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OVERVIEW

The Government’s economic objective is to build a strong economy and fair society, where there is
opportunity and security for all. Budget 2010, Securing the recovery, presents updated assessments
and forecasts of the economy and public finances. It reports on how the Government will be
delivering support to business and households to build strong, sustainable, growth whilst protecting
the frontline services that people rely on. The Government is acting to ensure sound public finances
to provide a stable platform for growth and maintain macroeconomic stability.

Budget 2010 is fiscally neutral and confirms the Government’s plans to more than halve the deficit
over four years, maintaining a credible path of fiscal consolidation. On public spending, Budget 2010
identifies the £11 billion of cross-cutting savings announced under Smarter Government
department-by-department and provides further details on how the Government will deliver
£5 billion of savings from targeting and prioritising spending. On tax, the Government intends
to make further progress in Finance Bill 2010 passing into legislation its tax consolidation plans, and
Budget 2010 announces the continuation of above inflation increases in fuel, alcohol and
tobacco duties to 2014-15.

Budget 2010 also confirms that overall spending will continue to rise in 2010-1 | to help support the
economy through the recovery. But, as announced at the 2009 Pre-Budget Report, public sector
current expenditure will grow at the slower rate of 0.8 per cent a year on average from 201 1-12 to
2014-15, and public sector net investment will fall to |4 per cent of GDP by 2013-14 and remain at
that level in 2014-15.

Budget 2010 announces measures to promote sustainable growth including:

e support for small and growing businesses, through new lending commitments
with RBS and Lloyds Banking Group, continuing Time to Pay arrangements,
a temporary increase in the level of small business rate relief for half a million
businesses, a doubling the Annual Investment Allowance and Entrepreneurs’
Relief, the launch of UK Finance for Growth, and the creation of a small business
credit adjudicator.

® investment in skills and innovation, including to fund the teaching costs of 20,000
extra undergraduate Higher Education places in September 2010;

® investment in infrastructure, including additional funding for transport and local
roads and creating a Green Investment Bank; and

e support for employment through extending Young Person’s Guarantee after to
March 2012.

Budget 2010 also provides targeted support for households and individuals, including: increased
support through tax credits for families with children aged one and two, continuing to provide
an additional payment for pensioner households alongside the Winter Fuel Payment, and a
two-year stamp duty relief for first time buyers for property purchases up to £250,000
from alongside an additional 5 per cent rate of stamp duty for residential property purchase
over £1 million from 201 1-12. Budget 2010 also announces the Inheritance Tax threshold will
be frozen to 2014-15.

Ll The Government’s objective is to build a strong economy and a fair society, where
there is opportunity and security for all.

World recovery 1.2 The global economy is in the early stages of recovery after the most severe and

and global synchronised contraction in 60 years. Under the leadership of the United Kingdom, the G20 has

prospects taken unprecedented action to boost global prospects in the short-term. However, the recovery
remains modest, with differences of pace between emerging and advanced economies
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1.3 The Budget forecast for growth in the world economy remain unchanged from the
2009 Pre-Budget Report. The world economy is estimated to have contracted by 1 percent
in 2009, the largest calendar year decline since the Great Depression and is set to grow by
3 V4 per cent in 2010 before rising to growth of 4 Y4 percent in 2011 and 2012. Much of this
growth will be generated by emerging markets with the G7 economies set to experience a
more modest rebound, growing byl 3% per cent in 2010, 3 per cent in 2011 and 3 ¥4 per cent
in 2012.

Prospects for the The UK economy stabilised in the second half of 2009, following a substantial fall in

2

UK economy

Budget 2010

Budget 2010

output in the wake of the global financial crisis. In line with the Budget 2009 and the 2009
Pre-Budget Report forecasts, the UK economy returned to growth at the end of 2009. GDP is
currently estimated to have risen by 0.3 per cent in the final quarter of the year. Reflecting
this, and recent developments, the GDP forecast for 2010 is 1 to 1% per cent. GDP is then
forecast to grow by between 3 and 3% per cent in 2011, before rising to 3% to 3% per cent in
2012.

1.4 This Budget sets out the action the Government is taking to promote long-term
sustainable growth. The Budget describes the next steps that the Government is taking to
make further progress in:

e  Maintaining macroeconomic stability, through securing the economic
recovery and building a strong economy for the future, while ensuring sound
public finances;

e  Reforming financial services, through ensuring a strong and thriving
financial sector that is sustainable with market participants and regulators
supporting long-term economic growth;

e  Supporting business and growth, by measures to support start-ups and small
and medium sized enterprises (SMEs), to position the UK as a leading centre
for research and innovation, and to ensure that the UK is equipped with the
infrastructure it needs to be successful in a low-carbon economy;

e  Achieving fairness and providing opportunity, through additional measures
to help households through the early stages of the economic recovery and
setting policy to create the right economic environment for households to
promote stability and growth in the medium-term;

e  Protecting public services, through setting out further details on the
Government’s plans to protect its public service priorities whilst meeting the
commitment to halve public sector net borrowing over the next four years;
and

e  Securing low-carbon growth, enabling the investment needed for the
transition to a low-carbon and resource efficient economy and driving the
transition to a low-carbon and resource- efficient economy.

MAINTAINING MACROECONOMIC STABILITY

1.5 Chapter 2 sets out prospects for the UK economy and public finances, further details
of which are set out in Chapters B and C of the Financial Statement and Budget Report
(FSBR)
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Securing the
recovery

The
Government’s
fiscal strategy

Budget
developments

The public
finances

1.6 In response to the global economic downturn, the Government took comprehensive
action to support the economy, and this as been successful in mitigating the impact of
the downturn on businesses and individuals. However, significant uncertainty remains.
Macroeconomic policy will continue to support the economy throughout this year; monetary
policy is expected to continue to provide an ongoing and powerful stimulus.

1.7 Setting a credible fiscal consolidation plan to ensure sustainable public finances is a
key part of the Government’s macroeconomic strategy and is essential for economic stability
and the long-term health of the economy. Sound public finances provide the conditions
for growth, helping to maintain low long-term interest rates and giving businesses the
confidence to plan and invest for the future. The Government’s consolidation path in has
been embedded in legislation through the Fiscal Responsibility Act.

1.8 The Government’s fiscal policy objectives are:

e  over the medium-term, to ensure sound public finances and that spending
and taxation impact fairly within and between generations; and

e  over the short-term, to support monetary policy and, in particular, to allow
the automatic stabilisers to help smooth the path of the economy.

1.9 The financial crisis and global downturn have had a profound and persistent impact
on the public finances, resulting in a significant increase in Government borrowing and debt.
Responding to these developments, in line with its fiscal objectives, the Government’s fiscal
strategy has been to:

e  base policy decisions on a realistic fiscal forecast, based on a range of
assumptions, some of which are designed to provide caution to allow for
uncertainty;

e set out a credible plan for delivering a sustained consolidation over the
medium term to ensure sound public finances and create space in the short
term for continued fiscal support;

e  ensure that the fiscal policy framework is set to deliver the Government’s
fiscal policy objectives given the outlook for the public finances and the
economy; and

e minimise the long-term cost of debt issuance subject to risk and reduce
refinancing risk, all else equal, by issuing a larger proportion of long-maturity
and index-linked gilts.

1.10 In recent months tax receipts have been higher than expected. As a result, public
sector net borrowing in 2009-10 is now projected to be £11 billion lower than forecast in the
2009 Pre- Budget Report.

LI Budget 2010 provides further temporary and targeted support for growth in 2010-11,
balanced by measures that raise revenue in later years. As a result, Budget 2010 sets out a
lower path for borrowing and debt in each year of the forecast period relative to Budget 2009.

112 Budget 2010 provides updated projections for the public finances, consistent with
the Code for fiscal stability. The Budget 2010 projections show that:

e  Public sector net borrowing (PSNB) is forecast to peak at 11.8 per cent of GDP
in 2009-10. PSNB is then projected to fall in every year of the forecast period
toreach 5.2 per cent of GPD in 2013-14 and 4.0 per cent in 2014-15; and
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Public sector net debt (PSND) is projected to peak ay 74.9 per cent of GDP in
2014-15.

Table |.1: Summary of fiscal projections

Per cent of GDP

Outturn Estimate Projections

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15
Public sector net borrowing (PSNB) 6.7 11.8 1.1 85 6.8 5.2 4.0
Total change since the 2009 Pre-Budget Report 0.0 -0.8 -0.8 -0.5 -0.3 -0.4 -0.4
Impact of discretionary measures on PSNB 0.0 0.0 0.1 0.0 0.0 -0.1 -0.1
Cyclically-adjusted PSNB 5.8 8.4 7.3 5.3 4.1 3.1 25
Surplus on current budget -34 -8.3 -8.4 -6.6 -5.2 -39 -2.8
Public sector net investment 33 3.6 2.7 1.9 1.6 1.3 1.3
Public sector net debt' 43.8 54.1 63.6 69.5 73.0 74.5 749
Memo: Impact of discretionary measures on PSNB (£ billion) 0 0 Iz 0 -2 -1 -1V

Note: All measures are presented on the basis which excludes the temporary effect of financial interventions.

! Debt at end March; GDP centred on end March.
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REFORMING FINANCIAL SERVICES

.13 A strong and sustainable financial services sector supports strong, sustainable
economic growth. Delivering this positive contribution, and ensuring that the benefits of
efficient financial services accrue to businesses and consumers, requires effective framework
of regulation and competition (both domestically and internationally), and good governance
and accountability among financial institutions themselves.

1.14 The Government is taking a leading role in the international reform agenda, working
with its G20 and European partners. Budget 2010 announces:

principles to guide international work on a systemic risk tax which will
ensure that the activities of financial institutions reflect the costs associated
with systemic risk as well as helping to meet the wider costs of crises; and

the Government will formally consult on draft regulations to require
enhanced disclosure of remuneration in the financial services sector, and
will consider whether the tools available to shareholders to effectively
control executive remuneration need to be strengthened, including greater
upfront approval of the terms under which employees are remunerated.

1.15 The Government is committed to ensuring that the supply of lending to the economy
supports the recovery. Budget 2010 announces:

the agreement of Lloyds Banking Group and The Royal Bank of Scotland to
lend £105 billion to homebuyers and businesses over the next 12 months.
£41 billion of this will be lent to small businesses;

the creation of a Small Business Credit Adjudicator with statutory powers to
enforce its judgements. The Adjudicator will work closely with an expanded
Financial Intermediary Service to ensure that small businesses are treated
fairly when applying for loans; and

steps to help companies diversify sources of finance to non bank lending
channels.
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116 The Government is committed to promoting competition in the financial services
sector in order to drive efficiency and choice for consumers. Through the divestments from
Lloyds Banking Group and The Royal Bank of Scotland, and the return of the Northern
Rock bank business to the private sector, competition in the marketplace will increase
substantially.

.17 Effective competition is also promoted by informed consumers, and the Government
is committed to ensuring that consumers have access to appropriate financial services and
are properly equipped to exercise a choice. Budget 2010 announces that the Government
will:

e introduce a new right to open a basic bank account;

e  increase the contribution made by the banks to the community lending
sector; and

e  ask the Retail Financial Services Forum to consider to what extent financial
services firms’ staff targets and incentives lead to poor outcomes for
consumers and employees and how they can be reformed.

SUPPORTING BUSINESS AND GROWTH

1.18 The Government took decisive action to support the economy during the financial
crisis and its aftermath. As the UK emerges from recession, it remains vital to maintain some
targeted assistance to support the recovery through 2010. This Budget announces action to
promote sustainable economic growth over the decade ahead, by providing a stable platform
for growth and through targeted government action to unlock private sector investment.
These measures will support start-ups and small and medium-sized enterprises (SMEs),
position the UK as a leading centre for research and innovation, and ensure that the UK
is equipped with skills for growth and the infrastructure it needs to be successful in a low-
carbon economy. The Government is:

e continuing to offer Time to Pay arrangements, which will help viable
businesses spread their tax payments as part of a package of measures that
continue to support business through recovery;

e  support start-ups, SMEs and growing businesses by providing a temporary
increase in the level of small business rate relief; launching UK Finance
and Growth to oversee more than £4 billion of the Government’s SME
finance products including the Growth Capital Fund; doubling the Annual
Investment Allowance to £100,000 and the Entrepreneurs’ Relief lifetime
limit to £2 million;

e launching a University Enterprise Capital Fund to exploit the commercial
potential of the UK’s world-class research base; and, subject to state aid
clearance, introducing a tax relief for the UK’s video games industry;

e  providing a £270 million Modernisation Fund to drive efficiencies in Higher
Education and fund the teaching costs of 20,000 extra undergraduate places
in key courses in September 2010; and

e meeting the UK’s infrastructure and energy challenges by: publishing a
Strategy for national infrastructure, including an intention to create a Green
Investment Bank; acting on the findings of the Energy Market Assessment;
creating a £120 million grant for Accelerated Development Zones; providing

Budget 2010 5
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a £100 million fund to repair local roads following recent cold weather; and
investing £250 million in the road network to improve capacity.

ACHIEVING FAIRNESS AND PROVIDING OPPORTUNITY

.19 The Government has taken swift and wide-ranging steps to support the UK economy
in response to the global downturn, which helped to ensure that growth returned at the end
of 2009. Unemployment has risen far less than many external forecasters expected at the

beginning of the downturn, and 47,000 fewer people are claiming Jobseeker’s Allowance now
than in October 2009. As the UK emerges from the downturn, the Government will continue
to work to foster recovery by providing targeted support to those who need it most. In
particular, the Government announces the following measures to help households through

the recovery:

extending the Young Person’s Guarantee after March 2011 to ensure that
young people adversely affected by the recession continue to be guaranteed
a Future Jobs Fund job, training or work experience if they cannot find work
within six months;

increased support through tax credits for families with children aged one
and two;

continuing to provide an additional payment alongside the Winter Fuel
Payment in 2010-11, worth £100 to households with someone aged over 80,
or £50 if someone is over the female State Pension Age;

extending the temporary freeze in the Standard Interest Rate applied to the
Support for Mortgage Interest scheme until December 2010; and

a two-year stamp duty land tax relief for first-time buyers, for residential
property purchasers up to £250,000.

.20  Alongside the substantial support provided, the Government is setting policy to
create the right economic environment to promote stability and growth in the medium term.
Key actions include:

a comprehensive strategy to promote savings, including the launch of the
Saving Gateway in July 2010 and the indexation of ISA limits over the next
Parliament; and

publishing Ending Child Poverty; Mapping the Route to 2020 alongside
Budget 2010, setting out ways that child poverty could be reduced in line
with the 2020 target.

1.21 The Government is also ensuring that it lives within its means in a way that is fair
and responsible. On the back of previously announced fiscal consolidation measures, Budget
2010 announces:

the introduction of an additional 5 per cent of stamp duty land tax for
residential property over £1 million from 2011-12;

an extension of the freeze in the inheritance tax allowance of £325,000 until
2014-15; and

details of the operation of the restriction of pensions tax relief for those on
high incomes.
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.22 Tobacco duty rates will increase by 1 per cent above inflation from today and by
2 per cent above inflation for the next four years. Cider duty rates will increase by 10 per
cent above inflation. Other alcohol duty rates will increase by 2 per cent above inflation
as announced at Budget 2008. In addition, all alcohol duty rates will increase by 2 per cent
above inflation for two further years, until 2014-15.

PROTECTING PUBLIC SERVICES

1.23 The Government’s short-term priority, as Britain emerges from recession, is to
foster economic recovery whilst continuing to provide targeted support to those families
and businesses that need it most. Budget 2010 announces new measures to stimulate
economic growth, including a £270 million university Modernisation Fund to finance
20,000 additional student places and £450 million to extend to March 2012 the guarantee
of a job, training or work placement for every 18 to 24 year old who has been claiming Job
Seeker’s Allowance for six months. Budget 2010 also announces that pensioner households
will receive an extra payment alongside the Winter Fuel Payment later this year.

.24 For the medium term, Budget 2010 sets out further details on the Government’s
plans to protect key public service priorities whilst meeting its commitment to halve public
sector net borrowing over the next four years. Planned levels of overall spending in 2010-11
will continue to rise, supporting the economy through recovery, but from 2011-12 spending
growth will be slower. Public sector current expenditure will grow at an average of 0.8 per
cent a year from 2011-12 to 2014-15 and public sector net investment will fall to 1% per
cent of GDP by 2013-14.

.25  Budget 2010 confirms that spending on frontline schools and NHS, 16 to 19
education and Sure Start will be protected in the years to 2012-13, with sufficient funding
provided to maintain police officer numbers. At the same time, Budget 2010 announces
further details of the tough choices the Government is making elsewhere, including:

e  action to control public sector pay, including confirming a one per cent cap
on basic pay uplifts for 2011-12 and 2012-13, saving £3.4 billion a year, and a
new Code of Practice on senior pay-setting, with greater use of independent
Remuneration Committees and escalation of decisions to ministers, or audit
and regulatory bodies, where there is a proposal to pay above agreed norms;

e £11 billion of operational efficiencies and other cross-cutting savings, to
streamline the centre of government;

e  further detail on £5 billion of savings from targeting and prioritising
spending, as announced at the 2009 Pre-Budget Report;

e reforms to the welfare system to increase fairness and improve work
incentives, further reducing social security spending over the next five years
on top of the existing forecast saving of £1.2 billion;

e rationalising regional structures and removing burdens on local
government, including giving local authorities new discretion over £1.3
billion of funding that is currently ring-fenced; and

e plans to manage assets and property more effectively by creating new
strategic property vehicles by April 2011, to help realise savings of £5 billion
a year in property running costs and £20 billion savings in assets disposal
by 2020. The Government will also relocate 15,000 civil service jobs out of
central London within five years.

Budget 2010 7
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SECURING LOW CARBON GROWTH

1.26  The Government is building a platform for strong, long-term, sustainable growth.
Support for the low-carbon economy is central to this as it will provide new opportunities
in key growth industries of the future. In the past year, the Government has announced £1.8
billion of extra support for low-carbon sectors. This will enable £15 billion of additional low-
carbon investment, providing new opportunities for business growth, boosting innovation
and creating new high skilled jobs.

.27  The Government has an important role to play in enabling the investment needed
for the transition to a low-carbon economy — particularly in the energy sector, where the
scale of investment challenge is unprecedented. To support the financing of low-carbon
investment and new low-carbon jobs, Budget 2010 announces:

e a commitment to reform the energy market to provide clean, secure and
affordable energy in the long term. The Government will bring forward
proposals this autumn, with a White Paper by spring 2011; and in the shorter
term, a summer consultation on mechanisms to provide greater certainty
for low-carbon investment;

e to address emerging equity finance gaps, the Government intends to
create a Green Investment Bank, with a mandate to invest low-carbon
infrastructure. The Government will start by investing up to £1 billion from
the sale of infrastructure-related assets and will seek to match this with at
least £1 billion of private sector investment;

e  the launch of UK Finance and Growth to streamline the Government’s SME
finance support — including to help businesses seeking to commercialise
low-carbon technologies;

e  up to £60 million for the development of port sites to support offshore wind
turbine manufacturers looking to locate new facilities in the UK and secure
low-carbon manufacturing jobs;

e a commitment to reduce government departments’ carbon emissions
by at least 30 per cent by 2020, and enabling energy efficiency finance to
help millions of homes save money energy by developing Pay As You Save
arrangements; and

e  a halving in company car tax for ultra-low carbon cars for five years from
April 2010, to contribute to making the UK one of the best places in the
world to design and build low-carbon vehicles.

1.28  To drive transition to a low-carbon and resource-efficient economy, while also
contributing to the Government’s plans for fiscal consolidation, Budget 2010 announces:

e that, to ease pressure on business and household incomes at a time when
other prices are rising, the main fuel duty increase for 2010 will be staged,
with an increase of one penny per litre on 1 April and one penny per litre on
1 October 2010, then 0.76 pence per litre on 1 January 2011. Fuel duty will
also rise by one penny per litre in real terms on 1 April each year from 2011
to 2014; and

e  an £8 per tonne increase in the standard rate of landfill tax on 1 April 2014,
to encourage alternatives to landfill.
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BUDGET MEASURES AND THE IMPACT ON HOUSEHOLDS

.29  The Government remains committed to supporting households who need it most
whilst consolidating the public finances.

1.30 In 2010-11, above indexation increases in tax credits, Child Benefit and disability
benefits will provide additional support to low earners, families with children and disabled
families, and pensioners will benefit by a 2.5 per cent increase in the basic state pension.

1.31 Above indexation increases in tax credits and child benefit will mean that in 2010-11

e A single earner family on half-median earnings (£13,000) with no children
will be better off by £70 a year?;

e A single earner family on median earnings (£26,000) with 2 children will be
better off by £230 a year;

e A lone parent on half-median earnings with 2 children will be better off by
£230 a year.

1.32 Since 1997, on average households net income has increased by an estimated £1,450
in 2010-11, compared with the 1997-98 tax and benefit system indexed to 2010-11 prices.

1.33 Consistent with the requirements of the Code for fiscal stability, the updated public
finance projections in Budget 2010 take into account the fiscal effects of all firm decisions
announced in the Budget. The fiscal impact of Budget policy decisions is set out in Table 1.2.

"HM Treasury assumptions.

Budget 2010 9
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Table 1.2: Budget 2010 policy decisions'

(+ve is an Exchequer yield) £ million
Head 2010-11 2011-12 2012-13 2010-11
indexed indexed indexed non-indexed
Supporting Business
| Capital gains tax: increase in Entrepreneurs’ relief to £2m from 2010-1 | Tax -5 =75 -90 -5
2 Annual investment allowance: increase to £100,000 from 2010-11 Tax -30 -120 -110 -30
3 Business rates: temporary increase in relief for small businesses Tax -210 —205 +5 -210
4 Tax relief for video games industry Tax 0 -40 -50 0
5 HMRC: enhanced online services for SMEs Spend -20 - - -20
6 Small business credit adjudicator Spend -5 - - -10
7 Support for university places and innovation Spend -385 - - -385
8 Investment in transport Spend -385 - - -385
9 Reprioritised spending from BIS and DfT Spend +230 - - +230
10 Reprioritised spending from DWP: extend Young Person’s Guarantee? Spend +475 - - 0
Helping People Fairly
I'l Fuel duty: phase increase Tax -550 0 0 +850
12 Individual savings account: indexation from 201 1-12 Tax 0 * -5 0
I3 SDLT: temporary relief for first time buyers Tax -230 -290 -30 -230
|4 SDLT: properties over £Im from 201 1-12 Tax +90 +70 +230 +90
I5 Support for Mortgage Interest Spend -165 - - —-165
16 Housing benefit reform? Spend 0 - - 0
17 Reduction in social security fraud and error Spend +115 - - +115
I8 Child tax credit: £4 supplement for children aged | and 2 from 2012-13* Spend 0 - - 0
19 Working tax credit: extend eligibility for over 60s from 2010-1 | Spend -10 - - -10
20 Additional age related payment to pensioner households Spend -600 - - -600
2| Saving Gateway: funding Spend -10 - - -10
Delivering on Environmental Goals
22 EU Emissions Trading Scheme auctions: amendments Tax 0 -10 0 0
23 VED: HGVs Tax -10 -10 -5 0
24 Company car tax: ultra-low carbon cars Tax 0 0 -5 0
25 Aggregates levy rate Tax 0 +5 +5 0
26 Landfill tax: increase in 2014-15° Tax 0 0 0 0
27 Enhanced capital allowances: amendments Tax +5 +5 +5 5
Ensuring Sustainability of the Public Finances
28 Alcohol duty: increase in rates in 2013-14 and 2014-15¢ Tax 0 0 0 0
29 Cider duty: increase in rates in 2010-11 Tax +15 +15 +15 +30
30 Tobacco duty: increase in rates from 2010-11 to 2014-15 Tax +35 +95 +155 +140
31 Fuel duty: increase in rates in 2014-157 Tax 0 0 0 0
32 Inheritance tax: freeze threshold from 2011-12 to 2014-158 Tax 0 +35 +110 0
Protecting Revenue and Administrative Changes
33 Gifts of qualifying investments to charities Tax +15 +15 +15 F
34 Liechtenstein Disclosure Facility’ Tax +40 +320 +140 +40
35 Remittance basis: avoidance Tax +5 +5 +5 S
36 Loans to participators Tax +15 +15 +15 SlllS
37 Double Tax Relief: avoidance Tax 0 +75 +80 0
38 Share Incentive Plans: avoidance Tax +20 +20 +20 +20
39 Transactions in securities Tax +170 +65 +65 +170
40 Enhanced disclosure regime Tax +25 +50 +50 +25
41 Partnerships: avoidance of SDLT Tax +70 +80 +90 +70
42 Mixed use assets: VAT treatment Tax +15 +65 +60 +15
43 Extend financial securities Tax 0 * +5 0
44 Charity and trust tax reliefs: amendments Tax -15 -35 -60 -15
45 VAT: Place of supply of energy products Tax —-125 0 0 —-125
TOTAL POLICY DECISIONS: -1,415 +150 +705 -365
— Included within the existing spending growth assumptions for 201 |- 12 onwards.
* Negligible

! Costings reflect Budget 2010 economic forecast and assumptions.

2 The extension of the Young Persons’s Guarantee in 201 |- 12 costs £450m.

° The estimated yield of this measure rises to £50m in steady state.

* The estimated cost of this measure is £180m from 2012-13.

° The estimated yield of this measure is £70m in 2014-15.

¢ The estimated yield of this measure is £105m in 2013-14, and £190m in 2014-15.

7 The estimated yield of this measure is £425m in 2014-15.

8 This is in addition to the inheritance tax measure announcement at 2009 Pre-Budget Report set out in Table A2.
? The estimated yield for this measure is partly based on operational data since December 2009.

10 Budget 2010



EFSR

OVERVIEW

GOVERNMENT SPENDING AND REVENUE

1.34 Chart 1.1 presents public spending by main function. Total Managed Expenditure
(TME) in 2010-11 is expected to be around £704 billion. TME is divided into Departmental
Expenditure Limits (DEL), shown in table Cl11 of the FSBR, and Annually Managed
Expenditure (AME), shown in table C9 of the FSBR.

Chart L.I: Government spending by function
Total managed expenditure: £704 billion

Other — £74bn

Debt interest — £43bn
Social protection — £196bn

Public order and
safety — £36bn

Housing and
environment — £27bn

Industry, agriculture and
employment — £20bn

Defence — £40bn

Personal social services — £33bn

Education — £89bn Health — £122bn

Transport — £22bn

Source: HM Treasury 2010- 1 | near-cash projections. The allocation of spending to functions is largely based on the United Nations’
Classifications of the Functions of Government (COFOG). Other expenditure includes general public services (including international
services); recreation, culture, and religion; public service pensions; plus spending yet to be allocated and some accounting
adjustments. Social protection includes tax credit payments in excess of an individual's tax liability, which are now counted in AME,
in line with OECD guidelines. Figures may not sum due to rounding.

1.35 Chart 1.2 shows the different sources of government revenue. Public sector current
receipts are expected to be around £541 billion in 2010-11. Table C6 of the FSBR provides a
more detailed breakdown of receipts consistent with this chart.

Chart 1.2: Government receipts
Total receipts: £541 billion

Other — £8lbn

Income tax — £146bn
Council tax — £26bn

Business rates — £25bn

VAT — £78bn

National Insurance — £97bn

Corporation tax — £42bn
Excise duties — £46bn

Source: HM Treasury, 2010-1 | estimates. Other receipts include capital taxes, stamp duties, vehicle excise duties and some other
tax and non-tax receipts — for example, interest and dividends. Figures may not sum to total due to rounding.
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The global economy is in the early stages of recovery following the most severe and synchronised
downturn since the Great Depression in the 1930s. The UK economy stabilised in the second half
of 2009, aided by the significant macroeconomic policy stimulus and government intervention in the
financial system. In line with the judgement made in Budget 2009 and the 2009 Pre-Budget Report
(PBR), UK output returned to modest growth in the final quarter of 2009. The Government’s
forecast for GDP growth remains largely unchanged from the 2009 Pre-Budget Report with slightly
lower growth in 201 1| reflecting weaker growth in UK export markets. While extreme downside
risks to the economy have receded over the year, the Budget 2010 economic forecast remains
subject to significant uncertainty and risks. Macroeconomic policy will continue to support the
economy throughout this year; monetary policy, in particular, is expected to continue to provide an
ongoing and powerful stimulus.

In recent months, tax receipts have been higher than expected in Budget 2009 and the 2009
Pre-Budget Report. As a result, public sector net borrowing in 2009-10 is now projected to
be £11 billion lower than forecast in the Pre-Budget Report. That contributes to a fall in the net
financing requirement in 2009-10 and 2010-1 1, which means that the remit for gilt sales in 2010-1 |
is £25.7 billion lower than projected in the Pre-Budget Report.

The policies announced in Budget 2010 are fiscally neutral, providing further support for growth
in 2010-1 I, balanced by measures that raise revenue in later years. Discretionary policy delivers a
£1.4 billion loosening in 2010-11, more than offset by tightening in later years, building to a £1.6
billion tightening in 2014-15. Forecast and policy changes in Budget 2010 result in a lower path for
borrowing and debt in each year of the forecast period relative to Budget 2009. The Budget forecast
shows:

® PSNB declining to 5.2 per cent of GDP in 2013-14 and 4.0 per cent in 2014-15;

® cyclically-adjusted or ‘structural’ net borrowing falling from 8.4 per cent of GDP in 2009-10
to 2.5 per cent in 2014-15, a reduction of more than two-thirds over the forecast horizon; and

® net debt projected at 74.5 per cent of GDP in 2013-14, £100 billion lower than the Budget
2009 forecast, and peaking in 2014-15 at 74.9 per cent of GDP

The Fiscal Responsibility Act (FRA) has passed into law, setting a ceiling for public sector net
borrowing in 2013-14 and a requirement for debt to be falling in 2015-16. Budget 2010 provides
a margin of flexibility against these requirements should future revenues turn out to be lower than
expected. If the economy performs better than expected, the Government will be able to reduce
the structural deficit more quickly than the path shown in this Budget.

Budget 2010 makes further progress in setting out the detail of the Government’s fiscal consolidation
plans, including further details of how the Government will deliver lower growth in public spending.
Following the passage of Finance Bill 2010 the Government intends that around half of the tax measures
that have been announced as part of the consolidation plan will have been passed into legislation.

ECONOMIC DEVELOPMENTS AND PROSPECTS

2.1 After successive shocks from commodity markets and the global financial system,
G20 policy action and unprecedented co-ordination has helped to stabilise financial markets
and demand, boosting short-term global prospects. However, the nascent recovery remains
fragile and there is a marked difference in the pace of recovery between advanced and
emerging economies.
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22 The return to growth has been largely driven by two common factors in most countries
outside Asia: stimulus measures and a turn in the inventory cycle. While financial sector
interventions have helped to improve conditions in financial markets, expansionary monetary
and fiscal policies have helped to stabilise demand and firms have been able to reduce stocks
at a slower pace, helping to boost growth. This impetus from inventories may be uneven but is
likely to continue well into 2010, as will the effects of fiscal and monetary stimulus.

23 The capacity of private demand to drive growth will be key in determining the
prospects for the global economy and recent data show tentative signs of a recovery. The
global manufacturing purchasing managers survey compiled by JP Morgan reached a five
and a half year high in early 2010 and world trade in goods has risen sharply. According to the
CPB Netherlands Bureau for Economic Analysis, world trade rose by 6 per cent in the fourth
quarter of 2009, the fastest quarterly growth since records began in 1991. Improvements
in the global economy have also been reflected in global financial markets, with the gains
made during 2009 being consolidated since the 2009 Pre-Budget Report. In particular, world
stock prices remain over 60 per cent above their February 2009 level, helping to reinforce
confidence.

24 Maintaining confidence and reducing uncertainty will be essential to the continued
recovery in private sector demand. Recent events have shown how quickly risk appetite can
be reversed and how fragile financial market sentiment in the recovery can be.

Global prospects 2.5 The Budget forecast for growth in the world economy remains largely unchanged

from the 2009 Pre-Budget Report, although growth in the euro area and UK export markets is
somewhat weaker. The world economy is estimated to have contracted by 1 per cent in 2009,
the largest annual fall in the post-war era. This is broadly in line with the forecast at Budget
2009. The world economy is forecast to grow by 34 per cent in 2010, before rising to 4V4 per
cent in 2011 and 2012. Almost 80 per cent of global growth in 2010 is likely to be generated by
emerging economies with the G7 economies set to experience a more modest rebound,
growing by 13 per cent in 2010, 3 per cent in 2011 and 3% per cent in 2012. Consistent with
below trend growth in 2010 and downward pressure on prices from large negative output
gaps, G7 inflation is forecast to remain subdued.

Government 2.6 In response to the downturn in the UK, the Government has:

action to stabilise

the UK economy

e undertaken major interventions to restore and maintain the stability of the
banking system and ensure the ongoing supply of credit to the economy.
This action has been crucial in averting the more severe downside risks to the
economy and supporting recovery;

e  authorised the Bank of England to provide monetary support to the economy
through a £200 billion programme of asset purchases;

e implemented a fiscal stimulus of 1 per cent of GDP in 2009-10 and allowed
the automatic stabilisers to operate in full, contributing to total fiscal support
of almost 5 per cent of GDP in that year; and

e  provided targeted support for businesses and individuals, including through
support for jobs, homeowners and businesses facing cash-flow problems.

2.7 The authorities’ actions have been successful in helping to limit the severity of
the downturn and its impact on businesses and individuals. The UK economy returned to
growth in the fourth quarter of 2009 and evidence suggests that:

e  while the unemployment rate has risen to 7.8 per cent, this compares with
almost 10 per cent in the US and euro area and is also lower than at the same
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stage following the 1990s recession in the UK. The claimant count reached
1.6 million at the end of 2009, almost half a million lower than the average of
independent forecasters expected at the time of Budget 2009; !

e repossessions are below forecast levels: the Council of Mortgage Lenders
(CML) revised down its forecast for repossessions in 2009 from an initial
75,000. The final number of repossessions in the year was 46,000 according
to the CML. The rate of repossessions has been around half that of the 1990s
recession; and

e  the annual rate of company liquidations remains well below its peak in the
1990s recession, at 0.9 per cent in the fourth quarter of 2009, compared with a
peak of 2.6 per cent in the 1990s recession.

2.8 During the early stages of the recovery, the significant macroeconomic stimulus in
place will continue to support the UK economy. Bank Rate is at a historically low level and,
together with the feed-through to the economy of the Bank’s programme of asset purchases,
it is expected to continue to provide an ongoing and powerful stimulus throughout this year.
Government borrowing of 11.1 per cent of GDP will also continue to support the level of
economic activity in 2010-11.

29 Recent events have demonstrated the close ties between the financial sector and the
economy, as well as the interconnected nature of global financial markets. As set out in
Chapter 3, Government action to reform financial services is now focused on enhancing the
stability and resilience of financial markets for the long term and ensuring that the economy,
and businesses within it, have access to finance for future growth. An update on international
work on macro-prudential regulation is provided in Box 2.1.

2.10 Setting a credible fiscal consolidation plan to ensure sustainable public finances is a
key part of the Government’s macroeconomic strategy and is essential for economic stability
and the long-term health of the economy. Sound public finances provide the conditions
for growth, helping to maintain low long-term interest rates and giving businesses the
confidence to plan and invest for the future. The Government’s consolidation path has been
embedded in legislation through the Fiscal Responsibility Act. A detailed update on the
Government’s fiscal strategy is provided later in this chapter.

2,11 The UK economy stabilised in the second half of 2009, following a substantial fall in
output in the wake of the global financial crisis. The cumulative decline in output over the
recession is estimated at around 6 per cent. This is similar to the loss in output seen in the
1980s recession, but greater than the fall in output in the early 1990s. Through 2009, the pace
of decline eased as the substantial policy stimulus fed through into the economy and global
and domestic confidence picked up. In line with the Budget 2009 and 2009 Pre-Budget
Report forecasts, the UK economy returned to growth in the final quarter of 2009. The Office
for National Statistics (ONS) estimate GDP to have risen by 0.3 per cent in the fourth quarter,
as government consumption continued to support the economy and household
consumption rose. Nominal GDP rose by 1.9 per cent in the second half of 2009, although in
the fourth quarter it remained 3 per cent below its pre-recession peak in the second quarter
0f2008. Nominal GDP did not fall in the 1980s and 1990s recessions.

212 Although bad weather has complicated the assessment, a range of measures suggests
output continued to recover at the start of 2010. Consumer and business confidence
measures have improved and labour market indicators have started to stabilise at a relatively

'Forecast for the UK economy: a comparison of independent forecasts, HM Treasury, April 2009.
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early stage in the recovery. The latest estimate from the National Institute of Economic and
Social Research suggests that output rose by 0.3 per cent over the three months to February.

2.13 Consumer price inflation has increased from its trough of 1.1 per cent in September
2009, as expected in the 2009 Pre-Budget Report forecast. CPI inflation reached 3.5 per cent
in January 2010, reflecting higher fuel prices and the change in the VAT rate, but it fell back to
3.0 per cent in February.

Box 2.1: Macro-prudential regulation

Financial markets have shown they are prone to ‘pro-cyclicality’ — periods of overly accommodative
lending conditions in good times, and overly restrictive conditions in downturns. This can amplify the
economic cycle, making the expansion phase stronger and the following downturn more severe.

Given the global nature of financial markets, and the ease with which banks and financial institutions
can transfer internal resources, any country acting alone is unlikely to be very effective. It is essential,
therefore, that governments work together to deepen their understanding of domestic and global
financial markets and to develop policy tools to mitigate risks from pro-cyclical behaviour. The Basel
Committee on Banking Supervision (Basel) and the European Commission are taking this work
forward, and both have published papers addressing macro-prudential regulation since the autumn.?

Both the Basel and the European Commission papers discuss a similar range of potential counter-
cyclical measures. These include measures to:

® ensure banks make forward-looking provisions, so that they put aside money for potential
future losses on loans even in the good times;

® ensure banks build counter-cyclical capital buffers, so that during the upswing of the
economic cycle they are required to raise their capital ratios, providing a buffer which can
be used to absorb losses during the downturn; and

® reduce the cyclicality of banks’ minimum capital requirements by adjusting regulatory capital
risk weights. This is because the minimum capital requirement currently has the potential to
be pro-cyclical, allowing banks to run down the level of capital they hold during the upswing
and requiring them to increase their capital during the downturn.

These are all regulatory tools that were identified in Reforming financial markets,® and the
Government welcomes their discussion in international fora. In addition, at the European level
member states have agreed to establish a European Systemic Risk Board, which will monitor
systemic risks to financial stability. At a global level, the International Monetary Fund and the Financial
Stability Board are taking forward work to identify and rectify gaps in data collection in order to
improve monitoring of developments in the financial system as a whole.

The Government is working closely with the Bank of England and the Financial Services Authority
to take this work forward in Basel and in Europe. The European Commission is expected to publish
proposals in July this year; Basel proposals are likely to continue to be developed throughout
2010. The Council for Financial Stability will play an important role in coordinating the work of the
regulatory authorities in responding to the challenges of managing systemic risk, both in the UK and
internationally.

2Strengthening the resilience of the banking sector, Basel Committee on Banking Supervision consultative document,
December 2009; and Possible further changes to the capital requirements directive, European Commission staff working
paper, February 2010.

®Reforming Financial Markets, HM Treasury, July 2009.

2NIESR monthly estimate of GDP National Institute of Economic and Social Research, 10 March 2010.
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UK growth 2.14  The Budget 2010 economic forecast is underpinned by the following assumptions,
prospects that:

e  the G20 continues to deliver on policy commitments, which are effective and
support a robust recovery in the world economy. UK export market growth
is notably weaker than world trade growth reflecting the relatively slower
recovery in the UK’s largest trading partner, the euro area;

e fiscal policy supports the level of economic activity through 2010, before
tightening from 2011 onwards to ensure sound public finances and to facilitate
the rebalancing of private and public sector contributions to demand;

e  through the course of 2010, the price of credit continues to return closer to
historical norms, adjusted for a general re-pricing of risk, and that credit
availability continues to improve;

e the positive impact of the monetary policy stimulus will continue to support
demand in the economy throughout the forecast horizon, with market
expectations suggesting Bank Rate will remain historically low; and

e  the shape of the recovery in the UK economy reflects an orderly adjustment
in sectoral financial balances, and a rebalancing between domestic and
external demand supported by sterling’s depreciation.

