business
is vital. The experience of MIT in Massachusetts and Stanford in Silicon Valley demonstrate
the scale of the economic return that can be generated by partnership between business and
academia.

3.56 So the Government's strategy addresses the three key approaches to getting the most
out of R&D. The first is to provide adequate funding to basic research. The second is to
improve the commercialisation of the research that is undertaken. And the third is to improve
the incentive for business to conduct research.

A better deal for basic science

3.57 The Government has acted to improve improve basic science infrastructure through
the creation of the £600 million Joint Infrastructure Fund, endowed equally by the
Government and the Wellcome Trust, for new university equipment and buildings. This fund
was announed in July 1998 as part of a wider increase in funding for science totalling £1.4
billicn.

3.58 To further enhance the Government’s efforts to modernise the essential underpinning
infrastructure of scientific research carried out in universities, the Higher Education Funding
Council for England will add £100 million to the Joint Infrastructure Fund making a total Fund
of £700 million.

Encouraging exploitation of research

3.59 Over the past year the Government has taken a number of steps to begin to generate
a step change in attitudes towards the commercialisation of university research. Initiatives
include:

e the £50 million University Challenge scheme, launched in last year's Budget,
to provide early-stage seed funding to help exploit the commercial potential of
university research. Over 40 bids for support from this fund were received and
it was over-subscribed by three times;

+  the £25 million Science Enterprise Challenge to endow up to eight centres of
enterprise to act as beacons of excellence in technology transfer and the
teaching of entrepreneurship to scientists and engineers. These will help
universities commercialise research and to foster a stronger cuiture of
scientific enterprise; and

. a review of commercialisation of knowledge in public sector research
establishments led by John Baker, chairman of Medeva plc.
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3.60 The Government has now taken further measures to help improve the exploitation of
scientific research:

. the new Venture Capital Challenge with £20 million of funding from the
Capital Modernisation Fund will be specifically aimed at financing innovative,
high-technology companies needing early stage financing; and

. the Government has allocated further funding of £15 million to University
Challenge; there will now be a second round of the competition.

Encouraging business research and development

3.61 The Government has an important role in ensuring that the right incentives are in
place for business and finance sectors to exploit science research. In particular the
Government wants to ensure that the SME sector is investing in the growth potential of R&D.

3.62 The Pre-Budget Report set out some of the Government’s initial proposals on
providing a tax credit for SME Research and Development.

3.63 The Government intends to introduce for a volume-based R&D tax credit for SMEs,
with the aim of introducing the credit in Budget 2000. The proposed credit will:

. be open to small and medium sized companies spending more than £50,000 a
year on R&D;
. increase the existing 100 per cent relief for R&D to 150 per cent. So, a

company that is paying tax at the 20 per cent smaller companies rate would
receive a total saving of 30 per cent on the cost of R&D; and

. also extend to companies undertaking R&D but not yet in taxable profit. In
return for this tax credit payment, companies would surrender the right to
carry forward their R&D costs to offset against future profits.

3.64 The details of this proposal will be set out in an Inland Revenue technical note,

3.65 The Government is also concerned to ensure that the tax treatment of intellectual
property is simple and fair. The Inland Revenue will issue a technical note, on 10 March,
which will discuss ways in which the system could be simplified and reformed so that all
expenditure is relieved according to a common regime and clarify the rules on when basic
rate income tax should be deducted from royalty payments.

EDUCATION AND SKILLS

3.66 Education and skills are important for growth both in terms of directly increasing
labour productivity, and through influencing the impact of new technology and innovations.
Improving skills at all levels is vital. For example, weaknesses in basic skills will inhibit the
diffusion of new technology and mean the UK will gain less from its research and
development effort.

3.67 skills deficiencies can also impact on other productivity drivers. For example,
investment in physical capital — such as machinery - has often been seen as a substitute for
investing in workers. But it is increasingly clear that investment in human and physical
capital can be complements rather than substitutes — a shortage of skilled labour is a key
constraint on investment in physical capital.
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3.68 The UK’s historic weaknesses in skills have been well-documented and apply
throughout the system. Too many people leave school with no qualifications at all; and there
is an under-developed culture of lifelong learning. For example, over a quarter of young
people still fail to achieve the equivalent of a good GCSE by the time they leave school.

3.69 Tackling this skills gap involves coordinated action across every part of the education
sector:

+ in pre-nursery, nursery and primary education to provide a sound base for
later learning;

« in secondary schools, to ensure that all pupils have the skills necessary to
succeed when they enter the workplace;

¢  infurther education to provide accessible opportunities to improve basic and
intermediate skills, including for those already in the workforce; and

« in higher education to ensure that courses are relevant to the needs of a
modern econcmy and a medern society.

3.70 The Government has acted to tackle this natiocnal pricrity. The Comprehensive
Spending Review allocated an additional £19 billion for the next three years for education, an
increase in real terms of 5.1 per cent a year between 1998-99 and 2001-02. The Government has:

«  established the Sure Start scheme and is expanding nursery education;

+ begun to provide more modern facilities and equipment through an
additional £2.2 billion in schools capital funding over the next three years;

+  helped make lifelong learning possible for everyone with the establishment of
the University for Industry (Ufl) which will use the latest technology to bring
education and training into the home, the workplace and the community; and

. continued the expansion in higher and further education with a commitment to
add over 700,000 extra students a year in further and higher education by 2002,

3.71 Budget 99 builds on the important steps already taken with a major announcement
setting out how Individual Learning Accounts will improve skills training in the existing
workforce.

3.72 Some 13 million adults have yet to achieve “level 2” — the equivalent of five good
GCSEs. The 1998 Labour Force Survey shows that, compared to those with no qualifications,
adults with five good GCSEs are:

«  up to four times more likely to get further training from their employers;

« likely to earn more than those with no qualifications. Men with five good
GCSEs earned on average £110 a week more than those with no qualifications;
women earned £80 more; and

«  one third as likely to be unemployed.

3.73 The Government's proposals for Individual Learning Accounts (ILAs) are designed to
provide lifelong learning opportunities for everyone in the workforce, ensuring people can
receive the training that they need to succeed in today’s dynamic labour market.
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3.74 ILAs should help correct market failures that can lead to under provision of training
even when it is clearly in the employer’s and the employee’s interest. For example:

. some employers do not provide training that would benefit their company
because they are afraid that the trained worker will be peached by another firm;

. employees may under-invest in training because they have difficulty in
financing it: investment in training does not create a tangible asset which a
bank can use as collateral.

3.75 Individual Learning Accounts will bridge both sides of this problem. An initial one
million accounts will be opened with the first starter accounts opening in 1999. The first
million accounts will match £25 from the [LA holder with an additional £150 for spending on
education and training.

3.76 Every aduit in Britain will be entitled to open an Individual Learning Account in 2000.
These ILAs will comprise:

. a discount of 20 per cent for all ILA holders, on spending on eligible courses of
up to £500 a vear;

. generous discounts of 80 per cent on the cost of certain key courses, including
computer literacy; and

. tax reliefs for employers and employees on employers’ contributions to [LAs.

COMPETITION AND REGULATION

3.77 Competition is a key driver of productivity both in individual companies and across
whole sectors. The need to compete in terms of price, product and service drives companies
to innovate, to improve efficiency and to pass savings on to consumers and the wider
economy, Work by Stephen Nickell, for example, has demonstrated the link between higher
competitive pressures and higher productivity’. And this link was often cited by business
participants at the Productivity Roadshows and seminars.

3.78 Entrepreneurs need to know that the competition authorities will be vigilant in
preventing incumbent firms from seeking to restrict market access. Otherwise potential

- entrepreneurs will be unable to grow new firms successfully, and may be dissuaded from even

trying.

3.79 The existing competition framewerk does not set the right environment for
competition giving insufficient powers for the authorities to tackle anti-competitive practices
and abuses of dominant positions. This is perhaps exemplified by the persistence of price
differentials acress a broad range of sectors with the US, though there are clearly a number of
other factors involved.

3.80 The Government has acted to improve the intensity of competition in the UK through
the new Competition Act (which comes into force in March 2000). This will provide the
competition authorities in the UK with the powers to fine firms by up to 10 per cent of
turnover, and make it a criminal offence to obstruct an inquiry.

3.8 Tough competition regulation is only possible if it is underpinned by sufficient
resources. The Pre-Budget Report announced a 20 per cent increase in funds for the Office of
Fair Trading to enable it to take a more pro-active approach.

¢ “Competition and Corporate Performance.” (1996) S Nickell, Journal of Political Economy 104(4).
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3.82 The full benefits of competition require markets to be open to trade and investment
by overseas firms. This increases competition and facilitates the spread of leading edge
technology, thereby stimulating UK firms to deliver productivity improvements, operate at
maximum efficiency and continucusly innovate.

3.83 The Government has concluded however that more needs to be done to take forward
the competition agenda. The Secretary of State for Trade and Industry will therefore be
making announcements on the framework under which mergers are controlled. The Deputy
Prime Minister will review competition in airports in following up proposals in the
Government’s Integrated Transport White Paper. In addition, starting with indusirial and
commercial consumers, the Deputy Prime Minister will review competition in the water
industry.

Regulation

3.84 The Government believes that sensible regulation can help to balance economic,
social and environmental needs. But over-regulation, or regulation that is confusing or
contradictory, risks preventing innovative ideas from reaching the market. Many participants
at last year’s Productivity Seminars suggested that it was important that the impact of
regulations on productivity was properly considered.

3.85 The Government has asked the Better Regulation Task Force under Lord Haskins to
launch a detailed investigation into the impact of regulation on growth and productivity. The
Task Force has already produced its interim report, which emphasised, among other things
the need for Government to target the needs of SMEs right through from initial consultation
on the need for regulations to final implementation and enforcement. This Budget has begun
to address these concerns with measures to help businesses comply with tax and regulation.

3.86 The Deputy Prime Minister has been undertaking a comprehensive examination of
the planning system to ensure that it is attuned to the needs of enterprise and business, while
still meeting the Government’s wider environmental objectives. He will shortly publish a
report on progress. The Government attaches particular importance to the development of
clusters of business enterprises. A review is currently underway to identify whether the
planning system creates any barriers to the development of clusters. Planning guidance
issued last month highlighted the need to make “provision for the location, expansion and
premotion of clusters or networks of knowledge driven industry.”

PUBLIC SECTOR PRODUCTIVITY

3.87 The Government also has a part to play by working to improve productivity in the
public sector. In the past the public sector has focused on reducing costs rather than
improving the quality of the service provided and has not had the management systems to
implement a productivity enhancing strategy.

3.88 The Government has taken forward its commitment to improve public sector
productivity with the publication of the Public Service Agreements which set out key targets
for improving efficiency and productivity in service delivery. Progress against the PSAs is
being overseen by a Cabinet Committee (PSX) chaired by the Chancellor of the Exchequer.
This Committee is advised by the Government's Public Service Productivity Panel, a body of
private sector management experts.
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3.89 Public private partnerships (PPPs), bringing the public and private sectors together in
partnership for their mutual benefit, are another element in the Government’s strategy. By
bringing in private sector management, finance and ownership, PPPs help improve the
efficiency and quality of public services and deliver the best return for the economy as a
whole from assets and enterprises currently in the public sector.

3.90 The Government is taking forward public private partnerships for many of the
remaining commercial organisations in the public sector — for example London
Underground, air traffic control, British Waterways and the Commonwealth Development
Corporation. The Government believes that such businesses should be structured so they
invest and operate effectively, so improving their services to customers and their own chances
of long-term commercial success, while delivering value for money for the taxpayer.
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INCREASING EMPLOYMENT
OPPORTUNITY

INTRODUCTION

4.1 Budget 99 builds on the Government’s strategy for achieving high and stable levels of
employment, through the promotion of employment opportunities for all - the modern
definition of full employment for the 21st century. Creating employment opportunities will
not only promote economic growth but will ensure that the benefits of growth are shared

throughout society.
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4.2 The Labour Farce Survey (LFS) shows that, since the last election, employment has
risen by over 400,000. Unemployment has fallen by over 300,000 on the ILO definition, and by
over 360,000 on the claimant definition. Long-term youth unemployment has fallen by over
50 per cent. However, there remain substantial challenges to be faced: over the last 20 years
structural unemployment has risen, participation rates among certain groups have fallen
dramatically, and the rewards for work for those on low incomes have not kept pace with the
general increase in living standards. More is also known about the way the labour market
works. In particular, the tax and benefit system can trap people into unemployment and
poverty. In May 1997, for example, around three quarters of a million people faced a poverty
trap whereby over 70 pence of every extra £1 they earned was lost in tax and benefit clawback.

4.3 Chapter 2 set out the need for a stable macroeconomic environment, an essential
precondition for an extension of employment opportunities. However, a better
macroeconomic framework alone is not enough. This Government’s first two Budgets,
together with the Comprehensive Spending Review, have made major steps towards
extending employment opportunities. Measures in Budget 99, set out later in this Chapter,
build on the Government's strategy to promote employment opportunities for all.

THE CHALLENGE OF A CHANGING LABOUR MARKET

4.4 Since the objective of full employment was first set gut in 1944 there have been major

demographic and social changes, new developments in the labour market and the global
economy and a rise in female and part-time employment. The traditional approach to full
employment relied heavily on the levers of macroeconomic demand management to secure
full-time male employment, Active Welfare to Work policies were not so important when a
high proportion of those looking for work could find it relatively quickly. Skills mattered less
when there were plentiful job opportunities for people without qualifications. Distortions in
the tax and benefit system had a much lesser impact when work took people substantially
above the level of benefits. Family-friendly work practices were less relevant when fewer
women were in work and fewer people needed to balance work and family responsibilities.
And it was more valid to focus only on the claimant unemployed when those outside the work
force altogether were not denied the chance of employment opportunity. The new challenge
facing the Government is to promote employment opportunity for all in the very different
labour market of today.

Changing patterns 4.5 In the UK today over 27 million people — over 70 per cent of the working age
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of employment population — are in work. This is a relatively high rate of employment compared with many

other Furopean countries, although below the levels of Japan and the US. Female
employment rates have increased sharply over the last few decades. In 1975, 59 per cent of
working age women were in employment compared to 69 per cent today. Two-thirds of
working mothers now return to work within one year of the birth of their child, compared to
38 per cent in 1979, and those who return within a year do not appear to suffer the loss in
subsequent earnings faced by other mothers. The UX is also notable for providing a wide
range of opportunities to fit work around personal and family circumstances, and has been
relatively successful at supporting the increased participation of women in the labour market.

Structural 4.6  High structural unemployment is the most obvious sign of a failure in the labour
unemployment market. Although unemployment today is lower than in many other European countries, it

remains well above the levels seen in the 1950s and 1960s. Chart 4.1 shows how registered
unemployment has varied since the 1950s. Unemployment in the UK fluctuated between
1 per cent and 3 per cent of the workforce from the 1950s until the middle of the 1970s, before
rising to around 4%, per cent by the end of that decade. But since 1980, it has averaged around
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81/, per cent. Alongside high levels of structural unemployment, the employment rate has also
been very variable over the economic cycle - reflecting the swings in output there have been
over the last 20 years.

Chart 4.1: Rising unemployment, the UK claimant
count 1950-1998
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4.7 The headline picture on unemployment hides a more complex, dynamic picture. The
unemployment rate is the product of substantial labour market flows into and out of
employment. Every quarter, around 2 million people move into a new job, of whom around
40 per cent were previously out of work. This means that, despite lower growth this year,
millions of new job opportunities will continue to emerge. The Government’s employment
strategy will mean that individuals are better placed to take advantage of those opportunities.

4.8 Most people who become unemployed, at whatever stage of the economic cycle,
return to work within the first few months. But a significant proportion of the labour ferce are
at risk of repeated or prolonged periods of unemployment, amounting to a significant
detachment from work. The increase in unemployment over the last 25 vears is largely
explained by increases in the duration of unemployment, rather than the number of people
who become unemployed.

4.9 The build up of long-term unemployment associated with previous recessions was
immensely damaging for individuals — destroying their connections with the labour market,
their skills and employability. Typically, the long-term unemployed find it much harder to find
work and those who do leave unemployment are much more likely than the short-term
unemployed to move onto other benefits. The Government'’s strategy — through the New
Deal - aims to reattach the long-term unemployed to the labour force, and give them a fair
chance of competing for the available vacancies. In this way, employers are also given a wider
choice of potential employees for their vacancies, and the risks which they perceive in hiring
a long-term unemployed worker are reduced. The economy can then grow more rapidly
without running into skill shortages and unsustainable wage inflation. The Welfare to Work
programme raises the effective supply of labour, and hence can help raise the sustainable
level of employment.
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Rising inactivity 4.10 Many other groups of people are excluded from the labour force altogether — neither
employed nor unemployed. Lone parents, people with disabilities, and the partners of
unemployed people all have low employment rates. Whilst 69 per cent of mothers in couples
work, only 45 per cent of lone mothers are in work. Where the youngest child is under 5, the
differences are even more marked: more than twice as many mothers in couples, with a child
under 5, are working, compared with lone mothers. The UK also has one of the lowest
employment rates among lone parents in the developed world.

4.1l Worklessness is increasingly concentrated -~ about 3 million households with at least
one adult member of working age have no one in work - or 17-6 per cent, compared to 9 per
cent 20 years ago. People whose partners are unemployed are themselves only half as likely to
move into work as pecple whose partner is in work. Increased worklessness is particularly
acute among families with children, a major factor behind child poverty (see Chapter 5).

4,12 There has also been a particularly sharp fall in labour market participation among
men over 50 which has partly offset increases in female labour market participation — see
“Chart 4.2. The proportion of men aged 50-64 who are outside the labour market has risen
from 12-6 per cent in 1979 to 27-4 per cent today. And older women have seen much smaller
increases in participation than those which have been se prominent among younger womern.
If the participation rate of people over 50 had followed the same pattern over the last 20 years
as for those aged 25-50, there would be 700,000 more people in employment today.

Chart 4.2: Changing patterns of labour market participation
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Persistent low 4.13 Income inequality has increased sharply over the last 20 years. This is not
income representative of a world-wide trend: only New Zealand has seen similarly widening inequality.
Alongside this has been a substantial increase in the number of people living on relatively low
incomes. 12 million people, nearly a quarter of the population, live on a household income
below half the national average. This is almost three times the number 20 years ago. For a
couple with no children it means living on less than £129 a week after housing costs. There has
been no improvement in absolute incomes for people at the bottom of the income scale either.
As many people in the mid 1990s were living on the equivalent of less than £92 a week after
housing costs - half average income 20 years ago — as at the end of the 1970s.

4.14 For most people low income is transitory, lasting for no more than a year. But for some
people it is a long-term experience, indicative of a persistent lack of opportunity and
constrained life chances. Between 1991 and 1996, one quarter of those who started in the
poorest 20 per cent of the income distributicn remained there for all six years, and one in ten
of the whole population never got above the poorest 30 per cent during these six years.
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4.15 Lack of work and low pay are the main risk factors for short-term and persistent low
income. Employment and earnings changes are the most important events associated with
entry and escape from low income. Changes in family structure — divorce, bereavement and
childbirth - also feature heavily in relation to entries into low income. But work is clearly the
most important route out of low income: |

. two-thirds of working age households on persistently low incomes are
workless and 8 out of 10 are not fully employed;

. around two-thirds of movements out of low income occur through people
gaining work or increasing their earnings; and

. between 1991 and 1995, 8 out of 10 people on low incomes who moved from
worklessness into work alsc moved from out of the bottom fifth of the income
distribution.

4.16  Getting a job is the most effective route out of low income, but one in five low-income
households remains stuck on low income even though all the working-age adults in their
household have jobs. Many of these people will become caught in a low-pay, no-pay cycle.
This occurs where people move between unemployment and low-paid jobs, and are not able
to move up the earnings ladder.

4.17 Women are more likely to be low paid than men. Around 11 per cent of women,
compared to four per cent of men, currently earn less than the National Minimum Wage.
Women are also less likely to move out of low pay, up the earnings ladder. Over two-thirds of
women earning below half median hourly earnings in one year will remain below this threshold
in the following year, compared to around 44 per cent of men. But, the number of men who
were either continuously low paid, or caught in a low-pay, no pay cycle, doubled, from seven per
cent in the period 1979-83 to 14 per cent in the period 1990-94.

THE GOVERNMENT’S STRATEGY FOR INCREASING
EMPLOYMENT OPPORTUNITY

4,18 The Government has already implemented policies to reduce structural
unemployment, increase labour market participation and make work pay. In addition to the
New Deal programmes for 18-24 year olds and the long-term unemployed, the New Deal is
offering help to lone parents, people with disabilities and partners of unemployed people to
move back into work. Reforms to make work pay — including new measures in Budget 99
building on previous reforms — will make it worthwhile for those currently outside the labour
force to move into employment. And extra help for the over 50s moving back into work will
begin to tackle the sharp decline in participation among this group, and help to prevent them
becoming the next generation of poorer pensioners.

4.19  The Government will also introduce a Single Work-Focused Gateway in 12 pilot areas,
providing a personal adviser to help all benefit claimants of working age to become more
independent. There will be a fundamental shift away from a system that asks simply “what
money can we pay you?” to one that also says “how can we help you become more
independent?”. The Government is not forcing lone parents or disabled people into work, but
many pecple who want to work are being written off as unemployable when they may have a
good chance of finding a job. The Single Gateway will ensure that everyone is given the
opportunity to discuss their prospects of finding work.

4.20 To build a stronger economic future, the Government will build on these reforms to
provide a better deal for working people. So Budget 99 extends the New Deal, contains new
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measures to make work pay, and, because the Government is determined to reform the tax
and benefit system to put work first, it intreduces a 10p rate of income tax.

WELFARE TO WORK

4,21 The Government is delivering its Welfare to Work programme: already, over 350,000
people have participated in the New Deal, and more than 70,000 have got jobs. The
Government is committed to continuous improvement of all aspects of the New Deal. Budget
99 builds on the New Deal by:

¢ intensifying the gateway for 18-24s, providing extra help for those young
people who need it most, and ensuring that there is no option of a life on
benefit;

+« a New Deal for the over 50s, providing tailored advice and support to help
people over 50 return to work; and

¢« supporting lone parents moving into work, by continuing their Income
Support payments for two weeks, to guarantee their income in the critical
transition to the Working Families Tax Credit.
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New Deal for 4.22 Men who are unemployed for more than a year by the time they are 23 spend nearly
18-24 year olds six times longer in unemployment over the following ten years than those who were
unemployed for less than six months by age 23, and over 14 times longer than those who were
not unemployed at all before 23. For women, the pattern is less acute for unemployment, but
stronger for non-employment. The New Deal for 18-24 year olds, running nationwide since
April 1998, helps young unemployed people to secure jobs as the most effective way of
enhancing their earnings, increasing their skills and securing their future economic
independence.

4.23 Over 230,000 young people have joined the New Deal, initially entering a gateway
where they receive intensive support from a personal adviser. And already over 58,000 jobs
have been secured for young people - over 43,000, or 74 per cent, unsubsidised. In addition,
nearly 50,000 young people are gaining valuable training and work experience in New Deal
options.

4.24 The Government has made considerable progress in developing its continuous
improvement strategy for the New Deal for 18-24s, to ensure progressively better
performance in helping young unemployed people find and retain jobs. Performance by each
area delivering the New Deal will be measured against a set of nine indicators including the
number of people moving into jobs, how long participants remain in employment, and how
well people from ethnic minorities do. League tables showing performance by each area
against the first objective of getting participants into jobs have already been made available.
The Government intends to publish data on the performance measures in May, It is also
developing a strategy to ensure that effective and timely action is taken to tackle poor
performance and to drive forward performance across the board.

4.25 As part of the continuous improvement strategy, an Innovation Fund will enable
enhancements to the New Deal to be tested. In particular, some young people might gain from
a more intensive initial gateway at the beginning of the New Deal, to inject greater pace and
purpose into their job-seeking activities.The Government hope to announce pilots later in
1999. And for those still in the gateway after three months, their final month wilt be made
more intensive to reinforce the message that there is no option of continuing on benefits, and

to make sure every young person has the help they need.

4.26 An effective balance between rights and responsibilities is an important element of
the New Deal for 18-24 year olds. The vast majority of young people have engaged
enthusiastically with the New Deal and are taking full advantage of the new opportunities it
offers, Given the substantial public investment involved, and the wide ranging opportunities
provided by employers and by the voluntary and environmentat sectors, it is right that all
young people should be required to meet their side of the bargain.
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parents

4.27 Since June 1998, those aged 25 and over and unemployed for over two years have been
eligible for a £75 per week subsidy to help them into work. So far, around 95,000 long-term
unemployed people have started on the New Deal. Most participants are still in the advisory
interview process. But already over 6,000 have found jobs.

4.28 The last Budget announced the extension of the New Deal through a series of
innovative pilots, based on the intensive approach pioneered for 18-24 year olds. The pilots
were launched at the end of November 1998. Those unemployed for over 18 months, or for
over 12 months in some areas, start an intensive gateway of job search activities. Those who
do not find work enter a period of full-time activity for three months. The choice of options
depends on individual need, but can include work trials with employers, training, work
experience, and support for self-employment. On-going support is available to those most at
risk of remaining unemployed.

4.29 60,000 people are expected to enter the pilots in Great Britain. In Northern Ireland, as
part of the Chancellor's Economic Initiative which he announced in May 1998, these
opportunities wiil be open to all those who have been unemployed for over 18 months — up
to 30,000 people.

4.30 The pilots will be extensively evaluated, including the use of random assignment in
two areas, to yvield evidence about what works and what does not. The evidence will inform
the future development of the Welfare to Work programime.

4.31 The employment rate of men over 50 has fallen sharply in the last 20 years, whilst
women over 50 have not seen the large increases in participation that are so marked among
younger wornen, A New Deal for the over 50s will provide personalised advice for people over
50, where they or their partner have been on benefits for more than six months, to help them
return to work. The programme will be voluntary, and available to people who are
economically inactive as well as unemployed. The programme will complement the new
Employment Credit for over 50s (see paragraph 4.68}. Pathfinders will start in October 1999,
prior to national roll-out of the programme in 2000.

4.32 Many workers over 50 have skills that may have been superseded, or become rusty
from a period out of the labour force. In addition to an Employment Credit, the over 50s will
be eligible to up to £750 in-work training grants to help them acquire accredited training to
take up and keep a new job.

4.33  The New Deal for lone parents was launched nationwide on 26 October 1998. It offers
a personalised service combining job search help, advice and training to all lone parents on
Income Support. It is the first serious national attempt to help lone parents improve their
prospects and living standards by taking up and increasing paid work.

4.34 At the end of January 1999, over 39,000 lone parents had attended an initial interview
with a trained perscnal adviser, with 32,000 of those attending a first interview deciding to
participate in the New Deal. Over 6,000 lone parents participating in the New Deal have
already moved into employment.

4.35 Lone parents have much lower employment rates than mothers in couples. Removing
the financial uncertainty which lone parents often experience when moving into
employment for the first time will encourage work and provide financial security for lone
parents and their children. To help lone parents to make the transition from welfare to worlk,
their out of work Income Support (IS} will be extended for twe weeks, from October [999,
when they move into employment. Extending IS payments will help to bridge the gap between
benefits and work, ensuring financial security in the transition to the Working Farnilies Tax
Credit (WFTC). The extended payments will be available to all lone parents who have been
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claiming IS for at least 26 weeks prior to finding work and claiming WFTC. The Government
will consider whether there is a case for extending this run-on to other groups on the basis of
evidence from lone parents.

4.36 The New Deal for partners of unemployed people was launched in three pathfinder
areas in February 1999 and it will be rolled out nationally in April 1999. It will ensure that
partners of people unemployed for six months or more can receive specialist advice to help
them back to work. Childless partners aged 18-24 will be brought into the New Deal for 18-
24s from 2000, subject to legislation, and will be able to volunteer to join it from April 1999.

4.37 In the past, the benefit system defined people with disabilities by what they could not
do, condemning them to a life of benefit dependency and low expectations. The New Deal for
disabled people offers people with disabilities the opportunity to work and achieve their full
potential. In six pilot areas, a personal adviser service offers individually tailored support. A
further six, run by private, voluntary and public sector agencies, will start soon. Already over
1,000 people with disabilities have benefited. Because the needs of people with disabilities
have been ignored too often in the past, new strategies need to be developed and tested.
Further pilot services will be launched during 1999.

4.38 Unemployment and deprivation are often concentrated in small areas. The New Deal
for Communities provides funding for the intensive regeneration of some of cur poorest
neighbourhoods. £800 million over three years was allocated in the Comprehensive Spending
Review to help local people improve their areas, particularly by tackling worklessness,
reducing crime, raising educational attainment and improving health, Already, 17 pathfinder
areas are developing ideas on how to narrow the gap between their neighbourhood and the
rest of the country. Further announcements, extending the programme to more areas, will be
made later in 1999.

4.39 Employment Zones tackle the problems faced by areas where long-term
unemployment is particularly high and persistent, complementing the New Deal for
Communities. The Government aims to have at least 14 Employment Zones up and running
for two years from April 2000, helping about 48,000 long-term unemployed people aged 25
and over to find and keep work. A key innovation in Employment Zones will be the personal
job account. It will allow the pooling of funds that would be available to individuals through,
for example, entitlement to training programmes and European support and the equivalent
of benefit spending. The individual and a personal adviser will agree how this can be spent
most effectively and flexibly to help the individual back to work,

4.40 The New Deal is primarily focused on those who are the most detached from the
labour market. The Government is also developing new approaches to improve the service
available to people when they lose their jobs. Rapid Response Units have been established to
help people who lose their jobs through major redundancies. Co-ordinated by the
Employment Service and bringing together a variety of local agencies, the Rapid Response
Units provide assistance and guide people to the help they need tc move quickly into new
jobs.

4.41  The Welfare to Work programme is funded from the receipts from the one-off Windfall
Tax on the excess profits of the privatised utilities. The second and final instalment of the
Windfall Tax was due in December 1998 and £2-6 billion was collected. In total, the Windfall
Tax raised £5-2 billion. Table 4.1 sets out the latest estimates of the ailocation of the Windfall
Tax receipts between programmes.
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Tax Credit

Table 4.1 Allocation of the Windfall Tax

Spending by programme'
New Deal for 18-24 year olds® 50 300 820 690 690 2550
New Deal for over 25s° 0 30 260 110 120 520
New Deal for over 50s 0 0 10 20 20 50
New Deal for lone parents 0 40 60 50 40 190
New Deal for disabled people* 0 10 40 80 80 210
New Deal for partners of

unemployed people 0 10 20 kS 15 60
New Deal for schools® S0 300 280 360 270 1300
Childcare® 0 40 0 0 0 40
University for Industry’ 0 5 0 o 0 5
Total Expenditure 140 730 1490 1320 1230 4910
Unallocated 290
Windfall Tax receipts - 2600 2600 5200

' Rounded to the nearest £10 million. Constituent elements may not sum to totals because of rounding, OQutturns for [997-98,estimates for 1998-99
anwords,

¥ Inciudes £ 10 million for |8-24 year old childiess partners of unemployed people, subject to legislation.

* Includes £10 million for the Smail Business Service,

*Inciudes €10 million in 1999-GG, an element of the November 1998 announcements on Welfare Reform.

s Capital spending on renewal of schodl infrastructure, to help raise standards — announced in the | 997 Budget.

& Includes £30 million for out-cf-schoof childcare. The costs of the [997 Budget improvemenis in childcare support through Family Credit are included
from April 1998 until October 1999, when the measure will be incorporated within the Working Families Tox Credit.

7 Start-up and development costs. Other costs of the Ufl are funded from within departmental expenditure limits.

MAKING WORK PAY

4.412 People are reluctant to take work that does not pay. Too often, the gap between in-
work and out-of-work income is too small to encourage people to move off benefits — the
unemployment trap. Once in work, too many people cannot improve their in-work income
even if they earn more, because they simultaneously pay more tax and receive less benefit —
the poverty trap. These distortions have frustrated the ambitions of people on low incomes,
and contributed to family poverty. They have also contributed to high levels of structural
unemployment and low levels of labour market participation. The Government is determined
to make work pay by tackling the unemployment and poverty traps.

4.43 Different groups of people face different obstacles to work. Those with families, in
particular, can find it harder to move from welfare into work, because of the way the tax and
benefit system works. That is why the 1998 Budget announced a number of reforms aimed at
making work pay for families with children. In particular, the introduction of the Working
Families Tax Credit, from October 1999, with its generous childcare tax credit. The WFTC will
boost the incomes of fow and middle income working families with children. As a tax credit,
payable through the wage packet from April 2000, it will demonstrate more clearly the
rewards of work over welfare, By 2001, about 1-4 million working families will be receiving the
WETC, around 500,000 more families than would have received Family Credit.

4.44 The WFTC’s childcare tax credit will provide help with 70 per cent of eligible childcare
costs, up to a limit of £100 per week of costs for families with one child and £150 per week for
families with two or more children. In addition, there will be a full disregard of child
maintenance payments for the calculation of income for WFTC, making a significant
contribution to work incentives for poorer families as working families will be able to benefit
from the full value of their maintenance payments.
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The low paid

The National
Minimum Wage

4.45 All low paid workers will benefit from the reform of national insurance contributions
(NICs) announced in the last Budget. The old structure meant that NICs penalised the low
paid and discouraged job creation at the lower end of the earnings distribution. Changes to
both employer and employee NICs, in April 1999, will remove the “entry fees” and “steps” in
the system, removing labour market distortions and reducing the burden on the low paid.