GDP growth 2.I5  Reflecting recent developments, the GDP growth forecast for 2010 remains

unchanged from the 2009 Pre-Budget Report, with GDP forecast to rise by 1 to 1% per cent.
This is in line with the March average of independent forecasts.®

2.16  GDP growth is forecast to rise to 3 to 3% per cent in 2011. This is slightly lower than
the 2009 Pre-Budget Report forecast, reflecting a weaker outlook for the UK’s largest trading
partner, the euro area. GDP growth is then expected to rise to 3% to 3% per cent in 2012.
The public finances projections run off the bottom end of the range. The Bank of England’s
mean forecast is around 3 per cent in both 2011 and 2012. The independent forecast average
is rather weaker at 2.1 per cent in 2011, but with a wide range of 0.9 to 3.4 per cent reflecting
the degree of uncertainty.

Table 2.1: Summary of UK forecast'

Forecast
2008 2009 2010 2011 2012
GDP growth (per cent)' Y -5 I to 1%, 3t03% 3Vito 3%
CPl inflation (per cent, Q4) 4 2 2 12 2

! See footnote to Table B9 for explanation of forecast ranges.

UK inflation 2.I7  In the near term, CPI inflation is expected to remain above the target, reflecting the

prospects impact of the VAT change. Fuel prices and the pass-through of sterling’s depreciation will

have a positive but declining impact on inflation over the coming year, while the lagged
effect of the large degree of spare capacity becomes a more dominant influence.
Consequently, inflation is expected to weaken and reach 2 per cent by the end of 2010 and
then to fall further through the first half of 2011, as the negative output gap continues to
exert downward pressure and the effect of the VAT change drops out of the annual
comparison.

3 Forecasts for the UK economy: a comparison of independent forecasts, HM Treasury, March 2010.
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2,18  CPI inflation is expected to rise back to target by the end of 2012, as the economy
continues to grow at above trend rates, consistent with the mean forecast in the Bank of
England’s February Inflation Report. Although a degree of spare capacity is expected to
remain throughout the forecast, the resulting downward pressure on inflation is expected
to be offset by the effect of the monetary policy framework anchoring inflation expectations
close to the inflation target.

219  The economic forecast remains subject to significant uncertainty across a broad
range of factors, including: the resolution of the global financial crisis and its impact on
confidence and activity; and the implementation and effectiveness of the unprecedented
global policy response to the economic downturn.

2.20 A key uncertainty over near-term prospects in the UK and globally relates to the
strength and sustainability of private sector demand. There is also uncertainty surrounding
the impact of the global financial shock on the supply side of the economy and its
compounding effect on the path of inflation.

221  The degree to which households try to increase saving further to rebuild their
finances, and the speed with which any further adjustment takes place, will also affect the
strength of the recovery. Recent increases in financial asset prices, improved confidence and
the stabilisation in the labour market should help to temper this. Business investment fell
sharply last year, but the healthy aggregate financial position of the corporate sector has been
sustained through the recession and should help support investment through the recovery.
There are also upside and downside risks to the forecast related to the availability of credit
and restoration of business and consumer confidence. These risks and their implications for
the forecast are discussed in more detail in Chapter B.

MONETARY POLICY ACTION

222  Price stability is a precondition for high and stable levels of growth and employment.
Monetary policy remains the key tool for the management of demand in the economy and
therefore inflation. The monetary policy framework is based on four key principles:

e  clear and precise objectives. The primary objective of monetary policy is to
deliver price stability. The adoption of a single, symmetrical inflation target
ensures that outcomes below target are treated as seriously as those above,
so that monetary policy also supports the Government’s objective of high and
stable levels of growth and employment;

e full operational independence for the Monetary Policy Committee (MPC).
The Government reaffirms in Budget 2010 the target of 2 per cent for the
12-month increase in the Consumer Prices Index (CPI), which applies at all
times;

e  openness, transparency, and accountability. These are enhanced through
publication of MPC members’ voting records, minutes of MPC meetings and
quarterly Inflation Reports; and

e  credibility and flexibility to allow the MPC to decide how to react to events,
within the constraints of the inflation target and the open letter system. If
inflation deviates by more than one percentage point above or below target,
the Governor of the Bank of England must explain in an open letter to the
Chancellor the reasons for the deviation, the action the MPC proposes to
take, the expected duration of the deviation and how the proposed action
meets the remit of the MPC.
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2.23  On 19 January 2009, the Government established the Asset Purchase Facility (APF) to
help increase the availability of corporate credit and to provide a framework for the MPC to
use asset purchases for monetary policy purposes. With Bank Rate at historically low levels,
the Chancellor authorised the use of the APF for monetary policy purposes on 3 March 2009.
The objectives of the monetary policy framework have not changed with the use of this
additional monetary policy instrument.

224  Monetary policy has been an important element of the overall support provided to
the economy. The MPC has maintained Bank Rate at 0.5 per cent since March 2009, and
undertaken a programme of asset purchases financed by the issuance of central bank
reserves totalling £200 billion. The MPC has said that it will continue to monitor the
appropriate scale of the asset purchase programme and further purchases would be made
should the outlook warrant them.*

225 The stock of past purchases, together with the low level of Bank Rate, will continue
to impart a substantial monetary stimulus to the economy for some time to come. Although
there remains uncertainty about the speed and strength with which the effects of the asset
purchase programme are feeding through to the economy, developments in corporate
debt markets and financial markets are consistent with its expected effects. For example,
the APF would be expected to support higher asset prices, as investors use their increased
money holdings to purchase other assets. Equity prices have risen by over 50 per cent since
March 2009 while corporate bond yields have fallen significantly since early 2009, reflecting
increased bond prices. Net corporate bond issuance in 2009 was 68 per cent higher than in
2008 and 26 per cent higher than in 2007. Asset purchases are also likely to have supported
broad money growth, which has been stronger than might have been expected given the
slowdown in nominal GDP growth.®

2.26  The Governor of the Bank of England wrote an open letter to the Chancellor on 15
February as CPI inflation rose to 3.5 per cent in January. The rise in inflation was largely
the result of short-run factors, and it was expected to be temporary as the Chancellor
acknowledged in his reply to the Governor.®* The MPC'’s remit allows it to look through short-
term movements in inflation.

2.27  Pollowing the MPC’s decision to maintain the stock of asset purchases financed by
the issuance of central bank reserves at £200 billion on 4 February, the Chancellor wrote to
the Chairman of the Treasury Select Committee to confirm that the APF would continue to
offer facilities for commercial paper, corporate bonds, and secured commercial paper.’
Purchases of these assets are now being financed by the issuance of Treasury bills, as set out
in the Chancellor’s letter to the Governor of 29 January 2009. The Government confirms in
Budget 2010 that the Asset Purchase Facility will remain in place in financial year 2010-11.

228 Inflation expectations for the medium to long term remain anchored to the CPI
target, demonstrating the credibility that the monetary policy framework has built up since
1997. Both market and survey expectations of inflation have moved within a much smaller
range than CPI inflation over the past year. For example, the YouGov/Citigroup measure of
household expectations for five- to ten-years ahead has moved within a range of 0.4
percentage points while inflation has ranged 2.4 percentage points. Measures of inflation
expectations derived from financial markets, as shown in Chart 2.1, can be affected by other
market developments, including changes in market estimates of the wedge between RPI and
CPI inflation, and have been more difficult to interpret given recent financial market

*MPC News Release, 4 February 2010, available at www.bankofengland.co.uk.
*Interpreting monetary policy, D.Miles, February 2010.

¢All open letters are available at www.hm-treasury.gov.uk.

7 Available at www.hm-treasury.gov.uk.
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volatility. These measures do not point to a significant de-anchoring of expectations from the
inflation target.

Chart 2.1: Inflation performance and expectations
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inflation by 0.5 percentage points relative to RPI inflation.

Source: ONS, Bank of England and HM Treasury.

Monetary policy 2.29 The Government will continue to support the Bank of England in the forward-
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looking decisions it takes to meet the inflation target. Assuming the economy strengthens in
line with the Budget forecast, it will be appropriate and necessary to withdraw some of the
monetary stimulus in place. The MPC will determine the timing and pace of the transition
towards more normal monetary policy settings, based on their assessment of the policy
stance required to meet the inflation target.

230  Within this, the MPC will determine the appropriate combination of increasing Bank
Rate and the sale of assets under the APE but the Bank of England will consult closely with
the Debt Management Office (DMO) to minimise disruption to the gilt market. In his letter to
the Chancellor of 17 February 2009, the Governor of the Bank of England said that the MPC
would have due regard for the impact of those sales on the Government’s debt management
operations.

THE GOVERNMENT’S FISCAL STRATEGY

231 The Government's fiscal policy objectives are:

e  over the medium term, to ensure sound public finances and that spending
and taxation impact fairly within and between generations; and

e  over the short term, to support monetary policy and, in particular, to allow
the automatic stabilisers to help smooth the path of the economy.

232  The financial crisis and global downturn have had a profound and persistent impact
on the public finances, resulting in a significant increase in government borrowing and debt.
Responding to these developments, in line with its fiscal objectives, the Government’s fiscal
strategy has been to:
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base policy decisions on a realistic fiscal forecast, based on a range of
assumptions, some of which are designed to provide caution to allow for
uncertainty;

set out a credible plan for delivering a sustained consolidation over the
medium term, to ensure sound public finances and create space in the short
term for continued fiscal support;

ensure that the fiscal policy framework is set to deliver the Government’s
fiscal policy objectives given the outlook for the public finances and the
economy; and

minimise the long-term cost of debt issuance, subject to risk, and reduce
refinancing risk, all else equal, by issuing a larger proportion of long-maturity
and index-linked gilts.

233 The Government judges that this strategy remains appropriate in light of
developments since the 2009 Pre-Budget Report and continuing uncertainty. Budget 2010:

estimates that public sector net borrowing in 2009-10 is £11 billion lower than
forecast in the 2009 Pre-Budget Report. Net borrowing is also forecast to be
lower in the later years of the forecast period;

is fiscally neutral over the forecast period and provides further detail on how
the Government’s consolidation plans will be delivered;

confirms that the Fiscal Responsibility Act has passed into law, requiring
a year-on-year reduction in borrowing to 2015-16, so that public sector net
borrowing is more than halved over the four years to 2013-14, and debt is
falling in 2015-16; and

projects a significant fall in the net financing requirement and required gilt
sales in 2010-11 relative to the 2009 Pre-Budget Report forecast. The Budget
sets out the Government’s debt management strategy for 2010-11.

The fiscal outlook

234  The global financial crisis has resulted in a significant increase in borrowing relative
downturn on the to pre-crisis levels, which can be broken down into two categories:

temporary and cyclical borrowing: the recession has caused a temporary
increase in borrowing due to lower tax receipts and higher government
spending, as the Government allows the automatic stabilisers to operate
to support the economy. The temporary, discretionary measures that the
Government has implemented to provide fiscal support to the economy also
have a short-term impact on borrowing; and

cyclically-adjusted or ‘structural’ impacts: the financial crisis has also had a
more persistent impact on the public finances, due to its downward impact
on the trend level of output in the economy, which is assumed to be just over
5 per cent, a permanent loss of tax receipts from the financial and housing
sectors and the projected rebalancing of economic activity, which will result
in less tax-rich growth in the recovery. The fiscal consolidation that the
Government has planned over the medium term is necessary to address these
persistent effects.
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2.35  Budget 2009 and the 2009 Pre-Budget Report set out a realistic forecast of the fiscal
position, including cautious assumptions for the level of unrealised losses on financial sector
interventions, oil and equity prices, the VAT gap and claimant count unemployment. In the
July 2009 Article IV Assessment of the UK, the International Monetary Fund stated that “the
2009 Budget acknowledged transparently the scale of deterioration of the fiscal position. Of
particular note, it comes to the conservative judgment that the structural component of the
deficit is... about four-fifths of the total deficit in 2009-10".

236  Public sector net borrowing in 2009-10 is now estimated to be £11 billion lower than
forecast in the 2009 Pre-Budget Report. Tax receipts since November are now expected to be
£9% billion higher than previously forecast. Receipts were higher than expected across a
number of major tax bases, in particular:

e  self-assessed income tax paid in January relates to economic activity in 2008-
09 at the worst point of the downturn. Receipts from self-assessment fell by
3.2 per cent compared with last year but were higher than the forecast made
in the 2009 Pre-Budget Report;

e VAT receipts have been stronger than expected, possibly because businesses
have repaid more VAT debt than expected, and possibly due to stronger
consumer spending ahead of the planned reversal of the temporary VAT rate
cut and the end of the Government’s vehicle scrappage scheme; and

e  a more rapid stabilisation in profits, in particular from the financial sector,
has boosted Corporation Tax and PAYE from bonuses.

237  Asaresult, cyclically-adjusted net borrowing is estimated to be 8.4 per cent of GDP in
2009-10, lower than the 9.0 per cent of GDP projection made in the 2009 Pre-Budget Report
and the 9.8 per cent of GDP forecast in Budget 2009. Budget 2010 continues to estimate that
a significant proportion — over 70 per cent — of overall borrowing in 2009-10 is cyclically-
adjusted or ‘structural’, meaning that either discretionary policy tightening or a change in the
structure of the economy that results in higher effective tax rates (ie. increases the amount of
tax raised for a given level of economic activity) is required to eliminate it.

8United Kingdom: 2009 Article IV Consultation, International Monetary Fund, July 2009.
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Chart 2.2: Change in projection of cyclically-adjusted net
borrowing since Budget 2009
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The fiscal outlook 2.38  The lower outturn for borrowing in 2009-10, combined with the economic growth

path discussed above, means that public sector net borrowing is forecast to be lower in the
medium term than projected in the 2009 Pre-Budget Report. Cyclically-adjusted net
borrowing is forecast to fall from 8.4 per cent of GDP in 2009-10 to 2.5 per cent in 2014-15, a
reduction of over two-thirds over the forecast horizon. This is a similar pace to Budget 2009
and the 2009 Pre-Budget Report, as show in Chart 2.2.

2.39  Public sector net debt is now forecast to peak at 74.9 per cent of GDP in 2014-15. This
is 2.8 per cent of GDP lower than forecast in the 2009 Pre-Budget Report, driven by lower
projected borrowing over the forecast period. Debt in 2013-14 is now projected to be 4.5 per
cent of GDP or £100 billion, lower than forecast in Budget 2009. *

240 Table 2.2 compares the projections for public sector net borrowing, cyclically-
adjusted PSNB, the cyclically-adjusted current budget and net debt with those published in
Budget 2009 and the 2009 Pre-Budget Report. Table 2.3 provides full projections for the key
fiscal aggregates. Further detail on the public finance projections is provided in Chapter C.

°At Budget 2009 the Government provisionally estimated that potential losses from financial interventions might lie within
a range of £20 billion to £50 billion, and the measure of debt used for fiscal policy purposes incorporated the high end of
this range. As the Asset Protection Scheme was finalised and risks receded, the Government reduced its estimate of net
losses to around £10 billion, in line with the treatment in the National Accounts.
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Table 2.2: Changes to the fiscal aggregates

Outturn' Estimate’ Projections
2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Net borrowing (£ billion)

Budget 2009 90.0 175.4 173 140 118 97 -
Effect of revisions and forecasting changes3 54 2.6 - -4 ' 2 0 -
Effect of PBR 2009 policy decisions 0.0 -04 | 3% -5 -6 -
Effect of other discretionary changes4 0.0 0.0 2 7% 7 5 -

2009 Pre-Budget Report 95.4 177.6 176 140 117 96 82
Effect of revisions and forecasting changes 0.7 -11.0 -14 2 -9 -7 -6 2 -6
Effect of Budget 2010 policy decisions 0.0 0.0 (V23 0 - -1 -1
Effect of other discretionary changes4 0.0 0.0 0 0 0 0 0

Budget 2010 96.1 166.5 163 131 110 89 74

Cyclically-adjusted surplus on current budget (per cent of GDP)

Budget 2009 -3 -6.7 -6.4 -4.9 -39 -3.2 -

2009 Pre-Budget Report -2.6 -5.5 -5.4 -39 -3.0 -2.3 -1.9

Budget 2010 -2.5 -4.8 -4.6 -3.4 -2.5 -1.8 -1.3

Cyclically-adjusted net borrowing (per cent of GDP)

Budget 2009 5.7 9.8 8.9 6.8 5.5 4.5 -

2009 Pre-Budget Report 5.7 9.0 8.0 5.8 45 3.6 3.1

Budget 2010 5.8 8.4 7.3 5.3 4.1 3.1 2.5

Net debt (per cent of GDP)S

Budget 2009° 46.5 59.0 68.4 74.0 775 79.0 -

2009 Pre-Budget Report 44.0 55.6 654 71.7 754 77.1 777

Budget 2010 43.8 54.1 63.6 69.5 73.0 74.5 74.9

Note: Totals may not sum due to rounding. Budget 2009 aggregates, except for net debt, were on the basis which includes the temporary effects of financial interventions. All 2009 Pre-Budget Report and

Budget 2010 aggregates are on the basis which excludes the temporary effects.
" The 2008-09 figures were estimates in Budget 2009.
? The 2009-10 figures were projections in Budget 2009.

* This includes the impact of moving from PSNB to PSNB excluding financial interventions. At the time of the 2009 Pre-Budget Report, the impact on 2008-09 was £10.4 billion, while the impact on 2009-10

was negligible.

4 Including any changes to forecasting assumptions on spending growth from 201 [-12 onwards.

* Debt at end March; GDP centred on end March.

¢ Measure of debt used for fiscal policy purposes at Budget 2009. This included a cautious provision for losses from the financial interventions of £50 billion.
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Table 2.3: Summary of public sector finances

Fiscal stance

Per cent of GDP
Outturn Estimate Projections
2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Public sector net borrowing (PSNB) 6.7 11.8 1.1 85 6.8 5.2 4.0
Cyclically-adjusted PSNB 5.8 8.4 7.3 5.3 4.1 3.1 2.5
Surplus on current budget -34 -8.3 -84 -6.6 -5.2 -39 -2.8
Cyclically-adjusted surplus on current budget -2.5 -4.8 -4.6 -34 -2.5 -1.8 -1.3
Net investment 33 3.6 2.7 1.9 1.6 1.3 1.3
Sustainability

Public sector net debt' 43.8 54.1 63.6 69.5 73.0 745 749
Core debt' 42.5 49.5 554 58.5 60.0 60.3 60.0
Net worth’ 22.4 18.0 74 1.8 -1.6 -4.1 -5.0
Primary balance -5.0 -9.9 -8.5 -5.8 -3.7 -2.0 -0.7
Financing

Central government net cash requirement 1.3 14.3 11.4 9.0 6.8 55 4.0
Public sector net cash requirement 4.2 11.8 1.6 9.2 7.1 57 42
Stability and Growth Pact

Treaty deficit* 6.7 12.2 1.2 8.6 6.9 53 42
Cyclically-adjusted Treaty deficit* 57 8.7 74 54 4.2 32 2.7

Treaty debt ratio®

55.5 714 80.5 86.0 88.7 89.2 88.7

Memo: Output gap

-2.0 -6.1 -5.2 -4.4 -3.6 -2.7 -1.9

Note: All measures are shown on the basis which excludes the temporary effect of financial interventions, except net worth and the aggregates shown in the Financing and Stability and Growth Pact sections.

" Debt at end March; GDP centred on end March.

2 Estimate at end December; GDP centred on end December.

4 . . .
General government net borrowing on a Maastricht basis.

® General government gross debt on a Maastricht basis.

Financing 2.4l The Government’s debt management framework, which is implemented by the Debt
and debt Management Office (DMO), has been resilient throughout the turbulence in global and UK
management financial markets. When it has been necessary, the Government has adapted the framework

to ensure it continues to deliver the Government’s objectives effectively. For example, in April
2009 the Government introduced a programme of syndications and mini-tenders for the first
time to enable it to issue more long-maturity and index-linked gilts than would have been
possible through auctions alone. Incremental further changes to the operations schedule are
announced in this Budget. More information on the UK’s debt management performance is
provided in Box 2.2 and in the Debt and reserves management report 2010-11, published
alongside the Budget.'’

2.42  Lower than expected borrowing in 2009-10 and 2010-11 and lower than anticipated
financial transactions in 2009-10 have a consequential impact on the Government’s financing
requirements, significantly reducing the central government net cash requirement (CGNCR)
in both years. The CGNCR is projected to be £22 billion lower in 2009-10 than forecast in the
2009 Pre-Budget Report and £7.6 billion lower in 2010-11.

2.43  The fall in projected gilt sales in 2010-11 is even greater than the fall in the CGNCR
in 2010-11. This is because improvements in expected receipts in 2009-10 came towards
the end of the financial year. To adjust gilt sales at short notice would have been at odds
with the principles of transparency and predictability that underpin the debt management
framework, and so the fall in the CGNCR in 2009-10 was not reflected in lower gilt sales. As a
result, there is an increase in the forecast level of the DMO'’s short-term net cash position of

'°Debt and reserves management report 2010-11, HM Treasury, March 2010.
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£24.0 billion, which will be used to reduce gilt sales in 2010-11. Together with the downward
revision to the projected CGNCR in 2010-11, this results in a significant fall in projected gilt
sales of £25.7 billion in 2010-11 relative to the 2009 Pre-Budget Report forecast, as shown in
Table 2.4. Full details and a revised financing table can be found in Chapter C.

Table 2.4: Central government net cash requirement and gilt sales

£ billion
2009-10

Central government net cash requirement

2009 Pre-Budget Report 2233 174

Budget 2010 200.9 166
Gilt sales

2009 Pre-Budget Report 225.1 213

Budget 2010 227.6 187
Change in Treasury bill stock

Pre-Budget Report 2009 21.6

Budget 2010 18.7 -2

Note: A projection for gilt sales for 2010-11 was not made at the 2009 Pre-Budget Report. However, other factors held constant, the projected financing requirement for 2010-1 | is the same as projected

gross gilt sales.
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244  Auctions will remain the Government’s primary method by which to issue gilts in
2010-11. However, the Government has decided to continue to use supplementary methods:
15.6 per cent of projected gross gilt issuance of £187.3 billion in 2010-11 will be issued by
syndication and 5.3 per cent by mini-tender.

245  This use of supplementary methods will facilitate higher issuance of long-maturity
and index-linked gilts, with the Government projected to issue 31.5 per cent of the total as
short conventional gilts (i.e. 1-7 year maturity), 24.0 per cent as medium conventional gilts
(i.e. 7-15 year maturity), 24.2 per cent as long conventional gilts (i.e. of maturity above 15
years) and 20.3 per cent as index-linked gilts. All else equal, the high maturity of the UK’s
outstanding debt reduces refinancing risk because the UK has less debt to roll over each year.
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Box 2.2: Debt management in the UK

2009-10 was an unprecedented year for debt management: a record amount of gilts were issued and
the Bank of England intervened in the secondary market to buy gilts for monetary policy purposes.
Following consultation, the Government introduced a programme of syndications and mini-tenders
to facilitate increased sales of long-maturity and index-linked gilts above levels that would have been
possible through the use of auctions alone. Of total gross gilt sales of £227.6 billion in 2009-10, a
record £80.9 billion was in long- and indexed-linked gilts.

There is strong and structural demand for long-maturity and index-linked gilts in the UK, in
particular, from insurance companies and pension funds. The high issuance of long-maturity and
index-linked gilts in the UK raises the average maturity of outstanding debt and reduces refinancing
risk. Refinancing risk is the risk that a government cannot roll over (i.e. re-issue) existing debt
effectively as it matures. Lower refinancing can also reduce volatility in debt interest payments.
Chart a shows a comparison between the average maturity of the UK’s outstanding debt and that
of other G7 countries. The chart shows that, at 13.5 years as at end-December 2009, the average
term to maturity of the UK’s outstanding debt is the longest of the G7 countries. Furthermore, the
UK and France are the only two G7 countries to have issued a 50-year bond in 2009-10 to date.

Chart a: Average maturity of outstanding debt by country
in 2008

Years

us Canada Japan' Germany  France Italy United
Kingdom’
'As in 2007.
?As at end December 2009.

Source: OECD and Debt Management Office.

In recent years, the maturity of the UK’s outstanding debt has been increasing. Despite a small
decline in 2008-09 and 2009- 10, reflecting the need to issue a high volume of short maturity debt
to finance the recapitalisation of the banking sector, the average maturity is projected to rise again in
2010-11.

Index-linked gilts are also subject to high demand from investors and increased issuance
demonstrates the Government’s confidence that inflation will remain low and stable and that the
Bank of England will meet its inflation target.
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246  While there are signs that the economy and financial markets are stabilising, both
the economy forecast and the public finance projections remain subject to a significant
degree of uncertainty. In particular, while risks surrounding the short-term projections for
the public finances are receding, a significant degree of uncertainty regarding the medium-
term projections remains. This is demonstrated by the range of independent forecasts for
PSNB in 2011-12, which vary in magnitude by 5.8 per cent of GDP'!

2.47  Recognising these uncertainties, the fiscal projections reflect a realistic view of the
position of the public finances by incorporating some cautious assumptions, including:

e  adownward adjustment to the economy’s trend level of output in light of the
global financial shock of just over 5 per cent;

e  that financial sector profits as a share of GDP only return to their 20-year
average by 2014-15; and

e  the NAO-audited assumptions, in particular on the VAT gap, claimant count
unemployment and the trend rate of economic growth, which is assumed to
be Y per cent below the centre of the forecast range. Further information on
the NAO-audited assumptions is provided in Chapter C.

248 There is particular uncertainty regarding the structural position of the public
finances at the current juncture. Estimates of cyclically-adjusted borrowing are subject to the
following uncertainties:

e there are significant uncertainties around the cyclical position of the
economy, as discussed further in Chapter B. These uncertainties are
important, since the judgement reached around the impact of the global
economic shocks on trend growth is key to estimating the persistent impact
of the shocks on the public finances. For example, if there were less spare
capacity than the Government estimates then the structural proportion
of a given deficit would be greater. If there were more spare capacity, the
structural proportion would be less; and

e  since the co-efficients used in the Treasury’s cyclical-adjustment methodology
are calculated using data over full economic cycles, they may not fully pick
up any disproportionate impacts on receipts and spending arising during
recessions.

Fiscal policy: supporting recovery while ensuring
sustainability

249 The Budget 2010 fiscal judgement balances the need to support the economy
through the early stages of recovery and the need to deliver sustainable public finances over
the medium term through a sustained period of fiscal consolidation. Budget 2010 provides
further temporary and targeted support for growth in 2010-11, balanced by measures that
raise revenue in later years. Discretionary policy delivers a £1.4 billion loosening in 2010-11
more than offset by tightening in later years, building to a £1.6 billion tightening in 2014-15.

2.50  Budget 2010 announcements include:

e  measures to support enterprise, growth and households in 2010-11, including
a temporary increase in the level of small business rate relief, funding for an

"' Forecasts for the UK economy: a comparison of independent forecasts, HM Treasury, February 2010.
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additional 20,000 higher education places next year, an additional payment
alongside the Winter Fuel Payment, and staging this year’s fuel duty increase; and

e  tax measures, which more than offset the targeted and temporary support in
the early part of the forecast period, including continuing real terms increases
in fuel, alcohol and tobacco duties to 2014-15, and an additional 5 per cent
rate of stamp duty land tax for properties over £1 million from 2011-12.

2.51 Together, this fiscally neutral policy package and the underlying improvement in
the position of the public finances result in a lower path for borrowing, cyclically-adjusted
borrowing and net debt in each year of the forecast period, relative to Budget 2009 and the
2009 Pre-Budget Report. The Budget fiscal forecast shows:

e  PSNB declining to 5.2 per cent of GDP in 2013-14 and 4.0 per cent in 2014-15;

e  cyclically-adjusted or ‘structural’ net borrowing falling from 8.4 per cent of
GDP in 2009-10 to 2.5 per cent in 2014-15, a reduction of more than two-
thirds over the forecast horizon; and

e net debt projected at 74.5 per cent of GDP in 2013-14, £100 billion lower than
the Budget 2009 forecast, and peaking at 74.9 per cent of GDP in 2014-15.

2.52  Budget 2010 forecasts borrowing in 2013-14 to be slightly below the ceiling set under
the Fiscal Responsibility Act of 5.5 per cent of GDP, providing a margin of flexibility should
future revenues turn out to be lower than expected. If the economy performs better than
expected, the Government will be able to reduce the structural deficit more quickly than the
path shown in this Budget.

2.53  The Government judges that, in the face of economic uncertainty, it is important to
continue to allow fiscal policy to support the economy in 2010-11, and that the medium-
term consolidation plan provides space for targeted and temporary support measures in the
short term. Continued fiscal support will be provided next year primarily through:

e  planned increases in government spending, with Total Managed Expenditure
rising by over £11 billion in real terms in 2010-11;

e the automatic stabilisers, which will continue to provide fiscal support worth
almost 4 per cent of GDP in 2010-11; and

e the Government’s decision at Budget 2009 to increase those benefits and tax
credits normally linked to RPI by 1.5 per cent in April 2010, and to increase the
basic state pension by 2.5 per cent, despite a period of negative RPI inflation
in 2009, providing an effective real terms increase to transfer payments of
around £4 billion.

254 The Government judges that the focus of fiscal policy should shift towards
consolidation in 2011-12, when the economy should be able to support this tightening
because:

e  GDP growth is forecast to pick up to an above trend rate of 3 to 3% per cent
in 2011;

e  asfinancial market conditions improve and the monetary policy transmission
mechanism becomes more effective, the low Bank Rate expected by the
market will provide an ongoing and powerful stimulus to spending by

Budget 2010 29



MAINTAINING MACROECONOMIC STABILITY EFSR

30

The fiscal
consolidation
plan

Progress on
consolidation
plans in
Budget 2010

Budget 2010

businesses and individuals, supporting household real disposable incomes
and reducing the economy’s reliance on fiscal support; and

e  market expectations are for Bank Rate to rise moderately towards the end of
2010 and rise further over 2011 and 2012. This implies that there is likely to
be greater space for the Monetary Policy Committee to use interest rates to
support demand by 2011-12, should that be warranted.

2.55  The Government has set out a detailed plan to deliver a sustained fiscal consolidation
over the medium term. This plan is based on announced tax rises, spending plans and the
Government’s forecasts for economic growth. In total, measures announced since the 2008
Pre-Budget Report will reduce borrowing by £57 billion in 2013-14.

256 Including the measures announced in this Budget, tax measures will reduce
borrowing by £19 billion in 2013-14. They include:

° an additional rate of income tax of 50 per cent for incomes over £150,000
and the restriction of the personal allowance for those with incomes of over
£100,000, from April 2010;

e  the restriction of pensions tax relief for those with gross of incomes of
£130,000 and over, from April 2011;

e  aone percentage pointincrease in the employee, employer and self-employed
rates of National Insurance Contributions (NICs) from April 2011; and

e  a one penny per litre above inflation increase in fuel duty and real terms
increases to alcohol and tobacco duties, due to be delivered in each year to
2014-15.

2,57 The Government has also announced reduced spending growth assumptions from
2011-12 onwards, which will reduce borrowing by £38 billion in 2013-14. Public sector
current expenditure will grow at an average of 0.8 per cent a year from 2011-12 to 2014-15"
and public sector net investment will decrease to 1% per cent of GDP by 2013-14 and remain
at that level in 2014-15. To support the delivery of reduced spending growth and to protect
key frontline public services, the Government has also announced a package of over £20
billion of savings by 2012-13. These include £11 billion of operational efficiencies and other
cross-cutting savings, £5 billion of savings from targeting and prioritising spending, and
savings from restraint on public sector pay and reforms to public sector pensions.

2.58  Building on announcements to date, Budget 2010 and the forthcoming Finance Bill
make further progress in setting out the detail of the Government’s fiscal consolidation plan.
On tax, Budget 2010 announces further measures that will reduce borrowing by £1 billion in
2013-14. More details are set out in Chapter A. Following the passage of Finance Bill 2010 the
Government intends that around half of the tax measures that have been announced as part
of the consolidation plan will have been passed into legislation.

2.59  On spending, Budget 2010 announces that the £11 billion of savings announced
under the Operational Efficiency Programme have now been identified department-by-
department, and sets out further details on how they will be delivered in the next Spending
Review period. Budget 2010 also gives further details on how the Government will deliver the
£5 billion of savings by 2012-13 from targeting and prioritising projects and programmes,
and outlines the next steps in reforming public sector pay and pensions. More details can

"2Excluding the additional time-limited resource expenditure announced in the 2009 Pre-Budget Report and all additional
expenditure announced in Budget 2010.
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be found in Chapter 6. The Government will set out further plans when the next Spending
Review is published later this year.

2,60 The Government's consolidation plans are underpinned by legislation. The Fiscal
Responsibility Act 2010 received Royal Assent on 10th February 2010. It requires that the
Government set out at all times a legislative fiscal plan for delivering sound public finances,
to be approved by Parliament, and places a binding duty on the Government to meet that
plan. A revised Code for Fiscal Stability and the duty to reduce PSNB to 5.5 per cent of GDP or
less in 2013-14 are being formally laid before Parliament alongside this Budget. '3

2.6l Overall, the requirements that have been placed on the Government are for:
e  borrowing to be more than halved to 5.5 per cent of GDP or less in 2013-14;

e  borrowing to be reduced as a share of GDP in each and every year from
2009-10 to 2015-16; and

e  public sector net debt to be falling as a share of GDP in 2015-16.

2,62 Chart 2.3 shows forecasts to 2014-15 and illustrative projections thereafter for
public sector net borrowing and net debt, which demonstrate that the Government’s fiscal
projections are consistent with the requirements of the Fiscal Responsibility Act. The
projections show PSNB falling year-on-year from 2009-10 to 5.2 per cent of GDP in 2013-14
and 4.0 per cent of GDP in 2014-15. The illustrative projections beyond 2014-15 are based on
the assumptions of an improvement of 0.7 per cent of GDP a year in the cyclically-adjusted
current budget until it reaches balance. This is equivalent to the average improvement over
the 2009-10 to 2014-15 period, and public sector net investment being held constant at 1%
per cent of GDP. The chart shows that, under these assumptions, PSNB will continue to
decline and debt will be falling in 2015-16.

Chart 2.3: Meeting the Fiscal Consolidation Plan
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Source: HM Treasury

13 Code for fiscal stability and secondary legislation available at www.hm-treasury.gov.uk.
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2.63  The cyclically-adjusted current deficit improves by, on average, 0.7 per cent a year
over the forecast period. Chart 2.4 shows that a further illustrative improvement of 0.7 per
cent a year from 2015-16, in line with this average, would eliminate the deficit on the
cyclically-adjusted current budget by 2016-17, a year earlier than projected at the 2009 Pre-
Budget Report.

Chart 2.4: Balancing the cyclically-adjusted current budget
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2,64 Chart 2.5 shows that both the automatic stabilisers and the fiscal stance acted to
provide a considerable degree of support to growth in 2008-09 and 2009-10, during the
economic downturn, with a cumulative impact of around 4 per cent and 5 per cent
respectively in those years. In 2010-11, with planned increases in Government spending of
£11 billion in real terms, borrowing of 11.1 per cent of GDP continues to support the level of
economic activity. From 2011-12, with the economy growing at above trend rates and able to
support fiscal consolidation, tightening of policy and the automatic stabilisers work together
to deliver a reduction in borrowing.
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Chart 2.5: Fiscal policy supporting economic stability
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2.65 The UK is subject to the Stability and Growth Pact (SGP) as part of its membership of
the European Union (EU). Treaty obligations require the UK to endeavour to avoid excessive
deficits, defined as 3 per cent of GDP on the Treaty deficit measure. The UK is not subject to
sanctions or corrective measures if it does not comply.

2,66 Twenty-one EU member states are currently subject to the Excessive Deficit
Procedure of the SGP. EU leaders have agreed that the flexibility provided for in the SGP
should be used, and that fiscal consolidation should be undertaken in line with economic
recovery. The EU’s Economic and Financial Affairs Council has recommended that the UK
bring its Treaty deficit below the 3 per cent reference value by 2014-15.

2.67  As explained earlier in this chapter, the Government has taken a judgement on the
appropriate pace of fiscal consolidation, consistent with its fiscal policy objectives. The
annual pace of consolidation for the UK set out in Budget 2010 is the fastest in the G7 on
IMF forecasts for the period up to 2014.! As shown in Table 2.3, the Treaty deficit is projected
to be 4.2 per cent of GDP in 2014-15.

2.68 The 2009 Long-term public finance report® provided a comprehensive assessment of
the long-term trends and associated challenges facing the UK, and set out their potential
implications for the public finances under a range of different scenarios. The report provided
projections for those areas of spending that may be particularly affected by long-term
challenges, such as education, pensions and health. Budget 2010 sets out illustrative
projections for net debt, public sector net borrowing and the cyclically-adjusted current
balance to 2019-20, consistent with the requirements of the Code for fiscal stability.

"“For the countries in the G7, other than the UK, the projected annual average fall in borrowing is as forecast by the IMF
on a calendar year basis between 2010 and 2014. For Japan and the US, where borrowing is forecast to peak in 2009, the
pace of consolidation is taken over 2009 to 2014. The UK pace is based on the Budget 2010 financial-year projection of
PSNB from 2009-10 to 2013-14.

152009 Long-term public finance report, HM Treasury, December 2009.
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REFORMING FINANCIAL SERVICES

A strong and sustainable financial services sector supports strong, sustainable economic growth.
Delivering this positive contribution, and ensuring that the benefits of efficient financial services
accrue to businesses and consumers, requires an effective framework of regulation and competition
(both domestically and internationally), and good governance and accountability among financial
institutions themselves.

The Government is taking a leading role in the international reform agenda, working with its G20
and European partners. Budget 2010 announces:

® principles to guide international work on a systemic risk tax which will ensure that
the activities of financial institutions reflect the costs associated with systemic risk
as well as helping to meet the wider costs of crises; and

® the Government will formally consult on draft regulations to require enhanced
disclosure of remuneration in the financial services sector, and will consider
whether the tools available to shareholders to effectively control executive
remuneration need to be strengthened, including greater upfront approval of the
terms under which employees are remunerated.

The Government is committed to ensuring that the supply of lending to the economy supports the
recovery. Budget 2010 announces:

® the agreement of Lloyds Banking Group and The Royal Bank of Scotland to lend
£105 billion to homebuyers and businesses over the next 12 months. £41 billion of
this will be lent to small businesses;

® the creation of a new Small Business Credit Adjudicator with statutory powers
to enforce its judgements. The Adjudicator will work closely with an expanded
Financial Intermediary Service to ensure that small businesses are treated fairly
when applying for loans; and

® steps to help companies diversify sources of finance to non bank lending channels.

The Government is committed to promoting competition in the financial services sector in order
to drive efficiency and choice for consumers. Through the divestments from Lloyds Banking Group
and The Royal Bank of Scotland, and the return of the Northern Rock bank business to the private
sector, competition and diversity in the marketplace will increase substantially.

Effective competition is also promoted by informed consumers, and the Government is committed

to ensuring that consumers have access to appropriate financial services and are properly equipped
to exercise a choice. Budget 2010 announces that the Government will:

® introduce a new right to open a basic bank account;

® increase the contribution made by the banks to the community lending sector;
and

® ask the Retail Financial Services Forum to consider to what extent financial
services firms’ staff targets and incentives lead to poor outcomes for consumers
and employees and how they can be reformed.

3. The UK economy has returned, after the most severe financial crisis in 60 years, to
modest growth. Rather than let the banking system collapse, the Government took decisive
action to recapitalise a number of systemically significant banks; protect depositors in the
banking system; guarantee selected assets held by banks; protect jobs by making changes
to the tax system to support small businesses; and ensure a flow of credit to creditworthy
businesses. The scale and range of these measures reflected the importance of the financial
sector to economic growth.
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3.2 The global nature of the crisis required a global response. The UK Government
led the way, during its Presidency of the G20, in worldwide efforts to stabilise the financial
system, and is now leading and shaping the reform of international regulation in order to
maintain stability and support economic recovery.

33 The Government is announcing a series of measures that, within a framework of
international cooperation and reform, ensure that the UK remains financially stable and that
lending in the economy meets demand. The long-term competitiveness of the UK financial
services industry also remains a key objective. The costs associated with the rescue of the
global financial system in 2008 have prompted an international debate on the balance of risk
and reward between the financial sector and society. This chapter sets out principles for a
systemic risk tax coordinated internationally to avoid jeopardizing the UK’s competitiveness,
and designed to mitigate moral hazard and take account of the cumulative impact of recent
reforms on financial sector firms.

LEADING AND SHAPING INTERNATIONAL REFORM

34 The global financial crisis has demonstrated the need for an overhaul of the
international regulatory architecture. International cooperation is central to strengthening
the financial system for the future, and the Government is working closely with international
partners to address potential systemic risk, protect the taxpayer and enable the financial
sector to play its part as a key driver of economic prosperity.

35 The UK was at the forefront of efforts to promote international financial regulatory
reform during its Presidency of the G20. The Government will continue to work closely with
EU and international partners to implement the G20 commitments in a robust and
internationally consistent manner that minimises the scope for regulatory arbitrage and
strengthens the global financial system for the future. The challenge in 2010 is to maintain
momentum behind the implementation of the G20 agreements, and ensure that domestic
and international efforts are well coordinated.

3.6 At their meeting in Pittsburgh in September 2009, G20 leaders agreed a package of
major reforms of international rules on capital, leverage and liquidity, while emphasising the
importance of ensuring that the transition to strengthened regulatory standards should not
impede the pace of recovery. The Basel Committee is currently consulting on a set of detailed
reform proposals and aims to agree a final package by the end of the year, with a phased
implementation thereafter. The Government believes that it is important that G20 leaders are
given the opportunity to assess the final Basel proposals at their summit in November.

3.7 The rescue of the global financial system in 2008 required substantial support from
taxpayers, and has prompted a debate on how the balance of risk and reward between the
financial sector and society should be adjusted.

3.8 The UK is leading an internationally coordinated approach to this issue, with the
Prime Minister putting it firmly on the global agenda in a speech to the G20 in November
2009. A range of policy options has been put forward for discussion, including contingent
capital, systemic levies and transaction taxes. These all deserve careful consideration in
terms of their economic impact and ability to be delivered on a global scale. The IME
at the request of the G20, is reporting on possible ways to ensure that the financial sector
makes a fair and substantial contribution to the wider costs associated with government
interventions to repair the banking sector. The Government looks forward to receiving this
report later this year.
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3.9 In parallel, the Government is continuing discussions with international partners.
HM Treasury published Risk, Reward and Responsibility: the financial sector and society'
in December 2009, and held a seminar in January 2010 that brought together the Bank of
England, the FSA and international policymakers.

3.10 One approach on which the Government believes progress could be made soon is an
internationally coordinated systemic risk tax. Box 3.1 outlines how this work could be taken
forward. The UK will continue to work closely with the G20 and IMF on the development of
this and other proposals, and will seek agreement on a process to coordinate further work
internationally.

Box 3.1: Principles to guide international work on a systemic risk tax

As the financial crisis has shown, the failure or distress of large and interconnected financial
institutions can pose significant risks to financial stability. The Government is developing a package
of regulatory measures to reduce these risks and the impact of systemic crises. A systemic risk tax
could be an important means of both ensuring that financial institutions take into account the cost of
the systemic risk of their activities, and of meeting the wider costs of crises.

There are several key principles that the Government believes should guide further international
work on systemic risk taxes:

® first and foremost, a systemic risk tax should be coordinated internationally to minimise
competitive distortions, and issues of double-taxation and arbitrage risk will need to be
resolved;

® asystemic risk tax should complement but not substitute for existing G20 regulatory
initiatives aimed at addressing systemic risk. The work of the Financial Stability Board
(FSB) on both reducing the probability and impact of an individual firm’s failure, and on
streamlining the process of dealing with failures if they nevertheless occur, remains of vital
importance;

® while internationally coordinated, the proceeds of such a tax should be for national
governments to use. A systemic risk tax should not be seen as an insurance policy to
benefit individual institutions, shareholders or creditors. To minimise moral hazard the
proceeds of such a tax should go into general taxation rather than a stand-alone fund;

® calibration and implementation must take account of the wider regulatory reform
programme and the cumulative impact of all reforms to strengthen financial stability, as
well as the timing and strength of the economic recovery to ensure that the impact of
any tax is proportionate and measured,;

® the tax base should be as simple as possible, to minimise arbitrage and help international
replicability, while taking account of the characteristics of a firm’s business that
give rise to systemic risk. In particular it should take into consideration size,
interconnectedness, and substitutability, while accepting that a precisely calibrated measure
might not be achievable; and

® a systematic risk tax should cover all financial institutions that might contribute
significantly to systematic risk, to address level-playing field concerns and minimise
arbitrage.

'Risk, Reward and Responsibility: the financial sector and society, December 2009 is availably at www.hm-treasury.gov.uk
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3. The Government believes it is crucial to explore additional measures with respect to
those financial institutions that pose the greatest systemic risk to financial stability. Various
proposals have been put forward, including requiring systemically important financial
institutions to hold more capital and to limit certain risky activities or investments. The UK
supports the work of the FSB, working together with standard setting bodies, to propose
measures to address the risks posed by systemically important financial institutions, by
October and ahead of the G20 November Summit.

3.12  Recovery and resolution plans (RRPs, also known as ‘living wills’) are an important
tool in mitigating the systemic risk that some firms pose to the system and in promoting
long-term financial stability.

3.3 The Government believes that it is essential to ensure alignment with international
work on RRPs in order to avoid regulatory arbitrage and potentially detrimental effects on
UK competitiveness and the wider economy. The G20 have agreed that major financial
institutions with cross-border crisis management groups should develop internationally
consistent RRPs by the end of 2010, and the Government continues to work with the FSB and
international partners in developing these.

3.4  The Government is taking forward appropriate measures to improve the UK’s
insolvency regime for investment banks, to reduce the impact on the financial system of
investment bank failures, and to provide better protection for client monies held in
investment banks. As part of ongoing consultation, the Government will bring forward
detailed proposals - including draft secondary legislation for a new insolvency regime — in
the summer.

3.15 The global financial crisis also exposed the absence of an effective EU crisis
management framework for cross-border banks. Work is underway to improve Europe’s crisis
management capacity, and the European Commission has consulted on potential policy
responses. The UK has stressed the importance of a common EU framework for resolution,
consisting of a series of agreed objectives and a common minimum set of national resolution
tools capable of delivering outcomes comparable with those achieved by the UK Special
Resolution Regime.

3.16  The Council of the European Union agreed legislative proposals in December 2009 to
establish a European Systemic Risk Board and three new European Supervisory Authorities
strengthening the EU’s regulatory and supervisory architecture in light of the financial crisis.
The Government looks forward to the swift agreement of the proposals with the European
Parliament.

3.17  The Solvency II Directive aims to develop an EU-wide system of prudential
regulation for insurers and reinsurers. It will introduce a stronger and more sophisticated
risk-sensitive approach to capital adequacy and supervision than current Solvency I
requirements, reducing the likelihood of an insurer failing, and enhancing policyholder
protection.

3.18 These proposals will necessitate changes to the UK tax rules. Following initial
discussions with the industry, the Government launched a consultation? on 10 March to
capture views from the industry and others on some key aspects of the future framework,
and looks forward to those responses. More broadly, the Government continues to provide
support for the UK insurance sector by working to ensure that its interests and concerns,
including those relating to the impact on annuities, are heard.

2Solvency Il and the Taxation of Insurance Companies is available at www.hm-treasury.gov.uk
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3.19  The Government has played a strong international role in agreeing new and robust
processes for tackling non-cooperative jurisdictions. This month, the Global Forum for
Transparency and Exchange of Information for Tax Purposes began a programme of rigorous
peer reviews to ensure that its members have fully implemented the international standards
on tax information exchange. In February, the Financial Action Task Force issued a public list®
of jurisdictions with deficiencies in their approach to combating money laundering and the
financing of terrorism. The Government has issued advice to UK companies, with guidance
on steps to take when conducting business with countries on the list. The FSB also launched
its evaluation process this month to promote global adherence to information exchange and
supervisory cooperation standards, and has developed possible positive and tougher
countermeasures to address weaknesses in compliance or cooperation by jurisdictions.

3.20 Following the independent review of British Offshore Financial Centres by Michael
Foot last year, the Government looks forward to updated action plans from the UK’s Overseas
Territories. These should demonstrate a public commitment to making good progress
against global standards on tax transparency, financial regulation and financial crime, and
set out plans for more sustainable revenues over the long term.

Reforming banking remuneration and governance

3.21 Good corporate governance and market discipline are central to well-functioning
financial markets, and the UK is taking a leading role in the reform of banking remuneration
and governance practices.

3.22  Effective, consistent and transparent implementation of the FSB’s remuneration
principles and implementation standards during 2010 is essential if global remuneration
policies are to be aligned with sound risk management, and regulatory arbitrage avoided.
The FSA Code on Remuneration Practices,* consistent with FSB requirements, came into force
at the beginning of this year, and will be reviewed during the year. The FSB will shortly
publish a peer review of progress towards implementation by G20 countries.

3.23  The Government has made clear to the banking sector that it needs to develop
sustainable long-term remuneration policies. Consistent with this, the Government
announced at 2009 Pre-Budget Report that a bank payroll tax would apply to banks awarding
discretionary bonuses from 9 December 2009 to 5 April 2010.

3.24  There is evidence that bonuses have been reduced to some extent because of this tax.
It is only fair that those who still choose to award substantial payments should contribute
more to the fiscal consolidation of the economy. This is a one-off tax designed to reinforce
progress towards the longer-term regulatory changes being implemented following The
Walker Review of Corporate Governance in UK banks and other financial industry entities®
and the measures set out in the Financial Services Bill.

3.25  Sir David Walker was commissioned by the Government in 2009 to review governance
practices in the financial services sector. The Government, in collaboration with other bodies
with a governance remit, will implement Sir David’s recommendations throughout 2010.
Consequently, the FSA is consulting on changes to its ‘significant influence controlled
functions’ regime. The Financial Reporting Council (FRC) is consulting on revisions to the
Corporate Governance Code,® and separately on the adoption and coverage of a Stewardship

3The list is available at www.fatf-gafi.org

*The FSA code is available at www.fsa.gov.uk

>The Walker Review of Corporate Governance in UK banks and other financial industry entities: Final recommendations, July
2009, is available at www.hm-treasury.gov.uk

¢The FRC Corporate Governance Code is available at www.frc.org.uk
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Code for investors. As part of the development of the Stewardship Code on which the FRC is
currently consulting, the Government will also consider whether the existing institutional
investor voting disclosure regime should become mandatory as provided for in section 1277
of the Companies Act 2006.

3.26  On 10 March 2010 the Government published draft Regulations to require enhanced
disclosure of remuneration in the financial services sector. After the Financal Services Bill
gains Royal Assent, the Government will formally consult on those Regulations. As part of
that process, and given the key role that owners should play in managing remuneration
contracts, the Government will consult on whether further practical measures can be
identified to facilitate the consent, by owners, of executive remuneration in the financial
services sector.

Financial services taxation

3.27 The UK’s asset management industry remains a key priority for the Government,
reflecting both its direct contribution to the economy and the broader economic role it plays
in providing those with capital to invest with profitable investment opportunities. In
recognition of the importance of this sector, the Government will continue to insist that the
EU Alternative Investment Fund Managers Directive be made proportionate and workable,
and provide a level playing field for fund managers.

3.28 Dialogue over recent years between the Government and the asset management
industry has resulted in various tax reforms with the aim of enhancing the UK’
competitiveness in this area. The Government remains open to further discussion on the
relative impact of different drivers on the location of asset management activity, and further
possible reforms including on stamp duty reserve tax schedule 19. Any such reforms should
be affordable and result in tangible benefits for the UK economy.

3.29 The Government will:

e  work with industry to ensure that stamp duty reserve tax schedule 19 only
applies to investments in underlying funds where those underlying funds
are themselves primarily invested in UK equities;

e  launch a working group to consult on whether establishing a tax-transparent
contractual fund vehicle would be beneficial for the UK;

e  workwith industry to address issues for Authorised Investment Funds (AIFs)
investing more than 20 per cent in both reporting and non-reporting funds
under the Funds Investing in Non-Reporting Offshore Funds (FINROFs)
regime; and

e launch a review of the tax rules relating to Investment Trust Companies
in s842 of ICTA 1988, with a view to modernising the rules. A consultation
document will be issued in summer 2010.

330 The Government remains committed to promoting the UK as a centre for Islamic
finance. Work with the industry over recent years has led to a number of tax changes aimed
at facilitating growth in this area. The Government intends to provide clarification of how
the capital allowances regime will interact with these changes.
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33l In early 2010, HM Treasury, the Bank of England and the FSA launched an extensive
series of discussions with relevant market participants on mortgage-backed securities. This
is part of a wider work programme, announced at the 2009 Pre-Budget Report and reporting
to the Council for Financial Stability, to develop a shared evidence base that the authorities
will use to formulate and evaluate potential reforms.

332  The authorities are engaged with the many international initiatives focusing on
securitisation markets, recognising that securitisation markets are an important source of
funding. The authorities will continue to work together to shape domestic and international
regulatory outcomes to encourage the development of more robust securitisation and
covered bond markets.

PROMOTING LENDING TO THE ECONOMY

3.33 A fair and competitive credit market is a key component of a successful economy.
In order to support lending in the UK economy during the downturn, the Government took
a number of actions, including securing legally binding lending commitments from Lloyds
Banking Group (LBG) and The Royal Bank of Scotland (RBS). Chapter 4 sets out the wider
steps that the Government has taken, and will continue to take, to improve access to finance
for businesses.

Lending commitments

3.34  Insigning up to the lending commitments, LBG committed to lend an additional £14
billion on commercial terms over the 12 months from March 2009. RBS committed to lend
an additional £25 billion on commercial terms during the same period.

335 In setting up the lending commitments, the Government was clear that its
assessment of delivery against the commitments would be subject to market demand and
economic conditions. It is important that all lenders take appropriate account of risk and
creditworthiness in their lending decisions, ensuring a sustainable supply of credit that
drives economic growth.

336  Both LBG and RBS have exceeded their lending commitments for mortgage lending.”
During the 12 months to February 2010, LBG exceeded their lending commitment by £1.4
billion. During the same period, RBS also exceeded their lending commitment by £2.7
billion.

3.37  The fact that the lending commitments were exceeded for mortgage lending reflects
the levels of demand for new mortgages, more competitive pricing from LBG and RBS in the
higher loan to value market and the banks’ development of innovative products.

3.38  Business lending across the economy has been more subdued than mortgage
lending. This reflects a number of factors, including a reappraisal of risk by lenders, investors
and borrowers; uncertainty about the prospects for the economy reducing the demand
for finance; financial institutions restructuring to deliver higher capital levels and more
conservative loan exposures; larger businesses turning to reviving corporate bond and
equity markets as an alternative source of external finance, raising £41 billion in net funds
from January to December 2009;® and businesses restructuring and paying off debt during
the recession (described in greater detail in Box B6 ‘Funding for corporates’ in Chapter B).

"The Royal Bank of Scotland annual results are available at www.rbs.com and the Lloyds Banking Group annual results are

available at www. lloydsbankinggroup.com
8Source: Bank of England
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Repayments of business loans have, in 2009, been £19 billion greater than the total level of
new lending.® There is evidence that large businesses have, in particular, been using money
they raised from capital markets to repay bank lending.

3.39  LBG and RBS have, in this context, fallen short of the net lending levels set out in
the lending commitments. Between them, they delivered £79 billion in gross lending to
businesses and both banks increased their market share of business lending (LBG lent £38
billion across their business customers in the period from March 2009; RBS lent £41 billion in
gross lending facilities to businesses during the same period). At the same time, however, the
banks together received repayments of £92 billion. For LBG, the active capital markets and
high levels of repayments mean that their net lending to businesses in the year from March
2009 was £5.7 billion. For RBS, capital markets and revived high repayments of borrowing by
businesses mean that net lending in particular was negative; RBS lending fell by £6.2 billion
across all business sectors.

3.40 The banks have also taken steps to help business customers to understand the way
that loans are priced and to set out a clearer set of standards that businesses can expect from
their banks. In December 2009, LBG and RBS both launched Customer Charters for small
and medium sized enterprises (SMEs). The Charters,'" which cover 98 per cent of the SME
customer base, commit LBG and RBS to cap arrangement fees on overdrafts and loans at
1.5 per cent of the overall facility and not to increase margins on existing loans without a
material increase in risk.

3.41  While conditions have made it hard for LBG and RBS to meet their net lending
targets, the Government continues to believe it is essential that UK banks, including those in
which it has a stake, are lending appropriately to businesses and households. Budget 2009
announced that the lending commitments would last for a two-year period and that they
would be reviewed at the one-year point in order to ensure that these commitments reflected
the economic circumstances at that point in time.

342  The Government today announces that LBG and RBS have agreed legally binding
lending commitments for the twelve-month period from March 2010. Lending provided
under these commitments will remain on commercial terms and subject to market
demand. Over this period, LBG have agreed to a lending commitment of £47 billion; £3
billion in additional mortgage lending and £44 billion in total gross lending to businesses.
RBS have agreed a lending commitment of £58 billion; £8 billion'* in additional mortgage
lending and £50 billion in total gross lending to businesses. The Government will report
to Parliament on the delivery of the year two commitments at the end of the period. If the
Government’s judgement is that either bank has failed to meet its lending commitments
for year two, or has seriously breached the behaviours set out under their SME Customer
Charters, the Government will inform UK Financial Investments Ltd (UKFI), which will
work with the remuneration committees of the relevant banks to determine the appropriate
consequences of the breach of the year two commitments or the Customer Charters for the
relevant executives.

Supporting lending to businesses

3.43  To help SMEs that need access to credit, the Government has today announced the
creation of a new statutory Small Business Credit Adjudicator. The Adjudicator will work

Source: Bank of England

'°Source: Bank of England

""The Royal Bank of Scotland SME Customer Charter is available at www.rbs.com and the Lloyds Banking Group SME
Customer Charter is available at www.lloydsbankinggroup.com

'2An £8 billion lending commitment in year two reflects an adjustment within the two year lending commitment
framework (the mortgage lending commitments for RBS for year one was increased from £9 billion to £10 billion).
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closely with a newly enhanced Business Link Financial Intermediary Service,” in order to
ensure that SMEs are treated fairly when applying to their bank for finance. The Adjudicator
will have statutory powers as soon as possible to ensure that the judgements its makes are
enforceable.

3.44  After the 2009 Pre-Budget Report, the Government launched a discussion paper on
developing non-bank lending channels for large and upper mid-sized businesses.*
Respondents noted evidence that companies were interested in diversifying their sources of
finance away from a dependence on a single lender and seeking a longer-term maturity for
some of their finance. This could help reduce their refinancing risk and help improve
macroeconomic resilience in the longer term.

3.45 Borrowing from banks has, for most companies, typically been less costly than
borrowing from non-bank channels. The future development of non-bank channels is
however, likely to be driven primarily by the recent shift in the relative prices of these two
channels. There are, however, areas where the Government can play a role in encouraging
market-led solutions and a wide range of stakeholders have voiced support for this. Evidence
and feedback from the discussion process has brought to light a number of areas of interest,
as described below.

3.46 There is evidence that companies are often unaware of the full range of financing
channels and how best to access them. The Department for Business, Innovation and Skills
(BIS) will lead work across government to increase awareness of the diverse sources of
finance available, working with companies, Business Link, the Association of Corporate
Treasurers (ACT), and the industry.

3.47 In line with its objective of improving financial market efficiency, the Government
will seek to support the work of the industry, including the ACT, the International Capital
Market Association (ICMA) and the Association of British Insurers (ABI), to improve bond
market access for more issuers including by encouraging better adaptation and
standardisation of bond documentation, and encouraging better market information
flows.

3.48 The market for private placements in the UK is small, although UK issuers and
investors have been active participants in the large US market. As a complement to this
existing market, the Government is interested in encouraging potential UK issuers and
investors to work together to evaluate the feasibility of a sterling-denominated private
placement market and seeks to encourage the market-led development of a broader, more
sustainable and wide-ranging issuer and investor base. The Government will seek to work
with parties, including M&G, Standard Life Investments, Aviva Investors and others, to help
with the development of a sterling private placement market, and with price and risk
benchmarking to improve transparency and liquidity so that it can become a more
established asset class.

3.49  Other issues raised in the discussions included loan pricing transparency, where
feedback indicated a range of views around the impact on upper mid-sized companies
and potential investors; bond trading platforms, where recent development of a platform
by the London Stock Exchange is encouraging and some respondents supported further
developments such as a trading platform for mid-sized company bonds; and non-bank
involvement in the loan markets, where feedback suggested some investor appetite. The
Government will continue to engage in these areas on ways to reduce further barriers to non-

"*The Financial Intermediary Service is part of Business Link and offers advice and guidance to SMEs who are having
problems accessing finance.
"“Discussion paper on developing non-bank lending is available at www.hm-treasury.gov.uk
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bank lending channels. HM Treasury will continue to be advised in this work by the Bank of
England and the FSA, working with BIS.

Promoting competition in the banking sector

3.50 Effective competition is central to driving efficiency and ensuring that the financial
services sector delivers choice for consumers and businesses.

3.51 The Government has a strong framework for competition policy. The Office of Fair
Trading (OFT), the Competition Commission and the FSA cooperate closely in this area as
and when required.

3.52  The Government notes the progress made by the OFT and the banks in addressing
concerns about unauthorised overdraft charges. New entrants to the market, including
well-known brands, are expected to stimulate further competition in products, services and
charging structures. Nevertheless, the Government continues to monitor developments and
will take action if a voluntary approach does not deliver the changes required.

3.53  The Government welcomes the announcement by the OFT of a short review of
barriers to entry in retail banking. This work will consider whether there are any obstacles
to entrants providing a competitive stimulus, focusing on personal current accounts but
considering banking for SMEs and other issues as appropriate.

3.54  The Government welcomes the FSA's intention to deliver further improvements to
the bank licensing process, for example, improved guidance on initial applications and more
structured communication on the status of applications. This builds on advances already
made, particularly in the pre-application process, and will help to ensure new entrants
continue to drive a vibrant and competitive marketplace.

3.55  More broadly, the Government remains committed to encouraging competition
between existing banks and building societies, and between incumbents and new banking
entrants or other challengers. Through the divestments from LBG and RBS, and the exit of
the Northern Rock bank business from the public sector, competition and diversity in the
marketplace will increase substantially.

3.56 The Government is a strong supporter of the EU state aid framework. In this context,
the divestments by LBG and RBS will have significant benefits for competition. Taken
together over 900 UK branches will be available for purchase, representing a significant
ready-made branch footprint for potential purchasers.

3.57  The agreed divestments from RBS represent a unique opportunity for the purchaser
to grow in the UK business banking market. RBS is divesting 318 retail branches along with
further SME and corporate banking infrastructure. The divestment includes a book of over
200,000 SME customers.

3.58 The agreed divestments from LBG are focused on the retail sector. LBG will divest
around 600 branches, representing around 4.6 per cent of the personal current account
market and 19 per cent of the Group’s mortgage book.

3.59  Asagreed with the European Commission, the divested assets may only be acquired
by a new entrant or small challenger in the SME banking (RBS) and personal current account
(LBG) markets.

3.60  Northern Rock was successfully restructured in January 2010. The business was split
between two companies with the mortgage back book managed separately to the rest of the
business. The restructuring resulted in the creation of a new and healthy mortgage bank with
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a continued high street presence. The remainder of the business continues in the form of
Northern Rock (Asset Management) plc (NRAM).

3.61 The success of the restructuring meant that, following a review in consultation
with the FSA, the Government decided that HM Treasury’s temporary guarantees for
retail deposits in Northern Rock were no longer required. It was therefore announced on
24 February that these guarantees would be lifted from 24 May 2010. Every Northern Rock
customer will continue to have the first £50,000 of their deposit guaranteed by the Financial
Services Compensation Scheme (FSCS), as is the case for retail depositors of all banks
authorised in the UK. This marks the next step in Northern Rock’s return to independent,
commercial status.

3.62  UKFI will, on behalf of the Government, look to return Northern Rock plc from the
public sector into the private sector in due course. In so doing UKFI will have regard to its
overarching objective to protect and enhance value for the taxpayer, while at the same time
promoting competition in the banking market and preserving financial stability. For the
eventual purchaser, Northern Rock will present a springboard for growth from an existing
branch network, mortgage platform and retail deposit book.

3.63 The Government today announces its intention to integrate two of its wholly owned
companies, NRAM and Bradford & Bingley plc, under a single holding company. The
integrated business will be committed to providing excellent customer service, leading
arrears management and efficient operations. Both companies will remain as separate legal
entities under the new holding company, each with its own balance sheet liabilities and
government support arrangements. The Government believes this is the optimal solution to
maximise value for the taxpayer and to create a solid platform for the orderly management of
both companies’ mortgage books.

3.64 In 2009, the Government convened an experts group to address the strategic issues
affecting the building society sector, including access to capital. The Government intends to
publish a discussion paper on building society capital shortly.

3.65 The Government proposed in the 2009 Pre-Budget Report the introduction of
a specific governance code for building societies and other financial mutuals. It also
announced that it would consider the introduction of a regular independent review of
financial mutuals’ adherence to the code. HM Treasury has commissioned a working group
to take this work forward and to make recommendations to Ministers. The objectives are to
ensure that an appropriate code is there for those that need it; the Walker recommendations
are appropriately reflected in guidance for mutuals; there is independent input into this
process; the governance and ownership characteristics of the mutual model are fully
reflected in governance guidance; and the guidance provides a useful resource in promoting
good governance among financial mutuals. The Government will update on the group’s work
in the Pre-Budget Report.

3.66 The Government intends to consult widely on whether the exemption currently
available to industrial and provident societies which provide a financial service (insofar as
they accept deposits in the form of withdrawable share capital) should be removed. This
would mean that members of failed industrial and provident societies would qualify under
the FSCS and would have access to the Financial Ombudsman Service. The Government also
intends to seek views on raising the current share capital limit for industrial and provident
societies from £20,000 to £35,000, enabling societies to raise more capital from members to
further their objectives. It will also consult on proposals to facilitate the use of electronic
communications by mutual societies.
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provide public information about the geographical distribution of banking services to
personal and small business customers. This transparency requirement would highlight
differences in coverage and therefore the people most at risk of financial exclusion.

SUPPORTING CONSUMERS

Improving access to financial services

3.68  Financial exclusion affects some of the most vulnerable members of society. The
Government believes that everyone should be able to access appropriate financial services
in order to participate fully in modern day society and the economy.

3.69 The Government is committed to ‘mainstreaming’ financial inclusion into
departmental budgets and strategic objectives from March 2011. Full details will be set out
following the next Spending Review.

3.70  In October 2009 the Government announced that it had met its shared goal with
the banks to reduce the number of adults without access to a current account by half."” The
Government believes that it is possible to make further reductions in the number of adults
without access to banking services, potentially by up to half over the next five years, and
that one step towards achieving this would be to introduce a new right to open a basic bank
account. The Government intends to introduce a new ‘universal service obligation’, giving
people the right to a basic bank account under certain conditions and will consult on the
details.

3.7 A renewed strategy for financial inclusion will require support from a wider group
of organisations. Local authorities, social landlords, advice agencies and community lenders
all have a strong interest in improving financial inclusion and can play a valuable role in
delivery. Since the end of 2008, the Financial Inclusion Champions have created financial
inclusion partnerships engaging over 2,180 local organisations. The Champions have built
financial inclusion into 45 local area agreements, supported or started over 200 new financial
service projects, and trained 5,500 front line staff in tackling financial exclusion.

3.72  The Government also believes that the Post Office has a key role to play in bringing
financial services into the heart of our communities. It will shortly set out a response to the
recent Post Office Banking Consultation.

3.73  The Financial Inclusion Growth Fund has enabled credit unions and community
development finance associations to make over 240,000 affordable loans, totalling £104
million, to poorer households since 2006.'° A full evaluation of the Growth Fund initiative
will report this year, providing new evidence on delivering affordable credit sustainably to
excluded households.

3.74  The Government will continue to work to improve the supply of affordable credit
for low-income households, including by supporting third sector lenders. It will consult
on options to make sure banks make an appropriate contribution to community lenders,
through regulatory action or a new community levy to be funded by retail banks.

3.75  The Social Investment Wholesale Bank will also have a key role to play in supporting
further growth in community lending.

"*Official Government Statistics are available at: www.hm-treasury.gov.uk/financial_inclusion_bankaccounts.htm in a

statistical briefing
'®Government management information
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3.76  The Government wants to see projects that can provide access to affordable credit
on a national scale, and notes with interest the recent proposals from the National Housing
Federation to develop and deliver a £3 million regional, not-for-profit financial services provider.

3.77  Since 2008 the ABI has led work to improve access to contents insurance among
financially excluded tenants. Its website now provides information about the benefits to
landlords of promoting contents insurance to their tenants, and it has started to engage with
those social landlords with more than 1000 housing units who do not already help their
tenants to access affordable insurance. It has also held workshops with social housing
officers. The ABI will continue to work to improve access to insurance by developing
guidance for insurers on how to treat customers with criminal convictions.

3.78 The Government will continue to support poorer households in building savings.
The ‘Save Xmas Campaign), delivered by the Office of Fair Trading, reached an estimated
80,000 people in 2008/09.""

Empowering consumers

3.79 The Government wants to ensure that every adult in the UK can access practical,
impartial information and advice about money. This will help consumers to approach
financial decisions confidently and knowledgably and to manage their financial affairs
better. The Government and FSA have successfully piloted Money Guidance service
‘Moneymadeclear’ in the North West and North East of England. The service has helped more
than half a million people since April 2009 on a wide range of money issues.'®

3.80 On 11 March, the Chancellor announced the rollout of the Money Guidance
service across the rest of the UK. This is now available online and over the phone and will
be supported by a national marketing campaign, beginning later this spring. Face-to-face
sessions will continue to be available in the North West and North East and a phased rollout
of face-to-face services across the rest of the UK will begin shortly, targeting vulnerable areas.

3.81  The Government and the FSA have committed £20m in 2010-11 to fund the rollout
of the service, enabling it to help one million people to manage their money better in the
coming year. The FSA will establish a new independent consumer financial education body
to lead the national implementation of the Money Guidance service.

3.82 The Government wants to ensure that consumers can access products that are
simple and easy to understand. It consulted on high-level proposals in Reforming Financial
Markets in July 2009 and asked the Retail Financial Services Forum (RFSF) to develop policy
options, bringing together industry and consumer groups’ expertise to advance practical
solutions that work well for consumers. The Government welcomes the publication this
week of a discussion paper by the RFSE setting out emerging conclusions on simple,
transparent products. The Government looks forward to the RFSF’s recommendations in
the autumn, and informed by these, will consult in further detail on a new approach to
simple and transparent products by the end of this year.

3.83 The Government believes that every child should learn personal finance skills in
school so that they have the confidence and motivation to deal with the financial choices
and challenges of adult life. Financial capability has been taught as part of the non-statutory
framework for Personal, Social, Health and Economic education (PSHE) in the school
curriculum in England since 2008. From this year, financial skills will also be assessed as part

"|psos Mori, Evaluation of the Save Xmas Campaign Year 2, available at www.oft.gov.uk/news/campaigns/savexmas
'8Management information collected by the FSA. First announced on | | March in press notice: www.hm-treasury.gov.uk/

press_23_10.htm
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of GCSE maths. Financial capability, as a component of PSHE, will be a statutory subject in
the curriculum in England from 2011.

3.84  The Government has been asked by some members of industry to look at the removal
of the requirement for paper share certificates and share transfer forms in order to transfer
shares. The Government will establish a working party to clarify the benefits of this
proposal for shareholders and others who will be affected. This working party will report to
the Financial Services Secretary to the Treasury.

Protecting consumers

3.85 The Government is taking action to strengthen mortgage regulation, following
consultation earlier this year.' The Government intends to transfer the regulation of second-
charge mortgage lending to the FSA, including the regulation of existing second charge loans.
This will create a single regulator for residential mortgage lending, ensuring consistent standards
of consumer protection across all mortgages and simplifying the regulatory environment for
lenders. The Government is also continuing to explore how best to protect consumers in the
buy-to-let market and those whose mortgages are sold on to unregulated firms.

3.86 During 2010 the Home Finance Forum, which meets monthly, has continued to
encourage high standards of industry best practice in UK mortgage markets and to promote
awareness of industry and Government initiatives. It has helped to agree a new approach to
monitoring voluntary repossessions with the Council of Mortgage Lenders (CML), and
changes to the Civil Procedure Rules (to be implemented from April 2010) to help address
concerns over interactions between first and second charge lenders. Budget 2010 announces
that HMRC will open discussions with mortgage lenders on the formal introduction of an
income verification service for mortgage lenders to provide them with greater certainty
about those to whom they lend.

3.87  The Government is exploring ways in which Northern Irish credit unions can be brought
within FSA regulation at the earliest opportunity, and intends to consult widely later this year on
reform of industrial and provident societies in both Great Britain and Northern Ireland.

3.88  Both the insurance industry and the UK’s prudential regulatory regime for insurers
have stood up well during the global financial crisis. The Government in the light of its review
of other insolvency regimes, is seeking to refine the administration regime for insurers to
ensure continuity of payments and protection for policyholders, should an insurer go into
administration. The proposed changes also include legislation that introduces regulation
making powers. These powers will ensure that if the FSCS takes action to protect
policyholders in life assurance contracts, there will be broadly the same tax treatment in
place as if the FSCS had not intervened.

3.89 The Government will therefore launch a consultation on proposals to strengthen
the administration regime for insurers, ensuring consistent treatment for policyholders of
insurance contracts under the insolvency and administration regime.

3.90 Building on the RFSF’s remit to make financial services work better for consumers,
the Government will ask it to consider to what extent financial services firms’ staff targets
and incentives lead to poor outcomes for consumers and employees and how they can be
reformed. The RFSF will set up a working group, which will engage with banks, mutuals,
consumer groups, employees and trades unions and report to the Chancellor in time for
the Pre-Budget Report.

' A summary of responses to the consultation which sets out next steps on these proposals will shortly be available at

www.hm-treasury.gov.uk/consult_mortgage regulation.htm
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SUPPORTING BUSINESS AND GROWTH

The Government took decisive action to support the economy during the financial crisis and its
aftermath. As the UK emerges from recession, it remains vital to maintain some targeted assistance
to support the recovery through 2010. This Budget announces action to promote sustainable
economic growth over the decade ahead, by providing a stable platform for growth and through
targeted government action to unlock private sector investment. These measures will support start-
ups and small and medium-sized enterprises (SMEs), position the UK as a leading centre for research
and innovation, and ensure that the UK is equipped with skills for growth and the infrastructure it
needs to be successful in a low-carbon economy. The Government is:

® continuing to offer Time to Pay arrangements, which will help viable businesses spread
their tax payments as part of a package of measures that continue to support business
through the recovery;

® supporting start-ups, SMEs and growing businesses by providing a temporary increase
in the level of small business rate relief; launching UK Finance for Growth to
oversee more than £4 billion of the Government’s SME finance products including the
Growth Capital Fund; doubling the Annual Investment Allowance to £100,000 and
the Entrepreneurs’ Relief lifetime limit to £2 million;

® launching a University Enterprise Capital Fund to exploit the commercial potential of
the UK’s world-class research base; and, subject to state aid clearance, introducing a tax
relief for the UK’s video games industry;

® providing a £270 million Modernisation Fund to drive efficiencies in Higher Education
and fund the teaching costs of 20,000 extra undergraduate places in key courses in
September 2010; and

® meeting the UK’s infrastructure and energy challenges by: publishing a Strategy for
national infrastructure, including an intention to create a Green Investment Bank;
acting on the findings of the Energy Market Assessment; creating a £120 million grant
for Accelerated Development Zones; providing a £100 million fund to repair local
roads following recent cold weather; and investing £250 million in the road network

to improve capacity.

SUPPORTING A SUSTAINABLE RECOVERY

4.1 The Government took decisive action to support the economy during the recession:
restoring stability to the financial system; enabling monetary policy support; and providing a
fiscal stimulus of one per cent of GDP in 2009-10. This action has been successful in averting
the more severe economic risks posed by the global financial crisis and limiting the severity
of the recession.

Box 4.1: Time to Pay

HM Revenue and Customs’ (HMRC) Business Payment Support Service (BPSS) has been at the
heart of the Government’s support for businesses through the recession, enabling viable businesses
experiencing temporary financial difficulties to spread their tax payments over an agreed timetable.
Since it was launched at the 2008 Pre-Budget Report, the service has reached over 300,000
arrangements to give over 200,000 businesses, who collectively employ more than |.4 million
people, more time to pay over £5.2 billion of tax. The vast majority of these arrangements have
been with SMEs.

Data: HMRC estimates.
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4.2 As the economy recovers, the Government recognises that some viable businesses
will still struggle to pay their tax bills. For these businesses it is important that the support
received through Time to Pay remains in place (see Box 4.1), so HMRC will continue to offer
Time to Pay, as part of its support for all viable businesses having difficulty in meeting their
tax obligations. In addition, to ensure that all requests continue to be assessed on a
consistent basis, businesses that need to use the service more than once will be directed to a
specialist team.

43 Alongside Time to Pay and the bank lending commitments agreed for 2010-11 and
set out in Chapter 3, a number of measures were extended in the 2009 Pre-Budget Report to
support business through the recovery:

° Enterprise Finance Guarantee (EFG): the EFG is a loan guarantee scheme
which has provided around £900 million of support to almost 9,000 SMEs
since its introduction in January 2009. The EFG will continue for 12 months
from April 2010 as announced in the 2009 Pre-Budget Report.

e Small companies’ rate of corporation tax: to provide further support for
small companies during the recovery, the 2009 Pre-Budget Report announced
that the small companies’ rate of corporation tax will remain at 21 per cent
for 2010-11, helping around 850,000 businesses.!

e  Empty Property Relief (EPR): as announced at 2009 Pre-Budget Report, the
temporary increase in the threshold for EPR will be extended to £18,000 for a
further year, continuing the exemption from business rates for an estimated
70 per cent of empty properties in 2010-11.

44 In addition, the Automotive Assistance Programme is supporting the automotive
industry through the recovery. A £270 million loan guarantee offered to General Motors
Europe will support its European restructuring and enhance job security by improving its
viability. In addition, the Government has offered Ford a £378 million guarantee, to back a
proposed loan from the European Investment Bank (EIB), which will help support its £1.55
billion UK investment programme to develop environmentally-friendly engines and vehicle
technologies.

45 While these measures continue to support business through the recovery, it is now
right to end some of the exceptional, time-limited measures that successfully helped industry
during the recession. By 16 March 2010, the Department for Business, Innovation and Skills
(BIS) had received over 388,000 orders for new vehicles under the scrappage scheme. This
scheme is due to close either by the end of March or earlier if the limit of 400,000 sales has
been reached.?

PROVIDING A STABLE PLATFORM FOR GROWTH

4.6 Macroeconomic stability will provide the foundation for future growth and
investment in the UK. The Government has set out plans to more than halve public sector
net borrowing by 2013-14, and these have been enshrined in law through the Fiscal
Responsibility Act.