4.44 From April 1999 the point at which employers start paying NICs wilt be increased from
£66 per week and aligned with the personal tax allowance at £83 per week. The complicated
system of four separate rates of employer NICs will be replaced with a single employer rate of
12-2 per cent. This will remove distortions from the system and make it easier for employers
to understand and administer their NICs. The NICs burdens on employers in respect of the
vast majority of workers earning up to £460 per week will decline, encouraging job creation at
these earnings levels. This reform was originally estimated to be revenue neutral, but on the
basis of the latest economic assumptions, the Government Actuary’s Department now
estimate that employers will pay over £600 million less NICs in 1999-2000 as a result of the
reform. And for employees, the NICs entry fee of two per cent for people earning £66 per week
or more, on all earnings below that level, will be abolished. This is worth £1-32 per week in
1999-2000 for all employees. The abolition removes a major cause of marginal rates of
deduction of over 100 per cent on the low paid and is a significant step towards making work pay.

4.47 The National Minimum Wage will help underpin the Government’s welfare reforms.
Together with tax and benefit reforms, the minimum wage will help to promote work incentives.
It will ensure greater fairness at work and remove the worst exploitation. The National
Minimum Wage will boost the hourly wage of almost 2 million low paid workers — two thirds
of them women - by an average of 30 per cent. From April 1999 the following rates will apply:

»  £3.60 for adult workers aged 22 and over;

+  £3.20 for trainees — workers aged 22 and over and in the first six months of
employment and receiving training leading to a recognised qualification; and

¢  £3.00 for workers aged 18-21 inclusive, rising to £3-20 in June 2000.

BUDGET 99: A BETTER DEAL FOR WORKING PEOPLE

4.48 Budget 99 takes these reforms a step further. It will extend employment opportunity,
and reduce the tax burden on all the low-paid, to ensure greater fairness and to make work
pay. Budget 99:

*  increases the minimum income guarantee from October 1999 under the
WEFTC to every family with children and with full-time earnings to £200 per
week or £10,400 per year;

¢ ensures that no family earning less than £235 per week (over £12,000 per year)
will pay any net income tax from October 1999;

* introduces a new 10p rate of tax from April 1999;

e cuts the basic rate to 22p, from April 2000, to reward work and ensure working
families are better off;

* introduces a further reform of employee NICs so that the low paid take home
more of their earnings;

+  reforms self-employed NICs to improve work incentives for low earners; and

* further reforms employer NICs so that the cost of employing low and middle
income waorkers falls.
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10p rate of tax 4.49 To put work first in the tax and benefit system, the Government will introduce a 10p

Basic rate
cut to 22p

rate of income tax. From 6 April this year, taxpayers will pay only 10 pence in the pound on
their first £1,500 of taxable income. This is the lowest starting rate of tax since 1962-1963, and
will reduce the marginal rate of tax from 20p to 10p for 1-8 million people.

4.50 When the 10p rate is introduced, there will be three main rates of income tax - 10, 23
and 40 per cent. Basic and top rate taxpayers will gain £1-15 a week from the change. But those
on the lowest incomes (below £8,835) will gain more, because the three rate siructure helps to
target the gains from the 10p rate on the lowest paid: 1-8 millicn people, of whom 1-5 million
are low paid, will see their tax bill halved, and a further 300,000 people will be taken out of
income tax altogether.

4.51 The new 10p band will help to ease the poverty trap whereby people on low pay are
discouraged from climbing the earnings ladder. At present, around 700,000 people lose more
than 70 pence for every extra pound they earn. After the implementation of Budget 99, this
figure will fall by around two-thirds (see Table 4.2).

4.52 Taken with other measures announced since the Government took office, the new 10p
band will help to make work pay and ease the unemployment trap. From April 2000 a number
of further measures will alsc help to reward work.

4.53 The cut in the basic rate to 22p will take effect in 2000-2001. This is the lowest basic
rate level for 70 years. Someone on average earnings of £20,000 will gain £2.72 a week from
this measure alone,

4.54 By 2001-2002, the effective tax rate on a family on average earnings with two children
will have fallen below 20 per cent for the first time since 1979, and be at its lowest level since
1972. These changes, alongside other reforms in Budget 99, create a modern income tax
system to meet the challenges of today’s labour market, and ensure fairness for all working
people. They will mean the main income tax rates will be 10, 22 and 40 per cent. Further
details of the impact on families are given in Chapter 5.

National insurance contributions

4.55 Employees on low earnings will find their position improved still further by the
alignment of the threshold above which employees pay NICs with the single person’s tax
allowance. This means the threshold for paying NICs will increase from £64 per week as it is
now to £76 per week in April 2000 and then to £87 per week' in April 2001 — an increase of over
25 per cent. All employees will gain from this, but it will be particularly valuable to the low
paid, many of whom currently earn too little to pay income tax, but still have to pay national
insurance contributions. This move will take around 900,000 people out of NICs altogether, of
whom 560,000 will be women, and will significantly improve work incentives.

4.56 The Government has undertaken to protect the benefit entitlements of those taken
out of NICs by this change. So a zero-rate band of NICs will apply on earnings between the
lower earnings limit and the new threshold for NICs. This will ensure that employees build up
the same entitlement to benefits that they have now. However, for the longer-term, the
Government believes that employers too must benefit from the alignment of income tax and
NICs. The Government has already decided to bring together the organisations that
administer tax and NICs: the Contributions Agency merges with Inland Revenue on 1 April
1999. The Government will look at ways to reduce the administrative burden on employers,
and report back with preposals for the way forward in the Pre-Budget Report.

'2001-2002 income tax personal allowance derived by applying indexation and statutory rounding rules.
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4,57 Historically, the upper earnings limit (UEL) for national insurance contributions has
been between 6/; and 7/, times the earnings point at which NICs first become payable. With
the latter being raised by over 25 per cent in two years, it is right to raise the UEL as well: to
£535 per week from April 2000 and to £575 per week from April 200,

4.58 From April 2000 the position of self-employed workers with lower profits will be
improved. Following the recommendations of Martin Taylor’s report on work incentives, the
flat-rate Class 2 NICs charge that is currently payable once profits reach £69 a week will be
reduced from £6-35 per week as it is now to £2 per week. This will continue to yield benefit
entitlements for this group and remove an excessive marginal deduction rate on low earners,
improving their work incentives. Self-employed people with profits of under £4,420 in
2000-2001 will pay around £240 less in NICs a year.

4.59 In addition, self-employed women will become entitled to the full rate of Maternity
Allowance, which at present is restricted. Both these moves should make work a more
attractive prospect for self-employed people on low earnings. The revenue lost through
reducing the NICs burden on low earners will be recouped by aligning the starting point at
which Class 4 contributions become payable with the income tax personal tax allowance (the
equivalent of £83 per week at 1999-2000 prices) and by increasing the contribution rate to
seven per cent, and by raising the upper profits limit to £535 in April 2000 and £575 from
2001.0verall these changes will align more closely the benefits the self-employed are entitled
to with the amount of NICs they pay, whilst improving work incentives for low earners. Self-
employed NICs will still be lower than NICs for employees.

4,60 Changes to employees and self-employed NICs continue implementation of the package
of reforms recommended by Martin Taylor, which the Government began in the 1998 Budget. Chart
4.3 shows the combined effects of the Government'’s reforms on employee NICs for the low paid.

Chart 4.3: Helping the low paid: changes to employee NICs
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Benefits in kind 4.61 As part of further alignment of the tax and NICs systems recommended by Martin

Taylor, employer NICs on benefits in kind will be extended from April 2000 to cover not just
cars and car fuel, as at present, but other benefits in kind which are already subject to income
tax. Making this change places no additional administrative burden on employers since they
already need to record and report benefits in kind for tax purposes. .

4.62 Taken together with the reform described in paragraph 4.46, employers will be paying
no more NICs in aggregate in 2000-2001.
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Lower rates for 4.63 From April 2001, the rate of employer NICs will be reduced by 0-5 per cent. This will

employers

bring the headline rate down from 12-2 per cent to 11.7 per cent. Combined with reforms in the
last Budget, this will cut employer NICs in respect of most workers on earnings of around £30,000
per year or less. This measure will come into force at the same time as the climate change levy,
described in Chapter 5, and will ensure that the introduction of the levy entails no increase in the
burden of tax on business as a whole. This shift of the tax burden from employment to
environment should promote employment opportunities and the efficient use of energy.

BETTER OFF IN WORK

4.64 This package increases the rewards to work, while targeting the benefits on the low
paid. It radically improves work incentives, following the recommendations of Martin Taylor’s
report. The 10p rate halves the income tax bill for 1-8 million taxpayers, 1.5 million of whom are
in low paid work, Reforms in Budget 99 and Budget 98 eliminate the unfair national insurance
bill for around a further 900,000 people who earn too little even to pay income tax. The cut in
the basic rate will reward work and ensure working families are better off. As a result of Budget
99 and Budget 98, the income of working households will rise by an average of £450 a year. For
working families with children the gain is even greater — an average of £740 a year.

4.65 For a one earner couple with two young children on earnings of £200 per week, the
average entry wage for men with families, the gain from work will have gone up since before
Budget 98 by around £25 per week, an increase of around 25 per cent. Chart 4.4 shows the
effect of the Government’s reforms on the weekly net income for families on low incomes. As
some examples of the combined effects of these reforms:

. a one earner couple, with two children aged under 11, working 35 hours at the
National Minimum Wage of £3.60, will have an effective hourly wage rate
of £6.69; and

. a lone parent, with one child under 11, working 35 hours at the National
Minimum Wage, will have an effective hourly wage rate of £5-81.

4.66 In 1997 nearly three-quarters of a million people faced effective “tax” rates of over 70
per cent. The combined effect of Budget 99 and the Government’s reforms since the election
means that this will fall by two-thirds, significantly alleviating the poverty trap. Table 4.2
shows the effects of the Government’s reforms on marginal deduction rates.

Table 4.2: Keeping more of what you earn: combined effect of the
Government’s reforms on high marginal tax and benefit
withdrawal rates

100 per cent or more . 5,000 0

90 per cent or more 115,000 15,000
80 per cent or more 255,000 175,000
70 per cent or more 715,000 230,000
60 per cent or more 730,000 950,000

'Figures are for families where at least one partner works 16 hours or more, and are based on estimated [998-99 caseload and take-up rates.

An Employment 4.67 The Working Families Tax Credit will provide guaranteed minimum levels of in-work
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Tax Credit

income for families with children. The Government sees a case for extending this principle to
all those in work, as part of a better deal for all working people. This would be reform for the
longer-term which needs to be carefully considered. The Government will explore the options
and bring forward further proposals in due course.
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An Employment 4.68 In the meantime, the priority is to tackle low levels of in-work income for those over
Credit for the 50 moving off welfare back into work. Those over 50 face a very steep penalty if they lose their
over 50s job. Their wages when re-entering work from unemployment are, on average, 25 per cent
below their previous job — a much larger fall than for younger workers. Many may stand to

earn so much less that they do not return at all. '

4.69 As a first step towards longer-term reform, the Government will introduce an
Employment Credit as part of the New Deal for the over 50s. People over 50 who return to
full-time work after six months or more on benefits will be eligible for £60 per week for the
first year back in work. This guarantees a minimum income of £175 per week for the over 50s
moving back into full-time work. Those taking up part-time work, of 16 hours a week or more,
will be eligible for £40 per week. The Employment Credit will be available not just to
unemployed people on Jobseeker’s Allowance, but also to the over 50s not participating in the
labour force: those on Income Support and disability benefits, and to partners of unemployed
or economically inactive benefit claimants in workless households. The Employment Credit
will be available in New Deal for the over 50s pathfinder areas from October 1999 prior to
national roll-out of the programme in 2000.

Chart 4.4: Net income for a single earner family with two
children aged under I, before 1998 Budget and after Budget 99
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The Disabled 4.70 The 1998 Budget announced that from October 1999 a new Disabled Person’s Tax Credit
Person's Tax (DPTC) would replace the Disability Working Allowance. The new Credit would be more
Credit generous than the benefit it replaces, with higher earnings thresholds (£70 for singles, £90 for
couples) and reductions in the taper (from 70 per cent to 55 per cent). As a result the DPTC will
provide a guaranteed minimum income of at least £155 a week for a single disabled person
who moves from benefit to full-time work earning the National Minimum Wage, and £230 for

a couple with one earner moving from benefit to fuil-time work and one child under 11.
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4.71 In the November 1998 Pre-Budget Report, the Chancellor announced he would be
consulting on a new Fast-Track to the Disabled Person’s Tax Credit (DPTC) targeted at helping
with the retention of employees who become sick and disabled while working. The proposai
received a very positive and constructive response. In the light of this response, the new Fast-
Track will be available from October 2000. People will be able to claim after 20 weeks on
Statutory Sick Pay or related benefits, provided they meet the current Disability Working
Allowance test, their condition is likely to last at least another six months, and their continued
employment depends on a reduction in earnings of 20 per cent, as a result of reduced hours
or taking a lower paid job.
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INTRODUCTION

5.1 To achieve the Government’s goal of high and stable levels of growth and employment
everyone of working age in Britain must have the chance to share in rising economic
prosperity. Economic growth, opportunity and fairness go hand in hand: an economy in
which a significant proportion of the population is unable to fulfil its potential will be poorer
and less productive. The Government is therefore committed to:

s ensuring that everyone has access to high quality public services, including
decent schools and a modern health service;

Y supporting families with children;
. targeting suppott on;

. work as the best way out of poverty (as set out in Chapter 4);
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*  help for those not in work, including giving a better deal to pensioners;

. ensuring that economic growth takes place in a sustainable way which
respects the environment and is fair to both current and future generations.

5.2  The CSR focused on how public services could be modernised to meet these goals,
and put in place Public Service Agreements that set explicit aims, objectives and targets to be
achieved by the public sector with the funding provided, Budget 99 focuses on tax and other
measures that will make Britain a fairer society and help protect the envirenment.

High Quality Public Services

5.3  High quality public services are the bedrock of a fair society and affect the quality of
ali of our lives. The cutcome of the CSR announced last July set out how the Government will
invest in and reform key public services over the next three years. These reforms mean public
services will be able to meet the changing demands of a modern world and promote wider
opportunities for the many people using them.

5.4  Key elements of these plans include:

. additional investment of £19 billion in educaticn, doubling the capital budget
for schools, expanding further and higher education, and providing resources
to meet manifesto commitments on reducing class sizes;

. £21 billion for health, modernising the NHS and supporting the largest
hospital building programme in the history of the NHS;

. a new integrated transport strategy, supported by £1.7 billion of additional
spending on public transport and the road and rail network; and

. £4.4 billion to regenerate cities and housing, tackling the council house
repairs backlog, and providing a New Deal for Communities — expanding
economic opportunity, improving neighbourhood management, and
bringing housing and regeneration together in some of the most deprived
neighbourhoods in the country.

5.5  The CSR also provided for the Invest in Britain Fund which will double public sector
net investment over the next three years. Departmental Investment Strategies have been
prepared to ensure efficient use of this investment, and will be published shortly,

5.6  Within the Invest in Britain Fund (and the overall CSR spending plans), a £2.5 billion
Capital Modernisation Fund (CMF) was set aside to fund additional innovative investment
projects. The CMF is being allocated competitively across the Government'’s priorities to
provide specific step changes in the quality of designated public services and infrastructure.
This will complement the improvements across the public sector as a whole set out in the
Public Service Agreements.
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Support for all families with children

5.7  To build a strong economic future, the Government recognises the need to invest in
children. The share of tax paid by households with children has increased since the 1970s.
Since 1972 the tax burden for a one earner couple with two young children on male mean
earnings has increased from around 18 per cent of earnings to 21 per cent in 1997-98. This
Budget and the last reverse the decline in the provision society makes for families with
children through the tax and benefits system.

5.8  The Government has made clear that support for children will in the future be built on
universal Child Benefit paid to the main carer and, as a recognition of its importance, Child
Benefit for the eldest child will be raised from April 1999 by £2.95 a week. From April 2000,
Chiid Benefit, as a result of Budget 99, will be increased by a further 3 per cent in real terms
to £15 for the first child and £10 for subsequent children.
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Children’s Tax
Credit

Targeted support
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5.9  Budget 99 goes further in ensuring that financial support provided through the tax and
benefits system is fairer, and that the tax burden on families with children is further reduced
to its lowest level since 1972.

5.10 The married couple's allowance and related allowances are not simply restricted to
married couples, being available at the same flat rate to single parents and unmarried parents
living together. The MCA does not serve its purpose in recognising marriage because it is
possible for twice the normal leve! of allowances to be paid in the year a married couple with
children separate.

5.1  The married couple’s allowance and its related allowances will be removed from April
2000, It will be replaced with a new Children’s Tax Credit from April 2001. The Children’s Tax
Credit will be available to families with one or more children, It will be worth £416 a year
compared to a married couple’s allowance worth £197, It will go to around 5 million families.

5.12  The Chancellor made clear in his last Budget that the Government was determined to
increase substantially support for families with children and to do so in the fairest way. The
new Children’s Tax Credit will therefore be tapered away for families where there is a higher
rate taxpayer. Chapter 1 of the FSBR contains further details. In the light of this reform, the
Chancellor has decided not to tax Child Benefit in this Budget.

5.13  The Government sees a case for improving the transparency and administration of
income-related payments for children through the tax and benefit system. It is examining, for
the longer term, the case for integrating the new Children’s Tax Credit with the child premia
in Income Support and the Working Families Tax Credit — an integrated child credit. This
could allow families’ entitlement to income-related child payments to be assessed and paid
on a common basis. A single seamless system, without disruptions in financial support,
would provide a secure income for children in the family’s transition from welfare to work.
Such an integrated child credit, for those in and out of work, could be paid to the main carer,
complemented by an employment tax credit paid through the wage packet to working
households, with or without children (see paragraph 4.67 above),

5.14 The Government also recognises the challenges and difficulties faced by low income
families, especially at particular times in their children’s lives. The evidence shows that:

. one in three children is growing up in poverty — this is the highest rate in Europe;

. most children are poor because their parents do not have work or have
insufficient work. The number of children growing up in workless households
is higher than in any other EU country;

. disadvantaged children fall behind from a very early age — by 22 months there
are significant differences in educational development;

. once they have fallen behind they are very unlikely to catch up through
school, but early intervention programmes are effective; and

. the incomes of families with children have fallen relative to other families and
10-15 per cent of families fall into poverty when they have a child.

5.16 Reducing the number of workless households with children is crucial to relieving
childhood disadvantage. Chapter 4 sets out the strategy and measures for encouraging and
equipping people to move into work.
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Working Families
Tax Credit

Sure Start
Maternity Grant

5.16 Akeyelement of this strategy is to make work pay. The tax burden on poorer families has
increased sharply over the past 30 years. In 1872, a one earner couple with two young children
on half male average earnings paid 2.1 per cent of their earnings in tax. By 1997-98 this figure
had risen to 8.8 per cent. The introduction of the Working Families Tax Credit in October 1999
will provide extra help to 1.4 million families on lower incomes. Budget 99 increases the level of
support available through the Working Families Tax Credit — ensuring all low-paid working
families will see the benefit of increased support for children.

5.17 From October 1999, the basic credit in the Working Families Tax Credit will also be
increased by £2.50 and the under-11 child credit will be increased by £4.70 with a further
increase of £1.10 over and above indexation from April 2000. These measures, along with the
new 10p rate of income tax, will mean that from October 1999 the minimum income guarantee
for families with someone in full-time work will be £200 a week or £10,400 a year.

5.18 Families are most likely to be under pressure when their children are young. The
Government is targeting extra support for children under 11. It announced increases of an
extra £2.50 a week for each child under 11 to families on income-related benefits in the last
Budget.

5.19 Budget 99 increases the under || child credit in WFTC and, from October 1999, gives
an extra £4.70 per week for children under |1 in families on income-related benefits, with a
further £1.05 in April 2000 over and above indexation. There will be additional increases to
ensure that families on income-related benefits enjoy the full value of the planned increases
in Child Benefit.

5.20 The period before and immediately after birth is also crucial to a child's development.
The Social Fund Maternity Payments paid toc mothers in low-income households to
help with the initial costs of having a new child have been frozen at £100 since 1990. This is
an increasingly inadequate contribution towards providing new babies with early essentiats.
In this Budget a new Sure Start Maternity Grant will replace the Maternity Payment
with the payments doubled to £200. The increased payments will be linked to contact
with a healthcare professional to ensure expert advice on: child development and services.

5.21  Astrategy to help families and children must also recognise that parents need support
in balancing family life with work. At the moment women in low-paid part-time work do not
qualify for paid maternity leave. Entitlement to Maternity Allowance will be extended to
women earning less than the lower earnings limit (£66 pw) but at least £30 a week, This will
mean that, for the first time, all pregnant working women can feel able to take adequate time
off around childbirth. Research shows that improvements in UK maternity provisions have
been crucial in reducing the financial penalties of motherhood. Similarly, the new parental
leave provisions will mean that from next December working fathers and mothers can each
take up to 3 months off work, with job protection, to be with a young child. This should also
help families achieve a better balance between work and family life, whilst retaining their
jobs. Many of these families will already be entitled to claim WFTC cr Income Support during
such leave.
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Effect of Budget 99 for families with children

5.22 The last Budget gave an increase in support for children to the seven and half
million households with children. Budget 99 will build on that, cutting the tax burden
for working families. The combination of both budgets will mean that households with
children gain on average £740 a year compared to all households who gain on average
£380 a year.

Chart 5.1: Children and working families gain the most
from Budget 98 and Budget 99

£ per year

All households Working households Households with children

! The figures underlying the chart are for the average change in net household income from all the direct
tax and benefit measures anncunced in Budget 99 and Budget 98 which take effect in 1999-00 to 2001-02. The
changes are relative to indexation.

5.23 Taken together Budget 99 and the last Budget will mean that a one earner couple with
two children on £20,000 (average male earnings) will be £460 a year better off. For the same
couple the effective tax rate will fall from 21 per cent in 1997-98 to 19 per cent in April 2001,
the lowest since 1972. Chart 5.2 shows how the tax burden on a family on average earnings
with two children will change as a result of the Budget measures.
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Chart 5.2: Tax burden on a family on average earnings
with two children

Tax rate (%)
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Year

Tax plus national insurance less Child Benefit as a share of male mean earnings

5.24 Support for low income families has also been increased. As a result no family with
children will pay net income tax on earnings of less than £235 a week.

5.25 On average, WFTC will give families an extra £24 a week compared to Family Credit.

5.26 The measures announced in this Budget and the last will take around 700,000 children
out of poverty.
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Fairness to Pensioners

5.27 Pensioners also need fair and decent support. The Government has continued to
honour its commitment to providing more help for pensioners. The first step came with the
package of measures for pensioners in the CSR, including:

* an allocation of £500 million over three years from April 1999 to make
winter fuel payments of £20 to all pensioner households;

* a minimum income guarantee through Income Support. For single
pensioners aged between 60 and 74 this will be set at £75 per week from April
1999 — over three times the increase pensioners would have received under
normal uprating; and

»  the introduction of free eye tests for pensioners from April 1999.

5.28 Building on this foundation, Budget 99 introduces a new package of measures for

pensioners worth a further £1 billion every year. This package includes:

. a fivefold increase in the winter allowance from £20 to £100. This increase
helps every pensioner househald;

. a commitment to uprate the minimum income guarantee by earnings rather
than prices in April 2000. The minimum income guarantee, which will be
introduced from April 1999, itself represents an increase several times above
indexation compared to previous Income Support rates for pensioners. The
commitment to uprate by earnings in April 2000 ensures that poorer
pensioners will continue to benefit; and

. the introduction of the Minimum Tax Guarantee. Age-related income tax
personal allowances will be increased by up to £200 over indexation. This will
mean that no pensioner aged between 65 and 74 with income of £110 per
week or less will pay income tax. For those aged 75 or more, no pensioner with
income of £115 per week or less will pay income tax. And pensioner couples
who already receive the married couple’s allowance will be able to keep this
entitlernent.

5.29 Combined with the new 10p and 22p tax rates, 200,000 pensioners will be taken out of
income tax altogether as a result of measures in Budget 99. Moreover, the average pensioner
household will be £240 per year better off. Together with the CSR package, the additional £1
billion of spending each year on pensioners ensures that the Government is meeting its
manifesto pledge to help pensioners “share fairly in the increasing prosperity of the nation”.

5.30 Pensioners with savings will also be offered more choice. The Government will
introduce new pensioner bonds offering fixed monthly income as existing Pensioner Bonds
do, but at terms of less than five years. This will give pensioners the security of a guaranteed
income, without having to lock away their savings for as long as five years.

5.31 Finally, the Government has undertaken to ensure adequate pension incomes for
future pensioners. The Pensions Green Paper sets out proposals to improve provision by
dramatically improving state second pension rates for people on low earnings compared to
SERPS. The aim is to ensure that people who have spent a lifetime in work get more out of
their pension and do not have to rely on means-tested benefits in retirement.

5.32 The Green Paper also sets out details of the stakeholder pension, a central element to
the Government’s savings strategy.
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Fairness in saving

5.33 The Government wants to encourage people to save, both to underpin long-term
investment and to secure their own financial welfare for the future. This underpins the
Government’s policy of work for those who can and security for those who cannot.

5.34 Encouraging people to save does not mean compulsion. It means encouraging more
of those who are able to take responsibility for their own security through saving, It means
promoting awareness of saving opportunities and improving investor confidence through
reforming the regulatory framework. And it means challenging the industry to produce better,
low-cost, simple savings products.

5.35 Government is introducing or has introduced:

e  Stakeholder pensions. This new type of pension will combine the low
overheads and high security of occupational pensions with the flexibility of
personal pensions, and will be available to all. They are particularly designed
to help those on middle incomes between £9,000 and £20,000. Tax relief will be
available on contributions to stakeholder pensions in a similar way to
occupational and personal pensions, but will have simpler limits;

*  Individual Savings Accounts (ISAs), which will start on 6 April 1999. The aim of
ISAs is to extend the savings habit to the half of the population that has little or
no savings at the moment. Savers will be able to put their money into bank or
building society accounts, including National Savings, life insurance products
and stocks and shares. Interest, dividends and capital gains on assets held within
the account will not be liable to income or capital gains tax and a 10 per cent tax
credit will be payable on dividends from UK equities during the first 5 years. And
savers can get access to their savings in an ISA whenever they want to.

5.36 But the Government also wants people to consider where to put their savings to see if
they fit the level of risk and reward they find acceptable. It is important that those wishing to
invest and get tax relief are all able to do so confidently. To this end:

*  there will be a wide variety of ISAs on offer and CAT standards will help savers
recognise fair Charges, easy Access and decent Terms for each of these;

*  we are consulting on a Pooled Pension Investment (PPI) to enable any kind
of pension vehicle (including stakeholder pensions, when available) to invest
in pooled investment funds. The PPI should make it easier and cheaper
for people to transfer their pension savings from one kind of pension to
another. And because the PPl is transparent it should help demystify pensions
and make it harder for mis-selling to occur.

Fairness in Housing

5.37 A modern housing policy is essential if we are to ensure that everyone has the
opportunity of a decent home. But Britain's current housing system is failing those in need.

5.38 Successive Governments have reduced both the rate and level of tax relief on
mortgage interest payments. Both short-term and long-term interest rates have fallen
considerably over the last year. The Government has therefore decided to abolish Mortgage
Interest Relief from April 2000, to improve the functioning of the housing market and to
contribute to the long-term stability of the economy.
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Reforming Rented 5.39 Alongside reforms for owner-occupiers, the Government is planning reforms for
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Housing Policy renters. In the social rented sector, there are few incentives for efficient use of the housing

stock; and rents bear little relationship to the size, location and condition of properties.
Under-occupation of council housing exists side by side with homelessness and
overcrowding.

5.40 Housing Benefit can exacerbate these problems. Many other Furopean countries have
a flat rate element in personal housing support. In Britain, tenants on Housing Benefit are
often given little interest in the rent — provided it falls within local limits, it can be reimbursed
in full. This means that there are few checks on the rents that landlords can charge at the
bottom end of the private rented sector. This pushes up the welfare bill and hits those on low
and middle incomes but not on Housing Benefit.

5.41 The current housing system is bad for the labour market as well as the housing sector. For
many families, Housing Benefit is a disincentive to work, contributing to the poverty trap and the
unemployment trap. Evidence suggests that the low visibility of Housing Benefit as an in-work
benefit is a major disincentive to taking a job. A number of independent studies have proposed
the integration of personal housing support with the tax credit system for those in work.

5.42 Housing Benefit is extremely complex. This makes it difficult for local authorities to
administer; difficult for claimants to understand; and extremely prone to fraud. It is estimated
that as much as £600 million a year is lost through Housing Benefit fraud.

5.43 The Government’s ambition is to tackle these problems by modernising housing
policy. In the social rented sector, the Government is investing heavily to improve the stock
and to modernise service delivery. It is drawing up a national strategy for neighbourhood
renewal, to tackle problems on our most deprived estates, to bring vacant properties back
onto the market and to reduce rough sleeping. Moreover, the Government has been werking
in partnership with local authorities to develop proposals for simplification and
improvement of the existing system of Housing Benefit.

5.44 For the future, the Government is looking at options for strengthening the link
between social rents and the size, location and condition of properties. Other options for
study include the possibility of wider reforms to the system of personal housing support.

5.45 Further details will be announced in a Housing Policy Green Paper later in the year,
which will complement the Urban White Paper and the Rural White Paper already announced.
Thereatter, there will be extensive consultation with all stakeholders. It is important that any
reforms help make the housing market and labour market fairer for ail concerned.

Recognising the contribution of charities

5.46 The Government recognises the excellent work that charities do delivering services
and supporting individuals and communities, complementing but not replacing the role of
Government.

5.47 1t is reviewing charity taxation in order to move towards a tax system which
encourages more people and businesses to give to charity and is as simple as possible for
donors and charities to operate.

5.48 As part of this ongoing review, the Government is publishing today a consultation
document setting out options for change. It includes options to:

. reduce the minimum limit for Gift Aid payments from £250 to £100 from 2001
and allow donations to be made by instalments;
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. encourage take-up of the Payroll Giving scheme by removing the current upper
limit on the size of donations, and providing a “kick-start” top up on donations;

* simplify and improve the tax system for charitieé, including the alignment of
direct and indirect tax rules for fund-raising events, and a single helpline that
charities can ring for advice on all aspects of tax; and

*  modernise and simplify the existing VAT reliefs, including the relief for
advertising.

5.49 The Government also wants to encourage businesses to give to charity. In Budget 99
the Government is therefore extending to all charitable causes the tax relief for gifts of
trading stock and equipment by business.

Tackling tax abuse

5.50 Budget 99 shows the Government’s commitment to promoting opportunity and
fairness for all. When individuals and businesses abuse the system to avoid paying tax or
reduce their liability, it undermines the fairness of the system, leading to higher burdens
falling on the majority of taxpayers.

5.51 The Government is committed to countering abuses and contrived avoidance schemes,
whilst recognising the right of businesses and individuals to manage their tax affairs efficiently.

5.52 Budget 99 contains a package of measures to ensure that individuals and businesses
pay their fair share of tax. Further details are listed in the FSBR. Among the key measures are:

. rules to prevent individuals avoiding income tax by providing personal services
through intermediaries, such as service companies;

. rules to prevent companies avoiding tax by channelling UK dividends through
controlled foreign companies;

. a package of measures to combat avoidance of VAT; and

. an independent evaluation of the strategy to counter excise duty fraud and
evasion, and in particular the growing threat of tobacco smuggling.

PROTECTING THE ENVIRONMENT

5.53 The Government is committed to ensuring that economic growth takes place in a
sustainable way which respects the environment and is fair to future generations.

5.54 Environmental objectives must be achieved in the most efficient way available, taking
into account the advantages and disadvantages of different policy options for securing those
objectives.

5.55 This agenda has been taken forward in an open and consultative way, and the
Government has sought to build consensus where possible on the best way forward.
Examples of this approach include:

+  the Task Force led by Lord Marshall on the role of economic instruments and
the business use of energy;

*  a consultation document on a graduated Vehicle Excise Duty (VED) system
for cars to encourage cleaner vehicles; and

¢ the publication of the results of reviews (e.g. on landfill tax) and research
(e.g. on the environmental costs and benefits of aggregates extraction).
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5.56 Budget 99 presents the biggest ever package of environmental tax reforms in this
country. This includes measures aimed at:

+  tackling climate change;

»  improving local air quality and supporting the Government’s integrated
transport strategy;

. encouraging sustainable waste management; and
¢  limiting the impact of land use and water pollution.
Chapter 1 of the FSBR contains full details of these measures.

5.57 Box 5.4 explains how the Government is also reviewing its policies aimed at improving
the quality of life in urban areas.

Climate change

5.58 Climate change is recognised as one of the greatest environmental threats facing the
world. Latest forecasts from the Meteorological Office’s Hadley Centre estimate that average
temperatures will rise by up to 3.5°C by the end of the next century.

5.59 A consultation document was published on 26 October 1998 which set out a range of
possible options for meeting the UK’s legally binding target of a 12.5 per cent reduction
in greenhouse gas emissions on 1990 levels by 2008-2012, and for moving towards the
Government’s domestic goal of a 20 per cent reduction in carbon dioxide emissions on 1990
levels by 2010. The consultation period closed on 12 February. Over 700 responses were
received. The Government has been assessing these responses, with a view to producing a
draft programme later this year.

5.60 All sectors of the economy will need to play their part in tackling the problem of
climate change. A mix of policy instruments will also be needed. As part of this, the
Government is taking forward Lord Marshall’s recommendation on a dry run emissions
trading pilot, and is discussing with industry the details of setting up such a scheme. This
could give industry and Government valuable experience of trading, and help to give the UK
alead in this area.

5.6] InMarch 1998, the Chancellor asked Lord Marshall to consider whether, and if so, how
best, economic instruments could be used to improve energy efficiency in business and



BUILDING A FAIRER SOCIETY

Climate change
levy

reduce greenhouse gas emissions from this sector. In developing its strategy on climate
change, the Government has considered carefully the recommendations made by Lord
Marshall, published in November 1998.

5.6 The Government agrees with Lord Marshall that there is a role for a tax, as part of a
package of measures, alongside negotiated agreements and emissions trading, if businesses of
all sizes and from all sectors are to contribute to improved energy efficiency and help meet the
UK’s emissions targets. But the Government is also mindful of the need to protect the
competitiveness of UK industry.

5.63 The Government therefore intends to bring forward legislation in the Finance Bill 2000
to introduce a climate change levy from April 2001 raising around £1.75 billion in its first full
year.

5.64 The Government also agrees with Lord Marshall's recommendation that the levy must
be designed in a way that protects the competitiveness of UK firms. The Government therefore
intends to recycle the revenues to business through a cut of 0.5 percentage points in the main
rate of employer NICs. Businesses will also benefit from schemes aimed at promoting energy
efficiency directly and stimulating the take-up of renewable sources of energy, like solar and
wind power. The introduction of the climate change levy will therefore entail no increase in the
burden of taxation on business.

5.65 The Government also recognises the need for special consideration to be given to the
position of energy intensive industries given their energy usage, the separate Integrated
Pollution Prevention and Control regulation and their exposure to international competition.
In line with the recommendations made by the CBI, there will not be taking a blanket ‘across
the board’ approach to setting the appropriate level of the new levy. Subject to any legal and
practical constraints, the Government intends to set significantly lower rates for those energy
intensive sectors that agree targets for improving energy efficiency which meet the
Government’s criteria.

Supporting integrated transport

5.66 The White Paper A New Deal for Transpori: Better for Everyone, published in July 1998,
set out the Government’s integrated transport strategy. This aims to extend choice in transport
and secure mobility in a way that supports sustainable development.

5.67 A mix of policy instruments is being used to address the environmental problems
associated with road transport. The White Paper proposed a number of new measures affecting
road traffic, such as powers for local authorities to introduce road user charges and workplace
parking charges to reduce congestion and to generate revenue to fund complementary local
transport projects. Box 5.5 shows how measures in Budget 98 complemented measures in the White
Paper aimed at meeting the accessibility needs of rural areas.

5.68 Economic instruments have an important role to play in influencing travel choice.
They can ensure that the price of transport reflects all costs, including environmental costs.
The previous 2 Budgets have reinforced the integrated transport strategy by:

. increasing the commitment to raise road fuel duties from 5 per cent in real
terms a year to at least 6 per cent. This remains the key policy instrument for
reducing emissions of carbon dioxide from this sector;

. moving towards a fairer tax treatment of petrol and diesel, when calculated
on an energy or carbon basis. This means that the duty on diesel should be higher
than that for unleaded petrol;
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. increasing the duty differential between ultra low sulphur diesel (ULSD) and
standard diesel to encourage the use of this cleaner fuel. This will reduce
emissions of particulates and nitrogen oxides from existing vehicles and, over
time, encourage the use of cleaner diesel technology. Box 5.6 describes the
dramatic impact this policy has had already on the take-up of ULSD;

. encouraging the use of road fuel gases, which produce much lower emissions,
especially of particulates, than conventional fuels; and

«  increasing the fuel scale charges for company cars.
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Chart 5.3: Growth in market share of ultra low sulphur
diesel after 1998 Budget

Apr  May Jun
1998

Source: HM Customs and Excise.

5.69 Budget 99 includes a series of major reforms which will help meet the Government’s

environmental objectives, and help underpin its integrated transport strategy. These
include:

a fundamental reform of the company car tax regime to be implemented on a
revenue neutral basis in April 2002. This will replace incentives to drive extra
miles with an incentive to use more fuel efficient cars. Reductions in business
mileage discounts and older car discounts in April 1999 are a first step towards
this longer term reform. Box 5.7 contains additional details;

a new £100 reduced rate of Vehicle Excise Duty for cars with engines up to
1,100cc to be introduced from 1 June 1999. From Autuman 2000, Vehicle Excise
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Per cent of type of car

Duty rates for new cars will be based primarily on their carbon dioxide
emission rates. In Budget 2000, Vehicle Excise Duty rates will be set to secure
a revenue neutral system;

a package of seven measures to encourage employers to establish “green
transport plans” and promote environmentally sensitive commuting by their
employees;

honouring the commitment to increase fuel duties, and altering duty
differentials to further encourage ultra low sulphur diesel and road fuel gases;
and

a package of Vehicle Excise Duty measures for heavy goods vehicles to
discourage the use of heavy lorries and encourage cleaner ones,

Chart 5.4: Average engine size of company cars and
private cars

Private cars

Il Company cars

Up to 1250cc 1251-1600cc 1601-2000cc 200lcc and over

Source: 199597 National Travel Survey.
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Landfill tax

Extraction of
aggregates

Water pollution
and pesticide use

Land use and water pollution

5.70 The Government announced its intention to review the existing National Waste
Strategy in January 1998. A consultation paper for England and Wales, Less Waste: More Value,
was launched on 9 June 1998. A draft strategy will be published later in the Spring, with a view
to adopting a final strategy by the end of this year. Parallel strategies are being developed
for Scotland and Northern Ireland. The new strategy will set out the Government's vision of
sustainable waste management over the next twenty years.

5.71  In March 1998, the review of the operation and level of the landfill tax was published.
To ensure that the tax continues to help minimise the environmental damage of landfill,
Budget 98 announced:

. an increase in the standard rate of landfill tax from £7 a tonne to £10 a tonne
from April 1999; and

. an exemption for inert waste used in restoring landfiil sites and filling mineral
workings.

5.72 The Government intends to reinforce the signals to move towards a more sustainable
waste management system. As part of that, Budget 99 announces an escalator in the standard
rate of landfill tax of £1 a tonne each year, from April 2000 until at least 2004, when the
National Waste Strategy will be subject to further revision. The rate increases will mean that
more money will be available to be claimed as tax credits for contributions to environmental
bodies. A number of changes will also be made to the environmental bodies scheme to clarify
and simplify the rules. This will make it easier for landfill operators to support environmental
projects, including research and education on recycling and other forms of sustainable waste
management,

5.73 Budget 98 announced that the Government was pursuing further work into the
environmental costs of the extraction of aggregates, such as noise, dust, visual intrusion,
loss of amenity and damage to biodiversity, and considering a tax alongside other options as
a means of addressing these costs.

5.74  Results from the second round of research into the environmental costs of aggregates
extraction shows that there are significant environmental costs associated with the extraction
of aggregates. The Government believes there is a case, in principle, for an aggregates tax. As
a result of the consultation on how a possible aggregates tax might work, draft legislation for
a tax on the extraction of sand, gravel and hard rock used as aggregates will be published
shortly for consultation.

5.75 However, before coming to a final decision on whether to proceed with a tax, the
Government would like to pursue further the possibility of a package of voluntary
environmental improvements by the quarrying industry. Should the industry not be able to
commit to an acceptable improved offey, or fail to deliver an acceptable package of voluntary
measures, the Government would then introduce a tax.

576 The quality of rivers has improved significantly in recent years. In the UK about
95 per cent of river length is now classified as “very good”, “good” or “fair”. However, the
Government wishes to see further improvements in water quality. Much of the investment

8l



BUILDING A FAIRER SOCIETY

necessary to deliver these quality improverments will be agreed as part of the Periodic Review
of water company price limits.

5.77 Against this background of further targeted improvements, the Department of the
Environment, Transport and the Regions commissioned research into the practicalities of a
national tax or charge on water pollution discharges. The emerging results of the research
suggest that a national tax or charge may not be the most effective way to secure further
improvements in water quality. The Government is therefore not inclined to introduce a
national tax or charge on pollution discharges. Improvements in water quality will continue
to be sought, however, through focused use of the regulatory system.

5.78 The Government has also been considering the case for introducing a pesticide tax, as
part of its policy for pesticide minimisation. A research report commissioned by the
Department of Environment, Transport and the Regions on the possible impact and design of
a tax or charge on pesticides will be published shortly. The Government will seek views on a

number of issues the report raises before reaching a conclusion on this issue.

Environmental appraisal of the Budget measures

5.79 The Government is committed to ensuring that environmental impacts are taken into

account in assessing different policy options. Central government guidance makes clear
that appraisal systems should try to take account of all environmental costs and benefits,
even when they are not easily quantifiable. There is detailed guidance on how to do this,
including issues of proportionality and the extent of quantification and valuation.

5.80 The establishment of the Environmental Audit Committee of the House of Commons,

with its remit to scrutinise the contribution that government departments make to
environmental protection, has helped reinforce the Government’s commitment to
environmental appraisal.

5.81 The requirement to appraise properly the environmental consequences of policy
applies to all Budget measures, irrespective of whether a primary aim of those measures is
environmental improvement. All potential Budget measures from the Chancellor’s
departments must therefore undergo an environmental appraisal.

5.82 Budget 98 contained, for the first time, a table showing the environmental appraisal of
Budget measures. That approach is developed in Budget 99 in Table 5.1, which includes those
measures which have a significant impact on the environment or whose aim is primarily
environmental.,

5.83 Wherever possible, the Government attempts to quantify these environmental effects.

For example, estimates are quoted of the savings of carbon dioxide emissions from the
road fuel duty escalator. There are significant margins of error surrounding these estimates
and undue weight should not be placed upon the figures shown. In other cases, it is
extremely difficult to quantify the environmental effects, or the precise details of the reform
are not yet well defined.

5.84 Table 5.1 also refers to the draft “headline” indicators of sustainable development
which were set out in the consultation document Sustainability Counts, published on 26
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November 1998. One of the aims behind these indicators is to convey complex environmental
issues in a more readily understandable format. Table 5.1 integrates the indicators as a way of
improving the accessibility of the table and emphasising the role of environmental taxation
in underpinning the Government’s commitment to sustainable development.
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Table 5.1: The environmental impact of Budget measures

Climate change levy Estimated to produce savings of around Kyoto target of 12.5% reduction in UK
1.5 million tonnes of carbon (MtC) greenhouse gas emissions on 1990 levels
a year by 20102, a reduction of 2% in by 2010
estimated CO; emissions from business Domestic goal of 20% reduction in CO,
in 2010 emissions by 2010
Kyoto targetof 12.5% reduction in
greenhouse gas émissions
Tax measures to encourage Small reductions in congestion and emissions  Encourage more environmentally

green transport plans of carbon dioxide and local air pollutants sensitive commuting and business travel

Increase duty on standard Reduction of 1-3% of particulates and NO,®7.

diesel® relative to unleaded petrol Very small increase in emissions of CC;

Reduction in duty on road fuel Reduction in emissions of NAQS targets
gases particulates and NO

Minor oils duties

QS targets

Graduated Vehicle Excise Duty for cars Reduction of emissions of CO,, NO, Kyoto target
and particulates? NAQS targets

Increase Vehicle Excise Duty Reducticn in emissions of particulates NAQS targets
reduction for clean lorries and buses and NO,
up to £1,000

Reéuction in proportion of wasta
going to landfill

B — Measures under consideration

Package of voluntary measures as a Possible reductions in noise, dust, visual Internalise environmental costs of
possible alternative to an aggregates tax intrusion, damage to wildlife habitats and aggregates extraction
other environmental impacts Encourage use of recycled aggregate

| These estimates are subject to significant margins of error.

2 See Lord Marshail’s report on the Use of Economic Instruments for the Business Use of Energy. Estimotes calculated using the DTi energy model.

3 Exact size of effects will depend upon design of the measures.

4 Based on assumption that the fuel duty escalator continues at its present level, increases of at feast 6 per cent a year on average in real terms, untif the
end of this Parliament.

5 The reductions in particulates and NG, emissions are calculated as o percentage of 2010 emissions from urban road transport. The reductions in CO;
emissions are the estimated annual reduction by 2010,

6 Estimated carbon savings based on DETR's 1997 Road Traffic Forecast and the methodology set out in Energy Paper 85, DTi 1995,

7 Estimates of effect on emissions of locaf air quality pollutants based on DETR's {997 Nationol Road Traffic Forecast.

8 The “prudent use of natural resources” is one of the four aspects of sustainable development, not o draft headline indicator of st ble devel
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Other relavant policy initiatives : i
‘ : indicator affected
See climate change consultation document UK Climate Change Emissions of greenhouse gases
Programme, DETR October 1998

Measures in A New Deol for Transport: Better for Ei

DETR July 1998; and thi fam, DETR.
Measures in A New Deal for Transport: Better for Everyone, Road traffic
DETR july 1998 Days of air pollution

Consultation document Report on the Review of the National Air
Quaiity Strategy, DETR January 1999

Days of air pollution

Days of air pollution

Consultation document Report on the Review of the National Air
Quuality Strategy, DETR January 1999

“Qualt
Consultation document Report on the Review of the National Air Emissions of greenhouse gases
DETR October 1999 Days of air pollution

Consultation document Report on the Review of Days of air pollution
the National Air Quality Strategy, DETR January 1999

See Minerals Planning Guidance: Guidelines for Aggregates Prudent use of natural resources®

Provision in England, DoE 1994
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ILLUSTRATIVE LONG-TERM FISCAL
_PROJECTIONS

Al It is important to examine and plan for the effects of demographic and other
influences on long-term spending and taxation. Over the next 30 years, the structure of
Britain’s population and the nature of the services they will require is likely to undergo
substantial change. In particular, as shown in Chart Al, around one in five people in the UK
will be aged over 65 by 2026, compared to around one in seven in 1998.

Chart Al: The UK population is ageing

1998 {thousands)
9599| Males d
3094

2026 (thousands)
Females e ‘;u-';; Hales ég

Females

1900

604 3000

A2 To capture these trends, a key requirement of the Code for Fiscal Stability is to publish
illustrative long-term projections for a period of no less than 10 years into the future. The

presentation of this first set of long-term projections meets this requirement and reflects the
Government’s commitment to long-term planning.

A3 This Annex represents a first step in developing long-term projections. The
Government will continue to analyse long-term spending trends to ensure that the public
finances remain sustainable and provide fair cutcomes for present and future generations.
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Economic
assumptions

Spending
assumptions

KEY ASSUMPTIONS AND APPROACH

A4 The approach taken in this report is to examine the resources available to fund current
spending while meeting the Government’s fiscal rules over the long term. This is done by
projecting forward taxation and transfer payments (mainly social security payments, current
grants and debt interest payments) with the difference between them representing the
available resources for current consumption spending, for example spending on health and
education. Investment is projected forward at a constant share of GDE, consistent with the
sustainable investment rule. To show the trends more clearly, the projections extend for a
period of 30 years, 20 years longer than the minimum period required by the Code for Fiscal
Stability.

AS The key economic assumptions underlying the projections are set out in Table Al. The
range of plausible assumptions is large, producing cutcomes that differ significantly. The
baseline case used is at the pessimistic end of this range and, therefore, represents a cautious
scenario. The upper end of the range represents a stronger, but plausible, growth scenario
which may result from the Government’s productivity and labour market reforms. The
benefits of stronger productivity and labour force growth are shown later in this Annex. In all
cases, the projections presented in Annex B of the FSBR are used for the period from 19$8-99
to 2003-04.

Table Al: Long-term economic assumptions

Annual real growth

Productivity 13=2'14 13-2'4

Labour force ta o'k
GDP 2-2'h 13423,
Inflation 2'% 2y

Aé Tax revenues are subject to a number of effects in both the short and long term. For
example, patterns of income and spending are changing frequently, giving rise to
considerable uncertainty about taxation bases. For this reason, the approach used is to
project total current receipts as a constant share of GDP without making assumptions about
the source of that revenue. This provides a simple, but workable, assumption about the long-
term resources available to meet the Government’s spending programines.

A7 The assumptions about spending relate to the growth in transfer payments. The
largest transfer is social security spending where projections of spending have been
developed in consultation with the Department of Social Security and the Government
Actuary's Department. The projections represent a plausible cutcome based on the
interaction of the current social security system with demographic, economic and other
factors. They do not pre-empt policy decisions beyond this Budget and so cannot be
interpreted as reflecting the direction of future policy.

A8 Debt interest payments are calculated based on an assumed average interest rate and
the path for the debt stock. In the baseline projections, net investment is assumed to continue
at its 2003-04 share of GDP. The effect of higher investment is shown as an alternative
scenario. For simplicity, other transfers are projected forward at a constant share of GDP.
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Demographic
changes and the
public finances

THE BASELINE PROJECTIONS

A9 The baseline long-term fiscal projections are set out in Chart A2. These illustrative
projections show that, given the assumptions for transfer payments, public current
consumption can grow at an average real rate of around 2Y, per cent for the next 30 years and
still remain consistent with the fiscal rules. On average, this equates to rises of around
£5 billion each year, or £126 billion in total (in 1998-99 terms) from 2004-05.

Chart A2: The baseline projections show a sound position

40 -
3. 5

per.hent of GDP

tal current © Transfers Current consumption

spending’
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Tota! cusrent spending includes depreciation end equals current receipts from 2004-05 oriwards.

Al0  The main reason for the declining trend for transfers is the projected path for social
security benefits. As the majority of benefits are indexed by prices, they remain constant in
terms of purchasing power and fall as a share of GDP over time. Falling debt interest
payments as a share of GDP also contribute to the decline in transfers.

All Long-term demographic trends, however, are expected to place pressure on some
types of spending, and particularly health and education, independent of any policy changes.
These effects are set out in Table A2. In total, they do not become significant until after
2018-19. Demographic pressures require an additional £4 billion of spending by 2028-29.

Table A2: Additional spending required for demographic reasons'

£ billion (1998-99 terms)

Health

57
Education® 00 -0 -2
Total Health and Education 0-0 0-2 08 3-7

' England only and abstracting from any other long-term effects and efficiency gains.
2 Hospital and community health services,
3Spend|‘ng an primary, secondary and tertiary education for those aged 18 and over,

89



ILLUSTRATIVE LONG-TERM FISCAL PROJECTIONS

Health

Education

Uncertainties

Policies for the
long term
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Al2  The cost of providing hospital and community health services is expected to rise along
with the number of people aged over 65. This reflects the fact that, at present, the average
annual cost of providing health care to each person aged over 65 is over 3!/, times the average
for the remainder of the population. Satisfying this demographically-driven demand for
services would require real health spending to grow by 2/ per cent each year, independent of
current policies to improve the speed and quality of treatment.

AlI3 At the same time, demographic trends will also reduce the pressure in some spending

areas. For example, the falling proportion of children in the population is expected to reduce
primary and secondary school pupil levels over time and thus be reflected in lower education
spending than would otherwise be the case. While this would partly offset the increase in
health spending, it takes no account of current initiatives to raise standards in schools that
can be expected to lead to increased participation in tertiary and higher education.

Al4 These data, therefore, need to be interpreted with caution as the impact of current
policies and future demographic trends on the public finances is uncertain over such a leng
period. Changing mortality, morbidity, fertility or migration trends may produce a different
population profile from that currently expected with effects on the demand for social security,
health and education services. Similarly, the figures do not take account of improvements in
the effectiveness or efficiency with which public services are delivered. In addition, the
demographic trends provide no information on ‘expected healthy life’, which adds
uncertainty to the projections of health and social security spending. The impact of an ageing
population on the public finances will depend on the extent to which longer life shifts health
care costs to later ages, rather than extending the period of care.

Al5  Aside from demographic uncertainty, there are a number of expenditures which the
Government will face in the future for which the cost is uncertain, for example, nuclear
decommissioning. In addition, there are uncertainties about the demand for, and cost of
providing, public services over time. For example, changes in the structural level of
unemployment and deviations in public sector pay, particularly relative to productivity, may
affect spending pressures. Similarly, efficiency gains in all spending areas should reduce the
cost of providing services.

Alé  These future uncertainties require the Government to develop policies that take the
ageing of the population into account and minimise the risk of the public finances becoming
unsustainable. The future increase in the retirement age for women from 60 to 65 will play a
key role in reducing long-term spending pressures. In addition, the Government has
announced:

. programines to raise productivity and labour market participation, and hence
increase trend economic growth;

. policies to deliver welfare reform and service modernisation;

. assistance for people to provide for retirement incomes for themselves
through the State Second Pension and stakeholder pensions; and

. reforms, such as Public Service Agreements and the Public Service
Productivity Panel, aimed at raising productivity throughout the public
services and ensuring resources are used to their best effect.

Al7  These developments will all play an important role in ensuring sustainable public
finances in the long term.
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ALTERNATIVE SCENARIOS

AI8  This section examines the sensitivity of these projections to economic growth and the
rate of public investment.

Al9  The Government's central economic objective is to maintain high and stable levels of

growth and employment. The productivity and labour market reforms designed to achieve
this objective are set out elsewhere in this report. However, one of the benefits of this
objective becomes evident in looking at the long-term projections - even a small increase in
productivity or labour market participation can be demonstrated to have a substantial effect
on the public finances over time.

A20  Table A3 shows the effect of higher economic growth on the public finances. The first

scenario shows the effect of achieving long-term growth of 2%/, per cent. The second scenario
represents the top of the growth range shown in Table Al (23/, per cent in the long-term).
These scenarios clearly show that higher economic growth substantially improves the public
finances, primarily because higher growth not only benefits individuals through greater
wealth and employment opportunities but also results in higher receipts for the Government.
This outcome occurs even though the overall tax burden is unchanged as a proportion of
income.

Table A3: Alternative growth scenarios'

£ billion (1998-99 terms)

Current receipts

23/4 per cent growth scenario 334 385 447 556 729
2'Js per cent growth scenario 334 384 439 524 655
Baseline 334 383 430 434 588
Current consumption

2%/4 per cent growth scenario 54 191 235 311 43§
2'/s per cent growth scenario 154 190 228 285 371
Baseline 154 190 22| 260 316
Potential spending increase/taxation cuts from higher growth

23/4 per cent growth scenario - 2 14 51 115
2'f, per cent growth scenario - | 7 25 55

" All scenarios use projections in Annex B of the FSBR for the period 1998-99 to 2003-04.

A2l  The gains from higher growth are many times greater than the additional costs
projected to -arise from demographic trends in the UK. For example, achieving long-term
economic growth of 23/; per cent would allow public current consumption to rise, on average,
by almost an additional £5 billion (in 1998-99 terms) each year. This would nearly double the
sustainable rate of real growth in current consumption in the baseline projection.

A22  In each of these scenarios, the benefits of higher growth show up as higher current
consumption. However, this does not mean that this is the only choice available to the
Government. Indeed, the Government would be able either to fund greater expenditure
(either as consumption or transfers) or cut taxes or do a combination of both. For example, in
the high growth case above, the Government could maintain the existing level of public
services but reduce the effective tax rate by around 16 per cent from what it would be
otherwise, )

9
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Higher public
investment

A23  Indetermining its spending plans, the Government considers options for both current
and capital spending. Both types of spending have roles to play in providing public services
and achieving higher economic growth. However, current spending generally provides
immediate benefits while capital spending typically provides benefits over time. In
recognition of this difference, the fiscal rules and the new spending regime make a clear
distinction between current and capital spending.

A24 Decisions about current and capital spending, however, cannot be taken
independently. This is reflected in the fact that the surplus on current balance includes the
cost of not only current spending but also the costs of financing and consuming capital. The
mix of current and capital spending, therefore, has implications for intergenerational equity,
as well as for the fiscal rules and economic growth.

A25  The level of net investment from 2003-04 (1-4 per cent of GDP) is consistent with the
net debt to GDP ratio stabilising at around 33 per cent of GDP (given the baseline economic
assumptions). This is compared in Chart A3 with a scenario in which net investment is
increased by a further 'z per cent of GDP. This higher level of investment would stabilise net
debt at around 44 per cent of GDP.

Het debt - Current Transfers - Depreciation
consumption '

A26 Ultimately, the levels of current consumption and investment are linked to the rate of
economic growth. However, in this scenario and in the absence of additional economic
growth, the higher investment, and increased consumption of capital and interest payments,
would require a reduction in current consumption, from the increases shown in Chart A2, of
around £1 billion on average each year (in 1998-99 terms) to meet the golden rule.

A27 In the short-term, lower consumption spending to fund higher investment may be
sensible however. This is because investment produces returns (both financial and soccial) to
both the current and future generations, which in the case of well-targeted investment will be
at least equal to the costs. In addition, public investment can play a key role in promoting
economic growth and employment. The benefits of higher growth shown in the eatlier
scenario, particularly in terms of allowing greater consumption and investment spending,
therefore highlight the importance of an appropriate level of well-targeted investment. A
detailed assessment of spending proposals to achieve the optimal mix of current and capital
spending is essential to ensure both intergenerational equity and sustainable public finances,
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FUTURE DEVELOPMENTS

A28  To ensure that the fiscal position remains sustainable in the long term, it is important
that the Government continues its analysis of long-term spending pressures.

Generational A29  The Treasury has also been supporting a wider examination of the sustainability of the
accounts  public finances. Along with the Bank of England and the Economic and Social Research
Council, the Treasury funded the development of generational accounts for the UK by the
National Institute of Social and Economic Research (NIESR). NIESR's results were published

in December last year (see Box Al).

A30 The Government is considering how to make further use of both the long-term
projections and the generational accounts framework to ensure its fiscal policies are
sustainable.
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personal
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Other
measures

'BUDGET MEASURES

INTRODUCTION

This chapter sets out the measures announced in Budget 99'. The financial implications are
displayed in Table 1.11 and explained in Appendix 1A. Tax changes announced before the
Budget are set out in Appendix 1B. Appendix 1C provides estimates of the revenue costs of
some of the main tax allowances and reliefs.

PERSONAL TAXES AND BENEFITS

Income tax 1999-2000

A new rate of tax at 10 per cent will be introduced on the first £1,500 of income from 6 April
1999. The existing 20 per cent band on non-savings income will disappear. (8)

Income tax on savings eligible for the lower rate up to the basic rate limit will continue at
20 per cent up to that limit and 40 per cent above it, except for dividends which from 6 April
1999 will be taxed at 10 per cent up to the basic rate limit and 32.5 per cent above it.

The personal allowance will increase to £4,335 as already announced. The blind person’s
allowance and the basic rate limit will rise in line with statutory indexation.

The married couple’s allowance and related allowances will rise in line with indexation to
£1,970 at 10 per cent in 1999-2000. The age-related married couple’s allowance will also rise
in line with indexation. (These allowances had already been increased for 1999-2000 on
account of the change in the rate of relief to 10 per cent.) (7)

Personal allowances for older people will be increased by up to £200 more than statutory
indexation - to £5,720 and £5,980 respectively for people aged 65-74 years and 75 years and
over. The income limit for the age-related allowances will be increased in line with statutory
indexation to £16,800. (24)

The basic tax credit in the Working Families Tax Credit (WFIC) will be increased by £2.50 and
the tax credit for children under 11 years will be increased by £4.70 from October 1999. (20)

The maximum earnings for which pension provision may be made with income tax relief (the
“earnings cap”) will be increased in line with statutory indexation to £90,600. (*)

The Government will confirm that annuities paid by free standing voluntary contributions
schemes are taxable in full on receipt. (-)

Investors in court common investment funds will be treated in the same way as investors in
shares, authorised unit trusts or open-ended investment companies. (*)

There will be no tax charge where an employer provides an employee with a mobile telephone
which is used for private cails. (57)

To make the repayment arrangements for the new income-contingent student loans fairer to
borrowers, interest on amounts they have overpaid will be tax-free. (*)

! The effect of the Budget measures on Government revenues is set out in Table 1.1 |. The number in brackets after each
measure refers to the line in Table I.1| where its yield or cost is shown. The symbol “-” means that the proposal has no
effect on revenue. "*" means that it has negligible effect on revenue, amounting to less than £3 million a year.
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Tax Credit

Table 1.1: Bands of taxable income 1999-2000

2

i

Lower rate 20 per cent 0-4,300 Starting rate 10 per cent 0- 1,500
Basic rate 23 per cent 4,301 - 27,100 Basic rate 23 per cent 1,501 - 28,000
Higher rate 40 per cent over 27,100 Higher rate 40 per cent over 28,000

! The rates of tax applicable to savings income in Section |A ICTA 1998 remain at 20 per cent for income below the basic rate fimit and at 40 per cent
above that, apart from the rates applicable to dividends, which for 1999-00 becomes 10 per cent for income below the basic rate limit and 32.5 per
cent above that.

‘Table 1.2: Income tax allowances 1999-2000

B

Personal allowance 4,195 4,335 140

Married couple’s allowance!,
additional personal allowance!' and
widow's bereavement allowance! 1,900 1,970 70

For people aged 65-74

— personal allowance 5410 5,720 3io
— married couple’s allowance! 4,965 5,125 160
For people aged 75 and over

— personal allowance 5,600 5,980 380
— married couple’s allowance! 5,025 5,195 170
Income limit for age-related allowances 16,200 16,800 600
Blind persen’s allowance 1,330 1,380 50

| Tax relief for these allowances is restricted to 15 per cent for 1998-99 and 10 per cent for 1999-00. The amounts for age-reioted MCA in 1999-00
were increased so that the value of this allowance for people aged 65 and over would be protected. For consistency, the figures shown in 1998-99 for
these ollowances reflect these increoses. Only the further increase (in line with indexation) is reflected in the table.

Income tax 2000-200i

From 6 April 2000, the basic rate of income tax will be reduced from 23p to 22p. (9)

The married couple’s allowance, for a husband and wife aged under 65, and related aliowances,
will be removed from 6 April 2000. Couples in which at least one of the spouses was born
before 6 April 1935 will remain entitled to claim the married couple’s allowance. Tax relief for
maintenance payments will cease for payments made and falling due on or after 6 April 2000,
Tax relief for maintenance payments will be retained where one or more of the parties is aged
65 or over on 5 Apyil 2000. (17)

Relief on mortgage interest repayments will be removed from 6 April 2000. Mortgage interest
relief for those aged 65 and over who take out a loan to buy a life annuity (a home income
plan) ends with effect from 9 March 1999, but existing loans will continue to qualify for relief
for the remainder of the loan period. (27)

From 6 April 2000, there will be a further increase of £1.10 above indexation in the credit for
children under 11 years. (20)
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A new “fast-track” to the Disabled Person’s Tax Credit will be introduced from October 2000 to
help with the retention of staff disabled while working, and whose return to work depends on
a reduction in hours or rate of pay. (20)

Table [.3: Bands of taxable income 2000-2001'

0-1,500 Starting rate 10 per cent

Starting rate 10 per cent
Basic rate 23 per cent 1,501-28,000 Basic rate 22 per cent 1,531-28,500
Higher rate 40 per cent over 28,000 Higher rate 40 per cent over 28,500

! The rates of tax applicable to savings income in Section | A ICTA 1998 remain at 20 per cent for income below the basic rate fimit and at 40 per cent
above that, apart from the rotes applicable to dividends, which for 1999-00 becomes 10 per cent for income below the basic rate limit and 32.5 per cent
above that,

2 Assumptions for the 2000-01 widths derived by applying statutory indexation {as amended by Rnance Bill 1999 proposals) based on inflation forecasts
consistent with the EFSR.

Income tax 2001-2002

A tax credit of up to £8 per week (£4,160 per year at 10 per cent) will be introduced from 6 April
2001 for families with children. The credit will be tapered away from families where one or
both partners is a higher rate taxpayer. (18)

Effects on the Scottish Parliament’s tax varying powers —
statement regarding Section 76 of the Scotland Act 1998

After the changes outlined above, a one penny change in the Scottish variable rate in
2000-2001 could then be worth approximately plus or minus £230 million, compared with
plus or minus £180 million prior to these changes. In the Treasury’s view, an amendment of
the Scottish Parliament’s tax-varying powers is not required as a result of these changes.

Inheritance tax
The threshold will be increased by statutory indexation to £231,000. (52)

A simpler procedure for obtaining information and stricter penalties for non-compliance will
be introduced. (*)

Taxes on capital gains
The annual exempt amount will be increased by statutory indexation to £7,100.