4.7 A stable environment for growth also includes ensuring that the business tax system
is stable and competitive. The UK has the lowest corporation tax rate in the G7, and as part of
its strategy to improve certainty for business, on 25 March 2010, the Government will

"HMRC estimate.
2Data provided by the Department of Business, Innovation and Skills (BIS): http://www.berr.gov.uk/whatwedo/sectors/
automotive/scrappage/page5 1068.html
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publish a Tax Framework for Business, which sets out six principles it will consider when
reviewing, revising and developing business tax policy. These principles were developed in
conjunction with the business members of the Business-Government Forum on Tax and
Globalisation and were published for consultation ahead of this Budget.

4.8 International trade is worth in the region of $14 trillion and UK trade performance
will be a key driver of growth and stability. During this period of continued global
uncertainty, the Government will continue to work with international partners to combat
protectionism and to drive forward a global trade agreement that will keep markets open and
further strengthen the multilateral trading system. The Government will work for further
commitments to market opening at the forthcoming G20 summit in June and push for
liberalisation in green goods to demonstrate best practice in breaking down trade barriers.
As part of this agenda, the UK is working through the European Union (EU) to deliver a long-
term strategy for growth and jobs — see Box 4.2.

Box 4.2: EU growth strategy

Europe is crucial to the UK’s economic prospects: it is the world’s largest single market, and around
50 per cent of the UK’s international trade is with the EU. That is why the Government has called for
an EU Compact for Jobs and Growth to promote strong, sustainable and balanced growth through,
for example: scaling up existing EU venture capital funds; assessing whether EU better regulation
programmes are delivering; and reform of the EU budget to increase the proportion spent on
research and innovation, climate change, and poverty reduction. The Government is committed to
a stronger and deeper Single Market, prioritising the digital economy, the “green” Single Market for
low-carbon goods and services, and the implementation of the Services Directive to ensure its full
potential economic benefits. On 3 March 2010, the European Commission published its proposals
for a Europe 2020 strategy to promote smart, sustainable and inclusive growth in Europe over the
next 10 years. EU Heads will discuss the proposals in the coming months.

Reference: Europe 2020 - A strategy for smart, sustainable and inclusive growth, European Commission,
March 2010.

BUILDING AN ENTERPRISE ECONOMY

Finance for growing businesses

49 SMEs make up the large majority of UK businesses and will need reliable access to
bank lending to make the most of recovering demand. Chapter 3 sets out the action which
the Government has taken to improve bank lending conditions and increase competition in
the banking sector, including measures to promote lending to SMEs. As part of this, as
announced in Chapter 3, the Government will create a new statutory Small Business Credit
Adjudicator to ensure that viable SMEs have access to the finance they need. This will work
closely with an expanded Financial Intermediary Service in order to ensure that small
businesses are treated fairly when applying for a loan.

4.10 The Government has also put forward proposals to mobilise the EU's key financial
institutions — the European Investment Bank (EIB) and the European Investment Fund (EIF)
- to stimulate the provision of venture capital and loans for SMEs. As a result:

e  the European Commission has agreed to coordinate an initiative with the
EIF and EIB to raise additional capital for funding innovative and growing
businesses. The Government is calling for €3 billion to be raised; and
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e  the EIB has developed risk-sharing products that will help banks to accept
greater levels of risk when lending to early-stage small businesses. The
Government will now work with the EIB on a plan to ensure these products
are quickly used by SME lenders in the UK.

4.1 The Government continues to work with UK banks and the EIB to ensure small
businesses can access up to £4 billion of EIB funds by the end of 2011. Participating UK
banks have so far secured £1.39 billion from the EIB and made nearly £800 million available
to SMEs nationwide.

4.12 This Budget announces the launch of UK Finance for Growth (UKFG), which will be
responsible for overseeing the Government's stock of over £4 billion of SME finance
products, including the Growth Capital Fund (see below). UKFG will streamline and simplify
the Government's finance support for business, and provide a strong channel for private
sector investment into SME-focused funds. It will work in partnership with the Department
for Business, Innovation and Skills (BIS), the Department of Energy and Climate Change
(DECC) and Regional Development Agencies to co-ordinate public equity SME finance
schemes, including the UK Innovation Investment Fund and its low-carbon focused fund-of-
funds, and Carbon Trust venture capital activities. This will ensure that government-backed
funds form a single, coherent portfolio and that there is a consistent government package of
support for viable businesses, wherever they are in the country and whatever stage they are
at on their growth path.

4.13  Working in partnership with retail banks, the Government has raised £200 million of
cornerstone investment for the Growth Capital Fund that was announced at the 2009 Pre-
Budget Report. The fund will act as a new channel for attracting private sector investment
into UK SMEs who need £2-10 million of financing to support their growth and who struggle
to access the finance they need. Alongside the Government, Lloyds Banking Group, the Royal
Bank of Scotland (RBS), Santander, and Clydesdale/National Australia Bank have all
committed to investing in the Fund. This initial cornerstone investment will enable the fund
to raise additional investment from financial institutions so as to achieve the ambition to
raise £500 million.

4.14 The temporary 40 per cent first year capital allowance has supported business
investment during the recession. This will end as planned in April 2010. Businesses continue
to benefit from the Annual Investment Allowance (AIA), which allows the first £50,000 of
capital expenditure in a given year to be fully offset against taxable profits. In order to provide
further cashflow support and an incentive to increase business investment, the Government
will increase the threshold of the AIA to £100,000 for expenditure incurred from April 2010.
Capital expenditure above this threshold will continue to be eligible for standard capital
allowances against taxable profits. The Government will introduce a targeted anti-avoidance
rule from 24 March 2010 to ensure this measure is focused on support for genuine business
investment.

4.15 Entrepreneurs’ Relief supports business owners and those investing in businesses
with growth potential by providing an effective 10 per cent Capital Gains Tax rate on
qualifying disposals. This Budget announces an extension of Entrepreneurs’ Relief from the
first £1 million to the first £2 million of gains made over a lifetime. This change will take
effect from 6 April 2010.

4.16  The Enterprise Investment Scheme and Venture Capital Trusts are a vital component
of the Government’s strategy to support investment in small companies, with over 17,000
companies benefiting from over £10.5 billion of investment raised through the schemes
since their inception.* The Government confirms the changes required as a condition for

3HMRC estimates.
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state aid approval and announces that, following consultation, the European small
enterprise definition will not be introduced. In addition, in light of new evidence from the
Rowlands Review of the structural gap facing SMEs looking for finance, the Government
believes there may be a case for reviewing the investment criteria for these schemes. The
Government will work with industry to examine the evidence base for modifications to the
schemes, including increasing: the employee limit to either 100 or 250 employees; the gross
assets limit to £15 million before the investment, and £16 million after; and the annual
investment limit to £5 million for qualifying companies.

4.17  The development of non-bank lending channels for larger mid-sized businesses will
allow more firms to reduce their reliance on bank finance and improve the resilience of the
economy. The Government welcomes the responses submitted on HM Treasury’s Discussion
paper on non-bank lending.® As Chapter 3 sets out, the evidence and feedback from the
discussion paper process has highlighted a number of areas where Government could play a
role in supporting market-led solutions.

4.18 In order to provide greater flexibility for UK Real Estate Investment Trusts (UK-REITS)
to invest in the future, the Government intends to legislate, as soon as possible in the next
Parliament, an amendment to allow UK-REITs to issue optional stock dividends as an
alternative to cash as part of their property income distribution requirement.

Improved support for SMEs

4.19  To provide help with the fixed costs of starting and running a small business, the
Government will fund a temporary increase in the level of small business rate relief, so that
eligible small businesses occupying properties with rateable values up to £6,000 will pay no
business rates for one year from October. In addition, small businesses benefiting from the
rate relief taper (rateable values up to £12,000) will receive significant reductions. It is
estimated that over half a million businesses across England will benefit, many by well over
£1,000. Around three quarters of all small business units, two thirds of smaller shops and
over half of offices and smaller industrial premises will qualify if occupied by an eligible
business.®

420 Time to Pay has demonstrated the value of HMRC engaging with businesses early
and offering a single point of contact (see Box 4.1). To build on the UK's reputation as a
world-class environment for business, HMRC will further reduce the burdens of starting a
business and personalise the online support it provides by the end of 2011. It will:

e  personalise businesslink.gov.uk for those starting up in business and
enhance online services for all SMEs, providing better access to relevant tax
guidance and flexible tax payment plans to help businesses manage their
cash flow;

e  help start-ups and new employers by introducing a single interactive form
to enable businesses to register for multiple taxes online and to authorise
tax agents; and

e provide an online facility that reduces the need for businesses, or their
agents, to provide the same information to HMRC multiple times and allows
them a single online view of current tax liabilities or repayments due.

*Rowlands Growth Capital Review, BIS, November 2009.
*Discussion paper on non-bank lending, HM Treasury, January 2010.
¢HMRC estimates.
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421  The Government provides a range of business support services, working with key
delivery partners such as Regional Development Agencies, local authorities, the Technology
Strategy Board and UK Trade and Investment (UKTI). This Budget announces that the
Business Support Simplification Programme has succeeded in its target of simplifying the
landscape of business support products, from over 3,000 in 2006 to fewer than 100 today.
The Government will continue to take action to provide a streamlined service for business,
focusing support on what matters most for the future growth of the economy.

4.22  UKTI and the Export Credits Guarantee Department (ECGD) have both stepped up
their support for exporters. UKTI helped 22,800 businesses last year, 20 per cent more than
the previous year,” and ECGD estimate that the value of exports that they will have supported
this financial year will be about 40 per cent higher than in 2008-09. In order to provide a
better coordinated and more efficient service to UK exporters, the Government will co-
locate ECGD and UKTI in the same headquarters building. This will provide a one-stop-
shop for exporting businesses and deliver better value for money. In addition, following a
public consultation on its business principles and ancillary policies, ECGD has published an
Interim Government Response announcing changes to its procedures that will help it to
provide a more streamlined service to UK exporters.?

Procurement and SMEs

4.23  Based on current spending levels, if the whole public sector increased the amount of
procurement that went to SMEs by 15 per cent throughout the supply chain, this would
mean up to an extra £15 billion of business for SMEs. The Government will deliver this
change in central departments by agreeing departmental targets to increase the proportion
of central government procurement spend that goes to SMEs by 15 per cent throughout the
supply chain. This summer, the Government will publish for the first time the level of spend
that goes to SMEs, which will be used as a baseline for these targets.

424 The increase in central government spend going to SMEs will be achieved by
agreeing targets with departments and continuing to deliver on the Glover Committee's
recommendations:

e requiring departments to publish contracting and sub-contracting
opportunities through a single portal that suppliers will be able to access free
of charge from December 2010 (an SME has been awarded the sub-contract
for the portal, which will be hosted on businesslink.gov.uk);

e  challenging departments to make more use of SMEs, including flagging
contract opportunities as SME-friendly and increasing training to
institutionalise SME-friendly procurement practices;

e  providing direct support to SMEs through the free-to-use training package,
Winning the Contract; and

e  working with main contractors to open up supply chains to SMEs.

425 To build further on recent prompt payment success, all central government
departments will now aim to pay 80 per cent of all undisputed invoices within five days
and will explore the option of moving to immediate payment, in time, through electronic
invoicing for all suppliers. The Government will also encourage all NHS Trusts and local
authorities to publish their prompt payment performance data on data.gov.uk. In addition,

’BIS Autumn Performance Report 2009, BIS, December 2009.
8Interim Government Response to the public consultation on proposed revisions to ECGD’s business principles and ancillary
policies, ECGD, March 2010.
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to ensure the benefits of procurement and payment improvements are shared with small
businesses, all central government departments will be required to include a clause in their
contracts with suppliers to ensure that suppliers pay their subcontractors within 30 days.

4.26 Following the Government's publication of a Policy through Procurement Action
Plan on driving growth through public procurement,® the Government is launching a
consultation on a charter enlisting industry’s support for its priority policies. Suppliers will
be encouraged to engage voluntarily with the commitments, creating a collaborative
approach which will contribute towards growth in the economy.

4.27  To further support the agenda set out in Building Britain's Future: New Industry, New
Jobs,'® the Government is launching a set of 10 key Procurement for Growth principles,
calling for effective industry engagement before procurement, to better enable suppliers to
meet government's forward demands. Procurers’ take-up of the principles will help level the
playing field to enable UK companies to bid successfully where they are able to offer value
for money.

Reforming regulation

4.28 Regulation is a key tool for delivering policy objectives, but it brings with it significant
costs for businesses. To reduce the burden of administration and to enable firms to focus
their efforts on taking advantage of the opportunities that arise as the global economy
returns to growth, this Budget announces measures to strengthen the UK and EU frameworks
for new regulation and to simplify the stock of existing law. These will ensure that regulation
is only used where it is the most appropriate policy lever, and after all non-regulatory
approaches have been fully explored.

4.29  To ensure that the costs of regulation to business are always fully taken into account
in the design of new regulation, the Government will:

e set out from the next Parliament a Draft Forward Programme of the
measures affecting business that it intends to consult on over the following
12 months. The Government will consult both on this Draft Programme and
on ideas for offsetting simplifications in the areas covered by new proposals;

e  consult on strengthening the Consultation Code to require departments
to set out the implications of non-intervention and, wherever possible, to
present a non-regulatory alternative alongside any regulatory options. To
support this, the Better Regulation Executive will develop a toolkit to help
departments better identify alternatives to regulation;

° consider whether there is a case for a benefit-cost ratio threshold for new
regulation and whether it is feasible to conduct affordability analysis; and

e press for the European Commission to consult on individual Impact
Assessments before making policy decisions, and to assess the overall costs
and benefits of new measures in the pipeline. The Government will work
to ensure that the EU updates its Impact Assessments where proposals are
significantly changed during the legislative process.

430 To make further progress on reducing the burdens of existing regulation, the
Government will develop a public assessment framework for departments' performance on
better regulation, and work with those agencies and public bodies that are directly

°Policy Through Procurement Action Plan, Office of Government Commerce, January 2010.
"°Building Britain’s Future: New Industry, New Jobs, HM Government, April 2009.
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responsible for enforcing regulation to identify regulations that could be simplified. The 2009
Pre-Budget Report set out the Government's plan to save £6.5 billion in regulatory costs over
2010-15. To support delivery, the Government has set the following indicative ranges from
each theme: Employment and Skills £1-1.5 billion; Business Law £500-750 million; Consumer
Issues £500-750 million; Built Environment £1-1.25 billion; Transport £500-750 million;
Natural Environment £400-750 million; Workplace Health and Safety £250-500 million;
Health and Social Welfare £250-500 million; and a further £500-750 million from other
regulations that do not fall under any of the major themes. These ranges will be reviewed as
the programme develops, with each theme publishing its first Delivery Plan in autumn 2010.

THE UK AS A CENTRE FOR RESEARCH AND INNOVATION

431  The future success of UK companies in winning business in global markets will
depend on their ability to innovate and to take advantage of the UK's world-class research
base. Following this Budget, an update on Building Britain's Future: New Industry, New Jobs
one year on will outline progress on the Government's strategy to support the development
of key sectors of the economy. This Budget also announces measures to support universities
and encourage innovation, to facilitate the commercialisation of research and intellectual
property, and to improve skills in the key jobs and industries that will drive the UK's future
growth.

Encouraging investment and collaboration

432  The Government is committed to ensuring the UK remains an attractive location to
invest in and exploit innovation. Building on a range of policies already in place to support
the UK's innovative industries, the 2009 Pre-Budget Report announced the introduction of a
Patent Box, applying a 10 per cent corporation tax rate to income from patents from April
2013. The Government will work with business to design a practical and competitive regime
for patents to support the UK's strengths in innovative industries. This will include looking at
how to identify and value embedded patent income and how to give relief to acquired
patents. In addition to patents granted after legislation is passed in 2011, the consultation
will also consider how to include patents not yet commercialised at that point, and how the
regime will apply to equivalent overseas patents held by UK companies. The Government
will consult with business during summer 2010 on this basis.

433 The creative industries, including the video games industry, make a valuable
economic and cultural contribution to the UK. The Government announces that, following
consultation on design, it will introduce a tax relief for the UK's video games industry,
subject to state aid approval from the European Commission.

434 The UK is a world leader in research, but the Hauser review, which will be published
on 25 March 2010, has identified a strategic gap in commercialising this knowledge. It
recommends that the Government should capitalise on the UK's research strengths by
providing focused investment in a new model for Technology and Innovation Centres. These
centres aim to research, prove and develop technologies where the UK has world-leading
expertise and which provide the greatest opportunity for future growth. The Government
will take forward this recommendation and develop a strategy by the 2010 Pre-Budget
Report that identifies key strategic technologies and outlines a 10 year vision for the UK.

435 UK universities are among the best in the world. To further exploit their commercial
potential, the Government will invest up to £25 million in a University Enterprise Capital
Fund, through UK Finance for Growth, which will provide crucial early stage funding for the
commercialisation of some of the most promising university innovations. This will draw in
private funding of at least £10 million, giving universities more opportunities to develop and
demonstrate their innovative techniques and processes.
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436 In addition, the Government is facilitating discussions between a group of
universities to explore options for a collaborative vehicle to commercialise Intellectual
Property from their research, and to help access finance from private sector investors.
These measures will harness the excellence of the UK's research base to build profitable and
innovative businesses that will drive future economic prosperity.

437 The Government plans to consult on a new gateway for the export of NHS
intellectual property and services. By taking commercial advantage of cutting edge medical
and managerial innovations, leading UK institutions, including the five academic health
science centres, will be able to raise new funds to invest in frontline patient care.

438 To ensure that the UK remains at the forefront of developments in the internet and
fully exploits its economic potential, the Government confirms £30 million of funding for
the Institute of Web Science, a joint venture between Southampton and Oxford Universities.

Developing skills for growth

439 Growing firms and innovative industries require a world-class skills base. The
Government set out its strategies to achieve this and to build on the excellence of the UK
Higher Education sector in the Skills for Growth' White Paper and Higher Ambitions,"
both published in November 2009. As part of this agenda, an independent review of Higher
Education funding and student finance, led by Lord Browne, will report back later in 2010.

440 The UK Commission for Employment and Skills (UKCES) published the first national
Skills Audit on the 17th March 2010, providing a high-level assessment of current and future
skill needs. The Government welcomed the report and has set out actions to follow up its
findings, including through a new Joint Investment Programme to support skills in high
priority sectors.

4.41 Higher Education is a key priority for growth. This Budget announces a £270 million
Modernisation Fund, which will be made available to universities in 2010-11 to enable
them to identify and deliver efficiencies over the next four years, and fund extra
undergraduate places. To ensure that growth sectors of the future have access to a talent pool
with the right skills, and in the light of unprecedented demand for university places this year,
the Government is funding universities to recruit 20,000 extra undergraduates on courses
starting in 2010-11 which support the strategy set out in Building Britain's Future: New
Industry, New Jobs.

442 The Modernisation Fund will include £20 million for a Shared Services Pilot
Scheme to support a number of pilots between universities in 2010-11. To ensure
efficiencies are also realised in Further Education, the Government has also allocated £15
millon for Shared Service pilots between Further Education institutions.

443 Insupport of its strategy to maintain world-class Higher Education, the Government
welcomes the approval of £350 million from the European Investment Bank (EIB) to
finance Higher Education construction and improvement works, including science parks
and incubators, through Barclays Bank.

444 The next generation of entrepreneurs will drive the future growth of the UK. This
Budget provides updates on wide-ranging improvements to enterprise education:

!1Skills for Growth, BIS, November 2009.
"2Higher Ambitions, BIS, November 2009.

Budget 2010 57



SUPPORTING BUSINESS AND GROWTH EFSR

Infrastructure UK

58

Budget 2010

e  £15 million to extend enterprise education into primary schools and Further
Education colleges, on top of the £55 million already dedicated to enterprise
education in secondary schools;

e a £2 million expansion of the National Council for Graduate
Entrepreneurship's Flying Start programmes to support current university
students and recent graduates to set up their own businesses. In 2010-11,
these programmes will be made available in all English universities; and

e  working with the Prince’s Trust, the Government will increase the support
available to young people interested in starting their own businesses
by developing a new ‘Be Enterprising’ toolkit to be available online, free
of charge. Alongside this Budget, UK banks have also issued a statement
confirming their support for young people with good business plans.

MEETING THE UK’S INFRASTRUCTURE AND ENERGY
CHALLENGES

Investment in infrastructure

4.45 In the 2009 Pre-Budget Report, the Government established Infrastructure UK to act
as a focal point for the UK's infrastructure strategy and its long-term development and
delivery. Alongside this Budget, Infrastructure UK publishes a Strategy for national
infrastructure.”® This provides an overview of the current state of the UK's infrastructure,
identifies overarching challenges and opportunities, and outlines areas for action. Box 4.3
sets out the key announcements that Infrastructure UK will take forward to meet the
challenges that this work has identified.

Box 4.3: Announcements in the Strategy for national infrastructure
Infrastructure UK will:

® be responsible for managing the establishment of the Green Investment Bank, to be funded
from asset sale receipts and private sector investment, and will publish a consultation on its
establishment in summer 2010;

e work with key stakeholders within government and the private sector to identify where
changes in policies and regulation are required to encourage investment in infrastructure in
the UK;

® develop a National Infrastructure Framework, alongside the process for the next Spending
Review, so that effective decisions on prioritisation and timing can be made with a long-
term, cross-sectoral view of infrastructure needs;

® work with government bodies and the private sector to identify the interdependencies
that impact on infrastructure investment needs, and publish an action plan setting out the
response to them by spring 201 1;

® commission an investigation into the cost of civil engineering works for major infrastructure
projects in the UK and publish the conclusions and recommendations by the end of 2010; and

® work with departments to develop and publish an Infrastructure Technology Strategy that

coordinates future investment in research, development and innovation for infrastructure in
line with the priorities set out in the National Investment Framework.

Further details are provided in the Strategy for national infrastructure, which is published alongside
this Budget.

'3Strategy for national infrastructure, HM Treasury and Infrastructure UK, April 2010.
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446 Infrastructure UK and other stakeholders have identified that there is a significant
risk of a gap emerging in the provision of equity capital to large complex infrastructure
projects within the next few years. To bridge this gap, the Government intends to establish a
Green Investment Bank, operating on a commercial basis and involving both public and
private sector capital. The Government will start by investing up to £1 billion from the sale of
mature, government owned infrastructure-related assets and will seek to match this with at
least £1 billion of private sector investment. The Green Investment Bank’s mandate will be to
invest in the low-carbon sector where the equity gap is expected to be most critical. Further
details are provided in Chapter 7.

4.47  To ensure that Private Finance Initiative (PFI) projects continued as planned through
the downturn, the Infrastructure Financing Unit was established in March 2009 to lend to
PFI projects that are unable to raise sufficient debt finance on acceptable terms, to reach
financial close on a timely basis. Thirty-five PFI projects, involving £4.6 billion of finance,
have reached financial close in 2009-10, compared to 18 projects involving approximately
£1 billion in 2008-09.

448 The Government welcomed the High Speed 2 Limited report, which set out detailed
route proposals for a new high-speed line between London and the West Midlands.!* The
Secretary of State for Transport has published a formal response to the report and will
proceed later in the year with public consultation on the proposed route from London to
Birmingham.

449 The Government continues to support the local transport needed to maintain
growth, improve access to jobs and to help regenerate the UK's cities and regions. This
includes recent funding commitments to support projects worth over £900 million, and the
Government has given initial approval for further schemes worth over £550 million.

4.50 This Budget announces an additional £100 million to fund repairs for local roads
damaged by the recent cold weather. The Government also announces an additional £285
million investment to enable further progress on the Managed Motorways programme and
other major road projects, part funded by reductions in the Department for Transport's
marketing and communications budgets and other low value spend.

4.5  The 2009 Pre-Budget Report provided an update on action following from the Digital
Britain White Paper,’® a comprehensive strategic analysis of the UK's digital economy
published in June 2009. Box 4.4 sets out further progress.

"“High Speed Rail: London to the West Midlands and Beyond, High Speed 2 Limited, March 2010.
'*Digital Britain, BIS and Department for Culture, Media and Sport, June 2009.
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Box 4.4: Progress on Digital Britain

The Digital Britain White Paper committed to providing a Universal Service Commitment (USC) in
broadband by the end of 2012. It also announced a new Landline Duty, which will be implemented
on | October 2010 and will raise funds to help the roll-out of Next Generation Access (NGA)
super-fast broadband to 90 per cent of the country by 2017. Since the 2009 Pre-Budget Report, the
Government has:

® consulted on the draft legislation and impacts of the new Landline Duty and is publishing a
response alongside this Budget;

® announced the creation of ‘Broadband Delivery UK’, which will implement the USC and
NGA projects. The body, which will report to BIS, is currently working with the industry to
develop an effective model to maximize the benefits of public funding;

® consulted on relaxing restrictions on deployment of new overhead telecommunication
lines, which will reduce the costs of rollout of broadband in rural areas. BIS will publish a
full response to its consultation shortly and will consult again on the detailed amendments
to the Electronic Communications Code; and

® laid before Parliament a direction to Ofcom which aims to unblock the release of valuable
radio spectrum for use in wireless communications and to facilitate the early deployment of
next generation mobile networks.

Securing the UK’s future energy supply

4.52 At the 2009 Pre-Budget Report, the Government launched an assessment of whether
current market arrangements will deliver the levels of investment needed to make the
transition to a low-carbon economy and deliver a fair deal for consumers. As Chapter 7
explains, the Government is launching a second phase of work to build on the interim
findings published alongside this Budget.

453  Maximising the economic production of the UK's oil and gas reserves is vital to
ensuring access to secure and affordable energy supplies, to support the UK's transition to a
low-carbon economy. As a result of discussions with industry, the Government has
introduced an extension of the field allowance to support the development of remote deep
water gas fields as found in the West of Shetland area, which may contain up to 20 per cent of
the UK’s remaining reserves.

454  The Government announces a technical change to enable ring fence reinvestment
relief to be available, as originally intended, when a group company makes the
reinvestment.

SIMPLIFYING AND MODERNISING TAX

4.55 The Government aims to reduce the administrative burden of tax on business. Since
2006, the Government has implemented or committed to new measures that will deliver
savings to business of £564 million a year. Alongside this Budget, HMRC is publishing an
update on progress against its administrative burden reduction targets along with details
of measures it is taking to help business.!®

456 This Budget also announces further measures to simplify tax burdens on business
through the Government's three tax simplification reviews:

'®Delivering a new relationship with business: reducing burdens and helping businesses get it right, HMRC, March 2010.
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e VAT rules and administration: the Government has announced further
simplification of the VAT partial exemption rules and the option to tax rules
for otherwise exempt supplies of land and buildings.

e anti-avoidance legislation: following consultation, the Government
announces a simplification of the legislation on transactions in securities
that also better targets transactions involving avoidance.

e  corporation tax rules for related companies: the Government will discuss
responses to the recent consultation with stakeholders and introduce a
further simplification of the associated company rules as they apply to
the small companies' rate in Finance Bill 2011. The Government is also
consulting on detailed proposals for simplifying capital gains legislation for
groups of companies.

4.57 From 1 April 2010, the Government will increase the VAT registration threshold in
line with inflation from £68,000 to £70,000, keeping more small businesses from having to
join the VAT system.

4.58 VAT invoices are the single most burdensome VAT information obligation for UK
businesses, contributing £473 million to business costs.!” To enable the use of electronic
invoicing to relieve this burden, the EU has recently agreed, with strong support from the
UK, that if businesses choose electronic invoicing VAT authorities can no longer dictate the
technology that should be applied.

459 The Government intends to amend those aspects of corporation tax group relief
rules that cover Consortium Relief, to allow EU and EEA-resident companies engaged in UK
consortia to pass on relief for the losses of those consortia to their UK-resident subsidiaries.
At the same time, it plans to strengthen rules designed to ensure that access to Consortium
Relief is given only in proper proportion to the member company's involvement in the
consortium.

4.60 Asannounced on 24 February 2010, the Government will legislate to end uncertainty
over the tax treatment of some types of distributions made to UK companies as part of
commercial transactions. Distributions will not be excluded from the distribution
exemption regime solely because they are of a capital nature. The change will have
retrospective effect for the benefit of companies in relation to distributions already paid, but
they will also be able to elect for the legislation not to apply retrospectively.

4.61 The Government remains committed to reforming the UK tax treatment of
Controlled Foreign Companies (CFCs), to enhance the competitiveness of the UK while
providing adequate protection of the UK tax base. A discussion document was published in
January 2010, which set out proposals for modernising the current rules.'® The Government
aims to publish more detailed proposals and draft legislation for consultation later in 2010,
and to legislate in Finance Bill 2011.

4.62 The Government is bringing forward a review of foreign branch taxation to be
conducted alongside the reform of the CFC rules, with any legislative changes also intended
for Finance Bill 2011.

'7 Administrative Burdens - HMRC Measurement Project, KPMG, March 2006.
'8Proposals for controlled foreign companies reform: discussion paper, HM Treasury, January 2010.
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SUPPORTING INCLUSIVE ECONOMIC GROWTH

4.63  Over the last decade, the Government has put in place policies designed to ensure
that all parts of the UK benefit from economic growth. But it is important that policy takes
account of the different characteristics and prospects of different places. The Government's
regeneration interventions will be focused on tackling worklessness, investing strategically
for the regeneration of places that offer realistic opportunities for transforming their
economic performance, and on connecting people to economic opportunities in places
with lower prospects. To this end, this Budget announces further measures to strengthen the
ability of local government and government bodies in the regions and city-regions to support
inclusive economic growth.

4.64 To better align investment in growth at the regional level, this Budget announces an
enhanced role for Regional Ministers to promote growth and inclusion and champion
public service reform. To support this new role, the Regional Funding Allocation process will
be aligned with the Spending Review cycle, and Regional Ministers will recommend flexing
funding to meet regional priorities as they emerge. A regional growth fund will be
established by the Regional Development Agences (RDAs) within their capital budgets for
2011-12, to promote high-value investment in support of regional and national growth and
industrial policy. To simplify the regional tier, the Government will also act to co-locate the
RDAs, Homes and Communities Agency and Government Offices, saving £255 million from
2012-13.

4.65 Strong city-regions will be given more autonomy under new regional arrangements.
The 2009 Pre-Budget Report announced city-region agreements with Manchester and Leeds.
Greater Manchester is consulting on proposals to put city-region governance on a statutory
footing, to oversee delegations and devolved powers agreed with the Government, including
on skills, transport and housing. Leeds city-region is making progress towards similar powers
as well as trialling new approaches to asset and capital management. This Budget announces
that Birmingham city-region has been granted powers to set the adult skills strategy across
its area.

4.66 The Government will support investment in infrastructure in our cities and other
centres of growth through an Accelerated Development Zone (ADZ) pilot programme. The
pilot schemes will be introduced in locations across England in 2011-12. Combined
authorities, as they are agreed, and selected local authorities, will receive capital grant
funding to a total of £120 million to help support projects that deliver key infrastructure and
commercial development to unlock growth. The Government will assess the impact of the
investment on business rates growth within the defined ADZ area to further understand the
case for introducing Tax Increment Financing.

4.67 The above reforms will enable local and regional government bodies to tackle more
effectively the challenge of ensuring that everyone benefits from growth. They will play their
part in a wider programme of measures included in this Budget and the Total Place report,'®
for example action to:

e  support the unemployed to find work quickly and gain the skills needed for a
job;

e  connect people to jobs by investing in local transport;

e  use government procurement to promote enterprise; and

e reform the public sector.

'9Total Place: a whole-area approach to public services, HM Treasury and Department for Communities and Local
Government, March 2010.
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The Government has taken swift and wide-ranging steps to support the UK economy in response
to the global downturn, which helped to ensure that growth returned at the end of 2009.
Unemployment has risen far less than many external forecasters expected at the beginning of the
downturn, and 47,000 fewer people are claiming Jobseeker’s Allowance now than in October 2009.
As the UK emerges from the downturn, the Government will continue to work to foster recovery
by providing targeted support to those who need it most. In particular, the Government announces
the following measures to help households through the recovery:

e extending the Young Person’s Guarantee after March 2011 to ensure that young
people adversely affected by the recession continue to be guaranteed a Future Jobs Fund
job, training or work experience if they cannot find work within six months;

® increased support through tax credits for families with children aged one and two;

® continuing to provide an additional payment alongside the Winter Fuel Payment
in 2010-11, worth £100 to households with someone aged over 80, or £50 if someone is
over the female State Pension Age;

e extending the temporary freeze in the Standard Interest Rate applied to the
Support for Mortgage Interest scheme until December 2010; and

® a two-year stamp duty land tax relief for first-time buyers, for residential property
purchases up to £250,000.

Alongside the substantial support provided, the Government is setting policy to create the right
economic environment to promote stability and growth in the medium term. Key actions include:

® a comprehensive strategy to promote savings, including the launch of the Saving
Gateway in July 2010 and the indexation of ISA limits over the next Parliament; and

® publishing Ending Child Poverty: Mapping the Route to 2020 alongside Budget 2010,
setting out ways that child poverty could be reduced in line with the 2020 target.

The Government is also ensuring that it lives within its means in a way that is fair and responsible.
On the back of previously announced fiscal consolidation measures, Budget 2010 announces:

® the introduction of an additional 5 per cent rate of stamp duty land tax for
residential property over £1 million from 201 1-12;

® an extension of the freeze in the inheritance tax allowance of £325,000 until
2014-15;

® details of the operation of the restriction of pensions tax relief for those on high
incomes.

Tobacco duty rates will increase by | per cent above inflation from today and by 2 per cent
above inflation for the next four years. Cider duty rates will increase by 10 per cent above
inflation. Other alcohol duty rates will increase by 2 per cent above inflation as announced at Budget
2008. In addition, all alcohol duty rates will increase by 2 per cent above inflation for two further years,
until 2014-15.
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5.1 Households have inevitably felt the impact of the deepest global recession since the
Great Depression. Employment and consumption have fallen and uncertainty still remains.
Responding to the exceptional risks posed by the downturn, the Government has moved
swiftly to deliver a coherent and comprehensive package of support to the economy and
households within it. This action has helped reduce the severity of the impact of the
downturn:

e  the rise in unemployment has been far lower than many independent
forecasters expected at the beginning of the downturn, and well below those
of previous recessions, despite a deeper fall in output. For every 1 per cent
decline in output, employment has fallen by just }/; per cent; in comparison,
in the 1990s recession, employment fell by 1'/; per cent for every 1 per cent
decline in output. Similarly, despite falls in working hours and pay restraint,
disposable income did not fall, with low interest rates benefiting mortgage
holders in particular;

e  tax credits continue to help households through the downturn by delivering
additional support when they need it most. So far in 2009-10, 440,000 families
have experienced an increased tax credit award, worth on average £38 per
week, as a result of a decrease in income;' and

e  repossessions in 2009 totalled 46,000, 39 per cent fewer than forecast by the
Council of Mortgage Lenders at the beginning of the year.?

5.2 However, the Government is not complacent and this chapter sets out further action
the Government will take, firstly to foster recovery and then to provide the conditions for
future growth and stability.

Labour market performance

5.3 The labour market has proved more resilient than many independent forecasters
expected at the beginning of the downturn. Unemployment is far below the levels of the
1980s and 1990s recessions (see Chart 5.1), despite a comparatively deeper fall in output. ILO
unemployment has been broadly constant at just under 2.5 million since the middle of 2009,
and 47,000 fewer people are now claiming Jobseeker’s Allowance (JSA) than in October 2009.

5.4 The vast majority of people that have become unemployed have moved back into
work quickly. More than seven in ten jobseekers leave JSA within six months,* and over 4.6
million people have moved off JSA since November 2008 (see Chart 5.2).> Furthermore,
the increases in inactivity observed in previous recessions have not occurred. The number
of people claiming incapacity and lone parent benefits has remained broadly constant,
despite the recession. Between 1990 and 1995, the number of people claiming these benefits
increased by a million.®

" HM Revenue & Customs estimates based on tax credits administrative data from April 2009 to March 2010.
2 Press Release, Council of Mortgage Lenders, 2009, http://www.cml.org.uk

3 Labour Market Statistics, Office for National Statistics, 2010.

* Office for National Statistics and the Department for Work and Pensions, 2010.

* Department for Work and Pensions administrative data.
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5.5 This resilience of the labour market has been underpinned by the Government’s
reforms over the last decade, which have helped build a flexible and dynamic labour market,
and a robust and effective system of back-to-work support. The combination of flexible
hours and pay restraint, and the use of part-time employment, has helped support total
employment. While the rate of employment has continued to fall, it has done so at a much
slower rate than in the first half of last year.®

Chart 5.2: Claimant count, inflows and outflows (000s)
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¢ Labour Market Statistics, Office for National Statistics, 2010.
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Providing support and employment opportunities

5.6

To strengthen the labour market response to the recession, the Government

took immediate and decisive action by putting in place additional employment support.
This support is helping those who become unemployed to move back into work quickly,

preventing short-term unemployment turning into long-term detachment from the labour
market (see Box 5.1).

Box 5.1: Government employment support through the downturn

The Young Person’s Guarantee is providing a job, work experience or training place for any
young jobseeker unemployed for six months or more, ensuring short term unemployment
does not become long term inactivity. From April, participation will be mandatory from 10
months of unemployment.

The Young Person’s Guarantee includes the Future Jobs Fund. This is providing up to
120,000 paid jobs for young people and a further 50,000 jobs for those aged 25 and over in
areas hardest hit by the downturn.

As a result of £3 billion set aside at the 2008 Pre-Budget Report and Budget 2009, 15,000
extra frontline staff in Jobcentre Plus are maintaining high-quality, personalised support to
help those that become unemployed move into work quickly, as well as continued, intensive
support for those most at risk of long-term unemployment.?

Nearly 40,000 jobseekers have taken up additional support available from six months
unemployment, to help them move into work.® This includes up to £1,000 for employers
that recruit and train those in receipt of JSA for six months or more, as well as additional
training places and financial support for those wanting to set up their own business.

Employees in over 4,000 firms have used the Rapid Response Service since its expansion in
November 2008. This service is providing on-site support for both small- and large-scale
redundancies, to help employees find a new job even before they become unemployed.®

Jobcentre Plus is working closely with over 70,000 large and small employers through Local
Employment Partnerships, which to date have helped over 565,000 jobseekers into work,?
across a range of sectors such as manufacturing, care, transport, retail and banking.

Through the Backing Young Britain campaign, over 1,000 organisations have committed to
provide work experience, internships, apprenticeships and mentoring support to young
people out of work.?

Through the September Guarantee, all 16 and |7 year olds are guaranteed a place in
education or training. The 2009 Pre-Budget Report provided an additional £200 million
in 2010-11 to ensure that this Guarantee would be met in full. The Government has also
provided every 16 and |7 year old who was not in education, employment or training in
January 2010 with an offer of an Entry to Employment place and Education Maintenance
Allowance to go with this.

2Department for Work and Pensions administrative data.
®Six Month Offer Official Statistics, Office of National Statistics, January 2010. Figures are for Great Britain and up to
October 2009.

5.7

The Government announced in the 2009 Pre-Budget Report that it would re-invest

resources from lower-than-forecast unemployment to provide further support to key groups
hit by the recession. This included bringing forward the Young Person’s Guarantee of a job,
work experience or training to six months of unemployment.
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5.8 Building on the success of the Young Person’s Guarantee, it is essential that the
Government continues to provide support as the labour market recovers. The Government
therefore announces that it will extend the Young Person’s Guarantee after March 2011, to
ensure young people continue to be guaranteed a job, training or work experience
placement if they cannot find work within six months. Participation will be mandatory for
those young people who are unemployed for 10 months, preventing long-term detachment
from the labour market.

5.9 The Government’s response to the recession builds on its commitment to welfare
reform, so that no one who is capable of work is written off for a life on inactive benefits.
Under the new Employment and Support Allowance, medical experts assess what work an
individual can do rather than what they cannot do. Already, more people are accessing
support to help them move into work. As this programme is extended to existing Incapacity
Benefit claimants, based on the success of the programme to date, even more people are
expected to move into work, further reducing the benefits bill by an estimated £300 million
over the next five years.