Capital gains tax rates will be aligned with those for savings income, charging gains at 20 per
cent or 40 per cent depending on the level of income and gains. (53)

Rules for individuals in the 1loyd’s insurance market will be changed in order to make the
calculation of gains simpler and fairer. From 6 April 1999, an individual in a members’ agent
pooling arrangement (MAPA), will treat his or her share of the syndicates held through the
MAPA as if it were a single direct holding. In addition, tax roll-over relief will be extended to
include members’ interests in syndicates, whether held directly or through a MAPA. (61)

Stamp duty

From 16 March 1999, stamp duty rates will be increased on transfers of land and property over
£250,000 and less than £500,000 from 2.0 per cent to 2.5 per cent and from 3.0 per cent to 3.5
per cent for land and property over £500,000. (58)
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Compliance and [nterest will be added to repayments of stamp duty and charged on duty paid late, as is the
administration case for other taxes. Penalties will be increased to modern levels and the fixed duties will be
raised to £5. Stamp duty will be charged in multiples of £5. These measures will take effect

from 1 October 1999.

The Government will clarify the statutory provisions which enable the Treasury to make
regulations for the administration of stamp duty reserve tax.

As announced on 29 January 1999, a loophole will be closed by restricting relief for foreign
currency bearer instruments to its intended purpose, which is to assist companies borrowing
money in other countries.

Measures will be introduced to clarify the stamp duty rules for foreign currency bearer shares
and redenomination of the currency of shares in a depositary receipt scheme or clearance
service. A relief will also be provided to allow depositary interests in foreign shares to be
traded in the UK. (32)

Unit trust and The Government will introduce a clearer and easier framework for stamp duty reserve tax to
oeics replace the existing stamp duty regime for unit trusts and open-ended investment companies
(oeics) from October 1999. (*)
National insurance 1999-2000
Employers Employers’ Class 1B liability will be deductible for tax. (*)

Table 1.4: National insurance contribution rates 1999-2000

Below £66 (LEL) 0 0 0 0

£66 to £83 0 0 109% of earnings | 8:4% of
£83 to £500 12:2% 92% between £66 earnings
Above £500 12-2% 92% of earnings and £500 bet":ez’s‘oio“
between £83 and an
£500,
12-29% of earnings
above £500

! Employees contracted out of SERPS pay lower contributions. The “contracted-out rebate” is currently fixed at 4-6 per cent of eamings between the
employee LEL and the UEL. |6 per cent is deducted from employees’ contributions and 3% from employers’ contributions. An employer rebate of 3%
is paid in respect of the earning between £66 and £83 though employers pay no NICs in respect of these earnings. Slightly different rebate
arrangements apply for employees who contract out inte o money-purchase scheme.

Table 1.5: Self-employed national insurance contribution rates 1999-2000

employedNICs
Below £72.50 0
£72.50 to £145 £6.55 (Class 2) pw
£145 to £500 £6.55 (Class 2) pw
plus 6% of profit between £145 to £500 (Class 4)
Above £500 £6.55 (Class 2) pw

plus 6% of profit between £145 to £500 (Class 4)
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National insurance 2000-2001

Employees From April 2000, the threshold of earnings above which people will pay NICs will increase
to £76 per week. A zero rate of NICs will apply on earnings between the previous lower
limit and the new threshold, to protect benefit entittement. The threshold of earnings
above which employees will pay no NICs (the upper earnings limit, UEL) will increase to £535
per week. (12)

Employers From April 2000, employer NICs will be extended to those benefits-in-kind which are already
subject to income tax. (29)

Self-employed From April 2000, the Class 2 NICs charge (which from April 1999 will be payable when profits
reach £72.50 per week) will be reduced from £6.55 to £2 per week. It is assumed that the
starting point for Class 2 NICs will be indexed to £73.50 from April 2000. At the same time, the
starting point for Class 4 NICs will be aligned with the income tax personal allowance at £85
per week, and the contribution rate increased to 7 per cent. The upper profits limit rises with
the UEL, described above. (13)

Table 1.6: National insurance contribution rates 2000-2001

Below £76 ¢ o
£76 to £85? 0 0 10% of earnings | 8-4% of
£85 to £535 1Z7% 527% between £76 earnings

and £535 between £76
and £535
Above £535 12:2% 9-2% of
earnings between

£85 and £535,
12:2% of

earnings above

£535

| Employees contracted out of SERPS pay lower contributions. The “contracted-out rebate” is currently fixed at 4+6 per cent of earnings between the
employee LEL and the UEL. 1-6 per cent is deducted from employees” contributions and 3% from employers’ contributions. An employer rebate of 3%
will be paid in respect of the earning between £76 and £85 though employers pay no NICs in respect of these eamnings. As now, slightly different rebate
arrangements apply for employees who contract out into @ money-purchase scheme.

2 Assumption for this year's income tax personal allowance derived by applying indexation and stotutory rounding rules, based on inflation forecasts
consistent with the EFSR.

Table 1.7: Self-employed national insurance contribution rates 2000-2001

Total
Below £73.50 0
£73.50 to £85' £2 (Class 2) pw
£85 to £535 £2 (Class 2) pw
plus 7% of profit between £85 to £535 {Class 4)
Above £535 £2 (Class 2) pw

plus 7% of profit between £85 to £535 (Class 4)

1 Assurnption for this year's income tax personal allowance derived by applying indexation and statutory rounding rules, based on inflation forecasts
consistent with the EFSR.
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National insurance 2001-2002

From April 2001, the threshold of earnings below which people will not pay NICs will increase
to £87 per week, aligning it with the income tax personal allowance. The UEL will increase to
£575 per week. (11)

The rate of NICs paid by employers will be reduced by 0.5 percentage points in April 2001,
offsetting the cost to business of the climate change levy (see “Climate change levy”
below). (14)

The upper profits limit will increase to £575 per week, in line with the UEL. (13)

Table 1.8: National insurance contribution rates 2001-2002

it

Below £87 0 0 0 0
£87 to £575 11-7% 8-7% 109 of earnings | 849 of
between £87 earnings
and £575 between £87
and £575
Above £575 (UEL) 11-7% 8:7% of
earnings between
£87 and £575,
11-7% of
earnings above
£575

! Empioyees contracted out of SERPS pay lower contributions. The "contracted-out rebate” is currently fixed at 4-6 per cent of earnings between the
employee LEL and the UEL. i+6 per cent is deducted from employees' contributions and 3% from employers’ contributions, An employer rebate of 3%
will be paid in respect of the earning between £76 and £85 though employers pay no NICs in respect of these earnings. As now; slightly different rebate
arrangements apply for emplayees who contract out into a money-purchase scheme.

2 Assumption for this year’s income tax personal alfowance derived by applying indexation and statutory rounding rule, based on inflation forecasts
consistent with the EFSR.

Personal tax avoidance

Measures to prevent parents avoiding tax by placing assets in a bare trust for their children
will be introduced. (*)

Loophotes in the anti-avoidance rules relating to inheritance tax and lifetime gifts wilt be
closed, effective from 9 March 1999. (*)

A provision will be introduced to prevent the abuse of extra-statutory concessions which
defer a tax charge. (-)

Benefits 1999-2000

Maternity Allowance will be extended to all women earning less than the lower earnings limit
for NICs but at least £30 per week, to be paid at 90 per cent of previous earnings. (23)

Premium for children under 11 years in Income Support will be increased by £4.70 from
October 1999. (19)
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From October 1999, lone parents who have been claiming Income Support for at least six
months and move into work and are claiming WFTC will be able to claim a “run-on” in their
Income Support at the existing level for two weeks. (16)

Workers aged over 50, who have been out of work and claiming benefits (Jobseeker's
Allowance, Income Support, Incapacity Benefit or Severe Disablement Allowance) for more
than six months (or if their partner has been claiming a dependant’s allowance in one of these
benefits for them for six months, and neither partner is working), will be eligible for an in-
work tep-up payment of £60 per week, for 52 weeks, if they move into work for more than 30
hours a week. £46 will be available to those moving into part-time work, of between 16 and 30
hours per week.

A New Deal for the over-50s will provide personalised advice and support, complementing
the Employment Credit. The over-50s will be eligible for in-work training grants of up to £750
to help them acquire accredited training. Pathfinders will start in October 1999, with a
national roll-out in 2000. (15)

The Government intends to announce pilots during 1999 to make the initial gateway at the
beginning of the New Deal more intensive. The gateway will also be made more intensive for
people remaining in the gateway for more than three months.

From 1999-2000, the Winter Allowance to every pensioner household will be increased to
£100 from its current level of £20. (26)

Benefits 2000-2001

Self-employed women will become entitled to the full rate of Maternity Allowance from
April 2000. (23)

From April 2000, the Social Fund maternity payment will be renamed the Sure Start Maternity
Grant. The payment for each child will be doubled to £200 and will be paid following contact
with a health professional or local Sure Start programme. (22)

Child Benefit will be increased by around 3 per cent in real terms from April 2000, to be worth
£15 for the first child and £10 for subsequent children per week. (21)

Premium for children under 11 years in Income Suppert will be increased by a further £1.05
over and above indexation in April 2000. (19)

In April 2000, the minimum income guarantee for pensioners will be uprated by earnings
rather than prices. {25)

BUSINESS TAXES AND SPENDING MEASURES

Tax on business profits

A new 10 per cent rate of corporation tax will be introduced from 1 Apzil 2000, for profits up
to £10,000, also benefiting companies with profits up to £50,000. (1}

The Government will introduce new tax credits for spending by small and medium-sized
companies on research and development. The new plans will be introduced in 2000 and the
Inland Revenue is publishing a technical note on 10 March 1999. (3)
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First year allowances for small and medium-sized businesses introduced in 1997 will be
extended for one year until 1 July 2000 at a rate of 40 per cent. (2)

A measure will be introduced to help football clubs adjust to new accounting rules
on intangible assets. These rules affect the way in which the cost of players is deducted
from profits. The measure will prevent the need for early payments of tax, relating to
existing players, which would otherwise have arisen in the transition to the new accounting
rules. (55)

Tax relief for donations of equipment or trading stock by businesses is being extended to
cover all charitable causes. (51)

VYalue added tax

The VAT registration threshold will be increased broadly in line with inflation to £51,000 from
1 April 1999, The deregistration threshold will increase from £48,000 to £49,000. Customns and
Excise will be working further with business to explore whether it is possible to cushion the
impact of VAT registration on growing businesses. (54)

Following consultation during 1998, the requirement for 90 days’ notice for applications for
group treatment will be removed. Customs and Excise will be able to remove any members
from existing VAT groups, mirroring powers to refuse applications. Circumstances in which
Customs and Excise will normally invoke their revenue protection powers will be clarified
in a business brief. Criteria for including foreign companies in VAT groupings will be
redefined. (34)

The rule allowing certain VAT-exempt business activities to be ignored and all input tax to be
reclaimed will be withdrawn with effect from 10 March 1999. {33)

From 10 March 1999, the scope of the VAT exemption relating to financial intermediary
services, payment and credit transfer services and credit management services will be
clarified to restore the position that existed before recent legal challenges. (35)

Legislation will be introduced to make investment gold exempt from VAT from 1 January 2000,
It will implement EC Directive 98/80/EC. Industrial gold and jewellery will remain liable
to VAT, (*)

The Government will introduce a power to impose a penalty on customers providing
incorrect certificates to claim eligibility for reduced rate fuel and power, (*)

The Government will clarify legislation providing a two year time lirnit for Customs and Excise
to penalise VAT-registered businesses not complying with requirements to submit details of
sales to VAT-registered businesses in other EU member states. (*)

Membership subscriptions to organisations with political, religious, patriotic, philosophical
or philanthropic aims will become exempt from VAT, (36)

Interest payments will be charged at a commercial rate on late payment of Customs duty
debts. Traders will be able to claim interest payments for late repayments of a valid duty
claim. (¥)

Drawback legislation will be further standardised to prevent potential loss of revennue through
drawback on non-commercial exports of oil. (*)
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The timetable for delivery of some petroleum revenue tax (PRT) returns will be relaxed. (-)

The Government will ensure that, in line with previous practice, the PRT exemption for gas
sold to British Gas under a pre-july 1975 contract can continue following transfer to another
company of an interest in a relevant gas field. (*)

Tax avoidance and evasion by business

The Government will extend anti-avoidance legislation which counteracts the artificial
techniques that strip value out of subsidiaries prior to sale to avoid tax liabilities. (31)

Loopholes in the rules for North Sea corporation tax and petroleum revenue tax which could
be exploited by the sale and leaseback of North Sea assets will be closed. (-)

New rules will prevent companies avoiding tax by channelling UK dividends via controlled
foreign companies. (30)

Legislation will be introduced to allow taxpayers and the Inland Revenue to agree in advance
how the arm’s length principle is to be applied in relation to specific cross-border (or cross-
North Sea “ring-fence”) transactions . (*)

Following a recent adverse decision by the Privy Council, legislation will be introduced to tax
sums paid by landlords to induce tenants to take out a lease, sometimes called reverse
premiums. (37)

Following consultation, an existing anti-avoidance measure on construction services will be
replaced with a new anti-avoidance measure better targeted on abuse. (*)

Anti-avoidance provisions that prevent businesses artificially inflating their recovery
of VAT on the construction of non-residential buildings by lease and leaseback will be
extended from 10 March 1999. (60)

Loopholes that could allow VAT to be avoided or too much bad debt relief to be claimed when
debts are assigned to other parties will be closed from 10 March 1999. (*)

Aloophoie that could allow businesses to qualify for repayment supplement by lodging their
VAT return early will be closed from 9 March 1999. (¥)

A loophole that might allow the capital goods scheme to be exploited for tax avoidance will
be closed from 10 March 1999. (*)

Provision of perscnal services through intermediaries can provide scope for tax avoidance,
leave workers unprotected by employment law and result in the loss of benefit entitlement.
New legislation will be introduced to tackle this problem. Changes to tax and NICs rules will
take effect from 6 April 2000. (28)

Incentives for investors and entrepreneurs

The Government will introduce a new Venture Capital Challenge of £20 million from the
Capital Modernisation Fund (CMF). (The CMF is described under “Public services” below.)
This will be invested in new funds for early stage high-technology businesses in partnership
with project investors. The funds will operate throughout the UK and will have a strong
regional dimension.
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The Government proposes to introduce a tax incentive in Budget 2000 to promote corporate
venturing. The Inland Revenue will issue a technical note on 10 March 1999 setting out the
proposal in more detail.

The Government will take steps to prevent the incidence of capital gains tax acting as a barrier
to investors in the Enterprise Investment Scheme who want to dispose of their investments
and reinvest the gains in other EIS companies. Such investors deferring a chargeable gain
from an EIS investment by reinvesting it in another EIS company will benefit from the capital
gains tax taper on a cumulative basis, calculating taper relief for the deferred gain by
reference to the combined ownership period. (*)

Incentives for employees and managers

The Government will introduce a new all-employee share scheme in Budget 2000, to allow
employees to buy shares from their pre-tax salary and to receive free shares, with further tax
incentives for longer term shareholding. Any gains arising on shares held for three years in the
scheme will be tax-free. There will be greater flexibility in the ways in which employers can give
shares as well as tax benefits and payroll services. The details are set out in a technical paper
issued by the Inland Revenue on 9 March 1999. An advisory group drawn from practitioners,
business and other experts will help the Inland Revenue design the details of the new scheme
and consider what measures could be specifically introduced to make employee share
ownership more attractive to smaller companies. Draft legislation will be published as part of
the Pre-Budget Report and the changes will be introduced in Budget 2000.

The Government will introduce a new Enterprise Management Incentives scheme in Budget
2000, limited to small higher risk trading companies. The Inland Revenue will issue
a technical note on 10 March 1999 setting cut the proposed scheme in more detail.
The advisory group for the all-employee share scheme will also be closely involved in
its design.

Science and new technology

The Inland Revenue is issuing a technical note on 10 March 1999 to look at options to simplify
tax treatment of intellectual property and ensure that all related expenditure is relieved, with
the aim of introducing a reform in Budget 2000.

A new relief will be introduced in 2000 for the cost of such licences. {*)

The Government will provide an additional £15 million to fund more high-quality proposals
through University Challenge.

New legislation will allow Customs and Excise and the Inland Revenue to accept tax returns
electronically over the Internet. The first services being developed by Customs and Excise will
enable businesses to send VAT registrations, returns and payments, with a pilot planned for
1999-2000 and expansion as soon as possible. The Inland Revenue will start accepting Self-
Assessment returns and PAYE annual returns as soon as possible.(-)

The Government intends to offer a discount on returns filed via the Internet. Other measures
to help small businesses use new technology for administrative purposes are described above
under “Administrative help for small businesses”.
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Later this year, the Driver and Vehicle Licensing Agency will run a pilot scheme for Vehicle
Excise Duty relicensing over the Internet or by telephone.

The Government will ensure that computers up to £2,000 in value loaned by employers to
their employees will not be taxed as a benefit-in-kind. (4)

Education and training

The Government will introduce Individual Learning Accounts (ILAs). The first “starter”
accounts will open in 1999-2000. For each of these accounts, the Government will provide
£150 for spending on education and training, when the holder commits £25.

From 2000, ILAs will offer their holders: discounts of 80 per cent of the cost of certain key
courses such as computer literacy; discounts for everyone of 20 per cent on eligible courses,
on spending of up to £500 per year; tax relief to employers on contributions to employees’
ILAs; and tax relief to employees on their employers’ contributions providing that the
employer is contributing to the [LAs of their lowest paid employees on similar terms. This will
be supplemented by spending within the Department for Education and Employment's
Departmental Expenditure Limit on discounts for ILA holders. (5)

Higher rate tax relief on vocational training will be abolished from 6 April 1999, and the
remaining relief will be abolished in 2000-2001. (6)

Administrative help for small businesses

The Government will create a Small Business Service (SBS) to co-ordinate advice and support
to small and medium-sized businesses across England. It will have a new role te help business
comply with regulations and to improve the quality and coherence of delivery of Government
support programmes. it will also run the Department of Trade and Industry’s Enterprise Fund
and the new Venture Capital Challenge for high technology (see above). It will also offer a new
automated payroll service for small employers.

In addition 1o the new automated payroll service offered by the SBS, the Government will
establish new national standards for computer payroll software. Further use of new
technology to help small businesses is described above under “Science and new technology”.

The limit for Pay As You Earn (PAYE)} quarterly payments by employers will be increased to
£1,000, allowing more small employers to pay PAYE quarterly rather than monthly. (-)

The Inland Revenue will intreduce new business support teams working closely with the SBS
to help small businesses and new employers. The service will include the offer of a half-day’s
one-to-one advice, There will also be a new helpline service for new employers and a range of
improved guidance material.

Customs and Excise will conduct a national survey during 1999 to obtain information about
current business views to inform service improvements, Support available for newly VAT-
registered businesses will be expanded teo include a business support programme for new
exporters and importers.

Both the Inland Revenue and Customs and Excise will provide support to the Business Links
network and will together hold a series of 14 business open days over the next 15 months.
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ENVIRONMENTAL TAXES AND SPENDING MEASURES

Climate change levy

A climate change levy on the business use of energy will be introduced from April 2001. The
levy will apply to electricity, gas, coal and other solid fuels used by industry, commerce,
agriculture and the public sector. A consultation document is published on 9 March 1999 and
the rates applying to different fuels will be set in Finance Bill 2000. (38)

The main rate of employer NICs will be reduced by 0.5 percentage points s¢ that the
introduction of this levy does not increase the overall burden of tax on business (see “National
insurance” above). (14}

Subject to any practical and legal constraints, the Government intends to set significantly
lower rates for those energy intensive sectors agreeing targets for improvements in energy
efficiency which meet the Government’s criteria.

Extra support will also be provided to promote energy efficiency and encourage renewable
sources of energy, through energy audits and advice for small and medium-sized firms and a
“carbon trust” to promote new low-carbon and energy-efficient technology. (39)

Transport and the environment

The company car tax regime will be reformed fundamentally. From April 2002, the existing
charge on 35 per cent of the car’s list price, subject to business mileage and age-related
discounts, will be replaced with a charge on a percentage price of the car graduated primarily
according to the level of the car’s carbon dioxide emissions. These reforms will be introduced
on a revenue-neutral basis. The Inland Revenue will consult further on the detzails of how the
graduation might work, with a view to bringing forward legislation in Finance Bill 2000. To
pave the way, the existing business mileage and age-related discounts are being reduced from
April 1999. (44)

From 6 April 1999, the employee benefits tax charge will be removed from: works bus services;
subsidies to public bus services for which employees pay the same fare as other members of
the public; bicycles and cycling safety equipment; and work-place parking for bicycles.
Employers will also be allowed to pay tax free for alternative transport to help employees to
get home when normal car-sharing arrangements break down. (40)

In addition, where employees use their own bicycles for business travel, capital allowances
and a tax-free allowance of 12 pence per mile for business cycling are being introduced.

The rural transport fund, introduced in Budget 98, will benefit by a further £10 million from
the Capital Modernisation Fund, matched by the Department for Environment, Transport
and the Regions, over the next two years.

In line with its commitment to increase road fuel duties by at least 6 per cent in real
terms on average a year, the Government proposes to increase duties from
9 March 1999 as shown in Table 1.9. (42)
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Table 1.9: Changes to duties on road fuels and other hydrocarbon oils

Leaded petrol 7-35 425 litre
Unleaded petroi 733 379 litre
Higher octane unleaded petrol

from 9 March 1999 7-33 420 litre
Higher octane unleaded petrol

from | October 1999 -5-96 -3-67 litre
Diesel 11-60 614 litre
Ultra-low sulphur diesel 9-82 4-96 litre
Gas oil 7-33 0-21 litre
Fuel oil 21-56 0-47 litre
AVGAS 7-35 2-13 litre
Road fuel gas —29-00 -7:20 kg

! Tax refers to duty plus VAT, except for gas off and fue! off, shown exclusive of VAT

The duty on road-fuel gases will be cut by 6.13 pence per kg. The duty differential between
ultra-low sulphur diesel and ordinary diesel will be widened to 3 pence per litre.

The duty differential between diesel and unleaded petrol is also widened to 3 pence per litre.
Duty on higher octane unleaded petrol (super-unleaded or Lead Replacement Petrol) will
increase by 3.57 pence per litre but will be cut from 1 October 1999 to 2 pence per litre above
unleaded petrol. (43)

Duty on gas oil and fuel oil also increases, by 0.21 pence per litre and 0.47 pence per litre
respectively from 9 March 1999. (41)

The rates of fuel duty rebate paid to local bus operators by the Department of Environment,
Transport and the Regions will be increased in line with the changes in fuel duty rates set out
above.

The normal rate of Vehicle Excise Duty (VED) for cars, taxis and vans will increase by £5 to
£155 per year for licences taken out after 9 March 1999. From 1 June 1999, all cars with engines
up to 1,100 cc will be eligible for a reduced rate of VED of £100. In Budget 2000, VED rates will
be set to secure a revenue-neutral system in 2000-2001 and 2001-2002. A graduated VED
system for cars based primarily on carbon dioxide emissions will be introduced in Autumn
2000 for cars first registered from that time. (46)

VED for new classes of lorries with 11.5 tonne axle weights will rise for licences taken out after
9 March 1999. (47)

Most VED rates for lorries have been frozen, pending the results of the review announced in
Budget 98, (48)

The maximum reduction in VED for lorries and buses meeting a low emissions standard will
be doubled to £1,000. (*)

Plating procedures will be changed, to ease administrative and cost burdens on hauliers. (-)
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As announced in Budget 98, the standard rate of landfill tax will be increased from £7 per
tonne to £10 per tonne from 1 April 1999. The Government intends that the rate will increase
by £1 per tonne each year from April 2000 until at least April 2004. (45)

As announced in Budget 98, regulations will be introduced to exempt inert waste used in
restoring landfill sites and filling mineral workings from 1 October-1999.

A number of changes will be made to the environmental bodies scheme to clarify the rules
and make it easier for landfill operators to support environmental projects, including
research and education on recycling.

The Government will shortly publish draft legislation for a tax on the extraction of hard rock,
sand and gravel used as aggregates, Before coming to a final decision on whether to
implement a tax, the Government will pursue with the quarryving industry the possibility of
voluntary environmental improvements. If the industry is unable to agree or deliver a
sufficiently tough package, the Government will introduce an aggregates tax.

The Government is continuing work on options to minimise the environmental impact of
pesticide use, including a possible tax or charge. It will shortly publish research commissioned
by the Department of Environment, Transport and the Regions, and will seek views on the
issues discussed there.

OTHER INDIRECT TAXES

Excise duties

The duties on most tobacco products will be increased by 6.33 per cent, typically 17.5 pence
on a packet of 20 cigarettes, equivalent to 5 per cent in real terms, on 9 March 1999. The duty
on hand-rolling tobacco will remain unchanged. (49)

Table 1.10: Changes to tobacco duties

Cigarettes ” 633 17-5 packet of 20
Cigars 633 75 packet of 5
Hand-rolling tebacco 0-00 - 25¢g
Pipe tobacco 633 95 25¢g

! Tax refers to duty plus VAT

There will be no change in duty on alcoholic drinks, with the exception of the duty on
sparkling cider with an alcoholic strength exceeding 5.5 per cent but less than 8.5 per cent
which will be increased to £1.61 per litre, to align it with the rate on lower-strength sparkling
wine, from 9 March 1999. (50)

From Budget 2000, the timing of any changes in duties on alcohol and tobacco will be aligned
with the Budget cycle.

The gaming duty bands will be increased on 1 April 1999 by 2.75 per cent in line with inflation
during the twelve months to 31 December 1998. (*)
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Pools betting duty will be reduced from 26.5 per cent to 17.5 per cent, with effect from
28 March 1999. This will help the pools companies to combat their declining turnover.
The companies have guaranteed to continue their contributions to the Foundation for Sport
and the Arts and to the Football Trust until at least March 2002. (56)

The Comprehensive Spending Review provided for £35 million additional resources,
including over 100 extra Customs officers, to tackle excise duty fraud and evasion. In addition,
there will be an independent evaluation of strategy in this area, concentrating on measures to
counter the growing threat of tobacco smuggling by organised crime.

insurance premium tax

The standard rate of insurance premium tax will be increased from 4 per cent to 5 per cent
with effect from 1 July 1999. (59)

PUBLIC SERVICES

The Comprehensive Spending Review created a £2.5 billion Capital Modernisation Fund
(CMPF), of £1 billion in 2000-2001 and £1.5 billion in 2001-2002. £250 million will be brought
forward to 1999-2000, so that the allocation in the later years is changed to £1 billion
in 2000-2001 and £1.25 billion in 2001-2002. The Government anncunced on 9 March 1999
the first aflocations from the CME
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Table 1.11: Budget 99 measures

(+ve is an Exchequer yield) £ million

RAISING PRODUCTIVITY
| Corporation tax: new |0 per cent rate for

the smallest companies from April 2000 0 0 0 -100
2 Extension of first year capital allowances for SMEs

at 40 per cent, for one year ® * -175 -150
3 Research and development tax credit 0 0 * -100
4 Tax relief for employer-loaned computers -5 -5 -15 -30
5 Individual Learning Accounts: making employer

contributions to employee iLAs tax and NICs free 0 0 -10 -10
6 Abolition of Vocational Training Relief (VTR) * * +25 +50

INCREASING EMPLOYMENT OPPORTUNITY
Tax-benefit reform to promote work incentives

Income tax:
7 Indexation of most allowances and limits -1,050 0 0 0
8 New 10 per cent rate from April 1999 ~1,600 -1,500 -1,800 —1,800
9 Basic rate reduced to 22 per cent from April 2000 0 0 ~2,250 -2,800
National insurance contributions:
10 Indexation of thresholds —45 0 0 0
I't  Alignment of threshold with income tax personal
allowance, in two stages, beginning April 2000 0 0 -850 -1,800
12 Increases to upper earnings limits for employee
contributions in April 2000 and April 200} 0 0 +430 +750
13 Reform of self-employment contribution rates
and profits limits from April 2000 0 0 +240 +290
14 Reduction in employer contribution rate by
0.5 percentage points from April 2001 0 0 0 -1,700
Benefits:
I5 New Deal package for the over 50s: Employment
Credit -10 -10 -110 -i10
16 Income Support: two week extension for lone
parents moving into work -10 -10 -20 -20

BUILDING A FAIRER SOCIETY
Measures for families with children
17 Abolition of married couples allowance from

April 2000 for those born after 5 April 1935 0 0 +1,600 +2,050

18 Introduction of Children’s Tax Credit from April 2001: 0 0 0 —1,400

19 with increases in Income Support child premia  -220 -220 -550 =550
20 and with increases in Werking Families Tax

Credit and Disabled Person’s Tax Credit -180 -180 -650 -750

21 Child Benefit: indexation of rates and uprating
from April 2000 to £15 per week for first child and

£10 per week for subsequent children 0 0 ~255 -255
22 Sure Start Maternity Grant 0 0 -20 -20
23 Maternity pay reforms 0 0 0 -15
Fairness to pensioners
24 Increasing personal allowances for older people ~160 -70 -100 —-100
25 Increase minimum income guarantee for pensioners 0 0 -220 -220
26  £100 Winter Allowance from 1999 —640 —640 —640 -640
Securing the tax base
27 Abolition of mortgage interest relief from April 2000 0 0 +1,350 + 1,400
28 Countering avoidance in the provision of

personal services 0 0 +475 +375

29 Extension of employer national insurance
contributions to all benefits in kind which are
subject to income tax from April 2000 0 0 +415 +440
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Table i.11: Budget 99 Measures

(+ve is an Exchequer yield) £ million

30 Controlled Foreign Compames (C;FCS).

taxation of dividends 0 v} 0 +20
31 Capital gains on sale of companies +40 +40 +130 +130
32 Stamp duty: compliance +25 +25 +25 +25
33 VAT: changes to partial exemption

rules +70 +70 +75 +75
34 VAT: group treatment +5 +5 +10 +10
35 Enlarging of VAT exemption on financing

arrangements +95 +95 +100 +100
36 VAT bringing supplies by certain organisations

in line with trade unions and professional bodies -0 -10 * *
37 Taxation of reverse premiums +20 +20 +50 +50
Environmental measures _
38 Climate change levy 0 0 0 +1,750
39 Energy efficiency measures and support for

renewable energy sources 0 0 0 -50
40 Green transport plans -5 -5 -5 -5
41 Increase in minor oils duties +30 +25 +55 +90
42 Hydrocarbon oil duty escalator +1,675 0 0 0
43 Cut in duty on higher octane unleaded petrol +20 +20 +60 +40
44 Company car taxation: reduction in business

mileage discounts from April 1999 +270 +270 +265 +260
45 Landfill tax: intreduction of five year escalator 0 0 +45 +85

Vehicle Excise Duty:
46 Graduated VED - reduction of charge for small

cars and indexation for others +40 -85 0 0
47 New VED for heavy lorries +45 +45 +40 +35
48 Freeze other lorry VED —20 -20 -20 -20
Other
49 Tobacco ~ aligning escalator with Budget day,

freeze handrolled tobacco +630 +620 +410 +465
50 Alcohol — aligning revalorisation point with

Budget day and freeze 0 * -10 -0
51 Gifts of equipment by businesses to charities * * -5 L
52 Inheritance tax: index threshold =30 0 ¢ 0
53 Capital gains tax: rate adjustment * * -10 -I5
54 VAT indexation of registration and deregistration

thresholds -5 0 0 0
55 Football clubs: assistance for transition to new

accounting rules * * —45 +20
56 Revised rate of pools betting duty from

26.5 per cent to |7.5 per cent -30 -30 -20 -15
57 Removing the income tax charge on mobile phones  -25 -25 -30 -35

58 Stamp duty: 2.5 per cent rate for transfer of land
and property above £250,000 and 3.5 per cent

above £500,000 +270 +270 +310 +340
59 Increase in the rate of insurance premium tax

by | percentage point (to 5 per cent) +210 +210 +290 +300
60 VAT: option to tax land and property rules +30 +30 +30 +30
61 Lloyd’s insurance market: simplifying capital gains * * -5 -5
TOTAL 570 -1,065 -1,385 -3,555
* Negligible
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APPENDIX IA: EXPLAINING THE COSTINGS

This appendix explains how the effects of the Budget measures on tax yield are calculated. In
the context of these calculations, the tax yield for measures may include amounts for other
charges to the Exchequer and, for Customs and Excise, penalties.

The general approach

The revenue effect of a Budget measure is generally calculated as the difference between the
tax yield from applying the pre-Budget and post-Budget tax regimes to the levels of total
income and spending at factor cost expected after the Budget. The estimates do not therefore
include any effect the tax changes themselves have on overall levels of income and spending.
They do, howevet, take account of other effects on behaviour where they are likely to have a
significant and quantifiable effect on the yield and any consequential changes in revenue
from related taxes. These include estimated changes in the composition or timing of income,
spending or other tax determinants. For example, the estirnated yield from increasing the
excise duty on tobacco includes the change in the yield of VAT on that duty and the change in
the yield of VAT and other excise duties resulting from the new pattern of spending. Where the
effect of one tax change is affected by implementation of others, the measures are generally
costed in the order in which they appear in Table 1.11. There are some exceptions described
under the headings ‘Income tax allowances’ and ‘National insurance contributions’ in the
notes below.

The non-indexed base column in Table 1.11 shows the revenue effect of changes in
allowances, thresholds and rates of duty from their pre-Budget levels (these levels include the
effect of any measures, such as the real increases in fuel and tobacco duties, previously
announced but not yet implemented). The indexed base columns strip out the effects of
inflation by increasing the allowances, thresholds and rates of duty in line with prices in this
and future Budgets (again taking account of measures previously announced but not yet
implemented). Measures announced in this Budget are assumed to be indexed in the same
way in future Budgets.

The indexed base has been calculated on the assumption that each year excise duties and VAT
thresholds rise in December (January for alcohol and March for fuels) and allowances and
thresholds other than VAT and gaming duty bands, rise in April, in line with the increase in the
RPI over 12 months to the September following the Budget. The VAT threshold and gaming
duty bands are assumed to rise in April in line with the RP! increase over the year to the
previous December. For the year to December 1998, the RPI increase was 2.8 per cent. The
commitments for real increases in fuel and tobacco duties of 6 and 5 per cent are also built in.

These costings are shown on a National Accounts basis, This aims to recognise tax when the
tax liability accrues irrespective of when the tax is received by the Exchequer. It replaces the
receipts basis used in previous years and is consistent with other Government publications.
However, some taxes under the National Accounts basis are still scored upon receipt,
principally due to the difficulty in assessing the period to which the tax liability relates.
Examples of such taxes are corporation tax, self assessment income tax, inheritance tax and
capital gains tax.
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iHé6

Notes on Individual Budget Measures

Anti-avoidance measures

The yields represent the estimated direct effect of the measures with the existing level of
activity. Without these measures, there could be a significant future loss of revenue currently
included in the baseline.

New 10 per cent corporation tax rate for the smallest companies

The full effect will not arise unti! 2002-03 when the cost will be £140 million.

Extension of first year allowances for SMEs

There will be some increase in tax in later years as the balance of unrelieved capital
expenditure carried forward is reduced by the higher allowances. The revenue effects include
those for companies and unincorporated businesses.

Research and development tax credit

The costs are based on the proposals issued for consultation. The full effect will not arise until
2002-03 when the cost will be £150 million.

Income tax allowances

The income tax measures are costed in the following order: changes to personal allowances,
tax bands, tax rates and tax credits. The income tax measures shown in Table 1.11 are
therefore costed in the order shown except that the increases to the personal allowances for
older people are costed before the indexation of other allowances and limits and the new 10
per cent rate.

The cost includes indexing the personal allowance which was announced in the PBR.

Abolition of married couple’s allowance

The full yield from abolition for all married couples would be £2.5 billion in 2001-02.

Children’s Tax Credit

The full year equivalent to the cost in 2001-02 is £1-7 billion.

Working Families Tax Credit

The costs represent the increased expenditure on the Tax Credits. The resulting savings on
Social Security benefits are included in effect of the Income Support measure.

National insurance contributions

The measures are costed in the order shown in Table 1.11 except that the measure to extend
employer national insurance contributions to all benefits in kind subject to income tax is
costed before the reduction of the employer contribution rate.

Controlled foreign companies: taxation of dividends

The full effect will not arise until 2003-03 when the cost will be £50 million.
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Transition to new accounting rules for football clubs

There are further yields of £15 million in 2002-03 and £10 million in 2003-04 making a net
overall effect of nil.

Quarterly payments of PAYE for small employers

Under the new National Accounts basis, the costs of this measure are shown as ‘nil’. However
the costs in receipt terms as employers defer paying tax by up to two months is estimated as
£100 million in 1999-00, £30 millicn in 2000-01 and £20 million in 2001-02.

Tax relief on mobile telephone licences

The cost in later years is provisionally estimated as £15 million a year.

Excise duties

The cost of changes in excise duty rates under the National Accounts basis depends partly on
the extent to which manufacturers and wholesalers anticipate expected increases by releasing
their goods early so as to pay duty at pre-Budget rates. Costings for excise duties normally
take into account the anticipated level of such forestalling.on the timing of accrued liability.
This effect can be significant for pre-announced increases, particularly for tobacco producis.

The calculation of the expected effect of changes in duty rates on consumer demand for
excise goods assumes that any change in duty is passed on in full to consumers from the date
of the change in duty rate.

Climate change levy

This will be introduced in April 2001, raising around £1-75 billion in its first full year (2001-02).
At the same time the Government intends to cut the main rate of employer national insurance
contributions by 0-5 percentage points. Businesses will also benefit from measures aimed at
improving energy efficiency and additional support for renewable sources of energy.

Landfill tax

The standard rate of landfill tax will rise by £1 a tonne each year from 2000 to at least 2004.

Higher octane unleaded petrol

This assumes that the cut in duty on 1 October 1999 will encourage take-up of higher octane
unleaded petrol (rather than premium unleaded petrol) as a substitute for leaded petrol when
that is banned from 1 January 2000.
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APPENDIX IB: TAX CHANGES ANNOUNCED BEFORE
THE BUDGET

This appendix sets out a number of tax and national insurance changes which were
announced before the Budget, the effects of which are taken into account in the forecasts.

Table IB.1: Revenue effects of measures announced since Budget 98

Inland Revenue taxes

I Subcontractors in the construction

industry —60 —60 50 ~10
2 Extension of flat rate allowances to

nurses and other healthcare workers -15 -15 -15 -5
3 PRP: Mational Minimum Wage -5 -5 * 0
4 SDRT: cross border mergers +10 +10 +i0 +10
5 Deep discount securities: amending

transitional rules for loan relationships +10 +10 +25 +30

6 Extension of time limit for tax relief on
film expenditure * * -5 ~15

Customs and Excise taxes

7 VAT exemption for management fees

for certain PEPs -0 -10 -0 -0
8 VAT: foreign exchange transactions —I5 —15 -5 -15
9 VAT avoidance scheme on business cars -5 -5 -5 -5
Total -90 -90 -65 -20
* Neghgible

Inland Revenue taxes

Tax changes announced before the Budget

In order to achieve greater fairness in the new construction industry scheme, subcontractors
are now able to count all their construction income as turnover for the purpose of the
turnover test when applying for gross payment certificates. Effect has now been given to this
measure under an extra-statutory concession published on 23 October 1998. It will allow
many subcontractors running construction operations partly within the scheme to qualify for
certificates. (1)

The Government announced on 5 March 1999 that nurses and other health care workers
would be added to the list of employment groups that can get a flat rate allowance for the cost
of cleaning and maintaining tools and special clothing. (2)

Payments of tax-relieved profit-related pay will be included in earnings that count towards
the National Minimum Wage, ensuring that the agricultural sector is treated like other
businesses from 28 July 1998. (3)

As announced on 29 January 1999, a loophole in the stamp duty reserve tax (SDRT} in
connection with cross-border mergers will be closed with effect from 30 January 1999. The
estimates shown represent the direct revenue effects of the measure and are particularly
tentative. Much will depend on the extent to which UK companies take over overseas
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companies in future and how these transactions are structured. Without the new rule, there
could be a significant loss of revenue in the future. (4)

On 15 February 1999, the government announced its intention to change the rules on deep
discount securities and loan relationships to ensure that deferred charges on such securities
remain assessable and that a defect in a definition of discounted securities is corrected. (5)

On 25 March 1998, the Government announced its intention to extend the time limit for 100%
write-off of certain expenditure on British films. {6)

Tax relief for the salaries of employees seconded from business to educational establishments
was introduced. (*)

An anomaly in PRT rules will be removed, enabling UK companies to compete more fairly for
the business of transporting non-UK oil and gas through North Sea pipelines. (~)

Customs and Excise taxes

A court case ruling released on 18 March 1998 found that initial charges for non-self-select
Personal Equity Plans (PEP) by PEP managers to PEP investors whose plans are based on
shares should be exempt. The table shows the VAT no longer payable on these charges. (7).

A European Court of Justice judgement of 14 July 1998 found that foreign exchange
transactions are supplies for VAT purposes. These supplies are exempt but when supplied to
a person outside the EU, input tax is recoverable. The table shows input tax now recoverable
{(but not claims for blocked input tax on previous supplies). (8)

On 16 December 1998 Customs announced that the law had been amended to invalidate tax
avoidance schemes exploiting a change to the VAT treatment of business cars which took effect
from 1 August 1995. The table shows input tax recovered under the successful schemes. (9)
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Table |1B.2: Measures announced in Budget 98 or earlier which take effect
after this Budget

£ million vield (+) / cost (-) of measure

Inland Revenue taxes

I Construction industry scheme +350 +350 nil +60
2 Working Families Tax Credit -375 -375 -1,200 —-1,300
3 Disabled Person’s Tax Credit -10 -10 -30 =35
4 Corporation tax: | per cent cut in main

rate from April 1999 * * -700 —1,000
5 Corporation tax: {1 per cent cut in small

companies rate from April 1999 * * -90 -120
6 Abolish ACT and introduce quarterly

payments of corporation tax +1,600 +1,600 +2,000 +3,100

Abolish quarterly accounting for gilts —-600 -600 * +100

Married couples allowance—cutting relief
from 15 per cent to 10 per cent from
April 1999, 65s and

over compensated +800 +800 +1,020 +1,120
9 Individual Savings Accounts +60 +60 +10 —60
10 Company car fuel scales increased +175 +175 +275 +400
'l Professional businesses: withdrawal of

cash basis * * +40 +40
12 Reform of policy holder taxation neg neg +100 +100
13 Controlled foreign companies-tighten rules +50 +50 +100 +100
14 Transfer pricing: modernise legislation +20 +20 +50 +50

Customs and Excise taxes
15 6 per cent increase in road fuel duties +1,730 +1,500 +2,925 +4,255
16 5 per cent increase in tobacco duties +10 +10 +370 +750
17 Landfill tax: Standard rate to £10 per tonne —

exemption for waste used in site restoration +105 +95 +100 +100
Total +3,915 +3,675 +4,970 +7,660
* Negiigible

Inland Revenue taxes

The changes to the construction industry scheme will take effect from 1 August 1999. (1)

The Working Families Tax Credit and Disabled Person’s Tax Credit replace Family Credit and
Disability Working Allowance from 5 October 1999. (2, 3)

The reforms of corporation tax announced in the 1998 Budget to promote enterprise mostly
come into effect in April 1999.

—The main and small companies rates are reduced from 1 April 1999 by 1 per cent to 30
per cent and 20 per cent respectively.

— ACT is abolished on dividends paid after 5 April 1999 and quarterly instalment
payments for large companies are introduced for accounting periods ending on or after
1 July 1999.
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—The scheme under which companies account quarterly for income tax on gilt interest
received gross is abolished from 1 April 1999.

The revenue effects are uncertain and they largely depend on annual changes in corporation
tax liability. When the transition is complete in 2003-04, the Exchequer cost is expected to be
£1.6 billion a year (4, 5, 6, 7).

Tax relief on the married couple’s allowance will be restricted from 15 per cent to 10 per cent
from April 1999 and the 65s and over eligible for the age-related allowances will be fully
compensated. (8)

The Individual Savings Account (ISA) will start on 6 April 1999. No new subscriptions to PEPs
may be made and no new TESSAs can be taken out after 5 April 1999. The figures shown are
the estimated revenue effects associated with the introduction of ISAs (including the residual
cost of PEPs and TESSAs), measured against the baseline of continuing with PEPs and TESSAs
with their current tax reliefs. (9)

The Chancellor announced in Budget 98 that scale charges for fuel provided for private
motoring in company cars would increase by 20 per cent above revalorisation from 6 April
1998, and in each of the following four years. (10)

From 6 April 1999, practices which permit some professional businesses to pay tax on a more
favourable (“cash”) basis will be withdrawn, in order to spread impact for those affected. (11)

Certain changes were announced in the Budget 98 to the rules for taxing gains from certain
life insurances. Their purpose was to make the existing rules more effective in protecting tax
revenue. The changes related to policies held in trust, overseas life assurance business,
personal portfolio bonds and a requirement for certain overseas life insurers to have a tax
representative in the United Kingdom. The revenue effects have been revised to incorporate
changes made to the original proposals following consultation with the insurance industry.
When the changes are complete, the annual yield is expected to be £120 million. (12)

The transfer pricing and controlled foreign company rules are being modernised and brought
within the self assessment regime for companies which applies to company accounting
periods ending on or after 1 July 1999. (13, 14)

Customs and Excise taxes

In the context of the above table, the indexed yield shows the revenue effect of the changes
compared with revalorisation of the duty rates only.

The Chancellor said in the July 1997 Budget that road fuel duties would be increased on
average by at least 6 per cent in real terms in future Budgets. (15)

The Chancellor said in the July 1997 Budget that tobacco duties would be increased on
average by at least 5 per cent in real terms in future Budgets — one measure aimed at reducing
tobacco consumption and dissuading young people from starting smoking. (16)

The Chancellor said in Budget 98 that the standard rate of landfill tax would be increased to
£10 a tonne from April 1999. Following consultaticn, from October 1999 there will be an
exemption for inert materials used in site restoration. (17)

121



BupGET MEASURES

122

APPENDIX 1C: TAX ALLOWANCES AND RELIEFS

This appendix provides estimates of the revenue cost of some of the main tax allowances and
reliefs. The larger the reliefs, the higher rates of tax have to be in order to finance Gevernment
expenditure, other things being equal.

Tax reliefs can serve a number of purposes. In some cases they may be used to assist or
encourage particular individuals, activities or products. They may thus be an alternative to
public expenditure. In this case they are often termed “tax expenditures”. There may, for
instance, be a choice between giving tax relief as an allowance or deduction against tax, or by
an offsetting cash payment.

Many allowances and reliefs can reasonably be regarded (or partly regarded) as an integral
part of the tax structure — called “structural reliefs”. Some do no more than recognise the
expense incurred in obtaining income. Others reflect a more general concept of “taxable
capacity”: the personal allowances are a good example. To the extent that income tax is based
on ability to pay, it does not seek to collect tax from those with the smallest incomes. But even
with structural reliefs of the latter kind, the Government has some discretion about the level
at which they are set.

Many other reliefs combine both structural and discretionary components, Capital
allowances, for example, provide relief for depreciation at a commercial rate as well as an
element of accelerated relief. It is the latter element which represents additional help
provided to business by the Government and is a “tax expenditure”.

The loss of revenue associated with tax reliefs and allowances cannot be directly observed,
and estimates have to be made. This involves calculating the amount of tax that individuals
or firms would have had to pay if there were no exemptions or deduction for certain
categories of income or expenditure, and comparing it with the actual amount of tax due. The
Government regularly publishes estimates of tax expenditures and reliefs for both Customs
and Excise and Inland Revenue taxes. Largely because of the difficulties of estimation, the
published tables are not comprehensive but do cover the major reliefs and allowances.

The estimates in Table 1C.1 below show the total cost of each relief. The classification of reliefs
as tax expenditures, structural reliefs and those elements combining both is broad brush and
the distinction between the expenditures and structural reliefs is not always straightforward.
In many cases the estimated costs are extremely tentative and based on simplifying
assumptions. The figures make no allowance for the fact that changes in tax reliefs may cause
people 1o change their behaviour. This means that figures in table 1C.1 are not directly
comparable with those of the main Budget measures.

Estimation of behavioural effects is notoriously difficult. The sizes of behavioural change will
obviously depend on the measure examined and possible alternative behaviours. For
example, removing the tax privileges of one form of saving may just lead people to switch to
another tax privileged form of saving.

Table 1C.1 also gives details of reliefs relating to VAT, which is collected by Customs and
Excise. It shows the estimated yield forgone by not applying the standard rate of VAT (17, per
cent) to goods and services which are currently zero-rated, reduced-rated, exempt or outside
the scope of VAT. Estimates of the scale of structural reliefs for local authorities and equivalent
bodies are also shown. Again, the figures are estimates and must be treated with caution.
In line with the treatment of Inland Revenue taxes, they make no allowance for changes
in behaviour.
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The estimated costs of reliefs and allowances given in Table 1C.1 cannot be added up to give
a meaningful total. The combined yield of withdrawing two related allowances would
therefore be higher than the sum of individual costs. Similarly the sum of the costs of
component parts of reliefs may differ from the total shown.

More details on individual allowances and reliefs can be found in the HM Treasury
publication “Tax Ready Reckoner and Tax Reliefs”.

Table 1C.1: Estimated costs of principal tax expenditures and structural
reliefs

Yax Expenditures

Income tax

Relief for:

Occupational pension schemes 8,900 8,500
Contributions to personal pensions (including

retirement annuity premia and FSAVCs) 2,500 2,600
Life assurance premiums (for contracts made prior

to 14 March 1984) 130 120
Private medical insurance premiums for the

over 60s 90 5
Mortgage interest 2,750 1,900
Approved profit sharing schemes 150 150
Approved discretionary share option

schemes 100 o
Approved savings-related share option

schemes 380 420
Personal Equity Plans 800 1,000
Venture Capital Trusts 60 80
Enterprise Investment Scheme 20 80
Profit related pay 1,700 1,500

Exemption of:
First £30,000 of payments on termination of

employment 1,100 1,100
Interest on National Savings Certificates

including index-linked Certificates 275 240
Tax Exempt Special Savings Account interest 400 400
Premium Bond prizes 90 10
SAYE 90 100
Income of charities ' 825 850
Foreign service allowance paid to Crown

servants abroad 100 100
First £8,000 of reimbursed relocation packages

provided by employers 300 300

Capital gains tax
Exemption of gains arising on disposal of only or

main residence 750 200
Retirement relief 230 300
Re-investrment relief 75 neg
Inheritance tax
Relief for:

Agricultural property 105 115

Business property 100 110

Heritage property and maintenance funds 60 60
Exemption of transfers to charities on death 250 270
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Value Added Tax
Zero-rating of:
Food
Construction of new dwellings (including refunds to DIY
builders}
Domestic Passenger Transport
International Passenger Transport
Books, newspapers and magazines
Children’s clothing
Water and sewerage services
Drugs and supplies on prescription
Supplies to charities
Ships and aircraft above a certain size
Vehicles and other supplies to disabled people
Lower rate on domestic fuel and power

Structural Reliefs
Income tax
Personal allowance

Income tax and corporation tax
Double taxation relief

Corporation tax
Reduced rate of corperation tax on policy holders’
fraction of profits

National Insurance Contributions
Contracted-out rebate occupational schemes
of which:
Occupational schemes deducted from National
Insurance Contributions received
QOccupational schemes (COMPS) paid by
Contributions Agency direct to scheme
Personal pensions

Value Added Tax
Refunds to:
l.ocal authorities and Northern Ireland
government of VAT incurred
on non-business purchases
The BBC and ITN of VAT incurred on
non-business purchases
Central Government, Health Authorities and
NHS Trusts on contracted-out services
and projects under the private finance initiative

Reliefs with Tax Expenditure and St ral o

Income tax

Married couple’s allowance

Age-related allowances

Additional personal allowance for one parent
family

Relief for maintenance payments

Exemption of:

British government securities where owner not
ordinarily resident in the United Kingdom

Child benefit {inciuding one parent benefit}

Long-term incapacity benefit

Industrial disablement benefits

Attendance allowance

Disability living aowance

7,900

2,100
1,650
1,300
1,250
950
1,000
700
150
350
150
1,750

29,400

5,200

250

7,770

5,680

2,090

3,250

200

1,550

2,800
1,000

210
920

800
700
430

70
250
300

8,100

2,150
1,700
1,350
1,300
1,000
1,000
750
150
350
150
1,900

30,900

5,200

300

8,000
5,950

80
1,970

3,330

200

1,750

2,900
1,100

220
90

900
700
430

70
260
300
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War disablement benefits 100 100
War widows pension 60 60

Income tax and corporation tax
Capital allowances 19,000 20,200
Corporation tax
Small companies’ reduced rate of corporation tax 1,200 1,250
Capital gains tax
Indexation allowance and rebasing to March 1982 1,700 1,850
Taper relief Nil 100
Exemption of:
Annual exempt amount (half of the
individuals' exemption for trustees) 3,000 1,500

Gains accrued but unrealised at death 725 750

Petroleum revenue tax

Uplift on qualifying expenditure 170 200
Relief for exploration and appraisal expenditure 70 30
Oil allowance 430 270
Safeguard: a protection for return on capital cost 350 270
Tariff receipts allowance 90 70

Exemption for gas sold to British Gas under

pre-July [975 contracts 100 140

Inheritance tax
Nil rate band for chargeable transfers not

exceeding the threshold 5,200 5,600
Exemption of transfers on death to surviving

spouses 900 1,000

Stamp duties
Exemption of transfers of land and property
where the consideration does not exceed the

threshold 270 240

National Insurance Contributions

Reduced contributions for self-employed not

attributable to reduced benefit eligibility 3,400 3,300
Value Added Tax

Exemption of:

Rent on domestic dwellings 2,650 2,750
Rent on commercial properties 1,000 1,050
Private education 900 950
Health services 500 500
Postal services 450 500
Burial and cremation 100 100
Finance and insurance 100 100
Betting and gaming and lottery 900 950
Small traders 100 100

125



126



. THE Economy

INTRODUCTION'?

Al This annex sets out the economic background to the Budget. It provides overviews of
domestic and world economic prospects for the next three years, followed by a more detailed
account of the UK outlook. '

A2 Projections for GDP growth are again presented as opportunity ranges, illustrating the
potential for higher sustainable growth and employment based on improved supply-side
performance of the UK economy. The ranges do not represent general forecast uncertainties:
key short-term risks are examined later in this annex and average errors on past forecasts are
shown in Table A7. A detailed explanation of the opportunity ranges was provided in the
November 1997 Pre-Budget Report - Box Al sets out the key points. Projections for the public
finances (Annex B) are based on the lower end of the opportunity ranges.

' The forecast is consistent with UK output, income and expenditure data to the fourth quarter of 1998 released by the
Office for Nationa) Statistics on 23 February 1999. Because full national accounts are not yet available for the fourth
quarter last year, some figures for 1998 in the charts and tables are estimates. A full set of charts and tables relating to
the economic forecast is available on the Treasury’s internet site (http://www.hm-treasury.gov.uk), and copies can be
obtained on request from the Treasury’s Public Enquiry Unit (0171 270 4558).

! The forecast is based on the assumption that the exchange rate moves in line with an uncovered interest parity
condition, consistent with the interest rates underlying the economic forecast. Potential *Year 2000 problem’ impacts
are excluded from the forecast, as in the 1998 Pre-Budget Report (page 97).
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to improve the UK's

UK OVERVIEW

Recent economic developments

A3 Key indicators show that the Pre-Budget Report forecast is broadly on track. GDP grew
by 0-2 per cent in the fourth quarter of 1998, in line with the Pre-Budget Report forecast,
although manufacturing output fell by more than was expected, down 1.3 per cent. This was
balanced by firmer than expected service sector output growth, up 0-6 per cent in the fourth
quarter, and the continued buoyancy of labour market activity.

Ad Indeed, the labour market was surprisingly strong through the second half of 1998,
with growth in employment showing a marked upturn compared to the first half of the year.
Increased labour market participation has largely accounted for the flattening of the
previously downward trend in unemployment to date, though both the ILO and claimant
count measures show further modest falls on the latest readings.
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A5 Total domestic demand has remained relatively firm, though this partiy reflects strong
inventory accumulation. Household consumption grew by 0-4 per cent in the fourth quarter
of last year, despite weak December retail sales, and the latest monthly evidence signals
continued expansion into 1999. The EC/GIK measure of consumer confidence moved further
above normal levels in February, and retail sales volumes in the three months to January,
spanning the Christmas and New Year sales trading periods, were up 0-4 per cent compared
to the previous three months.

A6 Net trade was weaker than expected towards the end of last year, as was
manufacturing output. Export volumes to non-EU countries have fallen sharply, reflecting
the pattern of global growth. With growth in import volumes again outstripping that of
exports, where the overall trend is flat to falling, net trade reduced GDP growih by more than
1 percentage point in the fourth quarter of last year.

A7 The more forward-locking business survey indicators have begun to rise from the lows
recorded last autumn, as world economic turbulence has receded and interest rates have
fallen. They suggest an easing in pressures in the manufacturing sector and continued growth
in services, though below trend, as expected.
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A8 RPI excluding mortgage interest payments {RPIX) inflation of 2%, per cent in the
fourth quarter of 1998 was exactly as forecast. Earnings decelerated in the second half of last
vear, pay settlements have fallen back recently and producer cutput price inflation is
historically low. This confirms the possibility of RPIX inflation dipping temporarily below 2,
per cent, before returning to its target level later this year, as forecast in the Pre-Budget
Report.

Main features of the forecast

A9  The global downturn is having a significant impact on the UK economy. Lower exports
to Asia have accounted for around half of the £2Y, billion widening of the UK trade in goods
deficit in the year to the fourth quarter of 1998, and reduced demand from the major oil
producing nations has also played a significant part. Overall, net trade reduced UK growth by
13/, percentage points last year, and slower growth expected in 1999 is mainly due to weaker
growth in UK export markets.

Al0  Growth in UK export markets is now expected to fall to 5%/, per cent this year and 6 per
cent in 2000, down from 7!/, per cent in 1998 and 10!/ per cent in 1997. This represents a
further downward revision since the Pre-Budget Report forecast, and around 1!/, percentage
points lower than expectations at the time of the March 1998 Budget in both years. This
accounts for most of the downward revision to UK growth in 1999 compared to that projected
a year ago. Domestic activity and spending has also been affected by the external shock to
confidence following world financial turbulence last year.

All However, a combination of the timely policy loosening, underlying private sector
financial strength, increased government capital spending, and an easing in trade conditicns,
is expected to underpin stronger growth, back towards trend rates, into 2000. Downside risks
remain, including ongoing risks to the world economic outlook, though this is balanced by
much firmer domestic consumer confidence.

Table Al: Summary of forecast

GDP growth {per cent) 2, ltolh 2Ys to 2%, 23, to 3',
RPIX inflation (per cent, Q4) 21 2} 2, 2%

Al2  Following revisions to the first and third quarters of 1998, GDP is now estimated to
have grown by 2.3 per cent in 1998 as a whole. These revisions entirely account for the
undershoot relative te the Pre-Budget Report projection. As expected, growth in household
consumption slowed markedly compared to the previous year, though company spending, as
usual, has lagged the cycle and so total domestic demand has shown greater resilience to
date. Net trade was very weak due to the sharp slowdown in world trade growth and the
delayed impact of sterling’s earlier rise.

Al3  Growth in household spending is expected to remain restrained in the near term,
accompanied by a slowing in business investment reflecting weaker profits, and there is likely
to be an additional drag on growth as firms attempt to correct the build up of excess
inventories last year. However, the forces necessary for the economy to gather pace into 2000
are likely to build, as explained in more detail later in this annex, accompanied by some
easing in trade conditions through 1999. Overall, GDP is projected to grow by 1 to 1}/, per cent
in 1999, with domestic demand contributing 2 to 2!/, percentage points, and net trade
reducing growth by 1!'/; percentage points.
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Al4  The GDP forecast is unchanged from the Pre-Budget Report, although the forecast
detail is a little different. Net trade and hence manufacturing output were weaker than
expected in the fourth quarter of 1998. With European growth slowing recently, export
volumes to EU countries have fallen and there has probably also been an upturn in impeort
volumes from the Asian crisis economies. As a matter of arithmetic, these undershoots
relative to the Pre-Budget Report forecast in the fourth quarter of 1998 feed through to lower
projected annual growth of both export volumes and manufacturing output in 1999, with a
larger negative contribution to GDP growth for the year as a whole.

Al5 In line with most independent forecasts, manufacturing output is expected to firm
into 2000, By the first quarter it is forecast to be around 1 per cent up on a year earlier. Within
total GDP, weaker net trade is offset by stronger domestic demand in 1999 as a whole, though
growth through the year is little changed since the Pre-Budget Report.

Chart Al: A temporary slowing of growth

Percentage changes on previous year

Gross domestic
preduct (GDP)'
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!Shaded areas on bars represent oppartunity ranges.

Alé  The projected GDP path would be a much better outcome for the UK economy than
has been experienced in recent cycles. There are good reasons to expect this, despite adverse
world developments.

Al7  Although some evidence of excess labour market tightness remains, inflation is clearly less
of a concern today compared te past cycles. The output gap, a key indicator of domestic price
pressures, is estimated ta have peaked at around 3/, per cent at the end of 1997, as opposed to more
than 4 per cent in 1988. This was largely due to a more timely, and better coordinated, tightening
of monetary and fiscal policy®. This means that only a relatively mild and necessary slowing of
growth has been required in order to lock in economic stability for the years ahead, maintaining
low inflation once the favourable impact of falling import prices unwinds (see Box A3).

Al8  Asaresult, interest rates peaked at 7/ per cent, an historically low level compared to
the cyclical peaks of 15 per cent or more seen over the previous 30 years. Furthermore, the
subsequent easing of domestic monetary policy has been rapid. The Bank of England’s
Monetary Policy Committee has reduced interest rates by 2 percentage points since last
October, rather faster than financial markets expected.

* See Delivering Economic Stability: Lessons from Macroeconamic Policy Experience, Pre-Budget Report Publications,
November 1998.
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A9  In addition, the private sector remains in relatively sound financial health, with
nothing appreaching the deterioration which occurred prior to the 1990s’ recession. Then,
both households and companies moved into substantial financial deficit as spending
boomed, leading to a significant worsening of the private sector balance sheet. This,
combined with double digit interest rates for four years, led directly to sharp falls in private
consumption in the early 1990s. For companies, the link between depressed financial health
and falling investment spending most probably reflected weak liquidity and the associated
tightening of credit conditions.

A20 Although there is no definitive measure of financial health, a number of relevant
indicators are shown in Box A4. They suggest that the private sector is better placed to
maintain moderate spending growth. Household consumption growth is expected to recover
gradually during the course of this year, reaching trend rates in 2000. In addition, world trade
growth is expected to strengthen modestly next year, as the Asian crisis economies begin to
stabilise. The further drag on growth from net trade is expected fully to unwind through this
year with the gradual easing in sterling. GDP is forecast to grow by 2Y, to 23/, per cent in 2000.

A2l  As in previous forecasts, stronger growth into next year and beyond is expected to be
supported by the planned expansion in public sector capital expenditure, in line with the CSR
commitments. General government investment is expected to contribute around
Yy percentage point to GDP growth in each of the next three years. In addition, Budget 99
continues to lock in the structural improvement in the public finances over the past two years
while at the same time providing a boost to the economy of some £6 billion, thus supporting
monetary policy while the economy is in its below trend phase.

A22  On the basis of the slowing in growth to date, and lower growth in 1999, in line with
the Pre-Budget Report forecast, output is now projected to fall to around 1 per cent below
trend by the end of this year, with the gap narrowing in 2000. This allows stronger growth in
2001, when GDP growth is projected to grow by 23/, to 3Y, per cent, consistent with achieving
the Government'’s inflation target in the medium term.

A23  As in the Pre-Budget Report, RPIX inflation is expected to dip temporarily below the
Government’s 24, per cent inflation target during the course of this year. Continuing negative
imported inflation is expected to combine with an easing in domestic costs for a period.
With the economy only returning to its trend level by the end of 2001, the easing in domestic
pressures is likely to intensify, though this is expected to be broadly offset by a stabilisation
and subsequent recovery in import prices, returning RPIX inflation close to target by the
end of this year.
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Chart A2: Avoiding a return to boom and bust
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Forecast risks

A24 The Budget forecast is in line with the latest assessments of a number of leading
organisations such as the Bank of England, the International Monetary Fund and the National
Institute for Economic and Social Research. Of the independent forecasts surveyed each
month by the Treasury, two thirds of the growth projections for 1999 and 2000 currently lie in
a relatively narrow range of plus or minus . percentage point either side of the low end of the
Budget opportunity range.

A25  Although the average of outside forecasts for growth in 1999 and 2000 is around Y, to
1/, percentage point lower than the projections underpinning the public finances, outside
views appear to have firmed lately, and there is a clear consensus that the economy is well
placed for stronger growth into 2000. Half of the new forecasts show growth of 2 per cent or
more in 2000, though there remain, as always, considerable risks to the outlook lying on both
sides of the Budget projections.

Table A2: Budget and independent' forecasts

Gross domestic product I to Il 06 -0-5 to 2-1 2k to 22, 1-8 02to 26

RPEX (Q4) 2, 22 15 to 31 2 22 1’2t 29
Current account (£ billion) -10 -58 ~150t0 05 —10Y% -68 —170to 39

UForecasts for the UK Economy: A Comparison of Independent Forecasts’, February 1999,

A26 Households' confidence in their own financial situation has moved to record levels,
reflecting a combination of strong gains in household net financial wealth, low inflation, still
buoyant employment growth and recent reductions in mortgage rates. This may encourage
somewhat lewer household saving than projected. While some uncertainties remain, there is
a chance that consumer spending could strengthen more quickly than anticipated.
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A27 On the downside, company spending is hard to predict. Considerable world
uncertainties remain and so the recovery in business confidence could still falter. While
survey measures of investment intentions remain positive for the service sector, they have
deteriorated in manufacturing. So despite the low real cost of capital and underlying financial
strength, there is a risk that business investment could be weaker than expected, following
strong growth in recent years. There is also the possibility of a more significant downward
inventory correction than allowed for in the Budget projections (see paragraph A53). The
‘“Year 2000 problem, meanwhile, raises the possibility of stronger growth in company
spending in 1999, but poses a downside risk to world and UK cutput in 2000.