5.0  From April 2011, people moving into work from the Employment and Support
Allowance with a limited capability for work will be automatically eligible for the disability
element in the Working Tax Credit (WTC). The Government will also consider whether to
review the criteria used in the “disadvantage test” of the WTC in the longer term in order to
improve reassurance of gains to work.

SUPPORTING HOUSEHOLDS TO SUSTAIN THE RECOVERY

5.1 Support for households has a key part to play in sustaining the recovery. Indeed,
Government fiscal support, delivered through automatic stabilisers such as benefits and
tax credits, worth almost 4 per cent of GDP in 2010-11, has helped stabilise the economy
and limit the impact of the recession on families. Alongside this, Government intervention
since the 2008 Pre-Budget Report has provided additional support expected to leave the vast
majority of households better off in 2010-11,” with targeted support for those who need it most.

5.2 Alongside financial support, the Government is taking forward wider interventions
to help households contribute to the recovery and reap its benefits. Budget 2010 therefore
announces further steps to enhance work incentives and promote entry into the labour
market, and measures to help people get on to, and stay on, the housing ladder.

Promoting work and supporting working families

5.3 Work is the best route out of poverty and is central to providing stability and financial
security for households. The Government is committed to making work pay, and has worked
to ensure that, for those in full-time work, it will leave them in a better financial position
than out of work support.

5.14  The Government is considering responses to the recent Housing Benefit consultation
and the emerging findings from the low-income working households research before setting
out reforms to improve fairness, address affordability, and strengthen work incentives.
Meanwhile, the Government recognises concerns that the current approach to calculating
Local Housing Allowance rates has resulted in very high payments to a small number of
tenants in the most expensive areas. As a prelude to further reform, Budget 2010 therefore
announces that, from October 2011, the highest rents across the country, including the

7 Estimates calculated using HM Treasury’s tax and benefit microsimulation model.
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most expensive 8 per cent of properties in London, will be excluded from the calculation of
the Local Housing Allowance in each area.

5.15  This week, the Government will publish its full response to the recommendations
from the Low Pay Commission on the National Minimum Wage (NMW). Budget 2010
announces that, in line with these recommendations, the headline rate of the NMW will
rise by 2.2 per cent to £5.93 in October 2010. This increase strikes a balance between helping
low paid workers and families, and ensuring that the rise does not damage their employment
chances. When increased in October 2010, the NMW will have risen by over 22 per cent in
real terms since the Government introduced it in 1999.%

516  Through tax credits and the NMW, the Government has improved financial
incentives to work for low income households. As Table 5.1 shows, in October 2010, the
minimum income for a family with one child and one person working 35 hours a week will
have increased by an estimated 27 per cent in real terms since 1999.

Table 5.1: Weekly minimum income guarantees (MIGs)

April 1999 October 2010 Percentage
increase in
real terms'

Family? | child, full-time work £182 £310 27%
Family? | child, part-time work £136 £242 33%
Single person, no children, 25 or over, full time work £113 £199 31%
Couple, no children, 25 or over, full-time work £117 £235 50%
Disabled person (single), working full-time £139 £248 33%
Disabled person (single), working part-time £109 £181 24%

Assumes the rate of NMW and that the family is eligible for Family Credit/Disability Working Allowance in 1999 and for Working Tax Credit/Child Tax
Credit in 2010. Full-time work is assumed to be 35 hours. Part-time work is assumed to be |6 hours. See Data Sources Document for details.

" RPI growth is taken from ONS historical series and HM Treasury’s economic forecast.

2 Applies to lone parent families and couples with children dlike.

5.17  Take up of existing tax credits is already high. However, following recommendations
of the Take-Up Taskforce, the Government is launching today an online resource that brings
together advice on the range of financial support available to working age families. This will
assist a range of intermediaries and local advisers to promote take-up at a national and
local level.

5.18  To support families with young children and to continue to drive progress in tackling
child poverty, the Government announces that, from April 2012, it will provide additional
support by increasing the child element of the Child Tax Credit for each child aged one and
two by £4 per week.

5.19  The Government also announces a package of measures to further support parents,
and help individuals enter and progress in work, including:

e from April 2010, HMRC will simplify the system for working parents who
claim the childcare element of the Working Tax Credit (WTC) for short
periods of time, for example during school holidays. This ensures that parents
receive support with childcare costs when they need it most;

e  from April 2011, guardians who receive special guardianship payments will
not see their Housing Benefit or Council Tax Benefit reduced to take these

8 Estimated using Retail Prices Index (RPI) data from the Office for National Statistics and HM Treasury assumptions on
how the series will evolve between February and October 2010 (see Table C.1).
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payments into account, bringing these payments into line with the treatment
of child maintenance; and

e  toincrease the flexibility of the Government’s support for older people, Budget
2010 announces that, from April 2011, people aged over 60 will qualify for the
WTC if they work at least 16 hours a week, rather than 30 as currently.

Smarter 5.20 In December 2009, the Government published Putting the Frontline first: smarter

government

The poverty trap

government on accelerating the delivery of digitised public services. HMRC is aiming to pilot
a service for tax credit renewals in 2011 and intends to introduce a full on-line service for
Child Benefit claimants as part of its on-line tax credit service. HMRC will also establish an
electronic link with the General Register Offices, which are responsible for registering UK
births, meaning that families who claim Child Benefit will no longer have to submit original
UK birth certificates from 2011-12.

5.21 Alongside ensuring that work pays, the Government is committed to ensuring that
individuals have an incentive to progress when in work. The poverty trap occurs when those
in work have limited incentives to move up the earnings ladder because it may leave them
little better off. Marginal deduction rates (MDRs) are one way of measuring this, by showing
how much of each additional pound of earnings is lost due to taxes and the withdrawal of
benefits or tax credits. Table 5.2 shows that the number of families facing MDRs in excess of
70 per cent has more than halved since 1997. The increased numbers facing MDRs between
60 and 70 per cent reflect the introduction and increased generosity of tax credits, which has
extended financial support to many more households including, for the first time, those
without children.

Table 5.2: Marginal deduction rates

Before Budget 1998 2010-11 system of

tax and benefits

Over 100 per cent 5,000 0
Over 90 per cent 130,000 70,000
Over 80 per cent 300,000 270,000
Over 70 per cent 740,000 330,000
Over 60 per cent 760,000 1,895,000

Marginal deduction rates are for working heads of families in receipt of income-related benefits or tax credits where at least one person works |6 hours or
more a week, and the head of the family is not receiving pensioner or disability premia. These figures are estimates derived from HM Treasury’s tax and

benefit microsimulation model. See Data Sources Document for more details.

Note: Figures are cumulative. Estimates for the 2010-1 | system of taxes and benefits are calibrated to tax credits statistics for April 2009, and earlier
data for Housing and Council Tax Benefits. The estimates make explicit allowance for families newly entitled to Housing and Council Tax Benefits from
October 2009, but any such estimates are subject to significant uncertainties, in particular concerning likely take-up.

Supporting people in later life

522 The Government is committed to tackling pensioner poverty and promoting
independence and well-being in later life. Spending on pensioners has risen, on average, by
an estimated 3.5 per cent a year in real terms between 1997-98 and 2009-10, and over £13
billion a year more is expected to be spent on pensioners in 2009-10 than if the 1997 system
had continued (see Box 5.2).
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Help with fuel 5.23
bills Payments, worth £300 to households with someone over 80 or £200 if someone is over the

Older households are more vulnerable to the effects of the cold. Winter Fuel

female State Pension Age, help with energy bills. Last winter, pensioner households received
an additional payment alongside their Winter Fuel Payment, worth £100 to households with
someone over 80 or £50 if someone is over the female State Pension Age. Budget 2010
announces this additional payment will be repeated in 2010-11. Low-income, vulnerable
households also benefit from Cold Weather Payments and efficiency measures, such as Warm
Front, permanently reduce pensioners’ energy bills.

Box 5.2 Supporting people in later life

Since 1997, the income of the poorest fifth of pensioners has increased as fast as that of the richest* and
900,000° pensioners have been lifted out of relative poverty. A pensioner is now no more likely to be in

poverty than someone from the population as a whole.”

The basic State Pension is the foundation of the pensions system, on which private pension savings
decisions can be based. The Government has committed to increase the basic State Pension by the
higher of 2.5 per cent or the Retail Prices Index and has legislated to restore the link with earnings. The
Government’s aim is to do this in 2012 subject to affordability and the fiscal position. A full basic State
Pension will be £97.65 a week in 2010-11, or £156.15 for couples, an increase in real terms of 12 per
cent since 1997.2 Changes in 2002 made the additional earnings-related State Pension more generous to
those on low incomes and expanded its coverage, and are expected to result in one million more people
accruing State Second Pension from 2010. There is free access to certain services for all pensioners and
everyone over the female State Pension Age benefits from free prescriptions, eye tests and off-peak bus
travel. Television licences are free for the over 75s.

Additional resources are targeted at those with greatest need. Pension Credit, introduced in 2003 and
received by 2.7 million households, tackles pensioner poverty without undermining savings incentives.
No single pensioner need live on under £132.60 a week in 2010-11, compared with around £69 in
1997, and no couple on under £202.40. The Government has legislated to increase these rates by
average earnings while ensuring that means-tested provision stays focused on those with low savings.
The Government continues to take steps to increase Pension Credit take up by running targeted
campaigns and contacting those potentially eligible to receive it. A streamlined process now allows new
Pension Credit claimants to claim Housing and Council Tax Benefit simultaneously.

Only 40 per cent of pensioners pay income tax. Age-related allowances mean no one aged between 65
and 74 pays tax on income below £9,490, or £9,640 if aged over 75. By April 201 |, no pensioner aged
over 75 will pay any tax on income below £10,000 a year.

2Pensioner Income Series, Department for Work and Pensions, 2007-08, and Data Sources Document.
®Households Below Average Income, Department for Work and Pensions, 2007-08.
<http://research.dwp.gov.uk/

Extending 5.24
working lives Government'’s Ageing Strategy, Building a Society for All Ages, published in summer 2009,

Currently employers have the legal right to require individuals to retire at 65. The

announced that the Government’s planned review of this legislation would be brought
forward. Following the evidence submitted to this review, the Government intends shortly
to launch a formal consultation on reforms to the Default Retirement Age, including
considering options for: removing it; increasing it; and reforming the legislative framework
to strengthen the position of the employee. No changes will be made before April 2011.
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5.25  As part of its decisive action to help the UK economy through the global downturn,
the Government has taken a number of steps to support homeowners. This has had a real
impact in helping people stay in their homes, with repossessions 39 per cent lower than the
Council of Mortgage Lenders’ forecast at the beginning of 2009.° In addition, the number of
households accepted as homeless by local authorities is continuing to fall and is down by 72
per cent since 2003."° However, the housing market recovery is not yet locked in and the risk
of repossession continues to be a challenge. The temporary freeze in the Standard Interest
Rate used to calculate Support for Mortgage Interest payments has helped homeowners who
have experienced a fall in income to remain in their homes. Budget 2010 announces that the
Standard Interest Rate will be maintained at 6.08 per cent for a further six months until
December 2010, benefiting around 220,000 homeowners. In addition, targeted help via the
Mortgage Rescue Scheme and Homeowner Mortgage Support will continue into 2011.

5.26 The Government is committed to ensuring everyone has access to a decent home at
a price they can afford. It has helped homebuyers through policies such as the stamp duty
land tax holiday and funding of shared equity schemes such as HomeBuy Direct. Property
transactions were up by over 50 per cent in the second half of 2009 compared to the first
half.!!

5.27  However, despite signs of a housing market recovery, affordability remains a real
issue for first-time buyers. Budget 2010 therefore announces a two-year stamp duty land
tax relief for first-time buyers for residential property purchases up to £250,000 to help
reduce the upfront transaction cost faced by this group. In order to offset the cost of this
relief and to sustain the public finances in the longer term, Budget 2010 also announces the
introduction of an additional 5 per cent rate of stamp duty land tax for residential property
over £1 million from 2011-12.

SECURING GROWTH AND STABILITY

5.28 As the economy emerges from the downturn, the Government has an important
role to play in setting policy to create the right economic environment to promote stability
and growth. This will be essential to ensuring a prosperous future for the UK, which in turn
will help enable the Government to achieve its commitment to eradicate child poverty by
2020 and foster growing and dynamic housing and third sectors. Setting a credible path for
fiscal consolidation to ensure sound public finances is essential for economic stability. As set
out in Chapter 2, the Government has set out plans to more than halve borrowing over four
years. The Government’s strategy to promote savings across the life cycle, and to enhance
the fairness and efficiency of the tax and pensions systems will also continue to support
economic growth in the long term.

A fair and responsible strategy for fiscal consolidation

5.29  Since the 2008 Pre-Budget Report, the Government has set out fair and responsible
plans for fiscal consolidation, with those with the highest incomes making the greatest
contribution. Estimates indicate that around 60 per cent of the impact of fiscal consolidation
announced since the 2008 Pre-Budget Report will be borne by the top 5 per cent of earners
when fully implemented in 2012-13.1

? Press Release, Council of Mortgage Lenders, 2009, http://www.cml.org.uk

1% Statutory Homelessness: October to December 2009 England, CLG, 2009, http://www.communities.gov.uk
' Monthly Property Transactions in the United Kingdom, HMRC, 2009, http://www.hmrc.gov.uk

'2HM Treasury estimate.
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5.30  Budget 2010 confirms:

a 1 per cent increase in national insurance contributions (NICs) rates from
April 2011, alongside adjustments to the NICs primary threshold to protect
those on low incomes;

a 50 per cent additional rate of tax on those with incomes above £150,000 and
the gradual withdrawal of the personal allowance from those with incomes
above £100,000 from April 2010;

freezing the point at which individuals start to pay the higher rate of tax in
2012-13;

restricting pensions tax relief from April 2011 for individuals with gross
incomes of £150,000 and over (where gross income incorporates all pension
contributions, including benefits provided by an employer). This restriction
is subject to an income floor, so that individuals with pre-tax incomes
(excluding employer pension contributions) of less than £130,000 will be
unaffected; and

a freeze in the inheritance tax (IHT) allowance of £325,000 in 2010-11.

5.31 In addition, Budget 2010 announces that the freeze in the IHT allowance will be
extended until 2014-15.

Promoting savings across the life cycle

532  Sound household finances also contribute to a stable economy. Having a stock of
savings provides individuals with stability and financial security throughout their lives.
As set out in Box 5.3, the Government’s savings strategy has focused on developing well-
targeted incentives for saving across the life cycle; and ensuring individuals have access to
appropriate savings opportunities and the capability to make financial decisions.
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The Government seeks to support saving and asset ownership for all across the life cycle: from
childhood, through working life and into retirement.

Box 5.3 Encouraging people to save

® To encourage saving for children, the Government introduced the Child Trust Fund (CTF) in
2005. Almost five million children® have a CTF account with around £2 billion held.® Through
the CTF the Government provides support to all children through a £250 contribution at
birth and age seven. It provides further support to those who need it most through additional
Government contributions to children in low-income families, looked-after children, and from
April 2010, disabled children. At maturity, |18 year olds will be able to roll over their funds into
an Individual Savings Account (ISA).

® The Government introduced ISAs in 1999 to offer adults across the income scale a simple,
flexible and accessible tax-advantaged opportunity to save. These have proved extremely
successful: over 19 million adults hold almost £275 billion in ISAs.?

® To provide additional support to save to working age adults on the lowest incomes, the
Government is introducing the Saving Gateway in 2010. The Saving Gateway will offer an
estimated eight million® people the opportunity to receive 50 pence from the Government for
each £1 they save. The pilots have shown that “matching” is a simple and transparent incentive
to save.

® As people move through the life cycle, they are also encouraged to save towards retirement
through the provision of generous tax relief on pension contributions. The cost of pensions
tax relief, net of income tax collected on pensions in payment, is estimated to be worth £18.9
billion in 2008-09.% Reforms to private pensions, including automatic enrolment into qualifying
schemes and the introduction of the National Employment Savings Trust (NEST) scheme will
ensure more people have the opportunity to save for their retirement in a pension, and take
advantage of available tax relief.

2http://www.hmrc.gov.uk

®HM Revenue & Customs administrative data.

¢HM Revenue & Customs estimate based on published Department for Work and Pensions and HM Revenue & Customs
statistics.

ISA limits

Saving Gateway

Matched saving

5.33  From October 2009, ISA limits for people aged 50 and over were increased to £10,200,
up to £5,100 of which can be held in cash; this additional scope for tax-advantaged saving
has been widely taken up by older savers. From April 2010, all savers will be able to benefit
from these higher ISA limits, including those who are saving towards their first home. Budget
2010 announces that, from April 2011 and over the course of the next Parliament, ISA limits
will be indexed annually in line with the Retail Prices Index (RPI).

534 ISAs are a simple, flexible and accessible tax-advantaged savings vehicle. The
Government remains committed to these objectives, and also to supporting small and
growing businesses. In this context, it intends to consult on allowing Alternative Investment
Market (AIM) shares to be eligible as a tax-advantaged investment for retail savers.

5.35 Budget 2010 also announces that the first Saving Gateway accounts will be available
in July 2010, and that Lloyds Banking Group, the Post Office and Royal Bank of Scotland
Group intend to offer Saving Gateway accounts in 2010. The Government also expects that a
significant number of credit unions will offer the accounts, and is continuing to discuss the
Saving Gateway with other potential providers.

536 The key feature of the Saving Gateway is “matching”: the Government offering a
contribution for each £1 saved. The pilots have shown that this provides a simple, transparent
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and easily understood incentive to save. Building on this, and recognising the need for a
wider section of society to develop a savings habit earlier in life, Budget 2010 announces
that the Government will explore options for widening access to matched savings accounts,
with the intention of introducing additional support by the end of the next Parliament.

537 The Government will consider the implications for potential account providers,
including exploring ways of ensuring that demand is manageable, and the administrative
impacts minimised. An account targeted at basic-rate taxpayers aged 18-30 that provided
half the government matching available in the Saving Gateway would cost around
£30 million per annum in steady state. Final implementation, including eligibility criteria
and match rates, would be subject to affordability, and to taking into account lessons from
the Saving Gateway pilots and the rollout of the Saving Gateway nationally.

538 The Government wants to ensure that consumers have the support, information and
confidence to make good financial decisions (as set out in more detail in Chapter 3). To this
end, the Government has launched a national rollout of the Money Guidance service, is
establishing a new independent consumer financial education body and making financial
capability a statutory component of the curriculum in England. Chapter 3 also sets out the
Government’s next steps on improving financial inclusion.

Achieving a fair and efficient pensions system

539 The Government is committed to helping people meet their income aspirations in
retirement, while recognising the challenges of an ageing population. The implementation of
a package of state and private pension reforms, including the introduction both of employer
duties to auto-enrol employees into a qualifying pension scheme and the National
Employment Savings Trust (NEST) scheme, is underway.

5.40 The Government is making the State Pension fairer and more widely available. For
those reaching State Pension Age from 6 April 2010, 30 years will be needed to qualify for a full
basic State Pension instead of 44 years for men and 39 years for women. Changes to National
Insurance credits mean carers will have improved opportunities to build their State Pension
entitlement. As a result, around 75 per cent of women reaching State Pension Age in 2010 will
be entitled to a full basic State Pension, compared with around 50 per cent without reform.
Ninety per cent of men and women reaching State Pension Age are expected to obtain this
entitlement by 2025." The female State Pension Age will gradually increase to 65 from April
2010 to April 2020. To reflect increased longevity and to ensure that the State Pension reforms
are affordable, the State Pension Age will gradually rise from 65 in 2024 to 68 in 2046.

5.41  Atthe 2009 Pre-Budget Report the Government announced that, from April 2011, tax
relief on pension contributions will be restricted for individuals on gross incomes of £150,000
and over (where gross income incorporates all pension contributions, including benefits
provided by an employer), subject to an income floor of £130,000 (excluding employer
pension contributions). Following a formal consultation, Budget 2010 confirms decisions on
how the restriction of relief will be applied and delivered, and that deemed contributions to
defined benefit pension schemes will be valued using the age-related factors method.
Further details are set out in the document Implementing the restriction of pensions tax relief:
A summary of consultation responses, published alongside Budget 2010. The Government
intends to bring forward legislation on the core elements of the restriction in Finance Bill
2010, including provisions for tackling avoidance. The Government will continue to monitor
areas of abuse and will act to develop further, targeted anti-avoidance provisions as
necessary.

'* Department for Work and Pensions estimate.
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5.42  Budget 2008 announced changes to the tax rules to enable small occupational
pension pots to be taken as a lump sum. The same flexibility was not extended to non-
occupational pension schemes to minimise avoidance. The Government remains open to
proposals for further simplification provided they would not increase Exchequer costs or add
significant costs for HMRC, and would not be open to manipulation. The Government is also
open to proposals consistent with these principles for couples to pool small pension pots to
achieve better value by purchasing a joint life annuity.

5.43 The Government has taken steps to simplify pensions regulation, through the
deregulatory review of private pensions, and remains committed to supporting innovation in
the development of risk sharing arrangements between employers and employees. In order
to inform choices about future pension provision, the Government will shortly publish an
Information Note to help employers understand available risk sharing options. The
Government will continue to work with industry to explore further facilitation of risk sharing
between employers and employees, in both defined benefit and defined contribution
pension schemes.

Eradicating child poverty by 2020

5.44  Asaresult of significant levels of investment across the UK, considerable progress has
been made in tackling child poverty. In line with projections by the Institute for Fiscal Studies
the Government projects that the number of children in relative poverty will decline to 2.3
million children in 2010-11, a reduction of around one million since 1998-99.!* This includes
the impact of measures coming into effect from April 2010, such as moving to a full disregard
for child maintenance in income-related benefits, the extension of Free School Meals and
over-indexation of tax credits. In total, these are expected to lift around 100,000 children out of
poverty.”® As shown by Chart 5.3, radical reforms to the system of financial support for families
mean that the poorest households with children have seen the greatest real terms increase
in support of over £4,000 a year since 1997. Building on this progress to date and eradicating
child poverty will require sustained growth and stability across the economy.

Chart 5.3: Average annual gain (£) from 1997 to 2010
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4,500
4,000 —
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2,000 —
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500 —
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Decile . . Decile
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Source: Estimated using HM Treasury’s tax and benefit microsimulation model. See Data Sources Document for details.

'* See Data Sources Document.
'*Estimate based on HM Treasury and Child Poverty Unit analysis.
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5.45 The Government is committed to tackling child poverty. That is why the Government
is taking forward the Child Poverty Bill that enshrines in legislation its historic pledge to
eradicate child poverty in a generation. The Bill provides a clear definition of success as well
as a transparent accountability framework. It also creates duties for local authorities to work
together with delivery partners to tackle child poverty and set out the contribution they can
make in their local areas.

5.46  Ending Child Poverty: Mapping the Route to 2020, published today, sets out the
Government’s strategic direction to inform the first national strategy to be published within
12 months of Royal Assent of the Child Poverty Bill. In particular, the document sets out ways
in which child poverty could be reduced in line with the targets and the potential impact
achieving various outcomes could have on relative poverty. The modelling shows that
increases in parental employment and reductions in in-work poverty have the potential to
significantly reduce child poverty by 2020 and that sustainable eradication will depend on
this being complemented by improvements in life chances through support for all families
and early intervention.

5.47  Paid employment is the single most important factor in reducing the risk of poverty.
Children in families with at least one parent in work are much less likely to live in poverty
than children in workless families. While work is the best route out of poverty it is not a
guarantee: the risk of experiencing in-work poverty falls dramatically when potential second
earners move into the labour market. Supporting additional earners to move into work is a
vital part of the strategy to eradicate child poverty. The Government will therefore consider
options to improve the work incentives and support for second earners moving into and
progressing in the labour market, including initiatives such as the School Gates Employment
Support Initiative and other outreach work which is providing help for parents to go back to
work as their children get older.

Supporting a growing housing sector

5.48 The Government has provided significant support to the house building and
construction industries through the economic downturn to maintain economic activity, jobs
and capacity and help stimulate wider economic recovery. In total, the Government has now
committed £7.5 billion over two years to deliver up to 112,000 affordable homes, and around
15,000 private sector new homes.' The Government’s investment in affordable housing has
been key to sustaining delivery of much-needed homes during the downturn and recovery.
As set out in Building Britain’s Future,'” more affordable homes are being built this year and
next than before the recession. The Local Authority New Build programme of over 4,000 new
council houses is the largest council house building programme in nearly two decades.
Following Budget 2010, the Government will consult on detailed plans to replace the council
housing finance system with a self-financing system.

5.49  As the economy recovers, the Government is taking action to promote a strong long
term recovery in the house building industry and to help maintain affordability by addressing
the long term housing supply challenge. The Government has undertaken a study into the
drivers of housing growth and the key challenges facing the industry and identified these as:
supply of viable land, the regulatory cost on the industry and the skills and innovation within
the industry. The Government will work jointly with industry through a ministerially
sponsored action group to address these challenges and develop proposals for action.
Similarly, the recent Government consultation, Investment in the UK private rented sector,'

'¢ Growth funds. CLG, 2009, http://www.communities.gov.uk
'7 Building’s Britain’s Future, HMG, 2009, http://www.hmg.gov.uk
'8 Investment in the UK Private Rented Sector, HMT, 2009, http://www.hm-treasury.gov.uk
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invites industry to work with the Government to consider the contribution the private rented
sector could make to addressing demand, housing supply and any barriers to investment.
The Government is also taking forward a package of reforms to drive up quality and
professionalism in the sector.

5.50  Ensuring local authorities bring forward a sufficient supply of viable land is essential
to a recovery in the house building industry. The Government is publishing results from
comprehensive checks of local land supply strategies alongside the Budget. Budget 2010
announces the Planning Inspectorate will continue to report on the position across the
country, and from 2010-11 the Government will withhold the relevant elements of the
Housing and Planning Delivery Grant from local authorities that fail to produce satisfactory
five-year land supply assessments. Building on the success of the Public Land Initiative, the
Government will lead the way by bringing forward more surplus public sector land and will
consider further measures in this area such as introducing targets across government for the
number of homes that will be built on public land.

5.51 Regulation needs to be proportionate, transparent and predictable. The Government
is working closely with industry to finalise a national baseline of regulatory costs, which will
enable better management of the cumulative impact of regulation. The Government will
reduce the regulatory costs on the house building industry as part of the indicative £1 to
£1.25 billion savings to be achieved through the Built Environment theme of the 2010-2015
Simplification Target, and intends to set out progress at Budget 2011. Furthermore, the
Government will limit the consideration of new regulations to fixed intervals. The
Government will work with local authorities to ensure that local requirements are
proportionate, respond flexibly to economic conditions and do not unduly constrain
development. The Government will shortly consult on how a scaled back Section 106 will
operate. The Government has prioritised zero carbon homes and will continue to work with
industry on the best way of delivering the policy.

Charity taxation

5.52  The Government is committed to increasing the role of the third sector in helping to
deliver socially beneficial outcomes. Detail of the Government’s proposals can be found in
Chapter 6.

5.53  Gift Aid continues to be a very successful tax relief, with total claims from charities
since 2000 now exceeding £5.7 billion." In February, the Government set up a Gift Aid forum
to consider possible reforms and simplifications, informed by the Gift Aid donor research
published in December 2009. The forum will make recommendations by the autumn.

5.54  Following a decision in the European Court of Justice in January 2009,?° Budget 2010
announces that the UK’s tax reliefs for charities and charitable giving will be extended to
certain EU charities. Alongside this, a new definition of charity for tax purposes is being
introduced and a number of other consequential changes are being made to the existing
compliance regime and Gift Aid process.

5.55 The Government is committed to replacing the anti-avoidance rules relating to
substantial donors to charities and will continue to explore the details of the proposed new
purpose test with interested parties.

1% http://www.hmrc.gov.uk
2 Hein Persche v Finanzamt Liidenscheid (C-318/07).
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5.56 The Government will continue to consider stakeholder views and responses to last
year’s consultation on charity pooled funds, along with the proposed EU directive on
alternative investment fund managers before responding in the autumn.

A MODERN AND FAIR TAX SYSTEM

Protecting tax revenues

5.57  The global economic crisis and the response to it have been catalysts for concerted
domestic and international action in areas such as tax transparency, and tackling avoidance
and evasion. The Government is taking further action to change the game for those who seek
to bend or break the rules on tax, which will promote long-term sustainable growth.

5.58 Budget 2010 announces a package of measures to protect tax revenues of £4 billion
and which yield £1.5 billion by 2012-13.

5.59  The disclosure regime has transformed the way in which the Government tackles
avoidance, providing early information that has led to the closure of over £12 billion in
avoidance opportunities since 2004. Following the consultation announced in the 2009 Pre-
Budget Report, Budget 2010 announces a significant package of measures to strengthen
and enhance the regime to:

e  bring forward the time when the disclosure of a scheme is required;

e  increase penalties to tackle those who do not comply with the disclosure
rules;

e introduce a requirement for third party introducers to identify scheme
promoters;

e introduce a requirement for promoters to provide lists of clients to whom
they have provided schemes; and

e extend and enhance the hallmarks that require the disclosure of avoidance
schemes, including schemes involving employee remuneration and those
designed to convert income into capital.

5.60  Furthermore, following discussions with industry, the Government is exploring how
inheritance tax charges applying to trusts can be brought within the disclosure regime.

5.6  There has been active marketing of avoidance schemes to high-income individuals
in response to the new additional rate of income tax and other changes such as the
restriction of relief for pension contributions. Although there is increased take-up of existing
schemes, intelligence from the disclosure regime and elsewhere suggests that few new
schemes are being devised. Nevertheless, the Government has demonstrated that, when new
threats do arise, it acts swiftly to counter them. Moreover, improvements to the disclosure
regime set out above will help HMRC to detect new threats more quickly.

5.62 HMRC has used its Spotlights publication?' to make taxpayers and their agents aware
of the risks of taking up avoidance schemes. It will continue to use litigation as a tool to
tackle avoidance and has recently been successful in the areas of residence and the use of
arrangements to reward employees through intermediaries to avoid tax. In addition, HMRC
is strengthening its focus on the risks presented by the wealthiest individuals through its
creation of the High Net Worth Unit.

2 http://www.hmrc.gov.uk
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5.63  Budget 2010 announces action on the use of geared growth arrangements within
the company share option plan (CSOP) and consultation in summer 2010 on taxing other
returns from geared growth, following the increased use of tax-motivated arrangements
involving employment-related securities. The Government also announces future action
to tackle the use of arrangements to reward employees through the use of trusts or other
intermediaries, with the purpose of avoiding, deferring or reducing liabilities to income
tax and NICs or avoiding restrictions on pensions tax relief. The Government will consider
options for tackling these avoidance arrangements with the intention of introducing any
necessary legislation to take effect from April 2011.

5.64  Budget 2009 introduced, for the first time, principles-based legislation in areas that
have experienced sustained attempts at avoidance. This makes the intention of the
legislation clear and provides a robust defence against avoidance in the longer term. Budget
2010 builds on this success by announcing a discussion document on a principles-based
approach to tackle avoidance schemes arising from the differing tax treatments of financial
products within a group of companies. Budget 2010 also announces principles-based
legislation, alongside targeted fixes, to stop companies claiming excessive relief in the UK
for foreign taxes through abuse of the double tax relief rules.

5.65 Since the 2009 Pre-Budget Report, the Government has acted quickly in response to
emerging avoidance threats by announcing immediate action to:

e  block the abuse of tax relief on the donation of certain investments to
charities including potential retrospective action against further abuse in this
area;

e stop unjustified capital losses where non-domiciled individuals remit
overseas income from foreign currency bank accounts;

e close a loophole to prevent corporate tax avoidance when trade assets are
transferred out of an overseas branch of a UK company; and

e prevent the exploitation of the rules concerning sale and repurchase
transactions to exclude income receipts from tax.

5.66 Furthermore, Budget 2010 announces action to ensure that both individuals and
companies pay their fair share of tax by:

e closing a loophole through which the remittance basis rules can be
circumvented;

e  countering avoidance using loans to participators;
e  stopping corporate tax avoidance involving share incentive plans;

e  applying stamp duty land tax anti-avoidance rules to certain partnership
transactions;

e  closing a loophole through which the sale of lessor companies election can
be exploited;

e simplifying the legislation on transactions in securities while better
targeting the transactions involving avoidance;

e  revising the draft legislation to close a loophole through which fees are
artificially carved out of a taxable insurance contract to avoid insurance
premium tax; and
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e introducing a targeted anti-avoidance rule to ensure that the increase in
the Annual Investment Allowance (see Chapter 4) is focused on support for
genuine business investment.
Overhedging / 5.67 The Government will introduce a power to enable the overhedging/underhedging
underhedging provisions announced in the 2009 Pre-Budget Report to be extended in the case of banks
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and other financial traders to instruments other than loans and derivatives.

5.68 The 2009 Pre-Budget Report announced the introduction of a Code of Practice on
Taxation for banks. Banks have begun to inform HMRC that they have adopted the Code.
Many banks that have not yet adopted it have largely completed their internal processes;
HMBRC expects these banks to adopt the Code in the next few weeks. The Government is
pleased with the progress to date and will publish statistics on adoption in HMRC'’s Annual
Report.

5.69 Last year, as G20 President, the UK led international action to improve tax
transparency and to ensure that developing countries are able to share in the benefits of this
new openness. The UK strongly supports these developments, and has committed to launch
a multilateral instrument to increase international tax transparency by the end of 2010. The
Government has written to a cross-section of developing countries to invite them to join the
UK in exploring how best to take this work forward.

570 The UK also recognises the importance of capacity building to open up tax
information to developing countries and stands ready to host a conference focused on the
technical work of tax administrations in developing countries later this year. In addition, the
UK has led efforts to place Country-by-Country reporting on the international agenda and
fully supports the OECD in its work to develop guidelines in this area.

5.71  Tax evaders hold their money offshore in order to try to hide it beyond the reach of
HMRC'’s information powers. Following the consultation launched at the 2009 Pre-Budget
Report, the Government will legislate to ensure that those who fail to declare income and
gains from jurisdictions that do not exchange information automatically with the UK will
face tougher penalties of up to 200 per cent of the tax due. HMRC will also look further at
what information it needs to collect on offshore assets, including offshore bank accounts.

5.72  The Liechtenstein Disclosure Facility (LDF) was set up following a ground-breaking
agreement between the UK and Liechtenstein in August 2009. The LDE which runs until 31
March 2015, allows people with unpaid taxes linked to investments or assets in Liechtenstein
to settle their tax liability, including interest and penalties. It is estimated that, over the
lifetime of the LDE this will bring in £940 million. In addition, the LDF will enable certain
people with untaxed money in other jurisdictions to take advantage of the facility to make a
disclosure.

573 The Government is committed to fighting VAT missing trader intra-community
fraud, and intends to legislate in Finance Bill 2010 to replace the temporary zero rate,
introduced in July 2009 to combat fraud in emissions allowances, with a reverse charge as
the agreed EU counter-measure.

5.74  The 2009 Pre-Budget Report announced the formation of the group to consider what
actions HMRC can take on the hidden economy. The group has identified that there is
currently no clear route for those with undeclared tax to establish their position and disclose
their liabilities. HMRC will improve this process. The group has highlighted several key areas
for further work and detailed analysis:
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e  to build on the success of HMRC’s current and past disclosure opportunities
in offering mechanisms for leaving the hidden economy;

e to consider how HMRC can better link access to work opportunities to
operating in the formal economy; and

e  to educate people as to the unacceptability of evading tax and the dangers of

working informally.

5.75  The group will continue to meet over the coming months to work up more detailed
proposals and the Government intends to launch a consultation later in the year.

5.76  April 2010 will see the implementation of a range of measures announced last year,
which will deliver further tools with which HMRC can ensure that the correct amount of tax
is paid by taxpayers:

e  the power to publish names of serious tax evaders;
e introduction of new late-payment penalties for some taxes; and
e the extension of new compliance checking powers to further taxes.

5.77

businesses. They have proved a successful tool in protecting tax revenues. The Government

Financial securities are currently required for VAT from some non-compliant

announces the extension of the power to require financial securities to cover PAYE and
NICs at serious risk of non-payment.

5.78  The 2009 Pre-Budget Report announced a number of consultations that closed
earlier this month. Budget 2010 announces the publication of response documents and an
intention to legislate as soon as possible in the next Parliament on the following:

e  modernising the excise compliance checking regime; and

e  completing the modernisation of the penalty and interest regimes.

5.79  The 2009 Pre-Budget Report announced a second consultation on how HMRC should
work with agents to ensure that fewer inaccurate returns are submitted. Consultation on the
accompanying draft legislation continues and HMRC will publish an overall response
document once this has closed.

5.80 The Government is committed to tackling tax debt robustly. Budget 2010 announces
a new target on debt collection for 2010-11, which will challenge HMRC to collect
significantly more debt within one and three months of it arising. The details will be
published in HMRC'’s forthcoming Business Plan.

5.81  The Government will modernise the regime governing claims to recover overpaid
stamp taxes and petroleum revenue tax to provide a simpler and more consistent approach
with enhanced taxpayer safeguards. The Government intends to introduce legislation as
soon as possible in the next Parliament.

A modern and fair tax system

5.82  The annual exempt amount for capital gains tax will be held at £10,100 for 2010-11
in line with statutory indexation.

5.83  Cider duty rates will increase by 10 per cent above inflation on 29 March 2010 to
bring them more into line with the duty rates on other alcohol products. From 1 September
2010, the technical definition of cider will be changed to ensure products that more closely
resemble made-wines are taxed appropriately. No changes will be made to the structure of
cider duty but this will be kept under review.
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5.84 As announced at Budget 2008, alcohol duty rates on beer, wine and spirits will
increase by 2 per cent above inflation on 29 March 2010. This will add 2 pence to the price of
a pint of beer, 10 pence to the price of a bottle of wine, and 36 pence to the price of a bottle of
spirits. In addition, alcohol duty rates on all products will increase by 2 per cent above
inflation each year to 2014-15.

5.85 The Government is committed to maintaining high tobacco duty rates to support
health policy on smoking. The Government announces that today tobacco duty rates will
increase by 1 per cent above inflation each year, adding 15 pence to a packet of cigarettes.
Budget 2010 also announces that tobacco duty rates will increase by 2 per cent above
inflation each year to 2014-15.

5.86  As first announced at the 2009 Pre-Budget Report, the rate of bingo duty will reduce
to 20 per cent for accounting periods starting on or after 29 March 2010.

5.87  From 4pm on 26 March 2010, all rates of amusement machine licence duty will be
increased in line with inflation. Gaming duty bands will increase in line with inflation for
accounting periods starting on or after 1 April 2010.

5.88 The Government intends to amend VAT legislation as soon as possible in the next
Parliament to:

e  restrict the exemption for postal services to those services which Royal Mail
is obliged to provide;

e amend the scope of the zero rate for aircraft supplies from one based on the
aircraft’s weight and usage to one based on the status of the customer;

e  comply with a new VAT directive which requires changes to arrangements
whereby businesses pay VAT over time to reflect the private use of capital
assets, and to the rules relating to natural gas, and heat and cooling, in
networks; and

e  protect revenues associated with current arrangements relating to the non-
business use of capital assets.

5.89 The Government recognises the efficiencies that can be achieved by organisations
such as charities sharing services and the potential VAT barrier that exists. The Government
will work with charities and other affected sectors to consider options for implementing
the EU cost sharing exemption.

5.90 The Government announces that the clearing relief rules for stamp taxes on shares
will be clarified by explicitly including members of clearing houses and their nominees.
The Government intends to legislate this in Finance Bill 2010.

5.91 The Government intends to modify the transfer of business rules for life insurance
companies as soon as possible in the next Parliament. Although the three-year programme
to improve the tax regime for life insurers came to a close last year, HMRC continues to work
closely with the industry to ensure that, where beneficial, additional changes will be made.

5.92 The Government announces that, from 1 April 2010, plant and machinery capital
allowances for cushion gas will be given at the special rate of 10 per cent. In addition, all
leases of cushion gas will be deemed to be long funding leases, allowing the lessee to claim
the capital allowances.
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5.93  Following the introduction of the new additional rates of income tax effective from 6
April 2010, the Government will introduce legislation, as soon as possible in the next
Parliament, to allow life insurance deficiency relief at the dividend additional rate and the
additional rate.