A28 The trade outlock is also uncertain, partly because the deterioration to date has
generally been less marked than might have been expected. It is difficult to gauge the extent
to which the Asian crisis economies have been able to increase export volumes to the UK, or
in third markets, or how successful they might be in the period ahead. The deterioration in
Eurozone growth prospects poses a new risk, though slower growth in UK export markets has
been factored into the latest forecast. Against that, CBI export optimism has turmed up
decisively and sterling has eased.

WORLD OVERVIEW

A29 The world economic outlook remains mixed, although world financial markets have
stabilised since last autumn. Turbulence in Brazil, and the continued weakness of commeodity
prices will impact on growth in many developing countries. However, there are some signs
that recessions in the Asian crisis countries are bottoming out. Prospects for G7 growth as a
whole are little changed from the Pre-Budget Report, but the imbalance between strong
growth in the United States and greater weakness elsewhere has increased. Global
inflationary pressures remain very subdued. Table A3 summarises the outlook.

Table A3: The world economy

Madjor 7 countries?

Real GDP 2 1A 3 2,

Consumer price inflation? 1Y Y, 13 13,
World trade in manufactures 4% S 5% 6%
UK export markets* 7% 534 ) 6%
! Estirnates.

2G7: US, Japan, Germary, France, UK, ltaly ond Conado.
3 Finat quarter of each period. For UK, RPIX.

*Other countries’ imports of manufactures weighted according to their importance in UK exports,

G7 activity

A30  For the G7 overall, growth is expected to slow from 2 per cent in 1998 to 1Y per cent
this year, before picking up to 13/, per cent in 2000. But prospects remain fragile. The outlook
for growth in the Eurozone has deteriorated since the autumn, though this has been offset by
an ongoing rapid expansion in the US. With Japan still in recession, the balance of global
output and demand is becoming increasingly uneven. This increases the vulnerability of the
world economy to any sharp slowdown in the United States. However, there has been no
repeat of the world financial market volatility that occurred last autumn.
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A3l  The weaker economic outlook for the Eurozone in 1999 reflects a greater than
expected impact from global turbulence, deteriorating business sentiment and still fragile
consumer demand, though growth should pick up in 2000. Japan remains in recession with
business and consumer confidence low. However, progress is now being made with financial
sector reform.

Chart A3: The global downturn
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A32 By contrast, the US economy has continued to expand at well above trend rates, with
GDP up nearly 4 per cent in 1998. Last autumn’s interest rate cuts, together with a recovery in
equity prices, helped sustain consumer confidence at high levels. Growth is expected to slow
in 1999, but forecasts have been revised upwards significanily.

Recent developments in developing countries

A33  The Brazilian real fell sharply after the government abandoned its US dollar currency
peg on 15 January. Brazilian GDP is now likely to contract sharply this year, though the wider
financial market contagion from the devaluation has been relatively limited. The spreads on
Argentinian and Mexican bonds over US Treasury bonds remained well below levels reached
immediately after the Russian crisis. Nevertheless, activity in Latin America as a whole is
expected to slow significantly this year.

A34  GDP fell sharply in the Asian crisis countries in 1998, but there is now some evidence
that the recessions are beginning to bottom out, notably in Korea. The weakness in
commodity prices has adversely affected a number of developing country commodity
producers in the Middle East and elsewhere.

World inflation and commodity prices

A35 Global inflationary pressures are very weak. Spare capacity at a global level has
contributed to historically low G7 consumer price inflation, estimated at 1%/; per cent in 1998,
and sharp falls in commodity prices. Oil prices fell by about 35 per cent during the course of
1998, at one stage reaching their lowest level for around 12 years, while non-ocil commodity
prices fell by 17 per cent. Non-oil commodity prices are expected to pick up gently through
1999. Moderate world activity and subdued commodity prices are expected to keep G7
consumer price inflation low, forecast at 1!/, per cent in the fourth quarter of 1999.
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Chart A4: Commodity price deflation
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World trade

A36  Growth of world trade in manufactures is estimated to have slowed sharply to 41/ per
cent in 1998, partly a result of the collapse in intra-Asian trade. Trade growth should pick up
this year as the Asian crisis economies begin to stabilise, although lower growth in Latin
America will offset this to some extent. Growth in world trade is expected to recover to 5Y, per
cent this year.

A37 UK export markets are estimated to have grown more rapidly than world trade in 1998,
at 7Y, per cent. However, with slower growth in the G7, and the weaker outlook for Europe
in particular, UK export market growth is expected to slow to 5%/; per cent this year, slightly
weaker than forecast in the November Pre-Budget Report.

FORECAST IN DETAIL

Trade and the balance of payments

A38  As widely expected, the UK's balance of trade in goods and services turned negative
last year. From a position of near balance in 1997, a deficit of £7, billion was recorded for
1998 as a whole, more than accounted for by a widening of the deficit on trade in goeds. Asa
result, the current account moved from a surplus of £6Y/,; billion in 1997 to an estimated deficit
of £2Y, billion, or Y per cent of GDP, in 1998, despite the UK'’s surplus on trade in services
rising to a record high of nearly £13Y/; billion. The current account deficit was about £/ billion
larger than projected in the Pre-Budget Report, more than explained by stronger than
expected import volumes.

A39  Although sterling has eased significantly since last spring, exchange rates tend to
affect trade volumes with a lag, and so the effects of sterling’s earlier appreciation continued
to be felt through the year. The impact of the financial market turmoil in Asia also took its toll.
Trade with Asia, and particularly lower exports, accounted for around half of the widening of
the trade in goods deficit in the year to the fourth quarter of 1998. Although the value of
UK imports from the region increased by much less, this probably masked a significant
increase in import volumes, as the Asian economies became better placed to take advantage
of their devaluations in 1997. UK exports may also have been displaced from third countries,
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some of which have been hit directly by world financial market turbulence, including other
emerging markets and the major oil producing nations.

A40 In the short term, prospects for the traded goods sector remain quite weak. Asian
demand for UK geods and services is likely to remain muted which, together with the
deterioration in European growth prospects and recent events in Latin America, will act to
restrain export growth in 1999. As a result, despite the projected pick up in world trade
growth, UK export markets growth is likely to fall further this year. In addition, there may be
some further delayed, albeit more moderate, adjustment to the rise in sterling since 1996.

A4l  However, key business survey readings relating to manufacturing export orders and
confidence have shown some stabilisation and recovery in recent months. They suggest some
easing in trade conditions, implying a gradual strengthening in exports growth into 2000, as
UK export markets growth picks up and the benefits of the decline in sterling since last spring
feed through. Import volume growth is expected to slacken further in 1999, with domestic
demand subdued, recovering thereafter as UK activity strengthens. Overall, net trade is
forecast to exert a broadly neutral influence on GDP growth through this year and beyond,
though this implies a negative impact on growth in 1999 as a whole, with net exports well
down on levels recorded last year.

Table A4: Trade in goods and services

1998 2%, 73 -4l -6 EA 7%
Forecast

1999 /s to % 3o 44 —h —1h | —13'
2000 4hto5 4%4t05 2 2 0 -13'4
2001 6 to 6'h 5%htob 3 3 0 -13%

! Average value indices.

* Ratio of export to import prices.

A42 The exchange rate and the Asian crisis have been important factors in putting
downward pressure on trade prices. Import prices fell by 6 per cent last year, rather mere than
the fall in export prices. However, import prices are likely to gradually recover later this year
as the easing of the exchange rate feeds through and combines with the effects of firmer world
activity. This implies continued, but moderating, downward pressure on domestic inflation
for a period, but with import price inflation turning positive and then gradually moving back
into line with domestic inflation in the first half of 2000.

A43  The deficit in trade in goods and services is forecast to widen to around £13'/. billion
in 1999, stabilising around this level as growth in both exports and imports move closer
together. The investment income surplus is also expected to fall back as a result of reduced
profitability of UK subsidiaries overseas. Overall, the current account deficit is forecast to
widen to £10 billion, or 1'/s per cent of GDP, in 1999, remaining around this level through the
forecast period. This is a relatively modest deficit by historical standards.
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Chart AS: Modest external deficit despite global turbulence
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The household sector

A44 Household consumption rose by 2°/. per cent in 1998, down from rates of 3°/4 to 4 per
cent in the previous two years. While the quarterly profile of consumption has been
somewhat erratic, the broad picture, based on a variety of indicators, has been of an
underlying slowing in demand through the year. Quarterly growth averaged just under ¥/: per
cent in 1998. Expenditure on goods has been weaketr, perhaps reflecting a discrete adjustment
to the strength in purchases of durables last year, in turn partly associated with the ‘windfall
payments’. Spending on non-durable gocds has also eased, but consumption of services has
remained much more buoyant.

A45  Growthin consumer spending would have been weaker, were it not for the cyclical fall
in saving. Real household disposable income is estimated to have risen by '/> per cent in 1998,
with the effect on spending cushioned by a fall in the saving ratio to 7 per cent, down from
rates of over 9@ per cent in preceding years. Growth in nominal disposable income was below
estimated growth of nearly 7 per cent in wages and salaries. This reflected an increase in
income tax payments related to the implementation of self-assessment, and a rise in net
interest payments. As a proportion of gross disposable income, household net interest
payments are estimated to have risen from 2-9 per cent in 1997 to 3-9 per cent last year,
despite households’ holdings of interest bearing deposits almost matching their loan
liabilities.

A46 The increase in self-assessment tax payments in 1998 probably represented a
permanent increase in the tax base. However, this does not imply that the impact on
disposable income growth last year will be repeated. Indeed, the evidence on self-assessment
receipts in January suggests that growth in overall taxes on income has fallen back to more
normal rates.

A47 The outlook for household saving reflects a balance of factors. On the one hand,
precautionary motives for saving have risen, given the slowing in the wider economy. On the
other, inflation is low, protecting the real value of existing household wealth. Moreover, a
variety of indicators doe suggest that households are well placed to maintain spending growth
in the period ahead. Box A4 showed that households are not over-borrowed and net financial
wealth remains at historically high levels, consistent with the strength of household
confidence in their own financial situation.
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Table A5: Household sector' expenditure and income

Household consumption? 23, 2to 2, 2k to 3 23 to 3's

Real household disposable income /2 2/,t03 2fito 3 2hto3
Saving ratio (level, per cent) 7 7' Th 7h

" Including non-profit institutions serving households.

* At constant prices.

A48  Overall, prospects for consumption remain good, though spending is likely to remain
restrained in the near term. However, those factors depressing disposable incomes last year
are expected to unwind, implying stronger real income growth. On balance, the forecast
assumes no significant change in the household saving ratio which, with real disposable
income growth picking up, implies that underlying growth in spending has already bottomed
out. Nevertheless, for 1999 as a whole, household consumption growth is expected to slow to
2 to 2'/; per cent. It is forecast to rise to 2'/: to 3 per cent in 2000 and 2%/ to 3'/. per cent
in 2001.

Companies and investment

A49  Private non-financial corporations (NFCs), which account for the bulk of business
investment, secured a strong rise in gross saving from 7 per cent of GDP in 1990 to more than
10 per cent in 1996. This first led to a move into financial surplus, and then supported rapid
growth in total business investment, averaging 8%/. per cent a year in the three years to 1997,
partly accounting for the return to financial deficit that year. This trend continued in 1998,
with business investment growth rising further to 11 per cent. However, the scale of company net
borrowing, at around 2 per cent of GDP, remained much more modest than in the late 1980s,

A50  The strong pick up in business investment in recent years is likely to be interrupted in
1999, as weaker demand continues to erode corporate profitability. This is consistent with
survey evidence, particularly in manufacturing, where indicators of confidence, profits and
capacity utilisation fell quite markedly in the second half of 1998. Manufacturing investment
has already turned, falling in each of the past three quarters, and investment growth in the
service sector is likely to be moderate in the period ahead. Overall, business investment is
expected to grow by 1 to 13/4 per cent in 1999 as a whole.

Table A6: Gross fixed capital formation

Whole economy’ 8 2to 2'h Bhto 3y 3hto4
of which:
Business®? I | to 13 I'hto2 2fhto3
Private dwellings® S'%h hto | 2 to 34 2/, to 23
General government** -1 ] 12V 123,

Vincludes costs associated withr the transfer of ownership of land and existing buitdings.

? Private sector and public corporations’ (except National Health Service Trusts) non-residentiol investment. Includes investrent under the Private Finance
Initiative.

* Excludes purchases less sales of land and existing buiidings.
*Includes National Health Service Trusts.
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A5l  The period of more moderate investment growth is, however, expected to be
temporary. Having repaired their balance sheets in recent years, companies are better placed
to respond to the improved business conditions expected later this year, helped by the low
real cost of capital. This is in marked contrast to 10 years ago, when heavy borrowing prior to
the downturn eroded company finances at a time of falling demand and rising capital costs.
The ratio of financial assets to loans outstanding provides an indication of binding financial
constraints on companies in the short run. For all NFCs, this ratio was squeezed significantly
in the late 1980s, as was company liquidity, but companies appear much better placed this
time around (see Box A4). Despite the impact of tougher world economic conditions,
business investment is likely to be stronger into 2000, with growth of 1!/. to 2 per cent
projected for the year as a whole.

Chart Aé6: Securing higher investment
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A52 Whole economy investrent is expected to rise faster than business investment as the
Government’s CSR commitment to raise public investment takes effect. General government
investment is expected to grow at double-digit rates from now on, reversing the sharp falls of
recent years. This boost to investment is well timed to support stronger economic growth.
Sustaining improved investment performance and fostering a higher ratio of investment to
GDP is a key factor in closing the productivity gap with other industrialised countries.

A53 Inventory accumulation averaged '/: per cent of GDP per quarter last year, well above
its average over the last cycle. Although these data are less reliable than other national
accounts series, the build up was mirrored in business survey evidence. It is likely that firms
will run down excess inventories in the coming period, providing a temporary restraint on
growth during 1999. While there is a risk that the correction could be larger than expected,
it is important not to over-emphasise the influence of inventery accumulation on overall
activity. Inventory accumulation has tended to coincide with the growth cycle in the past,
as opposed to driving it.
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The labour market

A54 A variety of indicators, including high vacancies and relatively low unemployment
inflows, show that labour market activity has remained surprisingly robust. The key feature
has been the strong upturn in employment growth during the second half of 1998. In the
fourth quarter, LFS employment was up 122,000 on the previous quarter and around 250,000
on the second quarter, close to the rapid gains recorded in early 1997.

A55 A recent switch to part-time working has meant that the continued, though more
moderate, economic expansion has remained relatively jobs-rich. This partly reflects still firm
service sector growth, However, although part-time employment accounted for around two
thirds of the total employment growth in the fourth quarter of 1998, a 175,000 expansion in
full-time jobs accounted for the larger part of employment gains through the year as a whole.
Total hours worked have risen more than '/ per cent over the past year.

A56  The counterpart has been a cyclical slowing in productivity growth which, on a non-
oil basis, is estimated to have fallen from around 2 per cent in the second half of 1997 to under
1!/, per cent in the fourth quarter of 1998. Productivity growth tends to fall in downswings as
companies hold onto some excess labour due to the costs of changing employment levels.
With company finances in relatively good shape and unemployment low, firms are likely
to continue to hoard trained employees through the temporary period of slower growth.
Survey measures of employment expectations remain relatively optimistic in the service
sector, and less pessimistic for manufacturing than in past downturns. Government policies
to move people from welfare into work and make work pay, as described in Chapter 4
of the Economic and Fiscal Strategy Report, will help minimise dislocations associated with

lower growth.
Chart A7: More jobs than ever before
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A57  Recent increases in labour market participation have been significant. In the fourth
quarter of 1998, the economic inactivity rate among people of working age was '/: percentage
point down on six months earlier, though this looks to have been from an erratically high
level. Overall, the decline in working age inactivity added around 70,000 to the labour force
through the course of 1998, almost halting the downward trend in unemployment in the
second half. This was a key change from the previous year when rising inactivity had
reinforced the downward trend in unemployment.

A58 Indeed, with the population of working age continuing to rise, it is the recent
acceleration in employment that has prevented unemployment from rising. Both
unemployment measures continue te show modest declines on the latest readings and the
ILO unemployment rate now stands at around 6'/4 per cent, down from about 8 per cent two
years-ago and 10'/: per cent in early 1993. However, in addition to 1-8 million currently ILO
unemployed, there are a further 2-3 million working age people who want a job but are either
not seeking or unavailable for work, evidence of the need for the Government’s policies to
make work pay. So despite apparent labour market tightness, amongst working age people
there are still over 4 million, equivalent to 11'/: per cent, who are without work and want a job.

A59 Moreover, the recently re-instated Average Earnings Index points to an easing in
labour market pressures, with whole economy earnings growth slowing from around 5%/, per
cent in the second quarter of 1998 to 4'/: per cent in the fourth quarter. Private sector earnings
growth has eased to a similar degree, though in both cases this has been partly a result of
lower bonuses. This suggests that earnings growth has fallen back in response to the slowing
of the economy, despite output remaining above potential and evidence of labour market
tightness. Additional factors that may have contributed include the fall in headline RPI
inflaticn, increased uncertainties following the shock to confidence last autumn, and the
concentration of recent employment growth in part-time jobs (which is likely to have
depressed overall average earnings).

A60 Firm evidence of a fall back in wage settlements is also emerging. For example, CBI
data show that manufacturing settlements in the three months to January averaged 3 per
cent, down '/ percentage point on the previous three months, Service sector settlements
were down 0.7 percentage points over the same period, to around 3%/, per cent. The decline in
average earnings growth and settlements is encouraging. Economic stability depends on
wage responsibility across the public and private sectors.

Inflation

A6l  RPIX inflation averaged 2.6 per cent in 1998 as a whole and was exactly at its 2'/. per
cent target between August and November last year. This favourable inflation outturn
benefited from sharp falls in import prices, masking stronger growth in UK labour costs and
an expansion in domestic retail margins. This was reflected in services price inflation
(excluding rent and utilities) of 4%/« per cent, more than double the rate of goods price
inflation, despite some recent signs of easing.

A62 Import prices have fallen for ten consecutive quarters, primarily the result of sterling’s
previous appreciation, but with additional pressure from the sharp falls in the prices of raw
materials. Brent oil prices reached a 12 year low in late 1998. But despite lower impotrt costs,
producer profits have been squeezed by strong competition from cheap imports, particularly
from Asia, and the build up of inventories last year. As a result, producer output prices
(excluding excise duties) of manufactures fell by 0-8 per cent in the year to January and survey
price expectations are also at historically low levels.
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A82 As in the Pre-Budget Report forecast, RPIX inflation is expected to dip temporarily
below target during 1999. In the short term, import prices are likely to remain weak, forcing
domestic manufacturers to cut prices further. For a period, this is expected to combine with
moderating domestically-generated inflation to reduce RPIX inflation. This domestic easing
is likely to intensify with the output gap projected to turn negative in early 1999, and output
remaining below trend until late 2001. Growth in earnings has already fallen back since last
spring, accompanied by a significant easing in wage settlements in recent months.

A64  Retail margins are also likely to be squeezed as those factors that boosted them in
recent years unwind. Retailers have benefited from strong consumer demand, enabling them
to pass on only part of the drop in import prices. However, import prices are expected first to
stabilise and then gradually recover later this year, as the easing in sterling begins to feed
through. Non-oil commodity prices are also expected to pick up gently through 1999, as the
Asian crisis economies stabilise. This is likely to offset the decline in domestically-generated
inflation, bringing RPIX inflation back to target by the end of this year.

A65 Inflation, as measured by the GDP deflator, is likely to be similar to RPIX inflation in
1998-99. The rise in the terms of trade over the past two years, with import prices falling more
sharply than export prices, has tended to boost the GDP deflator relative to RPIX inflation.
However, this effect has been offset by abnormally low consumers’ expenditure deflator
(CED) inflation relative to RPIX, reflecting coverage differences. CED inflation is assumed to
move broadly back in line with RPIX inflation during 1999, and the terms of trade effect
should diminish as the effect of the previous exchange rate appreciation unwinds. So GDP
deflator inflation is expected to remain close to 2!/: per cent in financial year 1999-2000.

A66 The Harmonised Index of Consumer Prices (HICP) is the inflation measure adopted
by the European Central Bank for assessing its price stability objective. UK HICP inflation
has recently been running at around 1'/. per cent, 1 percentage point or more below
RPIX inflation. Half of this differential can be explained by coverage differences, primarily
the exclusion of some housing components from the HICP; the remainder is due to the
different formulae by which the two indices aggregate individual prices. This formula effect
will persist, but the differential due to coverage differences is expected to narrow over
the forecast period.

Chart A8: Locking in low inflation
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Table A7: Summary of economic prospects'

Output at constant market prices
Gross domestic product (GDP) 2 FtolYy 2Y%to 2y 23,to3'% 'f2 {
Manufacturing output i —1'hto-l ffato 2 2 to 23/, 'f2 24,

Expenditure components of GDP
at constant market prices’

Domestic demand 3h  2tofs 2Yit03° 2/,to 3Y, Ya |
Household consumption® 4 2to2hr 2t0o3 ito 3 ' 1,
General government consumption I'4 3 2’k 2 s A
Fixed investment 8 2to2f; 2%3to3fs 3:to4 I 2,
Change in inventories’ Ya —'fs it 0 0to Y, 1/ A

Export of goods and services 2%, fato3fs  4f2to 5 6to 6y 1, 2Y,

lmports of goods and services Pl Fltod)y 4Lto5 Shtob 13, 2,

Balance of payments
current account

£ billion 2% -l0 -10'7, —10Y, 7' 10
per cent of GDP s -1, —1Ya - 3 |
Inflation
RPIX (Q4) 214 2, 2/ 2/ 3 1'/s
Producer output prices (Q4) = ~'f4 ', 25 s I
GDP deflator at market prices 25 2, 2, 2Y, e 1/

(financial year)
Money GDP at market prices
(financial year)
£ billion 848 880 to B85 925 to 936 975 to 989 10/ 152
percentage change 4, 3.to4's 5Yito 5%, 5Yito 5, A 13/,

' The forecast is consistent with UK output and expenditure data to the fourth quarter of (998, released by the Office of Nationa! Statistics on 23
February 1999,

 Growth ranges for GDP components do not necessarily sum to the '/, percentage point ranges for GDP growth because of rounding and the assumed
invariance of the levels of public spending within the obportunity ranges.

* Average absolute errors for current year and year-ahead projections made in spring forecasts over the past ten years. The average errors for the current
account are calcuiated as a percent of GDR with £ billion figures calculated by scaling the errors by forecast money GDP in 1999 and 2000.

* Further detail o the expenditure components of GDP is given in Table A8,

5 Reflects rounding down at lower end of range and rounding up at upper end of range, with unrounded range only marginally exceeding /2 percentage
point,

¢ Includes households and non-profit instituticns serving households.
T Contribution to GDP growth, percentage points.
® Excluding excise duties.
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THE POSITION IN 1998-99

Bl Over the first ten months of 1998-99, there was a budget surplus of £7'/; billion,
compared with net borrowing of £3%; billion in the first ten months of 1997-98. This large

improvement was largely in the central government balance, although local authorities and
public corporations beth repaid debt.

Table Bl: Net borrowing in April-January

Central government 4-8 -8 -9:6

Local government -0l -0-3 -02
Public corporations -1-3 -2-5 -2
Public sector 3-4 76 -10-9
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B2 For 1998-99 as a whole, it is estimated that there will be a net repayment of £1 billion,
This estimate is still uncertain; the levels of both spending and receipts towards the end of the
financial year are always hard to predict. A provisional estimate of the outturn will be
published by the Office for National Statistics on 20 April 1999.

B3 It is estimated that the current budget will be in surplus by £4 billion (Y per cent of
GDP) in 1998-99. The first estimate of the outturn will be published by the Office for National
Statistics on 27 May 1999. This year’s surplus compares with a deficit of £22'/, billion (3 per cent
of GDP) in 1996-97. An estimated 3/; per cent of this 3'% per cent of GDP improvement is
accounted for by above-trend economic growth. About 3/ per cent is accounted for by tax
measures in the 1997 and 1998 Budgets. The remainder mainly reflects cotmnparatively slow
growth of public spending, as the Government has kept within the plans it inherited for the first
two years.

Table B2: Change in current budget surplus between 1996-97 and
1998-99'

Outturn for 1996-97

Effect of tax changes?

Estimated effect of economic cycle
Other (chiefly public spending) 2
Forecast for 1998-99 )

'Excluding windfall tax and assodiated spending,

Hax changes (relative to an indexed base) in 1997 and 1998 Budgets.

B4 Table B3 compares these latest estimates for 1998-99 with the forecasts that were
made in the 1998 Budget and the 1998 PBR. Comparisons with the 1998 Budget forecasts are
complicated by the intreduction of the new European System of National Accounts (ESA95)
in September 1998. To facilitate comparison, the 1998 Budget forecasts are adjusted for
classification changes, so as to put them on the same basis as the estimated outturns.

Table B3: Comparison with 1998 forecasts'

£ billion

Surplus on current budget:

1998 FSBR (old basis) -1-3 36
1998 FSBR (ESA95 basis) —4-8 -0-1
1998 PBR —4-4 55
1999 FSBR —5-1 4-|
Net investment:

1998 FSBR {old basis) 62 67
1998 FSBR (ESA95 basis) 4-6 50
1998 PBR 38 4-0
1999 FSBR 4-0 3
Net borrowing

1998 FSBR (old basis) 75 31
1998 FSBR (ESA95 basis) 94 541
1998 PBR 82 -5
1999 FSBR 9:] -1-0

' Excluding windfall tax and assaciated spending.
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B5 On constant definitions, the improvement in the public finances has been greater
than expected at the time of the last Budget. The estimated current budget surplus of
£4 billion in 1998-99 compares with a forecast of balance in the last Budget. Receipts,
especially from income tax and social security contributions, have been higher than
expected, while expenditure, especially on social security, has been lower. Forecast surpluses
have been revised downwards slightly since the PBR. This mainly reflects lower receipts than
expected from corporation tax. The estimated net debt repayment of £1 billion compares with
a forecast of net borrowing of £5 billion in the last Budget.

Bé The debt burden has fallen more quickly than expected in last year's Budget. From a
peak of 44.7 per cent of GDP in mid-1997, the net debt ratio fell below 40 per cent at end-
January 1999. Borrowing is usually high in the last two months of the financial year, and the
ratio may be a little above 40 per cent at end-March.

Chart BI: Public sector net debt'
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‘End-month, percentage of GDP; not seasonally adjusted.

B7 The estimated net wealth of the public sector fell from around 70 per cent of GDP in
the late 1980s to just 15 per cent of GDP at end-1997 — in part because of rising debt and in
part because privatisations and historically low levels of public investment reduced the stock
of government assets. But, with the cutrrent budget now in surplus, net wealth is likely to have
stabilised in 1998 as a percentage of GDP.

PROSPECTS

ASSUMPTIONS

B8  The projections:
. assume that the economy follows the path described in Annex A. In the interests of
caution, the lower end of the opportunity range for GDP growth has been used;
. take account of the effects of the Budget measures, but assume that there are no
further tax changes beyond the escalators for fuel and tobacco duties! and the
indexation of rates and allowances;

| Announced in the March and November 1996 Budgets and increased in the July 1997 Budget.
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e  assume that Departmental Expenditure Limits (DEL) are in line with the plans set
out in the July 1998 Comprehensive Spending Review (CSR); and

e incorporate new projections of Annuaily Managed Expenditure (AME) and assume
that the AME margin is the same as in the CSR.

Table B4: Economic assumptions for public finance projections

Percentage changes on previous year

Output (GDP) 1 2k 2% 24 2l

Prices
RPIX 23 2'4 24 2'h 25 24
GDP deflator 2'4 2'h 2'5 2'h 2'4 2'h
RPI (September)’ 3 (U 3 2%,
Rossi (September)’ 2 2 2 2

Money GDP (£ billion) 848 880 925 975 1023 1072

""Used for projecting social security expenditure over the following financial year.

B9 Ten of the eleven key assumptions and conventions audited by the National Audit
Office (NAO) and used for last year's Budget projections (see page 109 of the March 1998 FSBR
and the NAO report Audit of Assumptions for the Budget, 19 March 1998, HC 616) are
unchanged. In accordance with these assumptions and conventions, oil prices are assumed
flat at $11 a barrel (in real terms), equity prices are projected to grow from current levels in
line with money GDP and interest rates are projected in line with market expectations.

BI0 A new, more cautious, planning assumption is used for projecting expenditure on
social security. Previously, the projections were based on the assumption that claimant
unemployment would remain constant. This assumption is a long-standing convention that
was endorsed by the National Audit Office (NAO) before the 1997 Budget and has been
retained in subsequent forecasts. While simple and transparent, such an assumption does not
provide a consistently cautious basis for projecting social security expenditure at every point
in the cycle.

Bl It has been decided to base the projections of social security expenditure in this
Budget on the average of outside forecasts of unemployment compiled in Forecasts of the UK
Economy (latest edition, HM Treasury, February 1999). When such an average shows a rise,
that will be used as the basis for fiscal planning. This does not reflect the Government’s views
on the prospects for unemployment. It is a deliberately cautious approach for the purpose of
fiscal planning. When unemployment is projected to fall by ocutside forecasters, the flat
assumption will again be used?. This approach has been endorsed by the NAO, whose report,
Audit of the Unemployment Assumption for the March 1999 Budget Projections, is published
as a House of Commons Paper (HC 294).

*More precisely, the average of outside forecasts is used if this average shows the claimant count higher at the end of the
following year than it is currently. So that the average is not affected by extreme observations, the highest and lowest [0
per cent of outside forecasts are excluded from the sample. Full details are given in the NAO report.
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BUDGET DEFICITS

Bi2  Table B5 shows projections for the current and capital budgets in £ billion and Table
B6 shows them as a percentage of GDP.

Bi3  While the estimated current budget surplus for 1998-99 has been revised down since
the PBR in the light of lower than expected receipts, the forecasts for the next two years have
been revised up. This reflects downward revisions to the projections of public spending. Lower
interest rates and inflation will reduce debt interest, while spending on social security is
turning out substantially lower than projected in last July’s Comprehensive Spending Review.

Bl4 With economic growth assumed to be lower in 1999-2000, receipts (excluding
windfall tax} are projected to rise only slightly as a percentage of GDP As a result, the current
budget surplus falls slightly next year, after several years of improvement. But the structural
position continues to improve ~ Table B7.

Table B5: Current and capital budgets

£ billion

Current budget
Current receipts 3157 3342 345 364 385 405 425
Current expenditure 304-3 3135 329 346 362 379 398
Depreciation 14-0 14-6 ] I5 16 16 17
Surplus on current budget

(including windfall tax) -2:6 62 | 3 7 9 I
Surplus on current budget'  -5-1 41 2 4 8 9 "
Capital budget
Gross investment 22:0 217 24 26 29 32 35
less asset sales ~4-0 -3-8 —4 —4 -4 ~4 -4
less depreciation 140 —146 ~-15 =15 ~16 -6 -7
Net investment 40 34 5 7 10 2 15
Net borrowing

(including windfall tax) 66 -2-8 4 5 2 3 4
Net borrowing' 9-1 -1-0 3 3 { 3 4

" Excluding windfal! tax receipts and associated spending.

BIS From 2001-02 onwards, with the economy growing at or slightly above trend, the
projected current budget surpluses gradually build up. Current expenditure rises in line with
GDP. while receipts rise slightly faster because of real fiscal drag (the tendency under a
progressive income tax system for receipts to grow faster than incomes as incomes grow), the
impact of past Budget measures and real increases in excise duties. Over the economic cycle
(1997-98 to 2002-03), the surpluses average '/> per cent of GDP; so that the golden rule is met
with a margin to spare — Table B7.

Bl6 Net borrowing is expected to become positive again next year, partly reflecting the
reduction in the current budget surplus and partly an increase in public investment.
Although net investment is projected to more than double as a share of GDP between 1998-89
and 2001-02, net borrowing remains low as a percentage of GDP.
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BI7 Table B6 also shows the definition of the budget deficit — general government net
borrowing on an ESA79 basis - used in the Excessive Deficits Procedure of the Maastricht
Treaty. The reference level of 3 per cent of GDP is achieved very comfortably. There was a
surplus on the Maastricht measure of 0-6 per cent of GDP in 1998. A small deficit of 0-3 per
cent of GDP is forecast for 1999.

Table B6: Current and capital budgets

Per cent of GDP

Current budget

Current receipts 389 394 392 39-4 395 39-6 39-7
Current expenditure 375 370 374 374 37 37:1 37-1
Depreciation -7 -7 -7 1-6 -6 1-6 1-6
Surplus on current budget

(including windfall tax) —0-3 07 01 03 07 0-9 1-0
Surplus on current budget' -0-6 05 03 0-4 0-8 0-9 1-0
Capital budget
Gross investment 27 2:6 27 29 30 32 33
fess asset sales -0-5 —0-4 04 04 —0-4 —0-4 —0-3
fess depreciation -7 -7 -7 -1-6 -6 -6 -6
Net investment 05 0-4 0-6 08 1-0 1-2 1-4
Net borrowing

(including windfall tax) 08 -0-3 0-5 05 02 03 04
Net borrowing' 141 -0l 0-3 04 0-1 0-3 0-4
Public sector net debt 425 40-6 394 38-2 368 356 34-6
Memos:

Net taxes? 366 372 366 367 370 370 371

Maastricht deficit® 06 -0-6 03 02 02 ol 03

General government gross

debt 4%9-6 47-6 466 45-3 43-5 422 41-0

' Excluding windfall tax receipts and associated spending.
2 Totat tax receipts and social security contributions net of tax credits.