5.94 The Government published a summary of responses to the consultation on false self-
employment in construction on 9 March 2010. The Government is committed to addressing
this problem and will continue to work with stakeholders to develop a legislative solution.

5.95 The Government launched a consultation on 5 March 2010 on possible changes to
the rules on the collection of income tax deducted at source from interest and similar
payments. The consultation will close on 28 May 2010.

5.96 The Government announces that, with effect from 6 April 2010, where settlors are
liable to income tax on trust income at a lower rate of tax than paid by the trustees, they
will be required to pay the difference to the trustees, and these resulting payments will be
disregarded for inheritance tax purposes. The Government intends to legislate this measure
as soon as possible in the next Parliament.

5.97 The Government intends to extend the income tax exemption for adopters to those
caring for children under a Special Guardianship order or certain Residence Orders. The
Government intends to legislate this measure as soon as possible in the next Parliament,
with effect from 6 April 2010.

5.98 The Government is today announcing measures, which it intends to legislate as
soon as possible in the next Parliament, to help trusts specifically set up to compensate
asbestos victims, but which have been unable to access tax efficient structures for the
benefit of those victims.
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PROTECTING PUBLIC SERVICES

The Government’s short-term priority, as Britain emerges from recession, is to foster economic
recovery whilst continuing to provide targeted support to those families and businesses that need
it most. Budget 2010 announces new measures to stimulate economic growth, including
a £270 million university Modernisation Fund to finance 20,000 additional student places
and £450 million to extend to March 2012 the guarantee of a job, training or work
placement for every 18 to 24 year old who has been claiming Jobseeker’s Allowance for
six months. Budget 2010 also announces that pensioner households will receive an extra
payment alongside the Winter Fuel Payment later this year.

For the medium term, Budget 2010 sets out further details on the Government’s plans to protect
key public service priorities whilst meeting its commitment to halve public sector net borrowing
over the next four years. Planned levels of overall spending in 2010-11 will continue to rise,
supporting the economy through recovery, but from 2011-12 spending growth will be slower.
Public sector current expenditure will grow at an average of 0.8 per cent a year from 201 1-12
to 2014-15 and public sector net investment will fall to 14 per cent of GDP by 2013-14.

Budget 2010 confirms that spending on frontline schools and NHS, 16 to 19 education
and Sure Start will be protected in the years to 2012-13, with sufficient funding provided
to maintain police officer numbers. At the same time, Budget 2010 announces further details of
the tough choices the Government is making elsewhere, including:

® action to control public sector pay, including confirming a one per cent cap on basic pay
uplifts for 201 1-12 and 2012-13, saving £3.4 billion a year, and a new Code of Practice
on senior pay-setting, with greater use of independent Remuneration Committees
and escalation of decisions to ministers, or audit and regulatory bodies, where there is a
proposal to pay above agreed norms;

e £11 billion of operational efficiencies and other cross-cutting savings, to streamline

the centre of government;

e further detail on £5 billion of savings from targeting and prioritising spending, as
announced at the 2009 Pre-Budget Report;

e reforms to the welfare system to increase fairness and improve work incentives,
further reducing social security spending over the next five years on top of the existing
forecast saving of £1.2 billion;

® rationalising regional structures and removing burdens on local government,
including giving local authorities new discretion over £1.3 billion of funding that is currently
ring-fenced; and

e plans to manage assets and property more effectively by creating new strategic
property vehicles by April 2011, to help realise savings of £5 billion a year in property
running costs and £20 billion savings in asset disposal by 2020. The Government will also
relocate 15,000 civil service jobs out of central London within five years.

SUSTAINING EFFICIENT AND EFFECTIVE PUBLIC SERVICES

6.1 Since 1997, the Government has delivered radical and lasting improvements in
Britain’s public services, matching record levels of investment with a strong focus on reform.
Total public spending has increased by 57 per cent in real terms, compared with 15 per cent
in the preceding 12 years, with unprecedented levels of real terms investment in frontline
public services. Since 1997, NHS spending in England has more than doubled in real terms,
education spending in the UK has increased by 65 per cent, spending on universities has
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increased by 25 per cent, spending on the police by central government has increased by 19
per cent, and the defence budget has increased by over 10 per cent. This has enabled public
services to deliver high quality and sustainable outcomes, for example:

e almost all people who need it receive hospital treatment within 18 weeks,
referral to a cancer specialist within 2 weeks and A&E treatment within 4
hours;

e  the number of pupils gaining five or more good GCSEs has increased from 45
per cent in 1997 to 70 per cent in 2009;

° more students are able to go to university than ever before, with 390,000 more
students in 2009-10 than in 1997; and

° there are now over 16,000 more police officers and 16,500 Community
Support officers than in 1997, playing a vital role in keeping Britain’s
communities safe and secure.

Long-term capital 6.2 In particular, the Government has reversed a legacy of under-investment in
investment infrastructure. Record levels of capital investment mean that public sector net investment
(PSNI) is now at its highest level in 30 years, up from 0.7 per cent of GDP in 1997-98 to 3.6 per
cent in 2009-10. This has meant dramatic increases in capital investment in public services,
with £3.1 billion more invested in the NHS, £6.6 billion more in education and £8.6 billion

more in housing and community amenities. As a result:

e  the NHS has delivered the largest hospital building programme in its history,
with 118 new hospital schemes opened and a further 18 under construction;

° almost 4,000 schools have been rebuilt or refurbished and 3,500 Sure Start
Children’s Centres have been established; and

° 1 million more social homes now meet the Decent Homes standard. With
other schemes, this is expected to lift over a million children out of poor
housing.

Public service 6.3 Alongside this additional investment, the Government has implemented radical
reform reforms to improve public services: firstly, by setting targets and clear national standards to
improve performance; then, as services were improved, by increasing flexibility and
incentives at the front line. Working Together — Public Services on your side', published in
March 2009, set out in more detail the three underlying principles for taking forward further

public service reform:

e  making citizens more aware of what they can expect from public services,
creating clear entitlements and providing more choice and control;

e  giving frontline professionals the freedom, skills and power to respond to the
needs of the service user; and

e providing clear strategic leadership from central government, setting
standards and entitlements, but then standing back.

'Working Together — Public Services on your Side, HM Government, March 2009.
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6.4 These principles were taken forward in Putting the Frontline First: smarter
government (Smarter Government)? in December 2009 and progress is reported later in this
chapter.

6.5 The Government also has a strong record on improving value for money in its
spending. During the 2004 Spending Review period departments over-delivered on the
Government’s value for money target by 20 per cent, achieving savings of £26.5 billion.
During the 2007 Comprehensive Spending Review (CSR) period the Government has
committed to cash-releasing value for money savings worth £35 billion by the end of 2010-
11. Departments are making good progress towards this target and Budget 2010 announces
that £10.8 billion of efficiencies had been delivered by autumn 2009. For example, the
Department of Health (DH) has saved over £2 billion, including by promoting collaborative
procurement and reducing the price of branded prescription drugs, and is driving further
efficiency improvements across the NHS to improve quality and productivity, such as
reducing length of stay by enabling hospital patients to recover and return home more
quickly.

SUPPORTING THE ECONOMY THROUGH RECOVERY

6.6 Public services play a vital role in supporting Britain’s long-term growth and
competitiveness. Increased investment and reform over the last decade has strengthened
the ability of the British economy to respond to the difficulties experienced over the last two
years, when all the world’s major advanced economies have been affected by the most severe
and synchronised global downturn since the Great Depression. During the recession, the
Government’s approach has been to allow spending to rise in the short term to support the
economy. This timely and effective action helped to avoid a significantly worse outcome and
the economy is now showing early signs of modest recovery.

6.7 At the 2008 Pre-Budget Report, the Government brought forward £3 billion of capital
spending from 2010-11 into 2008-09 and 2009-10 to help support aggregate demand and
maintain jobs during the economic downturn. A projected £2.3 billion of investment has
been delivered to the end of February 20102 and plans are in place to deliver the remainder
by the end of the year. This additional investment will:

° raise 10,000 more social homes to the Decent Homes standard in 2009-10;

e  benefit over 140 projects in Higher Education institutions, including a new
building for the Centre for Immunology and Infection at York. All of these
projects are expected to be completed by the end of 2009-10;

° assist 38,000 vulnerable households in 2009-10 through the Warm Front
programme, saving them up to £300 a year on energy bills; and

e  accelerate investment in high value schemes on the strategic road network,
including the A46 road-widening scheme, hard shoulder strengthening on
the M6 and barrier renewals on the M1 and M18.

6.8 As well as bringing forward capital spending to support the economy, the
Government has provided targeted support to families and businesses most affected by the
recession. As set out in Chapter 5, Budget 2010 provides an update on those measures and
announces further support in key areas. For example:

2Putting the Frontline First: smarter government, HM Government, December 2009.

3Estimated spending to end of February 2010 based on projections and some initial estimates of financial management
information. The first full year provisional outturns for fiscal stimulus spending will be published in the HM Treasury
statistical release of public expenditure outturns in Summer 2010.
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the guarantee of a job, work placement or training for young people who
are out of work for six months or more is now available across the country,
with 120,000 Future Job Fund job placements provided up to March 2011.
Budget 2010 announces that this guarantee will be extended until March
2012, funded through underspends in the money already set aside for the
Department for Work and Pensions (DWP);

in 2009 an additional pensioner payment of £100 for households with
someone aged over 80 and £50 for households with someone over the female
State Pension Age was made alongside the Winter Fuel Payment. Budget 2010
announces that this payment will be made again to pensioner households
in winter 2010-11;

the 2009 Pre-Budget Report announced that from September 2011 all primary
school pupils in working families with a household income below £16,190
would be eligible for Free School Meals. Budget 2010 announces that from
2012-13, there will be a £4 a week supplement in the Child Tax Credit for
children aged one and two, funded by a reduction in incorrect payments in
benefit processing, as set out in paragraph 6.42; and

around 220,000 households have benefited from the freeze in the Standard
Interest Rate (SIR) for Support for Mortgage Interest (SMI) at 6.08 per cent.
Budget 2010 announces that this will be extended for a further six months,
to the end of December 2010.

Creating the 6.9 The Government has an important role to play in supporting a sustainable recovery
conditions for and providing the conditions for economic growth. Chapter 2 sets out the action being taken
growth to ensure there is a stable macroeconomic environment and Chapter 4 sets out the
microeconomic measures being put in place to help foster growth. The Strategic Investment
Fund, launched at Budget 2009, has already announced over £800 million worth of specific
support for advanced manufacturing projects of strategic importance; and the Enterprise
Finance Guarantee Scheme has provided an estimated over £900 million in loans to almost
9,000 small and medium-sized enterprises (SMEs). As set out in Chapters 4 and 7, Budget
2010 announces a package of new spending measures to promote growth, partly funded

through reprioritisation within overall departmental spending, including:

to support new, small and growing firms: the launch of UK Finance for
Growth (UKFG), which will be responsible for overseeing over £4 billion of
existing SME support, including the Growth Capital Fund announced in the
2009 Pre-Budget Report;

to boost skills: 20,000 additional student places starting in September 2010,
with teaching costs funded through a university Modernisation Fund to
promote greater efficiency, and all other costs paid by the Government; and

to help develop the UK’s infrastructure: the Government intends to establish
a Green Investment Bank. The Government will start by investing up to
£1 billion from the sale of mature infrastructure-related assets, and will match
this with at least £1 billion from private sector investment.

Infrastructure 6.10  As set out in the 2009 Pre-Budget Report, capital spending in the next Spending
spending Review will be focused in the areas where it generates high economic returns, in order to
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achieve maximum long-term benefit for the taxpayer. Infrastructure UK (IUK), announced in
Building Britain’s Future®, will assist in this task, and the IUK Strategy for national
infrastructure®, published as a supplementary document to Budget 2010, sets out the actions
that TUK will take to ensure the Government develops effective long-term plans and
priorities, enables long-term investment and improves delivery of infrastructure projects.

SUSTAINABLE MEDIUM-TERM PATH FOR PUBLIC SPENDING

6.1 Alongside action to help foster recovery, the Government is restoring the strength
of the public finances, which is critical to long-term economic growth and stability. Risks
to recovery remain and reducing spending too quickly could damage growth. So Budget
2010 confirms that levels of overall spending will continue to rise in 2010-11, locking-in the
recovery and providing a platform for long-term sustainable growth. But from 2011-12, when
the economy should be able to support a more rapid tightening, spending growth will reduce
in order to ensure sustainable public finances over the medium term.

6.12 Budget 2010 confirms the spending growth assumptions set out in the 2009 Pre-
Budget Report, with public sector current expenditure (PSCE) growing by an average of 0.8
per cent a year in real terms from 2011-12 to 2014-15° and public sector net investment
(PSNI) decreasing to 1% per cent of GDP by 2013-14 and remaining at that level in 2014-15.
The Government is determined to make the decisions necessary on spending to help halve
public sector net borrowing over the next four years, as set out in the Fiscal Responsibility
Act. To do this will require tough choices, but over the last 18 months, the Government has
set out a clear plan for delivering on these commitments and Budget 2010 implements the
next steps.

Public Service Priorities

6.13 In the 2009 Pre-Budget Report the Government made a clear commitment to protect
key frontline public service priorities in 2011-12 and 2012-13 and announced that:

e  NHS frontline spending — the 95 per cent of near-cash funding that supports
patient care — will rise in line with inflation;

e frontline resource spending in schools will rise by 0.7 per cent in real terms;
resource spending for 16-19s participation will rise by 0.9 per cent in real
terms; and resource spending on Sure Start Children’s Centres will rise in line
with inflation. Free childcare will continue to be available for three and four
year olds;

e  sufficient funding will be available to enable Police Authorities to maintain
the current number of warranted Police Officers, Police Community Support
Officers and other staff exercising police powers; and

e spending on international development will continue to rise in the next
Spending Review period to meet the Government’s Official Development
Assistance (ODA) commitment in 2013 as planned.

*Building Britain’s Future, HM Government, June 2009.

*Strategy for national infrastructure, HM Treasury and Infrastructure UK, March 2010.

¢Excluding the additional time limited expenditure announced in the 2009 Pre Budget Report and all the additional
expenditure announced in Budget 2010.
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programme in place to deliver efficiency savings at the front line to re-invest in priorities. For
the NHS, work at a national level, including through the Public Value and Operational
Efficiency Programmes, has identified several potential areas. But these savings can only be
translated into reality by local NHS organisations, so will be challenged, tested, refined and
supplemented as the NHS develops its local plans. Budget 2010 confirms that the NHS
will deliver annual efficiency savings of £15 to 20 billion by 2013-14. Areas already
identified include:

e  £3.5 billion through raising staff productivity by systematically spreading
best practice, improving staff health and well-being and reducing dependency
on agency staff;

e  £2.7 billion by transforming the lives of people with long-term conditions,
through best practice in care planning and case management, empowering
patients to self-care, reducing emergency admissions levels to be on a par
with the best levels internationally and providing more efficient, integrated
community services;

e  £2 billion through better procurement, savings in management and back
office costs and more efficient use of the hospital estate; and

e  £1.5billion through more effective commissioning by reducing unnecessary
referrals and prescriptions, and improving mental health services to ensure
the most effective interventions in the most effective settings.

6.5  Asan interim step, £10 billion of value for money and quality improvements will be
delivered by 2012-13.

6.16  The 2009 Pre-Budget Report announced over £800 million of efficiency savings in
education frontline areas by 2012-13, of which schools would need to deliver £650 million.
Investing for the future, protecting the frontline: school funding 2010-137, published on 15
March 2010, announced that schools could potentially deliver a total of £950 million
efficiencies to be recycled to improve educational outcomes. These will be delivered through
greater use of collaborative procurement, sharing back office staff between schools within
federations, and other forms of collaboration. £150 million of efficiencies will also be
delivered in 16 to 19 education and Sure Start Children’s Centres. Taken together, this
amounts to a total of £1.1 billion of education frontline efficiencies to be delivered by 2012-
13.

6.17  As set out in Protecting the Public: Supporting the Police to Succeed,® the police will
deliver efficiency savings of at least £545 million by 2013-14. The national framework
approach to police procurement, combined with the Information Systems Improvement
Strategy (ISIS) will produce savings of at least £400 million a year by 2013-14 by increasing
standardisation across all 43 forces in England and Wales. At least £70 million of savings from
the overtime bill will be achieved through improved shift patterns and better deployment of
resources, and streamlining provision of business support functions will generate a further
£75 million. In addition, the police will continue to use the QUEST efficiency programme in
order to increase its delivery to the public by an equivalent of at least £500 million by
2013-14.

"Investing for the future, protecting the frontline: school funding 2010- 13, Department for Children, Schools and Families,
March 2010.
8Protecting the Public: Supporting the Police to Succeed, Home Office, December 2009.
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6.18  The Government will shortly set out its long-term plans for a fair and comprehensive
reform of care and support alongside the steps needed in the next Parliament to move
towards that goal, building on the new entitlement to free care at home for those with the
highest needs already announced. Budget 2010 announces that, alongside those reforms,
the Inheritance Tax threshold for the next Parliament will be frozen, as set out in Chapter 5,
and that a new taskforce will be established to ensure that the reforms are accompanied by
major efficiency and costs improvements.

6.19  The 2009 Pre-Budget Report committed to further real terms increases in the defence
budget in 2010-11, at which point it will be over 12 per cent higher in real terms than in 1997.
By the end of 2009-10, more than £18 billion of Reserve funding will have been spent on
resourcing the Net Additional Costs of Military Operations in Iraq and Afghanistan.® Of this,
over £5.5 billion has been committed to spending on urgent operational equipment to meet
the specific threats and requirements of those theatres. This is additional to the core
defence budget.

DELIVERING CUTS AND EFFICIENCIES

6.20 Protecting the Government’s priorities in health, education, the police and ODA will
require tough choices elsewhere in order to meet the Government’s commitment to halve
public sector net borrowing over the next four years. The 2009 Pre-Budget Report announced
over £20 billion of savings across the public sector by 2012-13 and Budget 2010 sets out
further detail on how these savings will be delivered, including through:

e  tough choices on public sector pay and reforming public sector pensions;
e  £5billion of cuts to lower value spending;

e reforms to the welfare system to improve work incentives and increase
fairness;

e £11 billion of efficiencies and other cross-cutting savings through
streamlining government; and

e  plans to manage the Government’s assets and property more effectively.

Public sector pay and pensions

6.21 Following substantial investment in public sector workforces since 1997, pay
restraint will be important to support frontline service delivery, while ensuring sustainable
public finances over the medium term. In the 2009 Pre-Budget Report, the Government
announced that it will seek a one per cent cap on basic pay uplifts across the public sector
for 2011-12 and 2012-13, generating savings of £3.4 billion a year by 2012-13.

6.22  The Government believes that senior staff should show leadership in pay restraint.
On 10 March 2010, the Government announced that there will be no pay uplift in 2010-11 for
senior public sector staff including the senior civil service, the judiciary, consultant doctors,
senior managers in the NHS and self-employed GPs and dentists. At the same time, the
Government announced that, excluding those on three-year deals, basic pay uplifts for other
workforces will be capped at a maximum of one per cent in 2010-11. In recognition of the
exceptional pressures the Armed Forces are facing, the Government accepted the Armed
Forces Pay Review Body’s recommendation that those below the rank of two-star should
receive a two per cent increase in 2010-11.

?HM Treasury financial management data.
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6.23  The 2009 Pre-Budget Report set out an ambitious package of reforms to pay-setting for
senior staff. Budget 2010 announces that the Government is accepting the results of the
Senior Salaries Review Body (SSRB) review of senior pay in the public sector, including
committing to a new Code of Practice on senior pay setting. This recommends greater use of
independent Remuneration Committees, which will include ‘taxpayer champions’ and
escalation of decisions to ministers, or audit and regulatory bodies, where there is a proposal
to pay above agreed norms. The Government is asking all public sector organisations to
explain, publicly, how they will comply with the Code by the end of the year, and working with
the SSRB, will consult on detailed implementation of the Code’s provisions.

6.24  To support the taxpayer champions in their work, the SSRB will recommend new
benchmarks in Non-Departmental Public Bodies (NDPBs), reporting by the summer. In
addition, the Prime Minister will ask the SSRB, working with other relevant individuals as
appropriate, to draw up sector-by-sector pay benchmarks for the wider public sector. They
will report on local authority chief executives and senior managers across the health sector
by the end of 2010. The Government will work with the SSRB to determine what legislative
and non-statutory means are most appropriate to enforce compliance.

6.25 Since 1997 the Government has implemented major reforms to public sector
pensions and is committed to continuing to provide sustainable defined benefit pensions. As
part of this, building on the commitments to full consultation and collaboration agreed at
the 2005 Public Services Forum, cap and share provisions will be implemented for Teachers,
Civil Service, NHS and Local Government pension schemes. These will cap the contribution
to pensions made by employers, thereby limiting the liability of the taxpayer as pensions
become more valuable. This is estimated to save £1 billion a year from 2012-13, as
announced in the 2009 Pre-Budget Report.

Public Value Programme

6.26 The Public Value Programme, launched at Budget 2008, has been conducting
demanding value for money reviews across at least 50 per cent of each department’s budget.
On the basis of the early findings of the programme, the 2009 Pre-Budget Report announced
£5 billion of savings by 2012-13 through cutting lower value or lower priority spend. Budget
2010 announces further details of these savings, including:

e reforming the criminal justice system and legal aid, saving £360 million
in total: a rigorous process of setting benchmarks and costed service
specifications for prisons and probation will save £40 million, with inefficient
prisons put out to competition. Five competitions were launched in
November. Further savings will be made by improving the management of
cases through the system and making better use of the court estate. Twenty
Magistrates’ courts will be closed in the first phase of this work. Reforms to
legal aid will include means testing for Crown Court cases from April 2010,
and proposals to restructure the criminal legal aid market by consolidating
the number of providers and increasing competition, as set out in
Restructuring the Delivery of Criminal Defence Services;"

'°Restructuring the Delivery of Criminal Defence Services, Ministry of Justice, March 2010
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e improved targeting of housing growth and regeneration funding, saving £340
million: including £40 million by concluding the New Deal for Communities,
and a further £300 million from rationalising Regional Development
Agency regeneration spending and programmes, including the Working
Neighbourhoods Fund, the Local Enterprise Growth Initiative, and the
Housing and Planning Delivery Grant;

e reducing a range of budgets across the Department for Children, Schools
and Families (DCSF) saving £350 million: for example £25 million from the
British Educational Communications and Technology Agency (BECTA), £40
million from the Training and Development Agency, £71 million from the
end of extended schools start-up funding and £10.5 million from central
administration and communications budgets;

e  improving the concessionary travel scheme, saving £180 million: legislation
has been laid to move responsibility for administering the scheme to county
councils from April 2011 and to re-establish the link between eligibility for
concessionary fares and the State Pension from April 2010;

e reforming or eliminating allowances that are no longer relevant for staff
posted overseas: for example by ending the use of business class air travel for
journeys lasting less than 5 hours, saving a total of £13 million; and

e  reducing unlawful occupation of social housing, saving at least £35 million in
housing benefit costs; ending smaller Communities and Local Government
(CLG) funded time-limited communities programmes, saving £25 million;
and rationalising other smaller CLG programmes, saving a total of
£160 million.

Welfare reform

6.27  As set out in Chapter 5, the Government is continuing its programme of welfare
reform to ensure the most disadvantaged groups are not trapped on benefits dependency as
growth returns to the economy, while helping to deliver balanced and sustainable public
finances. The Government has introduced a new medical assessment for Incapacity Benefit,
which focuses on what the individual can do, rather than what they cannot do, and has
already announced that over five years this will reduce the benefits bill by £1.2 billion. This
Work Capability Assessment will be extended to existing Incapacity Benefit claimants, which
is expected to move more people into work, reducing the benefits bill by a further £300
million over the next five years. Budget 2010 announces that the Government is taking
action to tackle excessively high Local Housing Allowance payments for a small number of
tenants in the most expensive areas, saving another £50 million a year by 2014-15.

Smarter Government

6.28 In December 2009 the Government published the Smarter Government White
Paper?, which identified three main ways in which the Government would deliver reductions
in spending growth while continuing to strengthen public services and civic society:

e streamlining the centre of government, saving money through sharper
delivery;

e increasing innovation and efficiency by recasting the relationship between
the centre and the front line; and

e  driving up standards by strengthening the role of citizens and civic society.
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6.29  Budget 2010 provides an update on progress made on these actions, alongside an
online progress report."

Streamlining the centre of government

6.30  The 2009 Pre-Budget Report announced that in the next Spending Review period the
Government will deliver savings of over £11 billion a year by 2012-13, through operational
efficiencies, streamlining Arm’s Length Bodies (ALBs), cutting consultancy and marketing
spend, raising energy efficiency, reducing spend on IT projects, cutting the costs of staff in
the public sector and improving customer channels. Budget 2010 announces that over £11
billon of savings have now been identified department-by-department for the years from
2012-13. Departments are publishing further details alongside Budget 2010 and examples
are set out below. These efficiency savings will be factored into the next Spending Review,
and contribute to halving public sector net borrowing and protecting key frontline services.
The Devolved Administrations’ budgets will be determined at the next Spending Review in
line with the Barnett formula.

631  Ofthe £11 billion, £8 billion are savings identified through the Operational Efficiency
Programme (OEP) from reductions to the costs of back office functions, IT, collaborative
procurement and property running costs across central government. All departments have
now signed up to delivering these savings, including:

e  £650 million from greater use of collaborative procurement in schools.
DCSF will provide support to schools through its procurement programme,
enabling them to use secure electronic procurement through the Educational
Procurement Centre. DCSF will also support up to 250 groups of mainly
primary schools each year to benefit from a shared schools business
manager;

° £550 million from the Ministry of Defence (MoD), including up to £120
million from greater use of collaborative procurement on construction, food,
IT, management of the defence estate and savings through greater efficiency
in equipment support;

e  £236 million from HM Revenue and Customs (HMRC), by reducing its estate
by 130 offices over the next two years, utilising flexibility in PFI contracts to
vacate further properties in the subsequent two years, and reducing IT costs
by over £100 million through decommissioning and rationalising outdated
systems; and

e  £40 million from DWP by using benchmarking to identify and improve
workspace utilisation in the least efficient buildings, extending flexible
working arrangements in non-public facing buildings and undertaking a
joint-venture with business partners to unlock greater commercial value from
the retained estate.

Shared services 6.32 To help deliver savings from back office functions by 2012-13 Budget 2010

94

Budget 2010

announces that the Government will set up new shared service platforms. DWP Shared
Services, which already provides services to 140,000 staff across three departments, will take
on four new departments and move to a new corporate structure by April 2011. In addition,
the Ministry of Justice (Mo]) will introduce a shared service centre for back office human
resources, payroll, finance and procurement transactions, providing services to 81,000 staff.

""Further details can be found at http://www.hmg.gov.uk/frontlinefirst.aspx
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The MoD will also study how best they can transform the way their civilians work to free up
resources that can be deployed to the front line.

633  Budget 2010 also announces that to drive savings the Government will create a
small team of experts at the centre of government, reporting to the Chief Secretary to the
Treasury, to set new standards for shared services, standardise processes, ensure delivery of
savings and explore more opportunities to use private sector involvement to commercialise
these platforms further. All departments will be required to improve against the back office
benchmarks published alongside Smarter Government? over the next 12 months, including
determining whether moving to a new shared services platform is the right solution. Where
departments can move faster they will do so. The new team will initially work with the
Department for Transport (DfT), the Department for Business, Innovation and Skills (BIS),
the Department for Environment, Food and Rural Affairs (Defra) and HM Treasury Group
on their plans for driving improvements within human resources, finance and procurement
functions and a report on progress will be provided by the 2010 Pre-Budget Report.

6.34 In addition to the £8 billion of operational efficiency savings, £3 billion will be
delivered by 2012-13 through streamlining ALBs, cutting consultancy and marketing spend,
reducing spend on IT projects, raising energy efficiency, cutting the costs of staff in the
public sector and improving customer channels.

6.35  Asset out in Reforming Arm’s Length Bodies," the Government will save at least £500
million by 2012-13 through reforming and rationalising ALBs. The overall number of ALBs
will be reduced by over 140, a 20 per cent reduction from the 752 bodies identified in Smarter
Government?. A stronger governance framework for ALBs and departments will cut
duplication of functions, set restrictions on creating new bodies, and limit the use of
lobbying and public relations consultants by ALBs. In addition, the paybill of senior staff in
NDPBs will be reduced by 20 per cent by 2012-13. Savings and reforms include:

e  £90 million from improving value for money in the UK Border Agency
including through increased operational productivity, for example by
improving its case management systems to speed up case resolution;

e  streamlining the Department for Culture, Media and Sport’s (DCMS) ALBs,
in the first instance through rationalising DCMS’s advisory bodies by half,
merging the UK Film Council and British Film Institute and merging the
National Lottery Commission and the Gambling Commission, subject to
necessary consultation; and

e  £27 million by reducing the number of MoJ ALBs by one third, streamlining
the Legal Services Commission and the Youth Justice Board, bringing together
HM Courts Service and the Tribunals Service into a unified agency, abolishing
the 19 Courts Boards, and reviewing the role and operation of the Judicial
Appointments Commission, subject to legislative approvals.

6.36 Reducing departmental consultancy spend by 50 per cent and departmental
marketing and communications spend by 25 per cent from the 2008-09 spending levels set
out in the Public Sector Procurement Expenditure Survey 2009" will save over £650 million by
2012-13. Savings will include:

e  £20 million by halving the amount spent on consultants by the Foreign
and Commonwealth Office (FCO) and the Department for International

'2Reforming Arm’s Length Bodies, March 2010, HM Treasury
13 Public Sector Procurement Expenditure Survey 2009, http://www.ogc.gov.uk/publicspending
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Development (DfID) now that they have built up their in-house skills, for
example finance, IT and procurement;

e  £30 million in the MoD by reducing the use of external consultants and
expenditure on marketing and communications, including reducing the
number of centrally funded publications from more than 300 in 2007 to
under 30; and

e  £40 million from workforce improvements in the Home Office, including
through the introduction of new standard rates to reduce the use and cost of
consultancy and contingent labour.

6.37 Spending on IT programmes across government will be reduced by £500 million by
2012-13, including:

e  £130 million within the MoD by replacing legacy IT systems;

e  £100 million by taking a new approach to the NHS National Programme
for IT that offers a more flexible delivery model and greater choice to local
hospitals, as announced in December 2009; and

e  £80 million from a 20 per cent reduction in IT expenditure in the Home
Office, including £40 million following the successful re-negotiation of
existing contracts for basic IT services.

Energy efficiency 6.38  Improving energy efficiency across the public sector will save £300 million by 2012-
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13. Savings include:

e up to £100 million from reducing energy usage in local government. 35
councils have made reduced emissions from their own estate a priority, and
100 have made emissions from across their area a priority. For example,
Coventry has developed plans with the Carbon Trust to cut emissions by 30
per cent by 2014, and save £2.75 million a year;

e  £60 million from reducing NHS energy usage as set out in the NHS Carbon
Reduction Strategy, which will deliver a 10 per cent cut in carbon emissions;

e  £50 million through schools lowering energy usage, using energy display
meters, which will be available to all schools that want them, enabling schools
to typically reduce energy consumption by between 5 and 15 per cent.

6.39  All departments will shortly be publishing their Carbon Reduction Delivery Plans,
setting out how they will achieve ambitious carbon reduction targets in the short term and
through to 2020.

6.40 The 2009 Pre-Budget Report announced that cutting the costs of the senior civil
service by 20 per cent and reducing sickness absences would save £140 million by 2012-13.
For example, significant savings will be achieved by the MoD where Gerry Grimstone is
leading an independent review into the use of civilians in defence, including the distribution
of tasks between military and civilian personnel and the scope for further efficiencies. The
report will be published in May 2010. The MoD will continue to reduce the overall size of the
civilian workforce; this is in addition to the reduction of 45,000 headcount already made
since 1997.

6.41  Making better use of telephony and e-channels to deliver efficient public services
will save at least £600 million a year by 2012-13. This includes:
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e  £300 million from HMRC, including from increasing productivity and
efficiency in contact centres. For example, by eliminating over 20 million
calls per year by using automated messaging and migrating more customer
contact online; and

e  £200 million from DWP through more efficient processing of benefits,
including from greater use of online benefit applications.

6.42 The Government remains committed to safeguarding its expenditure and revenue
streams from fraud. Building on the recommendations of the Public Sector Fraud Taskforce,'*
the Government will produce an action plan by summer 2010. Building on the measures
identified at the 2009 Pre-Budget Report to save £100 million per year by 2012-13, the
Government has identified further actions to prevent incorrect payments in the benefits
system, delivering additional net savings of £175 million in social security expenditure by
2012-13. This will be achieved by improving the interface between the IT systems for different
benefits, to enable the automatic cross-checking of information on individuals’ circumstances,
and by increasing resources to review existing claims to identify and remove overpayments.

6.43  Alongside Budget 2010 the Government is publishing a detailed categorisation of
public procurement expenditure in central government, meeting targets set out in the OEP
Collaborative Procurement review', and providing an update on expenditure across the
whole public sector in OEP categories. This will help the Government to work better with its
suppliers and market places to better understand and match government buying. Totals for
procurement expenditure now being managed as part of the OEP have also been published,
providing a baseline to assess progress on collaborative procurement activities.

Recasting the relationship between the centre and the
front line

6.44  As set out in the Smarter Government White Paper?, the Government is committed
to ensuring that funding decisions are taken at the front line where people are best able to
guide resources to the priorities for their local area. Giving frontline staff more freedoms
and flexibilities to decide what works best for their local areas encourages innovation,
productivity and ultimately better value for money. Next steps will look to build on reforms
to public service delivery by: improving market based mechanisms; better utilising
digital telephony and face-to-face channels; and devolving further responsibilities and
accountability to the local level.

6.45  Smarter Government? set out plans to give local areas a greater role in setting
priorities and guiding resources. Total Place pilots have demonstrated how to deliver
improved and more efficient public services through local collaboration. Further details are
set out in Box 6.1. Budget 2010 announces that the Government will give local authorities
new discretion over £1.3 billion of funding that is currently ring-fenced and reduce the
number of funding streams from central to local government from 110 to 94. Alongside this
the Government has reduced the set of indicators for local authorities by 18.

'“A Fresh Approach to Combating Fraud in the Public Sector, Smarter Government Public Sector Fraud Taskforce, National
Fraud Authority, March 2010.
' Operational Efficiency Programme: collaborative procurement, HM Treasury, May 2009.
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Box 6.1 Total Place — a whole area approach to public services

Total Place: A whole area approach to public services will be published on 25 March 2010, based on
extensive work since Budget 2009 by more than 63 local authorities, 34 primary care trusts and
I3 police authorities and other partners, with more than 70 other local areas engaged in similar
work. Total Place sets a new direction for public services. The pilots have demonstrated the greater
value to be gained for taxpayers from public services working together to improve outcomes and
eliminate waste and duplication. All places will benefit, both from the freedoms announced in Total
Place, and the Smarter Government* commitments on de-ringfencing, streamlining funding and
reducing burdens. The Government commits to:

® new freedoms from central performance and financial controls — the Government will test
further reductions in ring-fences, indicators and burdens for places that agree to deliver
improved outcomes and additional savings, above savings that all places will find during
the next Spending Review period. Places will be able to retain a share of these additional
savings, including all savings above the level agreed. This ‘Single Offer’ for public services
will be available to the strongest performing places from April 201 1. The Government
will co-design thematic freedoms for areas with strengths in particular themes through an
‘Innovative Police Offer’ for example, to tackle drugs and alcohol misuse. The Government
will trial a new multi-agency Children and Young People’s Grant for local authorities and
Children’s Trusts;

® new freedoms and incentives for local collaboration — the Government will support
collaboration by developing standardised agreements for local partnerships to use pooled
individual budgets, improve joint working between local authorities and Jobcentre Plus and
between local authorities and primary care trusts. The Government will work with local
areas to run || Total Capital Asset Pathfinders, which will improve the value of capital
investments, help transform services and deliver better outcomes;

® new freedoms for places to invest in prevention, including trialling the first social impact
bonds, (further details are set out in Box 6.2), repeating the Community Cashback scheme
in 2010-11, developing Neighbourhood Agreements to support safer neighbourhoods, and
working with Manchester City Region and Birmingham City Council to develop new cost
benefit analysis tools to support effective investment; and

® new freedoms to drive growth — including devolution to regions, cities and localities to
drive economic growth and inclusion through the recovery, as set out in Chapter 4. The
Government will strengthen the role of city regions in delivering growth and inclusion, and
provide new flexibility for places to shape spending, including on skills. Newly empowered
regional ministers will play a stronger role in regional planning and the allocation of funds to
regions and city-regions.

6.46 At the next Spending Review, the Government will further align performance
frameworks, including agreeing a consistent set of principles for the performance
management of local services. A more aligned central-local performance framework will
have an emphasis on significantly fewer targets, complemented by a range of indicators
published online, creating more accountability through transparency. As a first step, CLG will
work with the Local Public Data Panel to pilot the replacement of local authority data returns
to central government with direct publication locally. This will initially cover returns to CLG.
Following the publication of Total Place: A whole area approach to public services, the
Government will also reduce the overall level of data burdens on the front line, to ensure
reporting requirements are necessary, proportionate and do not detract from delivering
frontline services; and will ensure that inspectorates focus on areas of highest risk and adopt
collaborative approaches to inspection and assessment. Alongside this, steps have been
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taken to increase the use of comparative data to drive performance and improve value for
money, including introducing a number of best practice tariffs.

6.47 Budget 2010 also announces measures to strengthen regional, sub-regional and
local capability to support growth and inclusion. Enhanced regional ministers will play a
key role in promoting growth and inclusion, driving through public sector reform and
encouraging further devolution to sub-regional levels. The Government will also co-locate
the Regional Development Agencies, Homes and Communities Agency and Government
Offices. Budget 2010 announces that these reforms will deliver savings of £255 million a
year by 2012-13.

6.48 The Government continues to work towards the commitments'® made in response to
the recommendations of the Calman Commission!’, which will increase the accountability,
freedom and flexibilities of the Scottish Parliament. In future a proportion of the Scottish
budget will be funded through its own decisions on taxation, which will also allow the
Scottish Executive to increase borrowing, subject to HM Treasury limits. The Government
envisages legislating for these changes as soon as possible during the next Parliament. In
addition, as announced by the Chief Secretary to the Treasury on 1 March 2010, HMRC will
establish an advisory group of stakeholders, who it will consult on the technical and practical
implications of the implementation of the changes.

Strengthening the role of citizens and civic society

6.49  As set out in Smarter Government?, by increasing transparency and encouraging
people to become more empowered and engaged with public services, the Government can
enable citizens to help drive value for money and, in turn, support fiscal consolidation.

6.50 To drive service improvements and genuine empowerment, the Government has
introduced entitlements to high-quality services. For example, the two-week cancer referral
guarantee will become an entitlement from 1 April 2010, with the offer of private provision if
it is not met. The Government is continuing to encourage greater personal responsibility
through the Children, Schools and Families Bill, currently being debated by Parliament,
setting out stronger home-school agreements, aiming to encourage parental responsibility
in their children’s education. Furthermore the Policing Pledge continues to commit
neighbourhood policing teams to work visibly in their neighbourhoods for 80 per cent of the
time. Alongside this, the Government will look to build on the recommendations of the
forthcoming Young Foundation report, which furthers the rights and responsibilities agenda.