3 General government net borrowing on an ESA79 basis. The Maastricht definition does not exclude the windfall tax and associated spending.

Table B7: Budget balances'

Per cent of GDP

Budget balances

Surplus on current budget -0-6 05 03 0-4 08 0-9 1-0
Average surplus since 1997-98 06 -0 o0 01 03 0-4 05
Net borrowing -1 =01 03 04 01 03 0-4
Cyclically-adjusted budget balances

Surplus on current budget 07 02 06 1-0 i 0-9 -0
Average surplus since 1997-98 07 —02 0l 03 04 0-5 06
Net borrowing I-1 01 00 —0-2 01 03 04

| Excluding windfall tax receipts and associated spending.
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PUBLIC SECTOR DEBT

BI8  Table B8 sets out projections for two measures of debt. Public sector net debt (used to
judge the sustainable investment rule) is approximately the stock counterpart of public sector
borrowing, while general government gross debt is the Maastricht measure. Both measures
rose sharply over the first half of the 1990s as a result of the high levels of government
borrowing and slow growth in money GDP, but peaked as a percentage of GDP in 1997. Public
sector net debt is projected to fall from under 41 per cent of GDP at the end of the current
financial year to under 35 per cent in five years time. General government gross debt was 51
per cent of GDP at end-1998 - comfortably below the Maastricht criterion of 60 per cent—and
is projected to fall to 42 per cent of GDP

Table B8: Public sector debt'

Public sector net debt

£ billion 353 350 355 363 367 373 380
—per cent of GDP? 425 40-6 394 382 368 356 34-6
General government gross debt '

£ billien 403 404 410 419 424 431 439
—per cent of GDP? 50-8 48-8 47-7 463 445 43-1 419
! End-March.

L GDP centred on end-March.

3 Maastricht basis.

RECEIPTS

Bi9  In total, the Budget measures have litile effect on taxes on an accruals basis in
1999-2000 and 2000-01, and reduce tax accruals by £2'/> billion in 2001-02. The reduction in
2001-02 mainly reflects the lower rates of income tax.

B20  Table B9 gives projections of receipts, as a percentage of GDP, over the medium term.
A more detailed breakdown, in £ billion, for 1998-99 and 1999-2000 is given in table B10.
Excluding the windfall tax, total receipts are estimated to rise by 6 per cent in 1998-99, which
is rather faster than forecast money GDP growth of 41/, pet cent. This relatively strong growth
of receipts mostly reflects the effects of past Budget measures, together with the normal
tendency for the receipts-to-GDP ratio to rise when GDP is growing. The growth of receipts
is forecast to slow to 4 per cent next year. The slowdown in the economy (with money GDP
growing by 33/, per cent) is expected to affect corporation tax receipts in particular, following
several years of rapid growth. The 1998 Budget measures, which included the introduction of
quarterly tax instalments for large companies, will bring forward the response of corporation
tax to the slowdown in the economy. The ratio of corporation tax to GDP increased from
2-3 per cent in 1993-94 to 3.7 per cent in 1997-98. It is forecast to fall back to 3.4 per cent over
the next two years, and then to remain at about 3-5 per cent thereafter.

B2i The growth of receipts picks up from 2000-01 as the economy demonstrates stronger
growth. Excluding Budget measures, the underlying receipts-to-GDP ratio rises by about 0-1
per cent a year on average over the next five years, largely reflecting the effects of real fiscal
drag on income tax receipts and the fuel and tebacco escalators.
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Table B9: Current receipts

Per cent of GDP

Income tax (gross of tax credits) 98 103 103 104 105 06 107

Income tax credits' —04 02 -03 05 -07 -0-8 -0-8
of which: Working Families' Tax Credit 0-0 0-0 -0l -0-5 06 -0-6 -0-6
Corporation tax 37 35 34 34 36 36 35
Windfall tax 03 03 00 0-0 00 00 00
Value added tax 62 61 6 61 6 6l 60
Excise duties? 4 42 41 4-4 4-4 45 46
Social security contributions 63 65 63 62 62 62 62
Other taxes and royalties? 64 65 66 67 69 69 69
Net taxes and social security

contributions* 366 372 366 367 370 370 371
Other receipts and accounting

adjustments’ 23 22 26 27 25 26 25
Current receipts (including

windfall tax) 389 394 392 394 395 396 397
Current receipts (excluding

windfall tax)® 386 392 394 395 396 396 397
Memo:

Current receipts (£bn)® 3157 3342 345 364 385 405 425

* Mainly MIRAS (up to April 2000), and tax reliefs under the Working Families” Tax Credit (from October 1999) and the Children's Tax Credit (from April
2001) schemes.

2 Fuel, alcohol and tobacce duties,
Includes Council Tax and money paid into the Natienal Lottery Distribution Fund, as well as other central govemment taxes. Net of bus fuel duty
rebate. Includes Climate change levy.

*Includes VAT and 'own resources’ contributions to EU budget. Net of income tax credits. Cash basis.
S Inciudes tax credits (and accruals adjustments), and nets off VAT and ‘own resources” contributions to EU budget.

& Accruols basis.
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Table B10: Current receipts: further details

Iniand Revenue

Income tax (gross of tax credits) 798 87-5 $0-8
Income tax credits -2:9 -2:0 -28
Corporation tax' 304 29-8 29-9
Windfall tax 26 2:6 0-0
Petroleum revenue tax 1-0 05 Oi
Capital gains tax -5 2:4 32
Inheritance tax 1-7 -8 2-0
Stamp duties 35 47 57
Total Inland Revenue (net of tax credits) 117-5 127-3 128-9
Customs and Excise
Value added tax 50-6 5{-7 54-0
Fuel duties 19-4 21-5 231
Tobacco duties 84 83 7:0
Spirits duties 5 16 1-6
Wine duties -4 -5 I-6
Beer and cider duties 28 28 29
Betting and gaming duties 1-6 I-5 1-5
Air passenger duty 05 08 08
Insurance premium tax -0 -2 -4
Landfill tax 0-4 03 04
Customs duties and levies 23 20 1-8
Total Customs and Excise 89-8 93-4 96-2
Vehicle excise duties 4-5 46 46
Qil royalties 05 03 02
Business rates’ 149 152 156
Social security contributions 51+ 549 557
Council Tax -0 11-8 12-8
Other taxes and royalties® 80 77 79
Net taxes and social security contributions* 2972 3152 3218
Interest and dividends 4-2 4-2 37
Gross operating surpluses and rent 176 18-3 18-4
Other receipts and accounting adjustments® -32 -35 1-0
Current receipts 3157 334-2 344-3
Memo:
North Sea revenues® 33 2:6 12
Uncludes advance corporation tax {net of payrment): -5 -0 0-7

Also inciudes North Sea corporation tax after ACT set off, and corporation tax on gains.
2nciudes district council rates in Northern lreland.,
3 Net of bus fuel duty rebate . Includes money paid into the National Lottery Distribution Fund.

*Includes VAT and “traditional own rescurces’ contributions to £U budget. Net of income tax credits, Cash basis.

5 Includes gecruats adjustments and tax credits scored as public expenditure, and nets off VAT and ‘own resources’ contributions to £U budget.

4 North Sea corporation tax (before ACT set-off), petrofeurn revenue tax and royalties.

I55



THE PUBLIC FINANCES

Comparison with B22  Total receipts are estimated to be £1.7 billion lower in 1998-99 than forecast at the
last Pre-Budget time of the PBR, and are forecast to be £3.0 billion lower in 1999-2000.

forecast

Income tax
receipts

Corporation tax

156

VAT receipts

Excise duties

Table Bl I: Changes in current receipts since the PBR

£ billion
Income tax (gross of tax credits) 05 -1-9
Income tax credits 00 00
Corporation tax 16 02
Windfall tax 00 0-0
Value added tax 09 -0
Excise duties' 04 -2-4
Social security contributions 01 -1-3
Other taxes and royaities? -02 18
Net taxes and NICs =25 =50
Other receipts and accounting adjustments 08 19
Current receipts -1-7 -3-0

' Fuel, alcoho! and tobacco duties.

Lincludes Council Tax and money paid into the National Lottery Distribution Fund, as welf as other central gavernment taxes. Net of bus fuel duty rebate
(previously netted off excise duties).

B23  Higher receipts from self assessment and PAYE have boosted current year income tax
receipts, which have been revised up by £!/; billion since the PBR. The introduction of self
assessment contributed to the rapid growth of income tax receipts last year. Self assessment
receipts have risen a little further in 1998-99, suggesting that self assessment has led to a
permanent step increase in the tax base. The lower forecast of income tax payments for
1999-2000 mostly reflects the intreduction of the 10p lower rate of incorme tax.

B24  Following weaker than expected receipts of advance corporation tax (ACT) and
mainstream payments, corporation tax in 1998-99 is likely to fall short of the PBR forecast by
about £1Y; billion. This partly reflects lower dividends for some companies and higher than
expected set off of previous ACT payments, With the abolition of ACT in April 1999, the impact
on forecasts is relatively small.

B25 VAT receipts have been slightly weaker than expected since the PBR, and the estimate
for the current year has been revised down by £0-9 billion. The latest figures suggest a slight
fall in the ratio of VAT receipts to consumer spending in 1998-99, following a slight increase
in 1997-98. The projections continue to assume a modest downward trend in the VAT ratio -
an assumption audited by the NAO. Compared with a flat VAT ratio, this cautious assumption
reduces receipts by over £1 billion by 2003-04.

B26  Excise duties are expected to fall short of the PBR estimate by about £0.4 billion this
year and £2-4 billion in 1999-2000.

B27  Bringing forward the tobacco duty escalater from December to March increases tax
accruals. Tax accruals measure receipts at the time the product is finally sold, and this is the
basis on which total current receipts are shown in Tables B9 and B10. The timing of cash
receipts is also likely to change, which affects the cash figures for excise duties shown in the
two tables. With the December escalator, a high proportion of the yeat’s tobacco duty was
collected in December as manufacturers anticipated the annual tax increases by accelerating
clearances. In the absence of such forestalling, there is likely to be a temporary dip in cash
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Social security
contributions

Other taxes and
receipts

Total taxes

receipts in 1999-2000. An offsetting accruals adjustment is included in the ‘accounting
adjustments’.

B28 The forecast of receipts from tobacco duty also takes account of new evidence,
available since the PBR, that cigarette smuggling and the loss of revenue associated with it,
has been growing rapidly. It is very hard to predict the extent of the future loss of receipts from
smuggling. The Government is taking measures to tackle the problem - see Chapter 1.

B29  Forecast receipts from excise duties are also lower by about £ !/2 billion a year because
of the switch to consumption of cleaner fuels associated with the rapidly growing availability
of ultra low sulphur diesel and, from the end of this year, the ban on leaded petrol.

B30  Social security (national insurance) contributions have grown strongly since the PBR
and the estimate for receipts in the current year has been revised up slightly. Nonetheless, the
forecast for 1999-2000 has been revised down by £1-3 billion since the PBR. This partly reflects
upward revisions to the costings of the 1998 Budget reforms.

B3l  Overall, the yield from other taxes and receipts since the PBR has been much as
expected. The forecast for 1999-2000 has been revised up significantly however. This reflects
in part higher forecasts of capital taxes and stamp duty following a recovery in equity prices
since November, together with upward revisions to business rates.

B32  Chart B2 shows the tax/GDP ratio, measured as total taxes and social security
contributions, net of tax credits, as a percentage of GDP (see the conventions section at the
end of this Annex). It is forecast to fall by a '/; percentage point next year. Apart from the
windfall tax, which increased the tax ratio in 1998-99, this fall largely reflects the effects of the
economic slowdown, especially on corporation tax receipts. Thereafter, the tax ratio is
projected to rise {on average) by a little over 0.1 percentage points a year, mainly reflecting
real fiscal drag.

Chart B2: Tax/GDP ratio'
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'Net taxes and social security contributions as defined in Table B10.
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Current year

PUBLIC EXPENDITURE

B33 Table B12 shows forecasts for general government expenditure for the current year -
the last of the old control regime — and changes against the PBR forecast. Control Total
spending is estimated to be some £2 billion lower than planned, mainly because of lower
expenditure on social security benefits (see table B19 for further details by department). This
underspend is £3/, billion greater than estimated in the PBR, again reflecting lower social
security spending,

Table B12: General government expenditure!

£ billion

Control Total 2635 273-4 -0-8
Welfare to Work spending 0-1 0-7 04
LA spending under the capital receipts initiative 02 07 0
Cyclical social security 12-8 12:3 0
Central government gross debt interest 297 295 0
Accounting and other adjustments 13-4 130 01
Privatisation proceeds -8 -0l 0
GGE 3179 3295 -1}

) Adjusted for classification change since the Pre-Budget Report,

PROSPECTS

B34 Table B13 shows the projections for public expenditure for the three years, 1999-2000 to
2001-02, covered by the Comprehensive Spending Review (CSR). These projections cover the
whole public sector, using the aggregate Total Managed Expenditure {TME). TME is split into
Departimental Expenditure Limits (DEL), for which three-year plans are set, and Annually
Managed Expenditure (AME).

B35 Excluding classifications changes, DEL is unchanged from the CSR apart from bringing
forward £Y/: billion of expenditure under the Capital Modernisation Fund from 2001-02 to
1999-2000. However the components of AME have been reviewed. Since the PBR there has
been a downward revision to next year’s forecast of social security benefit expenditure. This is
in spite of the change in the unemployment assumption, and reflects consistently lower
outturns over the past two years which have changed the view of future trends. Debt interest
is lower, reflecting both lower interest rates and RPI inflation. The AME margin has been set
atits CSR level. The overall effect is to reduce AME by £4-7 billion, £4-2 billion and £5-4 billion
in 1999-00, 2000-01 and 200102 respectively. This decrease feeds directly through into lower
TME.

B36 Current expenditure for 1999-2000 to 2001-02 is now lower than in the CSR (after
adjusting for classification changes), because of the forecast reductions made to AME. The
average real growth rate over the CSR period is 2'/; per cent, as set by the CSR in July 1998. As
shown in the GSR, the ratio of net investment to GDP doubles between 1998-99 and 2001-02.
{The levels of net investment are lower than shown in the CSR, but this mainly reflects ESA95
classification changes, which have substantially increased the estimated level of
depreciation.)

B37 Chart B3 shows the ratio of TME to GDP: The ratio rises very slightly over the next three
years, reflecting the higher levels of public investment. ‘
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Table B13: Total Managed Expenditure

Departmental Expenditure Limits 168:0 179:2 1897 1995 02 0-0 -0-2
Annually Managed Expenditure
Social Security Benefits! 935 991 1015 106-4 03 1-0 06
Housing Revenue Account subsidies 37 34 35 35 01 00 00
Common Agricultural Policy 26 24 27 29 02 02 0l
Export Credits Guarantee Department -02 05 08 0-8 00 00 00
Net Payment to EC Institutions? 35 2-7 26 29 01 01 01
Self-financing Public Corporations -0-2 01 02 -0-3 0 0- 01
Locally Financed Expenditure 161 17:0 183 19-8 00 o1 02
Net Public Service Pensions 51 62 61 62 -0l 04 07
National Lottery 1-4 26 27 28 0-0 0-0 0-0
Central government gross debt interest 295 260 276 27-1 24 08 -09
Accounting and other adjustments 83 93 -7 12-9 -02 -1-6 -6
AME Margin 1-0 2:0 30 -2:0 -2:5 -30
Annually Managed Expenditure 163-4 170-0 1791 187-8 47 ~42 -5-4
Total Managed Expenditure 3314 3492 3688 3873 -4-4 —4-2 -5-6
of which:

Public sector current expenditure 3135 3289 3461 362:0 -38 -33 —4-5

Public sector net investment 34 55 75 9-6 07 -0-9 —1-1

Public sector depreciation 14-6 14-8 152 157 00 00 00

'Aq,‘usted since the PBR to take account of the new NAQ-audited assumption for unemployment-related social security spending, which raises social security spending by an estimated
£1 biflion in 1999-2000, £2 billion in 2000-01 and £24 billion in 2001-02.

INet payments to EC institutions exciude the UK's contribution to the cost of EC aid to non-Member States (which is attributed to the aid programme). Net payments therefore differ
from the UK's net contribution to the EC Budget, latest estimates for which are (in £ billion)

1998-99 1999-00 2000-01 2001-02
Figures from {999-2000 are trend estimates 40 32 34 3-8

B38  The CSR plans extend only to 2001-02, The spending totals for the last two years of the
projection period are illustrative. They assume that real current expenditure continues to
grow by 2%/, per cent a year and net investment continues to rise as a share of GDP (from 1 per
cent in 2001-02 to 1%/, per cent in 2003-04).

" Chart B3: Projections of Total Managed Expenditure
N Per cent of GDP
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Social security B39  The growth in real spending on social security benefits has stowed during the 1990s,

160

Debt interest

Accounting
adjustments

and in 1997-98 spending fell by 1 per cent. Real expenditure is expected to be about constant
in the current year, but is projected to rise by 23/, per cent on average over the three CSR years.
As noted above, this projection is based on an assumption of unemployment following the
average of outside forecasts. This assumption has been audited by the NAO.

B40 Central government gross debt interest is estimated at £29-5 billion, or 3'/; per cent of
GDBE for 1998-99. It is expected to fall quite sharply next year in response to a lower average
level of interest rates and lower inflation, The forecasts are lower than those shown in the PBR
as interest rates are assumed to be lower. (The audited assumption is that interest rates move
in line with market expectations of future rates, which have come down substantially.) This
reduces interest payments both on existing debt, and on debt which is refinanced at the
current market rate, It aiso reduces the alil-items RPI inflation rate, which is used to calculate
the uplift on indexed gilts.

B4l  The main accounting adjustments - those items within TME but outside DEL which
are not shown separately in table B13 — are shown in table B14. The total increases because of
the introduction from October 1999 of the Working Families’ Tax Credit.

Table B14: Accounting and other adjustments'

£ billion

I Non-trading capital consumption 71 73 76 78
2 VAT refunded on general

government expenditure 51 5-3 55 58
3 EC contributions —62 -5-8 -57 -5-8
4 Income tax credits 20 29 53 55

of which Woerking Families’ and Disabled

Persons’ Tax Credit: 0-0 -3 51 54
5 Other spending in AME 03 02 02 03
6 Adjustments for public corporations 29 34 3-8 39
7 Intra-public sector debt interest -2:2 -2:0 -2:0 -1-9
8 Capital transfer receipts -02 -0-2 -0-2 02
9 Financial transactions in DEL and AME -0-5 -1-9 -2-8 -2'5
| 0 Other accounting adjustments 0 0-0 00 00
Total 83 93 117 12-9

! Expianatory netes for each line of the accounting and other adjustments are included in the conventions section.

FORECAST ERRORS AND RISKS

B42  The fiscal balances are the difference between two large aggregates of spending and
receipts, and forecasts of them are inevitably subject to wide margins of error. Over the past
five vears, the average absolute error (i.e. the average error irrespective of whether the errors
have been positive or negative} for one-year ahead forecasts of net borrowing has been over
1 per cent of GDB or plus or minus £8/; billion at today’s prices. The error tends to grow as
the forecast horizon lengthens (see table B13 on page 122 of the PBR). Much of this error
arises from errors in the forecasts of GDP.

B43  Short-term forecasts of the public finances are critically dependent on the path of the
economy, as most tax revenues and some public expenditure (especially social security) vary
automatically with the economic cycle. If GDP growth were 1 per cent higher or lower than
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Capital spending

Private Finance
Initiative

assumed over the coming year, net borrowing might be lower or higher by 0.4 per cent of GDP
in the first year (equivalent to about £3'% billion) and lower or higher by a further 0.3 per cent
of GDP (£21/; billion) in the second year.

B44  Such errors in short-term growth forecasts may have only a temporary effect on the
public finances. For a given path of trend output, higher or lower growth in the short term will
be followed by lower or higher growth later on, and the public finances may be little affected
on average over the cycle. However, errors in estimating the cyclical position of the economy
in relation to its trend - the output gap — will have a permanent effect on prospects.

B45  1tis for this reason that Chapter 2 of the EFSR illustrates the effect of uncertainty over
the cyclical position of the economy by showing a cautious case in which the output gap is 1
per cent higher than the central view. On this assumption, the Government would still rernain
on track to meet the golden rule.

CAPITAL SPENDING AND PRIVATE FINANCE INITIATIVE

B46  On national accounts definitions, public sector capital expenditure has been falling
in recent years. However, these definitions exclude capital spending by the private sector
under the Private Finance Initiative (PFI}, which also benefits public services and is discussed
in the next section.

Table B15: Public sector capital expenditure

£ billion

CG spending and LA support in DEL -0 12:3 14:3 16'5

Locally financed spending 07 0-6 07 o7
Naticnal Lottery I-1 22 23 2:4
Public corporations’ 42 43 43 4-5
Other capital spending in AME -0 07 09 1-0
Allocation of Reserve 00 0-1 02 02
Public sector gross investment? 18-0 203 227 254
Less depreciation -14-6 -14-8 —-15-2 -157
Public sector net investment? 3-4 55 75 9-6
Proceeds from the sale of fixed assets® 38 38 38 38

" Public corporations’ capital expenditure is portly within DEL and partly within AME.
2 This and previous lines are afl net of sales of fixed assets.

3 Prajections of total receipts from the sole of fixed assets by public sector. These receipts are taken into account in arriving at public sector gross and net
investment, which are net of sales of fixed assets,

B47  Under the Private Finance Initiative (PFI) the public sector purchases services from
a private sector partner. In addition to requiring capital investment to be undertaken by the
private sector, its ability to be innovative and manage risks appropriately allocated to it can
result in a specified level of service at a price that represents value for money.

B48  The PFI has now become an established method of delivering many public services
which require significant investment in capital assets. Projects with a combined capital value
of around £4 billion have been signed since the General Election in such diverse areas as
schools, colleges, hospitals, local authorities, defence, IT and property management.
Approval of a PFI scheme depends on a thorough assessment of the lifetime costs of both
providing and maintaining the underlying asset and the running costs of delivering the
required service. The PFI provides considerable investment opportunities for the private
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sector, while, in return, the contractual relationship with the public sector ensures the
ongoing delivery of cost effective and quality services.

B49 The Government is committed to developing PFI and other partnership arrangements
with the private sector to enhance further the delivery of public services and ensure the
delivery of a higher sustainable level of public sector investment. The Government wants to
exploit all commercial potential and spare capacity in public sector assets through a sensible
balance of risk and reward. A review of the progress made in the delivery of PFI and other
Public Private Partnerships was announced in November 1998. Its purpose is to assist the
Government to maintain the momentum for improvement in PFI and to extend this to other
Public Private Partnerships, such as the Wider Markets Initiative which was launched in July
1998,

B50 Table B16 shows a breakdown by Department of the estimated public sector investment
resulting from both signed contracts and those expected to be signed over the next three
years. From 1999-000 to 2001-02, some £11 billion of new investment is expected as a result
of PFL. Under PFI, the public sector contracts for services not assets, and capital investment
is only one of the activities undertaken by the private sector in order to supply these services.
The figures in Table B16 therefore do not reflect the total value of the contracts.

Table B16: Private Finance Initiative: estimated capital spending by the
private sector

£ million

1

Defence 320 105 405 i50
Foreign Office and Overseas Development 24 29 4 2
Agricuiture! 18 56 21
Trade and Industry 51 88 21
Environment, Transport and the Regions® 686 986 886 735
Education and Employment? M 23 28 9
Home Office 67 257 331 266
Legal Departments 18 37 15 9
Culture, Media and Sport | 18 I 2
Heaith 310 610 740 690
Social Security 87 264 166 20
Scotland 263 557 37i 60
Wales 24 89 50 19
Northern ireland 17 48 62 21
Chancellor’s Departments 38 36 22 20
Local authorities? 250 600 1,000 1,000
Total 2185 3803 4133 3018

Yincludes Forestry Commissicn.

2in June 1998 the Deputy Prime Minister announced that the CTRL deal was being restructured. The figures above reflect the current mest ikely profile
for private sector investment aithough the profile may change as o result of on-geing negotiations,

3 Excludes PRIPPP activity in the further and higher education sectors which are classified to the private sector. For further and higher education, the total
estimated capital value of major PFIfPPP projects which have signed or are expecting to sign is £24 million in 199899 and £129 million in 1999-2000.

*PFI activity in local authority schools is included here. Also includes focal autharity infarmation for Scotiand and Wales,

B5l Table B17 shows a forecast of the estimated payments by the public sector flowing from
new private investment over the next twenty five years. Actual expenditure will depend on
the details of the payment mechanism for each contract.
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Table B17: Private Finance Initiative: estimated payments under PFI
contracts

199900 1456 2013-14 3423
200001 1947 2014-15 3373
200102 2532 2015-16 3139
2002-03 3019 2016-17 3159
2003-04 3338 2017-18 3188
2004-05 3608 2018-19 2722
2005-06 3548 2019-20 2696
200607 3659 2020-21 2692
2007-08 3714 2021-22 2624
2008-09 3641 2022-23 2556
2009-10 3539 2023-24 2592
2010-11 3511 2024-25 2545
2011-12 3569 2025-26 2363
2012-13 3562 2026-27 2091

Asset sales B52  Table B18 shows estimated receipts from asset and loan sales for 1998-99, and
projections to 2001-02. Planned sales of fixed assets by central government are set out in their
Departmental Investment Strategies, and total £1 billion per year over the next three years.

B53  The figures for sales of financial assets include proceeds from the sale of British
Energy debt and from the Public Private Partnerships for Belfast port, National Air Traffic
Services and the Defence Evaluation and Research Agency.

Table B18: Loans and sales of assets

£ billion

Sales of fixed assets

Ministry of Defence: sale of married quarters 07

Department of Social Security: PRIME and

Mewecastle estate 01 04
Other Central Government 0-8 I3 -0 I-0 1-0
Local Authorities 25 22 2-8 2-8 2-:8
Total sales of fixed assets 41 3-8 3-8 38 38

Loans and sales of financial assets

Sale of Housing Corporation and Housing for

Wales loan portfolios 07

Sale of student loans portfolic 1-0 [RY 2

Other loans and sales of financial assets 03 -5 00 -07 -1
Total loans and sales of financial assets 2:0 -0-5 2-1 -0-7 -1
Total receipts from sales of assets 61 33 59 3-0 27
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DEPARTMENTAL PROGRAMMES

B54 Table B19 analyses the Control Total by department, showing changes from previous
plans as published in the March 1998 Financial Statement and Budget Report. It also shows
total changes from plans inherited from the previous Government, published in the March
1997 Public Expenditure Statistical Analyses. Central government support for local authorities
and the financing requirements of nationalised industries have been attributed to the
appropriate departments; departmental groupings are defined at the end of the annex.

Table B19: Control Total by department

£ million'
Estimated Changes since’ Changes since’
Outturn Outturn March 1998 March 1997
Education and Employment 14290 14360 —400 1300 330 960
Health 35320 37640 -20 470 400 1970
of which NHS 34680 36860 0 350 340 1770
DETR 12380 11990 -210 -100 -320 -80
DETR - Local government? 31370 32760 0 0 0 860
Home Office 6730 7020 -90 120 -90 80
Legal departments 2640 2670 50 30 =30 30
Defence 20920 22550 =230 300 -220 300
Foreign Office 1080 1120 -i0 60 10 40
International Development 2240 2430 -20 140 50 130
Trade and Industry 2820 2700 -230 50 -220 100
Agriculture, Fisheries and Food 3510 3420 -110 50 -240 4¢
Culture, Media and Sport 910 920 0 10 20 0
Social Security 79230 81740 -390 -1920 560 -1340
Scotland 14420 14940 -140 3lo 40 490
Wales 6820 7110 —140 140 -80 230
Northern Ireland 8140 8540 -140 130 -90 280
Chancellor’s departments 3100 3190 -80 14¢ 10 110
Cabinet Office 930 1350 -40 50 ~110 10
European Communities 2050 3450 270 1020 ~200 1070
LASFE 14300 14600 600 600 1100 1100
Reserve -3000 -2300 ~5000
Carry forward of underspending 750 -750 2250 ~2250
Allowance for shortfall -1200 400 -1200 0 -1200
Control Total 263200 273400 -200 2000 -200  -2000

' Al figures are rounded to the nearest £10 million except for the Reserve, Control Totol and Local Autherity self-financed expenditure (LASFE) which are
rounded to the nearest £100 million.

2 Previous plans adjusted for transfer and classification changes and for the carry forward of £750 million from the 1997-98 underspend into the
1998-99 Control Totdl.

3includes payments of Revenue Support Grant and National Non-domestic Rates to English focat authorities. These finance, at local authorities’
discration, a range of local services, including education, social services and other environmental services.

B55 In the July 1997 Budget the Government announced that it would work within the
previous Government’s plans for the first two years of the Parliament. Taking 1997-98 and
1998-99 together, it is estimated that spending will undershoot these plans by £2 billion.
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B56 The main differences from the March 1997 plans are as follows:

. The extra resources for the NHS and schools announced since the General
Election are reflected in the lines for local government and the territorial
departments as well as those for Education and Health.

¢ Theincreases in the Education and Employment line also reflect a re-profiling of
the sale of student loans and take up of end-year flexibility.

¢ A substantial underspend is expected on sccial security expenditure, which
largely reflects lower than expected claimants.

¢ Theincrease in 1998-99 for net payments to European Community Institutions is
largely due to a change introduced in 1998 to the financing practice for the EC
Budget. Adjustments to be made in respect of the UK's gross contributions to the
1998 EC Budget, which under earlier practice would have been made in 1999, were
drawn forward into 1998.
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Table B20: Departmental Expenditure Limits — Current and Capital
Budgets 1996-97 to 2001-02

£ billion

Current Budget

Education and Employment 134 14-0 137 14-5 158 16-8
Health 334 351 376 399 42-7 45-5
of which: NHS 328 345 369 392 41-9 445
DETR — Main programmes 42 41 41 4-4 4-6 4-8
DETR - Local Government and

Regional Policy 312 31 324 339 354 369
Home Office 59 62 66 74 75 7-6
Legal Departments' 25 2:6 2:6 27 2.7 26
Defence 20-7 20-1 209 20-8 21-3 214
Foreign and Commonweaith Office 1-0 -0 -0 1-0 -1 i-1
International Development 1-9 -9 21 2:0 25 27
Trade and Industry? 28 27 27 .29 31 ¥
Agriculture, Fisheries and Food? -8 -4 i-2 i-l 1-0 1-0
Culture, Media and Sport 09 - 08 08 09 09 1-0
Social Security (administration) 34 34 35 33 34 34
Scotland' 11-4 -5 -7 12:2 12-8 13:3
Wales 54 56 59 63 &7 70
Northern Ireland 48 49 52 53 55 55
Chancellor’s Departments 27 2:7 2:9 30 31 31
Cabinet Office 1-0 08 1-2 12 I Il
Welfare to Work? 00 0-4 12 {-0 i-0
Invest to Save Budget (unaliocated) 00 0-0 ol
Capital Modernisation Fund (unallocated) 0-0 00 0-¢
Reserve*s I -7 22
Allowance for shortfall ~1'5
Total Current Budget 148-3 149-8 155.1 165-3 174.0 181-6
Capital Budget

Education and Employment 08 o7 1-0 12 -7 24
Health 0-4 02 0-0 05 05 06
of which: NHS 02 o1 01 04 05 06
DETR - Main programmes 55 55 52 52 59 71
DPETR — Local Government and

Regional Policy ol 03 04 03 ol 00
Home Office 05 05 0-4 04 04 04
Legal Departments' | | 01 0l ol ol
Defence 07 09 1-6 -5 15 ‘5
Foreign and Commonwealth Office 0l ol 0 0 01 o
International Development 02 02 02 03 03 04
Trade and Industry? 05 04 0-4 04 0-4 05
Agriculture, Fisheries and Food? 03 03 | 02 0-2 02
Culture, Media and Sport 01 Ol 01 0 0-1 0
Social Security (administration) Ol 00 -0-3 0-0 (| ]|
Scotland' 1-5 1-4 i-6 17 1.7 1.9
Wales -0 09 09 08 0-8 08
Northern Ireland 05 05 05 0-5 06 0-6
Chanceller's Departments 02 02 01 02 0-0 01
Cabinet Office 02 0-2 02 03 02 02
Welfare to Work?* 0l 03 03 04 03
Invest to Save Budget {unallocated) 00 0-0 00
Capital Modernisation Fund (unallocated) 01 07 08
Reserve®*® | 02 02
Total Capital Budget i3-0 12-6 129 14-0 15-8 18:1
Departmental Expenditure Limits 161-3 162-3 £68.0 179-2 1897 199-5
Total education spending® 362 37-4 383 41-3 44-8 48-0

! The Crown Office is included in the Lord Chancellor's Department figures up to 1998-99, and in the Scotland figures from [999-2000, reflecting o
machinery of government change. See Chapter 22 of the CSR White Paper for further details.

inchides the capital expenditure of the Export Credits Guarantee Department.

3 includes spending on BSE related programmes.

* Figures are consistent with those published in the Pre-Budget Report, except that the DEL Reserve for | 998-99 has been set to zero,

® Reserve has been arbitrarily apportioned between current and capital, with | 0% aliocated to capital. Figures for 1998-99 have been set to zero,
¢ Central government spending on education falling within DEL pius locally financed education spending {in AME).
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Central
government
transactions on a
cash basis

PUBLIC BORROWING BY SECTOR

B57  The monthly outturns for central government borrowing are measured from the cash
flows into and out of central government’s funds and accounts, after consolidation. Table B21
sets out the 1997-98 outturn and 1998-99 and 1999-2000 forecasts for central government
borrowing in terms of this cash flow presentation, which is used in the ONS monthly press release

Table B21: Central government transactions

£ billion

Last Budget o "I’.ateﬁt

Qutturn forecast? estimate Forecast
Cash receipts
Inland Revenue' 117-6 1261 127-5 130-3
Customs and Excise' 898 956 93-4 96.2
Social security 493 520 533 54-0
Interest and dividends 95 87 9-4 87
Other 209 199 20-2 187
Total cash receipts 287-0 3023 303-8 3079
Cash outlays
Investment payments 277 276 271 24-6
Privatisation proceeds -8 o0 —0-1 —0-4
Net departmental outlays 2637 2775 2727 2885
Total cash outlays 289-6 3051 299-8 312-8
Net cash requirement (own account)? 2:6 2-8 41 4.9
less Financial transactions:
Net lending to private sector and rest of world 04 02 05 1-2
Net acquisition of UK company securities -6 0-0 ol 04
Accounts receivable/payable -04 ~-1-8 —0-3 —4.0
Adjustment for interest on gilts 2:4 25 2-4 14
Other financial transactions 0-4 08 04 0-4
Net borrowing 7-0 40 -t-9 42

" Payrments to the Consolidated Fund.
2 Restated on ESA95 basis.

3 Total cash autlays (excluding on-lending to focal government and public corporations) minus total cash receipts. Previously known as Central Government
borrowing requirement on own account (CGBR(C)).

B58 In 1998-99 estimates for both net borrowing and the own account net cash
requirement are substantially lower than the forecasts in the last Budget. The cash forecast is
almost £7 billion lower, partly because of lower cash outlays (down £5'; billion) and partly
higher cash receipts {up £1* billion). The reduction in net borrowing is slightly smaller than
that to the cash requirement because of changes to the financial transactions — particularly a
reduction in accounts receivable, reflecting lower accruals of tax relative to cash for tobacco
duty and business rates.

B59  For 1999-2000, the forecast for net borrowing is £6 billion higher than in the current
year; but with changes to the financial transactions, own account net cash requirement is £9
billion higher. Net lending includes a larger sale of student loans in 1999-2000 than 1998-99.
The adjustment for interest on gilts is down because lower inflation in 1999-2000 reduces the
uplift on index-linked gilts. Higher accruals of tax relative to cash are forecast in 1999-2000,
particularly for tobacco duty and business rates.
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Financing policy B60  Table B22 updates the financing arithmetic for 1998-99 to allow for the latest central
government net cash requirement forecast, and sets out the financing arithmetic for
1999-2000.

B&l  The gilts issuance programme for 1998-99 was revised in November 1998, following the
November PBR. However at that stage, gilt sales in 1998-99 had already reached £6-5 billion,
against a revised gilts financing requirement in the PBR of £6-4 billion. The Government
announced that, although there would be no further issuance of conventional gilts in 1998-99,
the remaining index-linked auctions would take place as planned. If this resulted in excess gilt
sales, such sales were necessary in order to meet the commitment to a minimum issuance of
£2.5 billion (cash) of index-linked gilts in 1998-99 (and in future years) in support of the move
to index-linked auctions. The latest view of the financing arithmetic in Table B22 shows forecast
excess gilt sales of £2-3 billion in 1998-99. These excess sales will be unwound in 1999-2000 by
a residual adjustment which reduces the initial requirement for gilt sales in that year.

B62 The requirement for gilt sales in 1999-2000 is further reduced by the increase in the
level of the stock of Treasury bills and other short-term debt which will be required if, as
planned, the Debt Management Office (DMO) take over responsibility for cash management
in that year. However this is more than offset by the additional requirement in 1999-2000 to
finance investment in the foreign currency reserves which has previously been financed by
issuance of Euro Treasury bills. The main details of the debt management plans for 1999-2000
are contained in the remits to the UK Debt Management Office and National Savings
announced on 9 March. Full details, including the remits, will be published in the 1999-2000
Debt Management Report.

Table B22: Financing requirement forecasts for 1998-99 and 1999-2000

March June November March March
1998 1998 1998 1999 1999
Qriginal Remit EFSR PBR Budget Budget
Central government net cash requirement 37 35 -2-1 -2-7 62
plus expected net financing for reserves! 0-0 c-0 00 c-0 2:4
plus expected gilt redemptions 16:7 16-8 16-8 16-9? 14-8
plus residual unwinding excess gilt sales
from previous financial year =51 82 -82 82 -23
Financing requirement 152 12-1 65 61 21-0
less net National Savings inflow I-0 05 01 02 01
less increase in T-bills and other short-term debt 00 00 00 00 3.6
Gilt sales required 142 11-6 64 58 17.3
of which:
assumed gilt sales:
index-linked gilts 2:6 35
short conventional gilts {3-7 years) 0-0 5-0
medium conventional gilts (7-15 years) 2:5 30
long conventional gilts {> 15 years) 3 5-8
reduction in short-term borrowing in-year
to offset excess gilt sales -2:3

! The reserves require financing in 1 9992000 to replace 3.5 billion Euro currently raised by issues of Eurc Treasury bills, estimated at the current
exchange rate.

2 Jncludes ESA9S reclassification of Bank of England holdings.

3 The stock of Treasury bills and other short-term debt will need to increase during | 9992000 to accommodate the DMO's cash management operations.
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Public finances B63  Table B25 shows a full analysis of public sector receipts and expenditure by economic
by economic category with a breakdown between central government, local authorities and public
category corporations.

Bé4  Tables B23 and B24 summarise the information on local authorities’ and public
corporations’ transactions that appear in Table B25. It is estimated that both public
corporations and local authorities will make a small debt repayment this year, as they did in
1997-98. Their net borrowing is projected to be close to zero in 1999-2000.

B65  Table B26 presents forecasts of the net cash requirement by sector, giving details of
the various financial transactions that do not affect net borrowing (the change in the sector's
net financial indebtedness) but do affect its need to raise cash.

Table B23: Local authority transactions

£ billion

Outturn Estimate Forecast

Receipts

Council Tax' 10-8 -8 12-8
Current grants from central government 599 601 62-2
Other receipts? 97 10-4 i10-0
Capital grants from central government 27 30 28
Total receipts 831 85-4 879

Expenditure

Current expenditure on goods and services 572 59-3 61-0
Current grants and subsidies 14-7 141 15-1

Interest 44 4-3 41

Capital expenditure before depreciation 65 72 76
Total expenditure 828 85-0 87-8°
Net borrowing -0-3 -0-3 -0l

"'Net of rebates and Council Tax benefit.
? Includes interest receipts, rent and gross operating swrplus.

3 Assumes no aflocation from the Reserve.

Table B24: Public corporations’ transactions

£ billion
Outturn Estimate Forecast

222

Receipts

Gross operating surplus (including subsidies) 4-4 48 43
Other current grants -3 12 i-2
Capital grants from general government 17 I-& 13
Total receipts 74 77 6-8
Expenditure

Interest, dividends and taxes on income 28 29 2.7
Capital expenditure before depreciation 44 42 43
Total expenditure 72 7-0 7-0'
Net borrowing -0-1 -0-7 0-2

! Assumes ne alfocation from the Reserve.
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Table B25: Public sector transactions by sub-sector and economic category

£ billion

 General Védve'rnment

Central Local Public Public
Line government authorities Total corporations sector
Current receipts
Taxes on income and wealth ! 1236 . 00 236 -0-4 1232
Taxes on production and imports 2 1164 00 1164 00 1164
Other current taxes 3 32 12:3 155 0-0 15-5
Taxes on capital 4 -8 -0 1-8 0-0 -8
Social contributions 5 550 0 55-0 0-0 550
Gross operating surplus 6 35 86 12:1 4-8 170
Rent and other current transfers 7 07 0-0 0-7 05 1-2
Interest and dividends from private
sector and abroad 8 32 08 4-0 02 42
Interest and dividends from public sector ¢ 62 -39 23 -2-3 0-0
Total current receipts 10 3136 177 3314 28 3342
Current expenditure
Current expenditure on goods and
services ! 959 593 1552 00 155-2
Subsidies 12 4.7 0-8 55 00 55
Net social benefits 13 939 13:3 1072 00 107-2
Net current grants abroad 14 -0-9 00 09 0-0 ~0-9
Current grants (net) within public sector 15 60-1 —60-1 00 00 00
Other current grants 16 169 0-0 16-9 00 i6-9
Interest and dividends paid 17 295 04 30-0 04 296
Apportionment of DEL Reserve and
AME margin 18 0-0 00 0-0 00 0-0
Total current expenditure 19 300-1 13-8 3138 -0-4 3135
Depreciation 20 38 63 10-2 4-4 14:6
Surplus on current budget 2! 97 -2-3 74 -2 62
Capital expenditure
Gross domestic fixed capital formation 22 44 6-0 10-5 42 14:6
Less depreciation 23 -3-8 —-63 -102 -4 -14:6
Increase in inventories 24 C1 00 01 00 o1
Capital grants (net) within public sector 25 46 =30 1-6 ~1-6 00
Capital grants to private sector 26 26 -2 38 0-0 38
Capital grants from private sector 27 00 -0-5 -0-5 0-0 06
Apportionment of DEL Reserve 28 00 00 00 0-0 0-0
Net capital expenditure 29 79 -2-7 53 -i9 34
Public sector net borrowing 30 -1-9 —0-3 —2-2 07 ~2:8
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Table B25: Public sector transactions by sub-sector and economic category

£ billion

Central Local Public Public

Line government authorities Total corporations sector
Current receipts
! 1251 00 1251 -04 1247 Taxes on income and wealth
2 123-8 0-0 122-8 00 123-8 Taxes on production and imports
3 31 12-8 159 00 159 Cther current taxes
4 2:0 00 20 00 20 Taxes on capital
5 56-1 00 56-1 00 56-1 Social contributions
é 44 88 132 43 175 Gross operating surplus
7 07 00 0-7 0-4 I- Rent and other current transfers
Interest and dividends from private
8 28 06 35 02 37 sector and abroad
9 59 -37 2:1 -2 0-0 Interest and dividends from public sector
10 323-8 18-6 3424 24 3449 Total current receipts
Current expenditure
Current expenditure on goods
H 1025 61-0 1635 0-0 1635 and services
12 46 08 5-4 00 5-4 Subsidies
13 1005 143 114-8 00 114-8 Net social benefits
14 -2 00 -2 o0 -12 Net current grants abroad
15 622 —62-2 00 o0 0-0 Current grants (net) within public sector
16 18-4 0-0 184 0-0 18-4 Other current grants
17 260 0-4 263 -03 260 Interest and dividends paid
18 2 0-C 2:] 0-0 2 Apportionment of DEL Reserve and
AME margin
19 3151 142 329-3 —03 3289 Total current expenditure
20 40 65 10:5 44 14-8 Depreciation
21 48 ~2:2 27 -6 I+ Surplus on current budget
Capital expenditure
22 52 64 16 4-3 159 Gross domestic fixed capital formation
23 —4-0 —45 —10-5 —4-4 —-14-8 Less depreciation
24 00 00 0-0 00 0-0 Increase in inventories
25 4 -28 -3 -1-3 00 Capital grants (net) within public sector
26 36 1-2 49 00 49 Capital grants to private sector
27 00 06 -0-6 00 ~0-6 Capital grants from private sector
28 0-1 00 01 00 01 Apportionment of DEL Reserve
29 90 -22 6-8 ~1-3 55 Net capital expenditure
30 42 ~01 41 0-2 43 Public sector net borrowing
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Table B26: Net cash requirement'

£ billion

Net borrowing -9 -0-3 -0-7 -28 42 -0-1 02 43

Financial transactions

Net lending to private sector
and abroad 05 0l o0 05 -2 -0l c-0 -1-3

Cash expenditure on company
securities {(including

privatisation proceeds}) 01 0-0 00 ~Q1 -04 0-0 c-0 04
Accounts receivable/

payable 03 00 o-C 03 4-0 04 c-0 36
Adjustment for interest

on gilts -2'4 o0 o0 -2'4 -1-4 0-0 0-0 -1-4
Miscellaneocus financial

transactions -0-4 ol 02 0.5 04 0-0 0-0 04
Net cash requirement —4-1? -03 -0-9 -52 4-9° -0-5 0-2 45

' Excluding windfail tax and asseciated spending, the public sector net cash requirement is forecast at —~£3.4 billion (-0.4 per cent of GDP) for 1998-99 and £3.0 billion (0.3 per cent of
GDP) for 1999-2000. It is projected at £5 billion (05 per cent of GDP) for 200001 and £3 billion (0-3 per cent of GDP) for 2001-02.
? Own account.
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HISTORICAL SERIES

B66  Tables B27 and B28 set cut historical data for the main fiscal aggregates.

Table B27: Historical series of public sector balances, receipts and debt

1970~71 7.0 06 2 20 428 696 782 417

1971-72 45 1-0 -5 07 412 652 738 48:1
1972-73 22 29 37 22 386 585 671 60-0
1973-74 1-0 4-5 57 41 397 584 67.0 768
1974-75 06 64 8-8 40 423 549 635 780
1975-76 -1-3 7-4 9-1 48 42-8 565 65.1 665
1976-77 -1-0 56 64 42 43-1 552 63.8 63-9
1977-78 =11 43 38 36 41-3 519 60.5 586
1978-79 -2l 48 51 4-0 333 40-2 48-7 57.3 649
197980 —1-4 39 48 28 341 409 448 53.4 718
1980-81 -26 4-6 52 36 358 427 467 55.3 77:1
1981-82 -1-0 2:4 34 31 38.9 460 469 55.5 747
198283 -3 30 32 31 39.1 455 45-4 54.0 671
1983-84 ~1-8 38 32 38 384 446 45-8 544 655
1984-85 -25 42 34 38 39.0 439 460 54-6 614
1985-86 -0 2:3 16 2:6 382 43-3 44-2 52-8 610
198687 -1-3 21 09 26 378 41-8 41-7 50.3 666
1987-88 -02 09 -0-8 I3 377 41-1 375 46.1 69-1
1988-89 -9 -1-5 -3-0 ~1-0 368 40-7 30 39.7 764
1989-50 -7 —0-4 -1-4 01 362 400 281 367 719
{990-91 08 07 01 I-5 363 390 267 353 60-4
1991-92 -7 36 2:3 31 352 388 27-8 364 335
1992-93 -57 78 59 74 339 365 32:6 412 40-7
1993-94 -62 79 71 79 332 359 377 469 281
1994-95 48 63 53 65 343 369 412 50-4 253
1995-96 ~35 49 44 48 352 379 433 532 19-9
1996-97 -30 37 30 39 354 377 443 53-6 18:1
1997-98 ~0-6 I- 0-4 0-6 366 389 425 50-8 14-8
1998-99 o5 ~0-1 -04 ~-06 372 394 406 488 13:7
1999-00 03 03 03 04 366 392 394 477 155

" Excluding windfall tax receipts and associated spending,

2 On UK national accounts definition priar to |991-92 and Maastricht basis thereafter.

3 At end-March, GDP centred on end-March.

* Maastricht basis, ot end-March, GDP centred on end-September, Treasury estimates prior to |992-93.
S At end-December; GDP centred on end-December.
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Table B28: Historical series of government expenditure

1970-71
1971-72
1972-73
1973-74
1974-75
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81
1981-82
1982-83
1983-84
1984-85
1985-86
1986-87
1987-88
1988-89
198990
1990-91
1991-92
1992-93
1993-94
1994-95
1995-96
199697
1997-98
1998-99
1999-00

143-4
1502
157:5
1734
191.9
1963
201.8
1986
2045
2i09
217+6
227.0
232-6
239-5
245-8
2466
250-5
253-6
2477
249.0
2503
2652
279-2
287-8
2980
302-4
3049
304-3
305-8
313

290
253
245
27:5
288
285
234
16-4
14-3
136
106
59
92
10-9
%6
80
50
50
29
92
10-5
13-3
46
12:1
-3
10-2
56
4-0
33

183-2
1888
196-5
2116
2380
2381
2319
2210
2315
2379
245-3
2489
2545
2576
2629
261-8
2613
2623
2558
2681
268-9
2814
2972
306-4
3147
3216
3169
3175
3275
330

188-5
1923
199-6
2207
2421
2462
2474
237-2
241-7
2474
2521
2565
2646
273-3
2774
274-3
2756
276.9
2697
2771
277-5
2926
3070
3127
3226
3267
3243
3223
3233
332

321
329
327
34-7
386
398
397
38|
380
382
40-9
42-6
426
42-4
425
41-0
399
385
360
356
358
384
40-2
40-3
40-0
39-6
389
375
370
374

65
55
51
55
58
58
46
3
27
25
20
I-1
17
i-9
1-7
-3
08
08
04
-3
I-5
-9
2
-7
-5
1-3
07
05
04
06

410
414
40-8
42-4
478
48-2
45-6
42-4
431
431
46-1
467
466
456
455
43-5
416
398
372
383
385
40-8
428
42:9
422
42-1
40-4
391
389
394

422
422
415
44-2
48-7
499
48-7
455
449
44-8
473
48-1
48-5
48-3
48-0
45-6
439
421
392
396
397
424
442
43-8
433
42-8
41-4
397
391
39-7
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CONVENTIONS USED IN PRESENTING THE PUBLIC
FINANCES

NATIONAL ACCOUNTS

The national accounts record most transactions, including most taxes (although not
corporation tax), on an accruals basis, and impute the value of some transactions where no
money changes hands (for example, non-trading capital consumption). The principal fiscal
balances are described below.

The current budget (formerly known as the current balance) measures the balance of current
account revenue over current expenditure. The definition of the current balance presented in
Tables B[5 -7] is very similar to the national accounts concept of net saving. It differs only in
that it includes inheritance tax {mainly death duties) in current rather than capital receipts.

Public sector net borrowing (formerly known as the financial deficit in the UK national
accounts) is the balance between expenditure and income in the consolidated current and
capital accounts. It differs from the public sector net cash requirement because it is measured
on an accruals basis and because certain financial transactions (notably net lending and
privatisation proceeds, which affect the level of borrowing but not the public sector’s net
financial indebtedness) are excluded from public sector net borrowing but included in the
public sector net cash requirement.

General government net borrowing, which excludes net borrowing of public corporations, is
the most internationally comparable measure of the budget deficit. It is reported to the
European Commission under the Maastricht Treaty, using the definitions in ESA79. This
Maastricht definition differs from that in the UK national accounts in that it scores interest on
a predominantly cash basis. The capital uplift on index-linked gilts is scored at the time of the
gilt's redemption (as in the net cash requirement), rather than on an accrued basis over the
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lifetime of the gilt. Interest on national savings certificates is scored when withdrawn, rather
than when it accrues {(as in both the UK national accounts and the public sector net cash
requirement). The Maastricht definition also excludes discounts at issue on gilts, which are
amortised over the life of the gilt in the UK national accounts,

CASH BASIS

The cash approach measures the actual cash transactions between the public sector and the
rest of the economy. It is the starting point for monthly estimates of net borrowing. Table B26
shows, for central government, the determinants of the net cash requirement and the
financial transactions that are deducted to reach net borrowing. The cash basis also
corresponds closely to the way public expenditure is currently planned, controlled and
accounted for, though this will change with the introduction of Resource Accounting and
Budgeting next year.

PUBLIC SECTOR CURRENT RECEIPTS

Net taxes and social security contributions in Tables B9 and B10 are measured on a cash
basis, rather than a national accounts (accruals) basis, and, as far as possible, relate to actual
cash flows. Income tax credits are netted off. VAT is net of refunds to the public sector. Social
security contributions are scored gross of amounts netted off by employers as reimbursement
in respect of statutery sick pay and statutory maternity pay. (These payments count as
expenditure rather than negative receipts.) “Good causes” receipts from the National Lottery
are included.

The accounting adjustments put these cash figures on te a national accounts (accruals) basis.
Tax credits which score as expenditure in the national accounts are added back. VAT refunded
within the public sector is added back. Those elements of the UK contribution to the EC
budget which relate to the UK tax base are deducted as, under ESAS5, they are treated for
national accounts as taxes imposed directly by the EU.
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Certain income tax reliefs are payable regardless of an individual's liability to income tax; thus
some payments are made to non-taxpayers. Examples are mortgage interest relief paid under
the MIRAS (mortgage interest relief at source) scheme, life assurance premium relief on pre-
1984 policies and private medical insurance premium relief for over-60s. The Working
Families' Tax Credit will also fall into this category. Total tax relief paid under these schemes
is shown as income tax credits in Tables B9 and B10. Income tax receipts in these tables are
shown gross of these tax credits. All such tax credits are shown in the national accounts as
expenditure.

From 2001-02, income tax credits (Table B9) include the new Children’s Tax Credit.

TOTAL MANAGED EXPENDITURE (TME)

Public sector capital expenditure is shown in Table B15. It includes:

(i) gross domestic fixed capital formation (ie expenditure on fixed assets — schools,
hospitals, roads, computers, plant and machinery, intangible assets etc) net of
receipts from sales of fixed assets (eg council houses and surplus land);

(i) grants in support of capital spending by the private sector; and

(iiiy the value of the physical increase in stocks (for central government, primarily
agricultural commodity stocks).

Net investment in Tables B5 and B6 nets off depreciation of the public sector’s stock of fixed
assets.

Departmental Expenditure Limits {DEL) have distinct current and capital budgets, shown in
Table B20. The departmental groupings used in this table are defined at the end of the Annex.
The numbers are on present definitions, there have been a number of classification changes
since the PBR. The main changes are: pensions paid by the Department for International
Development have been moved out of DEL and into AME; the product of Northern Ireland
regional rates is now treated as part of AME and reduces DEL; and the redundancy payments
scheme has been moved from DEL to AME. Total classification changes reduce DEL by
£0-2 billion, £0-3 billion and £0-4 billion for the three forward years. Tables B12 and B19 show
the old public expenditure Control Total, including changes from the PBR, for 1998-99, its
final year of operation.
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Annually Managed Expenditure (AME) components are shown in Table B13. These include
all of social security benefit spending, housing revenue account subsidies, the Common
Agricultural Policy, export credits, net payments to EC institutions, spending by self financing
public corporations, public service pensions net of contributions, spending financed by the
national lottery and central government gross debt interest.

Total Managed Expenditure (TME), the sum of DEL and AME, is shown in Table Bi3.

The Export Credits Guarantee Department programme includes a classification change
since the CSR. The activities of the Guaranteed Export Finance Corporation (GEFCO), whose
sole business is to refinance export loans guaranteed by ECGD, thus reducing the cost to
Government, have been reclassified to central government and are now included. GEFCO’s
past activities are now regarded as agency transactions undertaken for the government, as is
the funding raised by GEFCO. Its future activities will be funded through ECGD. However,
although the refinancing activities are financial transactions affecting only the net cash
requirement and so are netted out in the accounting adjustments, they do affect the Control
Total as a classification change.

Locally financed expenditure comprises local authority self-financed expenditure (LASFE)
and Scottish spending financed by local taxation (non-domestic rates and, if and when levied,
the Scottish variable rate of income tax). LASFE is the difference between total local authority
expenditure, including most gross debt interest but net of capital receipts, and central
government support to local authorities (ie Aggregate External Finance (AEF), specific grants
and credit approvals).

Central government debt interest is shown gross. Only interest paid within central
government is netted off; all other receipts of interest and dividends are included in current
receipts. The capital uplift on index-linked gilts is scored as interest at the time it accrues,
whereas the cash tables record the actual payments of capital uplift on index-linked gilts, and
includes the amortisation of discounts on gilts at issue. Following the GEFCQ reclassification,
interest is included on the net funds raised by that body (£114 million in 1997-98)

The accounting adjustments include various items within TME but outside DEL which are
not shown separately in Table B13. These details are shown in Table B14. The definition of
each line is as follows:

o Line one adds the value of general government non-trading capital consumption.

« Line two adds back VAT refunded to central government departments and local
government. Departmental Expenditure Limits and Annually Managed
Expenditure programme expenditure are measured net of these refunds, while
Total Managed Expenditure is recorded including the VAT paid. Adds VAT
refunded to NHS trusts, BBC and ITN in respect of contracted out services for
non-business purposes, and adds VAT refunds to DIY housebuilders.

s Line three deducts traditional own resources (ie payments of Customs duties and
agricultural and sugar tevies) and VAT contributions to the European Community,
which are included in the net payments to EC institutions line in AME, but
excluded from TME.

« Line four adds income tax credits which score as public expenditure under
national accounting conventions. These tax credits include Mortgage Interest
Relief, Life Assurance Premium Relief, and (from 1999-2000) Working Families’ Tax
Credit and Disabled Persons’ Tax Credit. They do not include the Childrens’ Tax
Credit announced in this Budget, which will not score as public expenditure in the
national accounts.
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o Line five includes the Valuation Office, Financial Services Authority and
Redundancy Payments Scheme.

« Linesixshows adjustments to move to a national accounts basis for scoring public
corporations’ current and capital spending; adds capital expenditure and debt
interest payments outside the public sector; and removes capital grants from
general government.

o Line seven deducts public sector capital transfer receipts from the private sector,
which are netted off in Total Managed Expenditure.

o Line eight removes intra-public sector debt interest and dividend payments and
receipts which are included elsewhere in Departmental Expenditure Limits and
Annually Managed Expenditure.

« Line nine deducts those financial transactions which are scored in Departmental
Expenditure Limits and Annually Managed Expenditure.

o Line ten shows other adjustments and include, amongst others, the deduction of
grants paid to local authorities by non-departmental public bodies classified to
the central government sector and the inclusion of utilities levies netted off in
Departmental Expenditure Limits.

DEBT AND WEALTH

Public sector net debt is approximately the stock analogue of the net cash requirement. It
measures the public sector’s financial liabilities to the private sector and abroad, net of short-
term financial assets such as bank deposits and foreign exchange reserves.

General government gross debt is the measure of debt used in the European Union's
excessive deficits procedure. As a general government measure, it excludes the debt of public
corporations. It measures general government’s total financial liabilities before netting off
short-term financial assets.

Public sector net wealth represents the public sector’s overall net balance sheet position. Itis
equal to the sum of the public sector’s tangible and financial assets less its financial liabilities
at market value. The estimates of tangible assets are subject to wide margins of error, because
they depend on broad assumptions, for example about asset lives, which may not be
appropriate in all cases. The introduction of resource accounting for central government
departments will lead to an improvement in data quality, as audited information compiled
from detailed asset registers becomes available.
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Departmental Groupings

Title

Defence

Foreign Office

Department
for
International
Development

Agriculture,
Fisheries
and Food

Trade and
Industry -
Programmes

Trade and
Industry -
Nationalised
Industries

Export Credits
Guarantee
Department

DETR

Departments included

Ministry of Defence

Foreign and
Commonwealth Office

Department for International
Development

Ministry of Agriculture, Fisheries
and Food.
The Intervention Board

Department of Trade and
Industry

Office of Electricity
Regulation

Office of Fair Trading

Office of Gas Supply

Office of Telecommunications

British Coal

British Shipbuilders

British Energy (privatised "96)
Magnox Electric

Nuclear Electric

Post Office

British Nuclear Fuels Limited

Export Credits Guarantee
Department

Department of the Environment,
Transport and the Regions —
Transport

Title

DETR - Local
Government
and Regional
Policy

Home Office

Lord
Chancellor’s and
Law Officers’
Departments

Education and
Employment

Department for
Culture, Media
and Sport

Health

Social Security

Scotland

Departments included

Department of

the Environment,
Transport and the
Regions —mainly block
and transitional grants
to English local
authorities

Home Office
Charity Commission

Lord Chancellor’s
Department

Crown Prosecution,
Service

Northern Ireland Court
Service

Public Record Office
Serious Fraud Office
Treasury Solicitor’s
Department

HM Land Registry

Department for
Education and
Employment

Office for

Standards in Education

Department for
Culture, Media and
Sport

Office of the National
Lottery

Department of Health

Department of Social
Security

Scottish Office
Forestry Commission
General Register Office
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Wales

Chancellor’s
Departiments

European
Communities

Office of Passenger Rail Franchising
Office of the Rail Regulator
Department of the Environment,
Transport and the Regions -
Housing

Department of the Environment,
Transport and the Regions —
Other Environmental Services
Office of Water Services
Ordnance Survey

PSA Services

Health and Safety Commission

Welsh Office Northern
Office of Her Majesty’s Chief Ireland
Inspector of Schools in Wales

HM Treasury Cabinet Office
Office for National Statistics
Crown Estate Office

National Savings

Government Actuary’s Department
HM Customs and Excise

Inland Revenue

National Investment and Loans
Office

Registry of Friendly Societies

Royal Mint

Paymaster General's Office

Net payments to European
Union institutions

{Scotland)

Scottish Courts
Administration
Scottish Records Office
Registers of Scotland
Crown Office, Scotland
and Lord Advocate’s
Department

Northern Ireland Office
and departments

Office of Public Service
Central Office of
Information

Cabinet Office
House of Commons
House of Lords
National Audit Office
The Office of the
Parliamentary
Commissioner for
Administration and
Health Service
Commissioners
Privy Council Office
Property Advisors to
the Civil Estate
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LIST OF ABBREVIATIONS

ACT Advance Corporation Tax

AEF Aggregate External Finance

AME Annually Managed Expenditure

APAs Advanced Pricing Arrangements

BEAT Business Education Action Team

CAT Charges Access Terms

CBI Confederation of British industry

CED Consumers’ Expenditure Deflator

CFCs Controlled Foreign Companies

CGT Capital Gains Tax

CcO2 Carbon Dioxide

CSR Comprehensive Spending Review

DEL Departmental Expenditure Limits

DETR  Department of the Environment, Transport and Regions
DIEE Department for Education and Environment
DPTC  Disabled Person’s Tax Credit

DTI Department of Trade and Industry

EFSR Economic and Fiscal Strategy Report

EIS Enterprise Investment scheme

EMU European Monetary Union

EU European Union

FSA Financial Services Authority

FSBR Financial Statement and Budget Report

G5 Major five industrial countries comprising: France, Germany, Japan, UK and US

G7 Major seven industrial countries comprising: Canada, France, Germany, Italy,
Japan, UK and US

GDP Gross Domestic Product

GEFCO Guaranteed Export Finance Corporation
GSI Government Secure Intranet

HICP  Harmonised Index of Consumer Prices
ILA Individual Learning Account

ILO International Labour Organisation

IMF International Monetary Fund
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IS

ISA

IT
LASFE
LFS
LNCs
MAPA
MCA
MIPs
MPC
MiC
NAIRU
NAO
NAQS
NFCs
NHS
NICs
NIESR
NMW
NOx
OECD
OEICs
ONS
PAYE
PBR
PFI
PPI
PRP
PRT
PSAs
PSNB

R&D
RDAs
RPI
RPIX
SBS

Income Support

Individual Savings Account

Information Technology

Local Authority Self-Financed Expenditure

Labour Force Survey

Learning Network Centres

Members’ Agent’s Pooling Arrangements

Married Couple’s Allowance

Mortgage Interest Payments

Monetary Policy Committee

Million Tonnes of Carbon

Non-Accelerating Inflation: Rate of Unemployment
National Audit Office

National Air Quality Strategy

Non- Financial Corporations

National Health Service

National Insurance Contributions

National Institute of Social and Economic Research
National Minimum Wage

Nitrogen Oxides

Organisation for Economic Cooperation and Development
Open-Ended Investment Companies

Office for National Statistics

Pay As You Earn

Pre-Budget Report

Private Finance Initiative

Pooled Pension Investment

Profit Related Pay

Petroleumn Revenue Tax

Public Service Agreements

Public Sector Net Borrowing

Resource Accounting and Budgeting

Research and Development

Regional Development Agencies

Retail Prices Index

Retail Prices Index excluding mortgage interest payments

Small Business Service
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Special Data Dissemination Standard
Stamp Duty Rates and Threshold
State Earnings Related Pensions
Small and medium-sized enterprise
State Second Pension

Total Factor Productivity

Total Managed Expenditure
Ultra-Low Sulphur Diesel

University for Industry

Value Added Tax

Venture Capital Trust

Vehicle Excise Duty

Working Families Tax Credit

Windfall Tax and Associated Spending
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