6.51 The Government has delivered on its Smarter Government? commitments to open up
data, promoting transparent and effective government and improving services through
empowering citizens and supporting innovative enterprise. For example, the data.gov site
was launched in January 2010, making over 3,000 data sets available from a single access
point, and the Met Office has released a new open access weather application. The
Government will also continue to develop the new national crime mapping sevice, which
enables anyone to type in their postcode and get accessible, regular and user-friendly
information about crime in their area, what action police are taking and what is happening
to criminals who are caught. The Government’s response to a consultation on the release of
Ordnance Survey data will be published by the end of March 2010, and from 1 April, a
substantial package of data will be freely available to the public without restrictions on
re-use. In addition, the Local Public Data Panel is working with leading local authorities

'¢Scotland’s Future in the United Kingdom, Scotland Office, November 2009.
'7Serving Scotland Better: Scotland and the United Kingdom in the 2 st Century, Commission on Scottish Devolution, June
2009.
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(Local Data Exemplars) to make their data available via the data.gov website, with the first
set of data expected to be available by the end of April 2010.

6.52  The Government believes it is important that citizens have access to transparent and
clear information on how the £3 billion capital fiscal stimulus, announced in the 2008 Pre-
Budget Report, has been spent across the country. Following the example of transparency
displayed by other countries, Budget 2010 announces that the Government will deliver
on its commitment to publicly provide details of how the capital fiscal stimulus has been
spent. This data will be disaggregated at a local level where possible, with the first tranche
of information available online from 9 April 2010. Updates will be provided as more data
becomes available through Spring 2010.

6.53  Akey part of the Government’s commitment to delivering more efficient personalised
public services is its intention to accelerate the use of technology, moving services online to
save money and put power into the hands of the individual service user. Digitalising public
services enables them to be delivered in ways that are more convenient for citizens and
businesses and ensures more cost-effective delivery. The Government will therefore
accelerate plans to drive more rapid transition to online public services and ensure that
digital services will be universally accessible by delivering universal access to broadband and
providing targeted help to people who face barriers to online access. The Government will
establish a new Digital Public Services Unit, to drive rapid progress in transferring services to
online channels. Alongside this a strategy has been set out by Martha Lane Fox, the
Government’s Digital Inclusion Champion, to meet the Government’s commitment to move
one million people online in the next three years and reduce the gap in digital inclusion'®.
Work has begun to implement Tell Us Once nationally, so citizens need only notify the
Government once of any birth or death.

6.54 In addition, significant progress has been made on the Government’s commitment
to building a stronger civic society, including innovative ways of providing capital to civic
organisations. Budget 2010 announces the model for the Social Investment Wholesale Bank
(SIWB) and new social impact bonds (SIBs). Further details are set out in Box 6.2. A report
on the nation’s civic health will also be published at the end of March 2010, bringing together
information at national and local levels to help citizens understand the strengths and
weaknesses of civic life in their area and hold public services to account.

'8The Martha Lane Fox strategy can be found at http://raceonline2012.org. More information can be found in the National
Plan for Digital Participation, Department for Business, Innovation and Skills, March 2010.
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Box 6.2 Social investment

The Government is committed to strengthening the resilience and long-term financial sustainability
of the Third Sector.

To support the creation of a SIWB the Government will provide up to £75 million of Dormant
Accounts money as a minority stake in a private sector social investment fund of funds. The SIWB’s
aim will be to deliver financial inclusion and other social returns by linking mainstream investors with
organisations with social impact. The Government will work actively with potential co-investors and
will look to appoint a fund manager following an open competition, selecting on the basis of their
ability to leverage in private capital for social investment.

The Government is also announcing support for the first social impact bond (SIB) pilots to help
investment in long-term initiatives and support preventative action. The first one will be a pilot
to reduce re-offending at HM Prison Peterborough, which was announced by Mo] last week. In
addition CLG will enable Leeds City Council and Leeds NHS to use a SIB approach to reduce health
and social care costs and the Government is doing further work with Bradford Metropolitan District
Council to improve social outcomes. The Government will incorporate this work into Total Place
discussions with the Third Sector.

The Government is committed to recycling the income from its existing social investments to further

develop the size of the social finance capital market. The next Spending Review will examine options
for delivering this objective.

Property, assets and relocations

6.55 Significant economic and social value can be delivered through government
managing its asset base more effectively. This includes managing its property more
strategically, better utilising the assets the Government does need and commercialising
those it does not, and transforming the Government’s approach to location and working
practices. Budget 2010 announces the progress that has been made on delivering savings
from more effective asset management and details are set out in Box 6.3.
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Box 6.3 Operational Efficiency Programme — Asset Strand

In the Operational Efficiency Programme: Asset Portfolio®, published alongside Smarter Government? in
December 2009, the Government set out how it will manage its assets more effectively, including
delivering £16 billion of asset and property sales by 2013-14.

The Government has progressed the commercialisation of the assets set out in the portfolio, and in
a number of cases has already concluded that a full or partial sale is the right approach:

® The Tote — the Government is on track to launch a sale process this summer which will
conclude by spring 201 I;

e Student Loans Portfolio — the Government has identified options with real potential
for the sale of the £25 billion student loan portfolio, and will shortly be procuring advisors
to develop a sales proposal. A further update will be provided in light of Lord Browne’s
recommendations on student finance;

e Dartford Crossing — initial conclusions from a review of commercial options will be
considered in the light of the capacity study. The Government will provide a fuller update at
the 2010 Pre-Budget Report;

e High Speed | — the company is in detailed discussions in relation to financing arrangements
to support a sale, which is expected to be launched in the summer and completed in the
next |2 months; and

e URENCO - options are being explored to realise value from the Government’s stake,
which ensure security issues are fully addressed and support the company’s future

development.

Sale is not always the right approach to manage assets most effectively, and the Government will
publish a report on mutualisation, setting out its approach to social assets and its ambition for
public authorities to think more creatively about ways of maximising social value amongst their
communities:

® PBritish Waterways — an example is the recently announced move to mutual status for
British Waterways in England and Wales®.

The Government has launched a review into further assets, applying the decision-framework
outlined in the Asset Portfolio to help evaluate the most appropriate delivery route for a public
activities. The broad conclusion of this work is that government activities could be successfully
delivered by another model where the activity is: organisationally separate from the parent
department; delivers goods or services capable of being codified into a contractual structure; or
delivers goods or services which can be delivered by entities outside of government, or where there
is an existing private market for comparable goods and services.

2Operational Efficiency Programme: Asset Portfolio, HM Government, December 2009
*The Scottish Government will decide if British Waterways in Scotland should be part of a new structure, taking
account of the further work still to be undertaken on structures and governance.

Strategic 6.56  Smarter Government? emphasised the need to manage property more strategically,
property including retaining functions in Whitehall only where they require ministerial support and
management the Shareholder Executive Property Unit is now creating a co-ordinated property strategy
across government. The OEP identified that government owns £270 billion of property' and

the public sector estate has running costs of over £25 billion. To drive better management of

government estate Budget 2010 announces that the Government will create new strategic

property vehicles by April 2011. These will help the Government realise savings of £5 billion

'9Excluding social housing
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a year in property running costs and £20 billion in disposals by 2020?° and help deliver the
Government’s shorter-term target of £1.5 billion annual savings in property running costs
and £2 billion of central government property disposals by 2013-14. To improve the
incentives for more effective asset management and lock-in the benefits of the significant
growth in capital investment since 1997, CLG will test a depreciation-based funding scheme
with a small group of local authorities in 2010-11. This will be on a shadow-basis and
progress will be reported at Budget 2011.

6.57  In 2004 the Lyons Review?! laid down a target of relocating 20,000 civil servants from
London and the South East and Budget 2009 extended this target by an additional 4,000
posts, to 24,000. By December 2009 over 21,500 posts had been relocated®?. Building on this
progress, lan Smith published his independent review Relocation: Transforming where and
how Government works®. The report recommends mechanisms that will reduce the long-
term complement of civil servants in the London region, stimulating economic vibrancy in
the regions, bringing government closer to the people and promoting 21 century, efficient
and fit for purpose public sector campuses.

6.58 Budget 2010 announces that the Government accepts [an Smith’s recommendations
and intends to reduce the number of civil servants in London by a third over the next 10
years, starting with a relocation of 15,000 jobs from London. Progress is already being made.
Mo]J’s estates strategy will relocate 1,000 posts out of central London by 2015, and where
value for money is demonstrated these posts will move out of London. At least 50 per cent
will move out of London and the South East. This will enable Mo] to rationalise its London
estate from 18 buildings to four, saving £41 million per annum by 2015. In addition, MoJ will
explore further opportunities for creating regional hubs.

®Excluding social housing

2'Well Placed to Deliver? Independent Review of Public Sector Relocations, Sir Michael Lyons, March 2004
22Published by the Office of Government Commerce, details can be found at http://www.ogc.gov.uk
BRelocation: Transforming where and how Government works, Independent Review, lan Smith, March 2010
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The Government is building a platform for strong, long-term, sustainable growth. Support for the
low-carbon economy is central to this as it will provide new opportunities in key growth industries
of the future. In the past year, the Government has announced £1.8 billion of extra support for low-
carbon sectors. This will enable £15 billion of additional low-carbon investment, providing new
opportunities for business growth, boosting innovation and creating new high skilled jobs.

The Government has an important role to play in enabling the investment needed for the transition
to a low-carbon economy — particularly in the energy sector, where the scale of the investment
challenge is unprecedented. To support the financing of low-carbon investment and new low-carbon
jobs, Budget 2010 announces:

® a commitment to reform the energy market to provide clean, secure and
affordable energy in the long term. The Government will bring forward proposals
this autumn, with a White Paper by spring 2011; and in the shorter term, a
summer consultation on mechanisms to provide greater certainty for low-carbon
investment;

® to address emerging equity finance gaps, the Government intends to create a
Green Investment Bank, with a mandate to invest in low-carbon infrastructure.
The Government will start by investing up to £1 billion from the sale of
infrastructure-related assets and will seek to match this with at least £1 billion of
private sector investment;

e the launch of UK Finance for Growth to streamline the Government’s SME finance
support — including to help businesses seeking to commercialise low-carbon
technologies;

® up to £60 million for the development of port sites to support offshore wind
turbine manufacturers looking to locate new facilities in the UK and secure low-
carbon manufacturing jobs;

® a commitment to reduce government departments’ carbon emissions by at least
30 per cent by 2020, and enabling energy efficiency finance to help millions of
homes save money and energy by developing Pay As You Save arrangements; and

® a halving in company car tax for ultra-low carbon cars for five years from April
2010, to contribute to making the UK one of the best places in the world to
design and build low-carbon vehicles.

To drive the transition to a low-carbon and resource-efficient economy, while also contributing to
the Government’s plans for fiscal consolidation, Budget 2010 announces:

® that, to ease pressure on business and household incomes at a time when other
prices are rising, the main fuel duty increase for 2010 will be staged, with an
increase of one penny per litre on | April and one penny per litre on | October
2010, then 0.76 pence per litre on | January 201 1. Fuel duty will also rise by one
penny per litre in real terms on | April each year from 2011 to 2014; and

® an £8 per tonne increase in the standard rate of landfill tax on | April 2014, to
encourage alternatives to landfill.
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7. Climate change is the greatest long-term economic and environmental challenge
facing the world today. Failure to tackle its causes will threaten economic development and
have damaging impacts on human livelihoods (see Box 7.1). Taking action will generate new
business opportunities and jobs in the low-carbon sectors of the future, helping to promote
sustainable growth.

Box 7.1: The science and consequences of climate change

The evidence that human actions are changing the climate is compelling — the risks of future climate
change are considerable. Global temperatures rose by 0.75 degrees Celsius during the last century,
and are still rising (see Chart a). The concentration of carbon dioxide (CO,) in the atmosphere is
now 38 per cent higher than it was before the industrial revolution, and its levels and those of other
greenhouse gases are rising steadily.

Chart a: Global average temperature (1850-2009)
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Source: Met Office Hadley Centre.

Without action to reduce greenhouse gas emissions, climate change is likely to make extreme
weather events — such as droughts, floods and heat waves — more common in the UK. Globally, the
consequences may be even more severe. The risk of water shortages and drought could increase in
some areas, while in others, rising sea levels and floods could affect already vulnerable populations.
The Stern Review on the economics of climate change concluded that the costs of taking action —
although not negligible — are significantly less than the costs of inaction.

7.2 To avoid the most dangerous impacts of climate change, the world needs to cut
emissions by at least half by 2050." This will require prompt and strong action at both
the international and domestic levels. The Government is committed to securing a
comprehensive global deal on climate change that safely limits greenhouse gas emissions,
while demonstrating leadership by delivering ambitious reductions at home. The UK’s carbon
budgets require a reduction in emissions by 34 per cent by 2020, and by at least 80 per cent by
2050. The UK has already made substantial progress, with emissions 22 per cent lower than 20
years ago — comfortably surpassing the UK’s Kyoto target of a 12.5 per cent reduction.?

'The UK Low Carbon Transition Plan, HM Government, July 2009.
2Figure of 22 per cent takes account of emissions trading through the EU Emission Trading System, available at http://www.
decc.gov.uk.
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1.3 Meeting emissions targets will require a transformation in the UK’s economy. By
2050, every unit of economic output will need to be produced using on average one-tenth
of the carbon used today? As Chart 7.1 shows, every sector of the economy - including
power generation, transport and household and business energy use — will need to play a
part. Investment in the right infrastructure will be central to meeting this challenge. The
Government has already enabled billions of pounds of green infrastructure investment by
addressing investment barriers. Budget 2010 builds on this by announcing further action to
support low-carbon investment across the economy. This will secure economic benefits for
the UK by creating new high skilled jobs in low-carbon growth industries, and reduce the
costs of tackling climate change.

Chart 7.1: The UK’s expected emissions reductions to 2020,
and how different sectors contribute
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ACHIEVING GLOBAL ACTION ON CLIMATE CHANGE

14 Climate change must be addressed through global action. In December 2009, world
leaders met in Copenhagen under the United Nations Framework Convention on Climate
Change. The Copenhagen Summit was an important and necessary step forward but it did
not deliver an ambitious, legally binding deal. The Summit was successful in agreeing the
Copenhagen Accord, which commits developed and developing countries to take action to
keep rises in global temperatures below two degrees Celsius — the level consistent with
avoiding dangerous climate change.® Countries accounting for around 80 per cent of the
world’s emissions have submitted emissions reduction targets under the Accord, which
represent a significant step towards the necessary global action.

3Low Carbon Industrial Strategy: A Vision, HM Government, March 2009.
*The UK Low Carbon Transition Plan, HM Government, July 2009.
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countries adapt to climate change and reduce emissions while continuing to grow. The
Copenhagen Accord sets a goal for public and private flows of climate finance to developing
countries to reach $100 billion per year by 2020. The Prime Minister will co-chair, with Prime
Minister Meles of Ethiopia, a high-level advisory group to look at different ways of meeting
this goal. Developed countries will begin by providing up to $30 billion of public finance
between 2010-12, including £1.5 billion from the UK as part of an overall EU contribution of
$10 billion. In the longer term, the UK wants a reformed EU budget to make a greater
contribution to climate finance.

7.6 The EU has committed to reducing emissions by 20 per cent by 2020 and has
undertaken to move to a 30 per cent target as part of an ambitious global deal on climate
change. The carbon market created by the EU Emission Trading System (EU ETS) will make a
significant contribution to these reductions. The UK has been at the forefront of the EU ETS
and was the first Member State to hold regular carbon auctions during Phase II (2008-12) of
the EU ETS. In Phase III (2013-20), the Government intends to continue to hold national
auctions within a coordinated EU framework and welcomes the decision of Germany, Spain
and Poland to support this position.

SETTING THE LOW-CARBON ENERGY FRAMEWORK

1.7 Modernising the UK’s energy infrastructure will be key to laying the foundations
for sustainable growth. Investment levels will need roughly to triple to deliver an estimated
£110-120 billion of investment required for the sector to 2020.° Budget 2010 sets out how the
Government is responding to the long-term challenge by developing a new framework for
investment in low-carbon energy infrastructure.

1.8 In the Pre-Budget Report, the Government launched an assessment of the energy
market to examine whether it can deliver the investment needed to meet energy targets
while securing a fair deal for consumers. Today, the Government is publishing conclusions
from the first phase of this assessment (see Box 7.2).5 The UK’s existing energy market is
delivering the new infrastructure investment needed to provide clean, secure and affordable
energy to 2020. However, new carbon reduction targets and other commitments mean the
Government must ensure that the right choices for the long-term future of the energy market
are taken now, to meet its objectives of security of supply, carbon reductions and fairness for
consumers.

79 The Government believes that a global climate deal and subsequent tightening
of the EU ETS cap provides the best long-term solution to secure a more robust carbon
price. However, the Government also acknowledges the need for greater certainty. Budget
2010 therefore announces that as part of its further energy market assessment work, the
Government will consult in the summer on the most appropriate mechanism to deliver
greater certainty for low-carbon investment, with the intention of bringing forward
proposals in the 2010 Pre-Budget Report.

7.10  The assessment has concluded that, over the long term, action on the carbon price
alone will not be sufficient to meet the Government’s energy policy objectives. Budget 2010
therefore announces that the Government will bring forward proposals for changes to the
electricity policy framework for consultation this autumn - with a White Paper setting out
conclusions by spring 2011. These changes will ensure that the UK has the right framework,

*The £110-120 billion figure refers to the Department of Energy and Climate Change’s estimate of total investment
requirements in the electricity sector to 2020, undiscounted and in 2009 prices. The Pre-Budget Report also referred to
Ofgem’s estimate of a requirement for £200 billion of investment in energy supplies as a whole by 2020.

¢Energy Market Assessment, Department of Energy and Climate Change/HM Treasury, March 2010.
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on the right timescale, to support the investment needed to meet the Government’s energy
goals. The assessment has also highlighted the challenge of financing a secure, low-carbon
energy system (see paragraph 7.16).

Box 7.2: The energy market assessment
The initial findings of the energy market assessment have identified four key challenges in delivering
the Government’s objectives beyond 2020:
® the economics of low-carbon generation — including the higher upfront capital costs of
low-carbon generation and exposure to uncertainty in future electricity prices;
® the finance requirements of low-carbon generation — in the context of unprecedented
levels of capital expenditure and high construction risk;
® security of supply — while the Government is confident that the current arrangements
will deliver secure supplies of electricity over the next decade, the system may not give
investors the right signals to invest in sufficient extra capacity during the 2020s as the
generation mix changes; and
® fairness for consumers — while the current market arrangements have delivered benefits
for consumers since liberalisation, the Government is concerned that substantial barriers to
entry across the industry are restricting levels of innovation and competition.
The Government has considered a range of options for reform. The Government will act on some
of these in the short term, through the intention to establish a Green Investment Bank and to bring
forward proposals to increase certainty for low-carbon investment at the 2010 Pre-Budget Report.

The Government has concluded on the basis of this initial work that carbon price certainty alone will
not be sufficient for the longer term. It has identified a number of options for further work, including:
® supporting low-carbon generation within the current market framework -
providing a premium payment for low-carbon generators, in addition to their revenues
from the wholesale market;
® regulating to limit high-carbon generation — giving potential investors greater
confidence to invest in low-carbon generation; and
® changing the market structure for low-carbon generation — giving a guaranteed
revenue stream to low-carbon generators. This revenue could be established in a number
of ways: by directly determining the price low-carbon generators receive (feed-in tariffs); by
a competitive tender for low-carbon generation; or by a regulator agreeing an appropriate
return (regulated asset base approach).
The evidence suggests that a single buyer agency would not meet the Government’s objectives for
energy policy and so this option will not be considered further.

The Government will consider these options against three principles: cost-effectiveness; affordability;
and whether they provide stability and certainty to the market. The Government is committed to a
smooth transition and to maintaining investor confidence in the electricity market. Under any set
of reforms, the Government will need to ensure access to finance; promote customer switching;
enhance consumer protection and rights; and facilitate energy efficiency.

Renewable 7.1 The UK renewable energy sector is worth over £30 billion and supports over 250,000
energy jobs.” Currently, the UK’s key renewable technologies are onshore and offshore wind, landfill
gas and hydropower. These technologies are supported through the Renewables Obligation

— the Government’s primary mechanism to subsidise renewable electricity generation.

Biomass, such as energy crops or organic waste, also offers a potentially significant source

for renewable energy, subject to sustainability standards. Budget 2010 announces that the
Government intends to grandfather a minimum level of Renewables Obligation support for

biomass installations at the point of accreditation, subject to consultation. The Government

’Low Carbon and Environmental Goods and Services: An Industry Analysis — Update for 2008/09, Innovas, March 2010.
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will also consult later in the year on sustainability criteria for biomass used for heat and
power.

7.12 Carbon capture and storage (CCS) will play an important role in global efforts to
tackle climate change. The UK'’s share of the CCS market could be worth £6.5 billion a year
up to 2030, and support up to 100,000 jobs.? The Government is making progress with the
programme of four demonstration plants announced in the Pre-Budget Report. Earlier this
month, the Government signed contracts for detailed preparatory studies for the two
remaining bidders in the current competition.

INVESTING IN LOW-CARBON GROWTH AND JOBS

1.3 The Government wants the UK to become a world leader in low-carbon industries,
providing an important source of future jobs. The Government’s approach is structured
around four core objectives:

e  enabling investment in large-scale low-carbon infrastructure;
e  supporting investment and growth in UK-based supply chain businesses;

e providing coordinated support for research and development and for
businesses commercialising new low-carbon technologies; and

e facilitating finance for households investing in energy efficiency (see
paragraph 7.24).

7.14  The Government has already provided substantial support for low-carbon growth.
In 2009, the Government announced £1.8 billion of targeted funding, including £555 million
for the development of low-carbon industries. To build on this, Budget 2010 announces new
institutions and further public finance to support low-carbon investment and new low-
carbon jobs.

Financing low-carbon infrastructure

7.15  The Government has established Infrastructure UK to identify the UK’s long-term
infrastructure needs. Alongside Budget 2010, Infrastructure UK is publishing a Strategy
for national infrastructure, as set out in Chapter 4. This strategy identifies the overarching
challenges and opportunities for infrastructure investment in the UK. It finds that there
are particular financing challenges for low-carbon energy investment, given the rates of
deployment and risk profiles involved.

7.16  The Government is committed to ensuring that it continues to have the right
regulatory and policy framework in place for infrastructure. Long-term reforms to this
framework are being considered by the second phase of the energy market assessment.
Infrastructure UK and other stakeholders have however identified a significant risk of a gap
emerging in the provision of equity capital to large, complex low-carbon infrastructure
projects in the next few years. To bridge this gap, Budget 2010 announces that the
Government intends to establish a Green Investment Bank operating on a commercial
basis and involving both public and private sector capital. The Government will start by
investing up to £1 billion from the sale of mature government-owned infrastructure-related
assets and will seek to match this with at least £1 billion of private sector investment.®

8Future Value of Coal Carbon Abatement Technologies to UK Industry, AEA, December 2008, and additional work to be
published which considered gas-fired power generation.
These asset sales were announced in the Pre-Budget Report.
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Infrastructure UK will publish a consultation on the establishment of the Green Investment
Bank in the summer.

7.17  The Green Investment Bank's mandate will be to invest in the low-carbon sector.
It will consider new energy and transport projects in particular, where the equity gap is
expected to be most critical. It is expected that this will catalyse further investment to
accelerate the rate of deployment of further projects. The timing of projects coming forward
means it is likely that the Green Investment Bank will focus initially on offshore wind
electricity generation. The Green Investment Bank will also consider the case for investing
in other infrastructure as appropriate and as the need for investment arises. At the same
time, the Government is continuing to work to enable a €100 million investment in the 2020
European Fund for Climate Change, Energy and Infrastructure, as announced in the Pre-
Budget Report.

Financing the growth of low-carbon industries

7.18  To secure maximum economic benefit for the UK from the transition to a low-carbon
economy, the Government is committed to stimulating the growth of low-carbon industries
in the UK. This will encourage further innovation and investment in low-carbon sectors,
creating new employment opportunities and helping to reduce the costs of tackling climate
change.

7.19  The UK’s low-carbon and environmental sectors were worth an estimated £112
billion in 2008-09 — comparable in size to the healthcare and construction sectors — providing
employment for almost 910,000 people. By 2015-16, these sectors could support 1.2 million
jobs.’ The £1.8 billion of support announced last year is already supporting businesses and
creating green jobs in the UK, as set out in Box 7.3.

Box 7.3: Support for low-carbon sectors

Budget 2009 and the 2009 Pre-Budget Report announced £1.8 billion in support for low-carbon
sectors. The projects supported by this funding are helping UK firms take advantage of the
opportunities provided by the transition to a low-carbon economy. They include:

® £30 million support for Mitsubishi to locate a new £100 million offshore wind R&D facility
in the UK, and £18.5 million for developing offshore wind test sites in the North East;

® £50 million for marine energy, establishing the South West as a marine energy hub, including
a new £22 million fund for the early stage trial of six promising technologies;

e £80 million for the UK’s nuclear supply chain, through a conditional loan offer to Sheffield
Forgemasters for construction of manufacturing facilities for ultra-heavy forgings for nuclear
reactor pressure vessels;

® £45 million to date of loans to SMEs to install energy efficiency technologies, with 1,400
firms receiving assistance so far. In the public sector, a similar scheme worth up to £60
million has helped support a further 1,400 projects in a range of institutions such as
hospitals, universities and local authorities;

® £20 million for the Central Government Low Carbon Technology Programme, to help
reduce carbon emissions from the government estate; and

® £45 million for research and technology critical to the development of low-carbon aircraft
engines, to deliver substantial reductions in carbon emissions from aircraft.

"°Low Carbon and Environmental Goods and Services: An Industry Analysis — Update for 2008/09, Innovas, March 2010.
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720 The UK is a world leader in the offshore wind energy sector, which could provide
employment for more than 70,000 people in the UK by 2020.!" The Government is acting to
ensure the UK benefits from the rapid manufacturing and supply chain expansion needed
to meet the increased deployment of offshore wind. A key issue in building this capacity is
access to port sites suitable for the particular requirements of the offshore wind sector.
Budget 2010 announces up to £60 million for the development of port sites, to meet the
needs of offshore wind turbine manufacturers looking to locate new facilities in the UK.
The Government will launch a competition to identify host locations for, and recipients of,
this funding, subject to state aid approval. This will help secure investment for offshore wind
in the UK, and support jobs in the wind energy sector and its supply chain.

721  The Government wants to place the UK at the forefront of green innovation. To give
businesses a fully joined-up range of finance support to take low-carbon technologies from
concept to commercialisation, Budget 2010 announces the launch of UK Finance for
Growth (UKFG), to streamline the Government’s SME finance support (see Chapter 4 for
more details). UKFG will work in partnership with the Department of Energy and Climate
Change and Regional Development Agencies to coordinate all public low-carbon SME equity
schemes - including the £170 million stock of low-carbon finance products under the
Carbon Trust’s venture capital activities and the UK Innovation Investment Fund’s (UKIIF)
low-carbon programmes.'? Low-carbon businesses will also be able to access financial
support from the wider £4 billion stock of SME finance products overseen by UKFG, where
appropriate. UKFG will also join the Low Carbon Innovation Group, the body established to
agree an overall strategy for the Government’s low-carbon grant programmes.

SAVING ENERGY TO CUT CARBON AND BILLS

7.22  Households, businesses and the public sector can all save money on energy bills and
cut carbon emissions cost-effectively by becoming more energy efficient. Government action
has helped lower the upfront costs of energy efficiency measures. As a result of Government
policies, loft and cavity wall insulation are available at discounts of 50 per cent or more.
These policies have helped insulate over 2.8 million homes since April 2008."* Budget 2010
sets out further action to drive greater improvements in energy efficiency.

Helping households with energy costs

7.23  Replacing an old, inefficient boiler cuts household energy bills and reduces carbon
emissions. The Pre-Budget Report announced a boiler scrappage scheme, providing
households with a £400 payment to help them upgrade from the least efficient, G-rated
boilers to more efficient models or renewable heat units. The scheme was launched in
January 2010 and 118,000 households have already made successful applications.'* As well as
encouraging a low-carbon shift in households, the scheme is helping to sustain jobs for
boiler manufacturers and installers.

7.24  In order to meet the UK’s 2020 objectives for reducing emissions, households will
need support to install insulation and energy generation systems that may have higher
upfront costs. The Government’s Household Energy Management Strategy, published on
2 March 2010, proposes the development of Pay As You Save financing arrangements. This
will enable millions of households to finance the cost of installations from the savings they

""Offshore Wind Power: Big Challenge, Big Opportunity, the Carbon Trust, October 2008.

'2£45 million Carbon Trust venture capital activity and £125 million UKIIF Hermes Environmental Innovation Fund (£50
million of UKIIF funding alongside commitments of £75 million from private sector investors).

'3Warm Homes, Greener Homes: A Strategy for Household Energy Management, HM Government, March 2010.

'“Energy Saving Trust data, available at http://www.energysavingtrust.org.uk.
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make on their energy bills. Budget 2010 announces that the Government and the financial
services industry will undertake detailed work through a joint Pay As You Save forum to
develop such financing arrangements.

7.25 Financial incentives can help households and businesses generate renewable
electricity and heat. The Government is:

° introducing feed-in tariffs, which will be available from 1 April 2010, subject
to state aid and parliamentary approval. They are expected to support
installation of low-carbon electricity generating equipment in over 750,000
homes, saving 7 MtCO, by 2020; and

e  consulting on the renewable heat incentive. This could support around 1.7
million household installations and save up to 60 MtCO, in total by 2020.
The Government continues to review the basis for the longer term funding
of the renewable heat incentive. In line with existing tax law, households
that generate renewable heat mainly for their own use will not be subject to
income tax on renewable heat incentive payments, based on the proposals in
the consultation.

726 The Government continues to ensure support is available to help the most
vulnerable. Since April 2009, 198,000 households have received heating systems, insulation
and other help from the Warm Front scheme, saving them around £300 per year on their
energy bills.! In addition, the Government is taking powers through the Energy Bill to require
energy companies to offer additional help with bills to the most vulnerable households. Help
from energy companies will reach £300 million per year by 2013-14, potentially providing
support for an additional one million households.

Encouraging energy efficiency in business

727 The transition to a low-carbon economy provides new opportunities for all
businesses — not just those in low-carbon sectors. Becoming more energy efficient saves
businesses money and improves their competitiveness. The Government is helping
businesses to save energy by providing incentives through the tax system.

7.28 The climate change levy helps drive energy efficiency in business and the public
sector. Budget 2010 announces that climate change levy rates will be raised in line with
inflation from 1 April 2011, to maintain the levy’s environmental impact. Since its
introduction in 2001, the levy is estimated to have reduced energy demand in the business
and public sectors by approximately 3 per cent.

7.29  Enhanced Capital Allowances for energy-saving and water-efficient products provide
incentives to encourage businesses to invest in these technologies. Budget 2010 announces
an update to technologies included in the Enhanced Capital Allowances scheme, including
two new sub-categories — for ‘self-driving’ magnetic motors and biomass air heaters. The
Carbon Trust will work with Business Link to improve the scheme’s website, so that all
businesses can easily find eligible products and understand when product eligibility will be
reviewed.

730 The EU Emission Trading System (EU ETS) sets emissions limits for sectors
responsible for around half of the UK’s CO, emissions. Under the EU ETS Directive, Member
States can voluntarily cap emissions of greenhouse gases that are currently excluded from
the system. Budget 2010 announces that the Government intends to opt nitrous oxide gases

'* Department of Energy and Climate Change data, available at http://www.decc.gov.uk.
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from nitric acid production into the EU ETS from 2011. This is expected to lead to additional
abatement of around 2 MtCO, equivalent during 2011 and 2012.

Leading the way through public sector energy saving

73l Reducing carbon emissions in the public sector releases resources for frontline
services and contributes to the Government’s commitment to fiscal consolidation. The
public sector has already made substantial progress here, with emissions falling by a third
between 1990 and 2007. The Pre-Budget Report set out the Government’s plans for the public
sector to deliver a further £300 million per year in savings by 2012-13, by reducing its energy
use by around 10 per cent compared with 2008-09.

732 All government departments will shortly be publishing individual carbon reduction
plans for further emissions reductions through to 2020. Budget 2010 announces that these
plans will require a minimum ambition of a 30 per cent reduction in departments’ own
estates and operations emissions between 1999 and 2020. The Treasury will support the
delivery of these carbon reductions by requiring departments to demonstrate how they
will deliver their carbon budgets in the next Spending Review; and extending the remit of
the Government’s Chief Sustainability Officer and the Office of Government Commerce to
provide additional support to the wider public sector.

SUPPORTING LOW-CARBON TRANSPORT

733  Transport plays an important role in the economy but can also have adverse
environmental impacts. For this reason, the Government is committed to moving towards
a low-carbon transport system. Chart 7.2 shows how average new car CO, emissions in the
UK have fallen since 2000, supported by Government measures such as reforms to vehicle
excise duty and company car tax. Budget 2010 announces further measures to support the
development and uptake of green transport technologies while also supporting the public
finances.

Chart 7.2: Average new car CO, emissions in the UK (2000-08)
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Source: Monitoring the CO, emissions from new passenger cars in the EU: data for the year 2008, European Commission,
January 2010.
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734 The Government has been a strong advocate of a binding long-term European
emissions target for cars. In December 2008, the EU set such a target as part of an overall
Directive on reducing CO, emissions from cars. This regulation is forecast to save the UK
7.6 MtCO, in 2020. The Government supports the principle of similar regulation to reduce
emissions from vans.

7.35  Ultra-low carbon vehicles offer the potential for significant further savings. The
Government has committed over £450 million to support the manufacture and uptake of
ultra-low carbon vehicles. The Plug-In Car Grant will provide up to £5,000 off the price of
eligible cars from January 2011. Up to £30 million has been provided for the Plugged-In
Places scheme to support the installation of charging infrastructure in streets, car parks,
supermarkets and leisure and retail centres. The first Plugged-In Places — London, Milton
Keynes and the North East — will install over 11,000 recharging points over the next three
years.

736  The Government is providing £20.7 million under the Grant for Business Investment
scheme to support Nissans investment in electric battery and car production. This
investment will support 550 high skilled engineering jobs at Nissan’s plant in Sunderland. In
addition, the Government’s Automotive Assistance Programme offered a loan guarantee to
support Ford’s £1.55 billion investment programme to develop greener engine and vehicle
technology (as mentioned in Chapter 4).

737 The Government has also allocated a further £30 million from the Strategic
Investment Fund in December 2009 to fund low-carbon transport schemes. Some of the first
schemes to benefit include:

e  the Technology Strategy Board’s competition to develop supply chains for low
and ultra-low carbon vehicles;

e a new test centre in Nuneaton for future intelligent transport technologies,
which could increase fuel efficiency and reduce congestion; and

e asecond Green Bus competition to increase the number of low-carbon buses
on the UK’s roads, subject to state aid clearance.

Transport tax

738  The principal role of transport taxes is to fund public services, but they can also
play an important role in encouraging fuel-efficient behaviour and the development of
low-carbon technologies. As part of the Government’s commitment to fiscal consolidation,
transport taxes will be used to ensure that the burden of taxation falls in such a way as to
support the transition to a low-carbon economy.

7.39  Budget 2009 announced that fuel duty would increase by one penny per litre in real
terms on 1 April each year from 2010 to 2013, equivalent to 2.76 pence per litre this year.
Budget 2010 announces that the 2010-11 fuel duty increase will be staged, so that main fuel
duty will increase by one penny per litre on 1 April and one penny per litre on 1 October
2010, then by 0.76 pence per litre on 1 January 2011. This will ease pressure on business and
household incomes at a time when other prices are rising. Rebated oils duty will rise in
proportion to main road fuel duty and details of other duty rates are set out in Chapter A.
Budget 2010 also announces that fuel duty will increase by a further penny per litre in real
terms in April 2014. In addition to supporting the public finances in the medium term, fuel
duty increases from 2010 onwards are expected to save 1.7 MtCO, per year by 2014-15.
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7.40 From 1 April 2010, the Government will introduce new first-year rates of vehicle
excise duty (VED), as announced at Budget 2008. Under this system, all cars emitting up to
130 grams of carbon dioxide per kilometre (g CO, per km) will pay no VED in the first year.
Cars emitting over 165 g CO, per km will pay additional VED in the first year — up to £950 for
cars emitting over 255 g CO, per km. First-year rates will encourage the purchase of more
fuel-efficient cars by providing a strong signal to the consumer at the point of purchase.

7.41 The Pre-Budget Report announced a package of support for zero-carbon vehicles,
including a five-year exemption from company car tax, to help make the UK one of the best
places in the world to design and build low-carbon vehicles. Budget 2010 announces that
this support will be extended to ultra-low carbon cars, so that the percentage of list price
subject to company car tax will be halved for cars emitting between 1 and 75 g CO, per km,
for five years from April 2010. The Government plans to legislate these measures in Finance
Bill 2010.

7.42  The Pre-Budget Report also announced the provision of a 100 per cent first year
capital allowance for zero-carbon goods vehicles. This incentive will apply to new vehicles
purchased from April 2010, and will be in place for five years. The Government intends to
legislate this measure as soon as possible in the next Parliament. Further details are set out
in Chapter A.

743 The Government continues to support the road haulage industry in improving
environmental performance and safety. The Department for Transport published a
consultation on increasing the uptake of eco-driving training on 8 March 2010, to help
drivers increase fuel efficiency.' Part of the new Strategic Investment Fund allocation will be
used to provide funding for two demonstration projects — one on low-carbon Heavy Goods
Vehicles (HGVs), and one on upgrading raw biogas into biomethane of the quality that can
be used as a transport fuel — both subject to feasibility studies.

7.44  Reduced Pollution Certificates provide HGVs with annual VED discounts of up to
£500. Budget 2010 announces that a Reduced Pollution Certificate will be available for
vehicles that achieve early compliance with the Euro VI air quality standard. This will be
awarded for five years only, to support the environmental integrity of the scheme — with
further details to follow at a later date.

745 HGV VED has been frozen since 2001, equating to a real terms cut of over
20 per cent. Budget 2010 announces that HGV VED will continue to be frozen in 2010-11.
To ensure consistency with EU regulations, while minimising the impact on hauliers,
exceptional rates for some vehicles will be introduced from April 2011. Further details are
set out in Chapter A.

PROTECTING NATURAL RESOURCES

746 The Government is committed to protecting the UK’s wider natural resources.
Sustainable use of resources will ensure the economy is able to continue to grow in the long
term. Budget 2010 announces further measures to drive the transition to a resource-efficient
economy.

7.47 Over half of household and business waste ends up in landfill, resulting in methane
emissions.'” Landfill tax remains the key policy driver to encourage greater diversion of waste
from landfill. By increasing the costs of sending waste to landfill, the tax encourages

"Increasing the Uptake of Eco-driving Training for Drivers of Large Goods Vehicles and Passenger Carrying Vehicles, Department
for Transport, March 2010.
'”Department for Environment, Food and Rural Affairs data, available at http://www.defra.gov.uk.



EFSR

SECURING LOW-CARBON GROWTH

Landfill tax
consultation

Landfill
communities
fund

Aggregates levy

Agriculture

Adaptation

investment in sustainable waste management options, such as sorting machinery, recycling
and anaerobic digestion. Budget 2010 announces an increase of £8 per tonne in the
standard rate of landfill tax on 1 April 2014, and a freeze in the lower rate in 2011-12. The
Government confirms that the standard rate will not fall below £80 per tonne in future, to
provide certainty for business investment. The increase in the standard rate will divert an
additional 600,000 tonnes of waste, and result in carbon savings.

7.48  Budget 2009 launched a consultation on reforms to landfill tax legislation, to ensure
that the tax remains robust in the long term. A summary of responses was published on 4
December 2009. Budget 2010 announces that the list of wastes that qualify for the lower
rate of landfill tax will remain broadly the same as at present. The Government will publish
a new set of qualifying criteria later this year to provide a clearer environmental rationale for
the lower rating of wastes. The Government does not plan to proceed with changes to the
way that waste disposal is defined in the legislation for tax purposes, as originally set out in
the consultation.

7.49  The landfill communities fund invests in projects that aim to improve communities
around a landfill site. The fund has benefited 25,000 projects in the past
14 years.”® To ensure the fund continues to benefit local communities, Budget 2010
announces that the fund will increase in line with inflation to £74 million in 2010-11.

7.50  The aggregates levy was established to make the price of aggregates better reflect the
environmental costs of quarrying, encouraging the use of recycled aggregates and alternative
materials. As announced at Budget 2009, the levy will be frozen at £2 per tonne in 2010-11, to
ease pressure on sectors facing difficulties due to the downturn of the construction market.
Budget 2010 announces that the levy will increase just above inflation to £2.10 per tonne
on 1 April 2011, to maintain the levy’s environmental effectiveness. The Government is also
preparing to seek state aid approval to extend the length of the Aggregates Levy Credit
Scheme operating in Northern Ireland.

1.51 The agricultural sector currently emits around 8 per cent of UK greenhouse gas
emissions.' It also remains vulnerable to outbreaks of animal disease. The farming sector
needs to protect the environment, while ensuring its economic viability, so that agricultural
production is sustainable. The Government is taking action to support the sector in achieving
these aims:

e  the Government will review the farming sector’s plan on reducing greenhouse
gas emissions by 2012, to determine whether a voluntary approach can
deliver the necessary reductions or whether further policies are required; and

e the Government’s draft Animal Health Bill published in January 2010
proposes steps to share responsibility for animal health within the farming
sector, helping to reduce the impact and cost of future outbreaks. The
Government will explore the use of financial incentives and cost-sharing
to help bring about changes in farm management, and will introduce such
measures through appropriate future legislation.

7.52  Cutting carbon emissions will prevent the most dangerous impacts of climate
change, but individuals, businesses and public authorities will also need to adapt to a
changing climate. Over recent years, the Government has increased investment in managing
flooding and coastal erosion, including the provision of defences. In his review of the 2007
floods, Sir Michael Pitt noted the private as well as public benefits of defence, and argued

'BENTRUST data.
'"Department of Energy and Climate Change data, available at http://www.decc.gov.uk.
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that long-term investment plans should not assume all costs would be met by central
government. In the context of the next Spending Review, the Government will give further
consideration to new ways of funding flood and coastal erosion risk management.

Table 7.1: The environmental impacts of measures in Budget 2010

Total sector savings in 2020 and measures by
sector!

Power and heavy industry® - 51 MtCO,
Publication of initial findings of energy market
assessment, and launch of second phase of work to
develop detailed proposals for reform

Intention to create a Green Investment Bank, with a
mandate to invest in the low-carbon sector

Reforms to the treatment of biomass under the
Renewables Obligation

Early opt-in of nitrous oxide gases from nitric acid
production into EU ETS from 201 |

Environmental impact?

This will encourage additional investment in low-carbon generation, contributing to
achieving the UK’s long-term target of reducing emissions by 80 per cent by 2050.

This will support the attainment of the EU ETS cap and the UK’s renewable energy target. It
could also generate additional carbon savings, for example through increased investment in
low-carbon transport.

This will facilitate investment in biomass-generated electricity, which needs roughly to
double in order to meet the 2020 renewable energy target.* The use of biomass will also
support the attainment of the EU ETS cap.

The resulting investment in low-carbon technologies is expected to save an additional 2
MtCO, equivalent during 2011 and 2012.

Businesses and public sector® — 9 MtCO,

Launch of UK Finance for Growth, to streamline the
Government’s SME finance support

£60 million funding for development of port sites

Increase in climate change levy (CCL) rates in line
with inflation for 201 1-12

Update to technologies within Enhanced Capital
Allowances scheme, including new sub-categories for
magnetic motors and biomass heaters

Increased ambition to reduce government
departments’ emissions

This will encourage investment in supply chains and new low-carbon technologies.

This will help to attract wind turbine manufacturers to the UK, to establish an offshore wind
manufacturing hub. These manufacturers will serve the UK offshore wind market.

Since its introduction in 2001, CCL is estimated to have reduced energy demand in business
and the public sector by approximately 3 per cent.

Expected to have a moderate, positive impact on business energy efficiency.

Carbon reduction delivery plans will require at least a 30 per cent reduction in departments’
own estates and operations emissions between 1999 and 2020.

Transport® — 18 MtCO,
Fuel duty increases in 2010 to 2014

Package of measures to support low-emission
vehicles for five years, including: company car tax
(CCT) exemption for zero-carbon cars; halving of
CCT for ultra-low carbon cars; exemption from van
benefit charge and 100 per cent first year allowance
for zero-carbon vans

Reduced Pollution Certificates available for vehicles
that achieve early compliance with the forthcoming
Euro VI air quality standard, time-limited for 5 years

These are estimated to reduce emissions by 1.7 MtCO, annually by 2014-15, compared to
inflation-only increases.

Encouraging businesses to choose ultra-low and zero-carbon cars and vans will help reduce
emissions from business fleets, and reward manufacturers of the cleanest vehicles, helping
them to meet EU car emissions standards.

The Euro VI standard will reduce the limit values of oxides of nitrogen (NO ) by 80 per cent
and particulate matter by 67 per cent compared to the current Euro V standard.

Natural resources® — 4 MtCO,

Standard rate of landfill tax to increase by a further
£8 per tonne on | April 2014

Increase in landfill communities fund to £74 million

Increase in aggregates levy to £2.10 per tonne on |
April 201 |

This will ensure an additional 600,000 tonnes of waste is diverted from landfill, and result in
carbon savings.

Approximately 25,000 projects have benefited from funding aimed to improve communities
around a landfill site over the past 14 years.

In England, the estimated production of recycled and secondary aggregates increased by | |
million tonnes between 2001 and 2007. In addition, slate waste used as aggregate increased
by 67 per cent over 2000-05 while china clay waste used as aggregate increased by 38 per

cent.

!'Savings in 2020 are estimated emissions savings from policies presented in The UK Low Carbon Transition Plan, published in July 2009. For further detail, see
Tables A2, A3, A4, A5 and A6 of The UK Low Carbon Transition Plan.

2 All savings come from government modelling.

? Based on savings from the EU Emission Trading System (EU ETS), Phase lll. Savings from these measures contribute to achievement of the EU ETS cap.

* Analysis from the lead scenario from the Renewable Energy Strategy, 2009.

® Savings from the non-traded sector, outside the EU ETS cap.
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BUDGET POLICY DECISIONS

Al The Economic and Fiscal Strategy Report (EFSR) explains how the measures and
other decisions announced in Budget 2010 build on those already introduced to advance the
Government’s long-term goals. This chapter of the Financial Statement and Budget Report
(FSBR) brings together in summary form all the measures and decisions that affect the
Budget arithmetic that have been announced since Budget 2009 and gives their estimated
effect on government revenues and spending to 2012-13. The chapter also includes a
summary of the changes to the main rates and allowances for the personal tax and benefit
system, the business tax system, value added tax (VAT), environmental taxes, and other
indirect taxes.

A2 The appendices to this chapter provide additional information on Budget measures:

e  Appendix Al provides details of tax changes and other policy decisions which
were announced in Budget 2009 or earlier, but which take effect from April
2010 or later;

e  Appendix A2 explains in detail how the effects of the Budget measures on
government revenues are calculated;

A3 Appendix A3 previously showed estimates of the costs to the Government of some of
the main tax allowances and reliefs. This is now published on the HMRC website.!

A.4 In the text of this chapter, the number or letter in brackets after each measure refers
to the line in Tables Al and A2 where its cost or yield is shown. The symbol ‘-’ indicates that
the proposal has no Exchequer effect until at least 2013-14. The symbol *’ indicates that the
effect is negligible, amounting to less than £3 million a year.

BUDGET POLICY DECISIONS

A5 Table A1 summarises the Budget 2010 measures that affect government revenues and
spending and also includes all measures announced since the 2009 Pre-Budget Report. This
includes tax measures, national insurance contributions (NICs) measures, measures that
affect Annually Managed Expenditure (AME), and additions to Departmental Expenditure
Limits (DEL). Measures that are financed from existing DEL provisions are not included,
unless otherwise stated. Measures that impact on the next spending review period when
departmental budgets have not been set will be absorbed within the Government’s spending
growth assumption for 2011-12 onwards. They are therefore excluded from the scorecard for
this period.

'http://www.hmrc.gov.uk/stats/tax_expenditures/menu.htm
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Table Al: Budget 2010 policy decisions'

(+ve is an Exchequer yield) £ million
Head 2010-11 2011-12 2012-13 2010-11
indexed indexed indexed non-indexed
Supporting Business
| Capital gains tax: increase in Entrepreneurs’ relief to £2m from 2010-1 | Tax -5 =75 -90 -5
2 Annual investment allowance: increase to £100,000 from 2010-11 Tax -30 -120 -110 -30
3 Business rates: temporary increase in relief for small businesses Tax -210 —205 +5 -210
4 Tax relief for video games industry Tax 0 —40 -50 0
5 HMRC: enhanced online services for SMEs Spend -20 - - -20
6 Small business credit adjudicator Spend -5 - - -10
7 Support for university places and innovation Spend -385 - - -385
8 Investment in transport Spend -385 - - -385
9 Reprioritised spending from BIS and DfT Spend +230 - - +230
10 Reprioritised spending from DWP: extend Young Person’s Guarantee? Spend +475 - - 0
Helping People Fairly
I'l Fuel duty: phase increase Tax -550 0 0 +850
12 Individual savings account: indexation from 201 1-12 Tax 0 * -5 0
I3 SDLT: temporary relief for first time buyers Tax -230 -290 -30 -230
|4 SDLT: properties over £Im from 201 1-12 Tax +90 +70 +230 +90
I5 Support for Mortgage Interest Spend -165 - - —-165
16 Housing benefit reform? Spend 0 - - 0
17 Reduction in social security fraud and error Spend +115 - - +115
I8 Child tax credit: £4 supplement for children aged | and 2 from 2012-13* Spend 0 - - 0
19 Working tax credit: extend eligibility for over 60s from 2010-1 | Spend -10 - - -10
20 Additional age related payment to pensioner households Spend -600 - - -600
2| Saving Gateway: funding Spend -10 - - -10
Delivering on Environmental Goals
22 EU Emissions Trading Scheme auctions: amendments Tax 0 -10 0 0
23 VED: HGVs Tax -10 -10 -5 0
24 Company car tax: ultra-low carbon cars Tax 0 0 -5 0
25 Aggregates levy rate Tax 0 +5 +5 0
26 Landfill tax: increase in 2014-15° Tax 0 0 0 0
27 Enhanced capital allowances: amendments Tax +5 +5 +5 5
Ensuring Sustainability of the Public Finances
28 Alcohol duty: increase in rates in 2013-14 and 2014-15¢ Tax 0 0 0 0
29 Cider duty: increase in rates in 2010-11 Tax +15 +15 +15 +30
30 Tobacco duty: increase in rates from 2010-11 to 2014-15 Tax +35 +95 +155 +140
31 Fuel duty: increase in rates in 2014-157 Tax 0 0 0 0
32 Inheritance tax: freeze threshold from 2011-12 to 2014-158 Tax 0 +35 +110 0
Protecting Revenue and Administrative Changes
33 Gifts of qualifying investments to charities Tax +15 +15 +15 SlllS
34 Liechtenstein Disclosure Facility’ Tax +40 +320 +140 +40
35 Remittance basis: avoidance Tax +5 +5 +5 S
36 Loans to participators Tax +15 +15 +15 SlllS
37 Double Tax Relief: avoidance Tax 0 +75 +80 0
38 Share Incentive Plans: avoidance Tax +20 +20 +20 +20
39 Transactions in securities Tax +170 +65 +65 +170
40 Enhanced disclosure regime Tax +25 +50 +50 +25
41 Partnerships: avoidance of SDLT Tax +70 +80 +90 +70
42 Mixed use assets: VAT treatment Tax +15 +65 +60 +15
43 Extend financial securities Tax 0 * +5 0
44 Charity and trust tax reliefs: amendments Tax -15 -35 -60 -15
45 VAT: Place of supply of energy products Tax —-125 0 0 —-125
TOTAL POLICY DECISIONS: -1,415 +150 +705 -365
— Included within the existing spending growth assumptions for 201 |- 12 onwards.
* Negligible

! Costings reflect Budget 2010 economic forecast and assumptions.

2 The extension of the Young Persons’s Guarantee in 201 |- 12 costs £450m.

? The estimated yield of this measure rises to £50m in steady state.

* The estimated cost of this measure is £180m from 2012-13.

° The estimated yield of this measure is £70m in 2014-15.

¢ The estimated yield of this measure is £105m in 2013-14, and £190m in 2014-15.

7 The estimated yield of this measure is £425m in 2014-15.

8 This is in addition to the inheritance tax measure announcement at 2009 Pre-Budget Report set out in Table A2.
? The estimated yield for this measure is partly based on operational data since December 2009.
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A.6 Table A2 summarises the impact on government revenues and spending of measures
announced at the 2009 Pre-Budget Report, and also includes all other measures announced
since Budget 2009

Table A2: 2009 Pre-Budget Report policy decisions'?

(+ve is an Exchequer yield) £ million
Head 2010-11 2011-12 2012-13 2010-11
indexed indexed indexed non-indexed
Ensuring Sustainability of the Public finances
a Freeze higher rate threshold in 2012-13 Tax 0 0 +240 0
b Increase NICs primary threshold by £570 in 201 1-123 Tax 0 -1,430 -1,450 0
¢ Increase employer NICs rate by 0.5% from 201 |-123 Tax 0 +2,260 +2,360 0
d Increase main employee and self-employed NICs rate by 0.5% from 201 1-12% Tax 0 +1,920 +1,990 0
e Increase additional employee and self-employed NICs rate by 0.5%
from 201 1-123 Tax 0 +310 +330 0
f Pensions tax: updated income definition* Tax 0 0 +600 0
g Freeze Inheritance Tax threshold in 2010-1 | Tax +70 +170 +190 +70
h Bank payroll tax® Tax +1,300 0 0 +1,300
i Salary sacrifice: workplace canteens Tax 0 +110 +110 0
j Auto-enrolment: slower introduction® Tax 0 0 +100 0
Protecting Revenues
k Insurance Premium Tax: avoidance Tax +10 +10 +10 +10
| Index linked gilts Tax +40 +65 +40 +40
m  Financial products avoidance Tax +100 +100 +50 +100
n Foreign exchange: structured arrangements’ Tax +25 +85 +40 +25
o Substantial donors to charity: replacement of anti-avoidance legislation Tax * -10 -10 o
p Pensions tax: anti-forestalling rules Tax -80 0 0 -80
Supporting Business
q Rates on empty property: extension of temporary exemption Tax -135 +10 0 —-135
r Small Companies Rate of corporation tax: defer increase to 201 [-12 Tax -10 -380 -110 -10
s Patent Box from 2013-14° Tax 0 0 0 0
t Bingo Duty: reduce to 20% Tax -5 -10 -10 -5
u Seafarer’s Earning deduction Tax 0 -5 -5 0
v Venture Capital Schemes: State Aid changes Tax 0 -20 -30 0
w  Stamp Duty: exemption for company buybacks of shares of overseas branches Tax -5 -5 -5 -5
x Digital Britain: Landline Duty Tax +90 +175 +175 +90
y Strategic Investment Fund: addition’ Spend -110 0 0 -110
z Funding for Building Britain’s Future Spend +35 0 0 +35
Protecting the Environment
aa Climate change levy: reduction of relief from 2011-12 Tax 0 +50 +50 0
ab Fuel Benefit Charge: increase multiplier Tax +50 +45 +45 +50
ac Company Car Tax: extend bands from 2012-13 Tax 0 0 +120 0
ad Biofuels Duty Differential: limited extension Tax -10 -10 0 -10
ae Zero-carbon vehicles: tax reliefs Tax -5 -5 -5 -5
af Warm Front and Greener Boiler Incentive'® Spend -85 0 0 -85
Helping People Fairly''
ag Income tax: indexation of rates and tresholds Tax 0 0 0 0
ah National Insurance contributions: indexation of rates and limits Tax 0 0 0 -60
ai Tax relief for travel expenses Tax +35 +85 +85 +35
aj Childcare: employer supported childcare tax relief'? Tax/Spend 0 0 0 0
ak Extension of free school meals Spend -140 - - -140
al Benefits uprating Spend -700 0 0 -700
am Local authority guideline rents' Spend -115 - - -115
an Money Guidance rollout in 2010-11 Spend -10 0 0 -10
ao Working Tax Credits: extension to over 65s from 2010-1 | Spend -5 - - -5
ap Tackling benefit error Spend +95 - - +95
aq Housing Benefit: managing gains from Local Housing Allowance from 2011-12  Spend —-40 - - -40
ar Support for Mortgage Interest'* Spend -70 0 0 -70
as Gurkhas: removal of 1997 cut-off Spend —240 - - —240
at Cold Weather Payments Spend 0 0 0 0
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Table A2: 2009 Pre-Budget Report policy decisions'? (continued)

(+ve is an Exchequer yield) £ million

Head 2010-11 2011-12 2012-13 2010-11

indexed indexed indexed non-indexed

TOTAL POLICY DECISIONS +85 +3,520 +4,910 +25

au Reserve: support for military operations —2,500 0 0 —2,500
av Memo: Increase to Public Sector Current Expenditure 0 -7,700 —-6,900 0

— Included within the current spending growth assumption for 201 |- 12 onwards.

! This table also includes measures announced between Budget 2009 and the 2009 Pre-Budget Report.

? Costings reflect Budget 2010 economic forecast and assumptions.

? This is in addition to the 0.5 per cent NICs increase announced at the 2008 Pre-Budget Report set out in Table Al [.

*# This is in addition to the pensions tax relief measure announced at Budget 2009 set out in Table Al |. The net yield is £3.5 billion.

° This costing shows the net yield figure of £1.3bn (with an underlying gross figure of £2bn). More details on this costng are set out in paragraphs A.212 and chapter C.

¢ In 2013-14 the yield is £0.7 billion, in 2014-15 the yield is £1.6 billion.

7 This costing has been updated in light of increased information on related avoidance schemes.

8 The costs of this measure will rise to £1.3bn in steady state.

7 Total addition to the Strategic Investment Fund at PBR 2009 was £210m in 2010-11, including Barnett consequentials for non-reprioritised funding. £100m of this is funded through
reprioritisation.

1% Total funding for Warm Front and the Greener Boiler Incentive is £215m in 2010-1 | including Barnett consequentials for non-reprioritised funding. £130m of this is funded through
reprioritisation.

' Employment support package costing £45 million in 2009-10 and £355 million in 2010-1 1 funded by DWP underspend.

12 Employer supported childcare tax relief measure used to fund expansion of free childcare for 2 year olds.

13 Total support for Local Authority Guideline rents is £170m in 2010-11. £55m of this is funded through reprioritisation.

'* Total Support for Mortgage Interest in 2009-10 was £70m, including Barnett consequentials for non-reprioritised funding. £45m of this was funded through reprioritisation.

PERSONAL TAX, SUPPORT AND BENEFITS

Income Tax

Bands, rates A.7 As announced at the 2009 Pre-Budget Report, the income tax personal allowance for
and personal the under 65s, age related allowances and limits, the starting limit for savings and the basic
allowances rate limit will be maintained at their 2009-10 levels in 2010-11. (ag)

A.8 As announced at the 2009 Pre-Budget Report, the point at which individuals start to
pay the higher rate of income tax will be frozen in 2012-13. (a)

Table A3: Bands of taxable income

2009-10 £ per year 2010-11 £ per year
Basic'? rate (20 per cent) 0-37,400 Basic'? rate (20 per cent) 0-37,400
Higher? rate (40 per cent) Over 37,400 Higher? rate (40 per cent) 37,401-150,000

Additional rate (50 per cent) over 150,000

" From 2008-09 there is a 10 per cent starting rate for savings income only. The starting rate limit for savings is £2,440 for 2009-10 and will remain at this level for 2010-11. If an
individual's taxable non-savings income exceeds the starting rate limit, then the starting rate for savings will not be available for savings income.

?The rates available for dividends for the 2008-09 and 2009- 10 tax years are the |0 per cent basic rate and the 32.5 per cent higher rate. For the 2010- 11 tax year, as well as these
rates there is a new dividend additional rate of 42.5 per cent.
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Table A4: Income tax allowances

£ per year
2009-10 2010-11 Increase

Personal allowance

age under 65 6,475 6,475

age 65-74 9,490 9,490

age 75 and over 9,640 9,640 0
Married couple’s allowance'

age 75 and over 6,965 6,965

minumum amount? 2,670 2,670
Income limit for under 65 personal allowance N/A 100,000
Income limit for age-related allowances 22,900 22,900 0
Blind person’s allowance 1,890 1,890

! Available to people born before April 6 1935. Tax relief for this allowance is restricted to 10 per cent.

2This is also the maximum relief for maintenance payments where at least one of the parties is born before 6 April 1935.

NICs rates

NICs thresholds

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

A9 A one penny change in the Scottish variable rate (SVR) could be worth approximately
plus or minus £350 million in 2010-11 and plus or minus £400 in 2011-12. These figures do
not include an estimate of the behavioural impacts of invoking the Scottish variable rate. In
HM Treasury’s view, an amendment to the Scottish Parliament’s tax varying powers is not
required as a result of these changes.

A.10  TheWhite Paper Scotland’s Future in the United Kingdom, published in November 2009,
set out the Government’s response to the recommendations of the Calman commission.
Among other changes, the Government intends that the SVR will be replaced with a Scottish
rate of income tax, and that this will be legislated for during the next Parliament.

National insurance contributions

A.ll As announced at the 2009 Pre-Budget Report, from 6 April 2011, the employee,
employer and self-employed rates of national insurance contributions (NICs) will increase
by 0.5 per cent. This is in addition to the 0.5 per cent increase already announced at the 2008
Pre-Budget Report that also comes into effect on 6 April 2011. (c) (d) (e)

A.12 As announced at the 2009 Pre-Budget Report, the NICs thresholds and limits will
remain unchanged for 2010-11, with the exception of the Lower Earnings Limit, which will
rise in line with the Basic State Pension. The NICs flat rates and the employee, employer and
self-employed rates of NICs remain unchanged for 2010-11, with the exception of the special
Class 2 rate for volunteer development workers, which will rise to £4.85 a week. (ah)

A.I3  As announced at the 2009 Pre-Budget Report, from 6 April 2011, the primary NICs
threshold will be increased to the weekly equivalent of £570 more than the income tax
personal allowance. (b)
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Table A.5: Class | national insurance contribution rates 2010-11

Employee (primary) Employer (secondary)
Earnings' NIC rate? NIC rate’
£ per week per cent per cent
Below £97 (LEL) 0 0
£97 to £110 (PT/ST)* 0 0
£110 to £844 (UEL) I 12.8
Above £844 | 12.8

"' The limits are defined as LEL — lower earnings limit; PT — primary threshold; ST — secondary threshold; and UEL — upper earnings limit.

2The contracted-out rebate for primary contributions in 2010-11 is 1.6 per cent of earnings between the LEL and the Upper Accrual Point (UAP) of £770 for contracted-out salary-
related schemes (COSRS) and contracted-out money purchase (COMPS) schemes.

? The contracted-out rebate for secondary contributions is 3.7 per cent of earnings between the LEL and UAP for COSRS and 1.4 per cent for COMPS. For COMPS, an additional
age-related rebate is paid direct to the scheme following the end of the tax year.

*No NICs are actually payable but a notional Class | NIC will be deemed to have been paid in respect of earnings between LEL and PT to protect benefit entitlement.

Table A.6: Self-employed national insurance contribution rates 2010-11

Self employed NICs

Annual profits? Class 2' Class 4
£ per year £ per week per cent
Below £5,075 (SEE)? 0.00 0
£5,075 to £5,715 (LPL) 2.40 0
£5,715 to £43,875 (UPL) 2.40 8
Above £43,875 2.40 I

"'Class 2 NICs are paid at a weekly flat rate of £2.40 by all self-employed persons unless they have applied for a small earnings exception.
2The limits are defined as SEE — small earnings exception; LPL — lower profits limit and UPL — upper profits limit.
? The self-employed may apply for exception from paying Class 2 contributions if their earnings are less than, or expected to be less than, the level of the small earnings exception.

Tax credits, benefits and personal taxes

Working Tax A.l14 As announced at the 2009 Pre-Budget Report, from 6 April 2010, all elements of the
Credit Working Tax Credit (WTC), with the exception of the childcare element, will increase by 1.5
per cent. The disregard for the WTC in Housing Benefit will also increase by 1.5 per cent. (al)

A.15  The 2009 Pre-Budget Report announced, from 6 April 2011, people aged over 65 will
qualify for the WTC if they work at least 16 hours a week, rather than 30 as currently. Budget
2010 announces an extension to this eligibility to those aged over 60. (ao) (19)

A.l6  From 6 April 2011, payment of the childcare element of the WTC will become more
flexible for parents who have short, fixed periods of childcare costs. These parents will be
able to claim support when they need it over short periods rather than on an annualised
basis. (*)

A.I7  From April 2011, customers moving into work from the Employment and Support
Allowance with a limited capability for work will be automatically eligible for the disability
element in the WTC. (*)

Child Tax A.I8  As announced at the 2009 Pre-Budget Report, from 6 April 2010, elements of the
Credit Child Tax Credit (CTC), except the family, baby and child elements, will increase by 1.5 per
cent. The threshold for receipt of the maximum CTC award will rise to £16,190, reflecting the
income level at which a family in receipt of the basic and couple or lone parent elements of

the WTC would have their entitlement to the WTC tapered to zero. (al)
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A.19  From 6 April 2012, the child element of the CTC will be increased by £4 per week for
each child aged one and two. (18)

Table A.7: Working and Child Tax Credits rates and thresholds

£ per year
2009-10 2010-11 Increase

Working Tax Credit
Basic Element 1,890 1,920 30
Couple and lone parent element 1,860 1,890 30
30 hour element 775 790 15
Disabled worker element 2,530 2,570 40
Severe disability element 1,075 1,095 20
50 plus element, 16-29 hours 1,300 1,320 20
50 plus element, 30+ hours 1,935 1,965 30
Childcare element

maximum eliglible cost for one child £175 per week £175 per week -

maximum eligible cost for two or more children £300 per week £300 per week -

per cent of eligible costs covered 80% 80% -
Child Tax Credit
Family element 545 545 -
Family element, baby addition 545 545 -
Child element 2,235 2,300 65
Disabled child element 2,670 2,715 45
Severely disabled child element 1,075 1,095 20
Income thresholds and withdrawal rates
First income threshold 6,420 6,420 —
First withdrawal rate (per cent) 39% 39% -
Second income threshold 50,000 50,000 -
Second withdrawal rate (per cent) 6.67% 6.67% -
First threshold for those entitled to Child Tax Credit only 16,040 16,190 150
Income disregard 25,000 25,000 -

Child Benefit

Guardian’s
Allowance

Childcare
Support
Reform

Travel expenses
and the national
minimum wage

A.20 As announced at the 2009 Pre-Budget Report, from 12 April 2010, first and
subsequent child rates of Child Benefit will increase by 1.5 per cent. (al)

A2l  As announced at the 2009 Pre-Budget Report, from 12 April 2010, Guardian’s
Allowance will increase by 1.5 per cent. (al)

A.22  As announced on 4 December 2009, from 6 April 2011 all new users of Employer
Supported Childcare will receive income tax relief at the same amount as basic rate
taxpayers. Current users’ reliefs and exemptions will not be affected. (aj)

A.23  As announced on 4 December 2009, by 2015 the ten hours of free childcare offered
for the most disadvantaged two year olds will be extended to families on low or modest
incomes. Roll out will commence from April 2011. (aj)

A.24 The Government intends to introduce legislation as soon as possible in the next
Parliament that will retrospectively relax the ‘generally available’ conditions applicable to tax
exemptions on childcare vouchers and employer contracted childcare in order to clarify the
position of employers with employees at or near the National Minimum Wage. (*)

A.25 As announced at the 2009 Pre-Budget Report, a consultation was launched on 11
February 2010 (which closes on 6 May 2010), inviting views on a proposed solution to the
potentially exploitative arrangements for some workers paid at or near the National
Minimum Wage. It is proposed to take effect from 1 October 2010. (ai)
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A.26  Asannounced at the 2009 Pre-Budget Report, eligibility for Free School Meals will be
extended to primary school pupils in working families with a household income below
£16,190. The extension will be staged with the first roll out to eligible primary school pupils
in Key Stage 1 from September 2010 and the remaining pupils benefiting from September
2011. (ak)

A.27  As announced by the Prime Minister on 15 September 2009, fathers of babies due
from 6 April 2011 will be given the right to take up to six months additional paternity leave,
which can be taken once the mother has returned to work. The leave may be paid if taken
during the mother’s maternity pay period. (-)

A.28 As announced at the 2009 Pre-Budget Report, from 12 April 2010 the standard
minimum income guarantee in Pension Credit will increase above indexation to £132.60 a
week for a single pensioner and to £202.40 for a pensioner couple. (al)

A.29 As announced at the 2009 Pre-Budget Report, the restriction of pensions tax relief
from 6 April 2011 will apply to individuals with gross incomes of £150,000 and over, where
gross income incorporates all pension contributions. This will be subject to an income floor
at £130,000 (excluding the value of any employer contributions). The anti-forestalling regime
was also extended so that the special annual allowance applies to those on incomes of
£130,000 and over. This is an extension to the policy announced in Budget 2009. Following a
formal consultation, Budget 2010 announces how the restriction of relief will be applied and
delivered, and that deemed contributions to defined benefit pension schemes will be valued
using the age-related factors method. (f)

A30 As announced at the 2009 Pre-Budget Report, the rate of the special annual
allowance charge will be changed from 6 April 2010 to ensure that it continues to recover the
difference between the rate of relief given on pension contributions and the basic rate of tax,
following the introduction of the 50 per cent additional tax rate. (*)

A3l  Changes will be made to the pensions tax legislation at the beginning of the next
Parliament to enable the National Employment Savings Trust (NEST) to operate as a
registered pension scheme, to remove tax on interest charges on late contributions made by
employers to qualifying pension schemes, and to amend the tax rules on unauthorised
borrowing by registered pension schemes. (-)

A.32  As announced at the 2009 Pre-Budget Report, the introduction of the Government’s
private pension reforms will go ahead as planned from October 2012 but will be slowed to
give small businesses longer to adjust. Employers will now be brought onto the reforms over
4 years starting with largest to smallest. Reflecting this change, the second transitional period
for contributions will start from October 2016, reaching steady state from October 2017. (j)

A.33  As announced at the 2009 Pre-Budget Report, the Government will implement cap
and share reforms, limiting the contribution made by employers to pensions, in the Teachers,
NHS, Civil Service and Local Government Pension Schemes following their next actuarial
valuation.

A.34
additional £50 to households with someone aged over the female State Pension Age
alongside the Winter Fuel Payment in winter 2010-11. (20)

An additional £100 will be paid to households with someone aged over 80 and an
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A.35 Asannounced at the 2009 Pre-Budget Report, the increase in Cold Weather Payments
from £8.50 to £25 has continued for winter 2009-10. (at)

A.36  On 21 May 2009 the Home Secretary announced that all former Gurkhas who retired
prior to 1 July 1997 and completed four years service can apply to settle in the UK with their
spouses and dependent children. (as)

A.37  As announced at the 2009 Pre-Budget Report, a proportion of the increase expected
in April 2011 for certain benefits will be brought forward by a year. As such, Disability Living
Allowance, Carer’s Allowance, Attendance Allowance, Industrial Injuries Benefits, Statutory
Maternity Pay, Statutory Paternity Pay, Statutory Adoption Pay, Maternity Pay, and severe
disability premia in income-related benefits will increase by 1.5 per cent on 12 April 2010.
(al)

A.38  Asannounced at the 2009 Pre-Budget Report, a package of administrative reforms to
Housing Benefit will be introduced from April 2010. In addition, Housing Benefit reforms
previously announced at Budget 2009 will be delayed until April 2011. (aq)

A.39

expensive properties from October 2011. (16)

Budget 2010 announces measures to control Local Housing Allowance payments for

A.40 As announced at the 2009 Pre-Budget Report, the Government will introduce a
package of administrative reforms to the benefit system from 2010-11. This includes
measures to reduce the scope for fraud and error to ensure recipients receive correct

payments. (ap)

A.4l  Budget 2010 announces a further package of actions to prevent incorrect payments
in the benefits system. This will include measures to improve the interface between the IT
systems for different benefits, to enable the automatic cross-checking of information on
individuals’ circumstances, and to increase resources to review existing claims to identify
and remove overpayments. (17)

A.42  As announced at the 2009 Pre-Budget Report, the average guideline rent increase for
2010-11 will be reduced from 6.1 per cent to 3.1 per cent for local authority tenants. The
Housing Revenue Account Subsidy determination for 2010-11 including Local Authority
Average Guideline Rent increases was issued on 3 February 2010. (am)

A.43  As announced at the 2009 Pre-Budget Report, the standard interest rate applied to
the Support for Mortgage Interest scheme is maintained at 6.08 per cent for a further six
months until 31 June 2010. (ar)

A.44  Budget 2010 announces that the standard interest rate applied to the Support
for Mortgage Interest scheme will be frozen at 6.08 per cent for a further six months until
31 December 2010. (15)

A.45  From 6 April 2011, and annually for the duration of the next Parliament, Individual
Saving Account (ISA) investment limits will be indexed in line with Retail Prices Index (RPI).
The limits will be rounded each year to the nearest multiple of 120, to enable savers to plan
monthly savings more easily, and frozen in the event of negative RPI. (12)

A.46  The first Saving Gateway accounts will be available in July 2010. Eligibility for Saving
Gateway accounts is set out in the Saving Gateway Accounts Act 2009 and Saving Gateway
Accounts Regulations 2009. (21)

A.47  As announced at the 2009 Pre-Budget Report, from 6 April 2010 Shared Lives carers
(also known as Adult Placement Carers) will receive a tax free allowance for their caring
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income similar to the current Foster Care relief. From 9 December 2009 there has been no
loss of capital gains tax private residence relief where adult placement carers use part of their
home exclusively for the accommodation of an adult in care. Budget 2010 also announces
that the Government intends to extend the income tax exemption for adopters to those
caring for children under a Special Guardianship order or certain Residence Orders, from
6 April 2010. (*)

A.48 As announced at the 2009 Pre-Budget Report, legislation will be introduced to
remove the tax exemption for workplace canteens when used in conjunction with salary
sacrifice or flexible benefit arrangements. This will be effective from 6 April 2011. (i)

A.49  Following the introduction of the new additional rates of income tax, the
Government intends to introduce legislation as soon as possible in the next Parliament,
effective from 6 April 2010, to allow life insurance deficiency relief at the additional rate (and
dividend additional rate). (*)

A.50
legislation as soon as possible in the next Parliament to extend the seafarers earnings
deduction to EU and European Economic Area resident seafarers. (u)

TAXES ON CHARGEABLE GAINS, INHERITANCE TAX, ASSETS
AND PROPERTY

As announced at the 2009 Pre-Budget Report, the Government intends to introduce

A5l A5 per cent rate of stamp duty land tax will be introduced in 2011-12 for purchases
of residential property worth over £1 million. (14)

A.52  Atwo-year relief from stamp duty land tax for first time buyers of residential property
up to £250,000 will take effect from the 25 March 2010. (13)

A.53  The Government intends to introduce legislation as soon as possible in the next
Parliament to allow UK-REITs to issue optional stock dividends as part of their property
income distribution requirement. (-)

A.54  The inheritance tax allowance will be frozen at its 2009-10 level of £325,000 until
2014-15. This extends the 2009 Pre-Budget Report announcement, which froze the allowance
at its 2009-10 level in 2010-11. (g) (32)

A.55  With effect from 6 April 2010, where settlors are liable to income tax on trust income
at a lower rate of tax than paid by the trustees, they will be required to pay the difference to
the trustees and these resulting payments will be disregarded for inheritance tax purposes.
The Government intends to legislate as soon as possible in the next Parliament. (*)

A.56
Parliament, which will apply retrospectively to April 2006, to help trusts specifically set up to
compensate asbestos victims, but which have been unable to access tax efficient structures
for the benefit of victims. (44)

The Government intends to introduce legislation as soon as possible in the next

A.57  From 6 April 2010, the capital gains tax entrepreneurs’ relief lifetime limit will be
increased from £1 million to £2 million. (1)

A.58 From 6 April 2010, the capital gains tax annual exempt amount will be held in line
with statutory indexation at £10,100 for 2010-11. (-)
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BUSINESS AND FINANCIAL SERVICES

A.59
28 per cent on profits of companies other than ring fence profits, and 30 per cent on ring
fence profits. (-)

The main rate of corporation tax will remain unchanged for financial year 2011-12 at

A.60 As announced at the 2009 Pre-Budget Report, the planned increase in the small
companies’ rate of corporation tax is being deferred for one year; and the rate will remain at
21 per cent for the financial year 2010-11. (r)

A.6l  The Annual Investment Allowance for qualifying capital expenditure on plant and
machinery will be raised to £100,000 from April 2010. A targeted anti-avoidance rule will also
be introduced from 24 March 2010. (2)

A.62  The level of small business rate relief in England will be temporarily increased for
one year, from 1 October 2010, to give full relief for eligible businesses occupying premises
with a rateable value of up to £6,000 and tapering relief to £12,000. (3)

A.63 HMRC will enhance the online support it provides to SMEs by the end of 2011,
including personalising businesslink.gov.uk for start-ups and making it easier for businesses
to register for multiple taxes online with a single interactive form. (5)

A.64 The Government intends to introduce legislation to create a new statutory credit
adjudicator, to support small businesses seeking access to finance. (6)

A.65 With effect from 1 April 2011, a measure will be introduced to further reform and
simplify the associated company rules as they apply to the small companies’ rate of
corporation tax. (*)

A.66
Parliament to amend those aspects of corporate tax group relief rules that cover Consortium
Relief so that EU and EEA-resident companies engaged in UK consortia will be allowed to
pass on the losses of those consortia to their UK-resident subsidiaries. At the same time,
legislation will be introduced to strengthen rules designed to ensure that access to

The Governement intends to introduce legislation soon as possible in the next

consortium relief is given only in proper proportion to the member company’s involvement
in the consortium. (-)

A.67 As announced at the 2009 Pre-Budget Report, the temporary increase in the
threshold for empty property relief will be extended for a further year, to a rateable value of
£18,000 in 2010-11. (q)

A.68 As announced at the 2009 Pre-Budget Report, a bank payroll tax will apply to banks
that award discretionary bonuses, in whatever form, above £25,000 in the period from
9 December 2009 to 5 April 2010. The banks awarding these bonuses will pay a payroll tax of
50 per cent on the excess bonus over £25,000. (h)

A.69 As announced at the 2009 Pre-Budget Report, a Patent Box will be introduced,
applying a 10 per cent rate of corporation tax to income from patents from 1 April 2013. (s)

A.70  As announced at the 2009 Pre-Budget Report, legislation will be introduced to
abolish the condition requiring that any intellectual property (IP) deriving from the R&D be
owned by the company making the claim. Legislation will be effective for any expenditure
incurred by a Small or Medium sized Enterprise (SME) on R&D in an accounting period
ending on or after 9 December 2009. (*)

Budget 2010 129



BUDGET POLICY DECISIONS FSBR

130

Capital
distributions

Landline duty

Film tax relief

Video games
industry relief

Debt cap

Venture
Capital
Schemes

UK oil and gas
fiscal regime

Life insurance
companies

Budget 2010

A7l  As announced on 24 February 2010, the Government will end uncertainty over the
tax treatment of some types of distributions made to UK companies, in order to prevent
disruption of commercial transactions. The Government intends to introduce legislation as
soon as possible in the next Parliament, to apply retrospectively, but companies will be able
to opt out of the retrospective effect. (-)

A.72  As announced in the Digital Britain White Paper published on 16 June 2009, a new
duty will be introduced to help fund the roll-out of Next Generation Access (super-fast
broadband). The duty is a 50 pence per month charge on landlines and will be introduced on
1 October 2010. (x)

A.73  As announced at the 2009 Pre-Budget Report, with effect from 9 December 2009,
legislation will be introduced to correct an unintended anomaly affecting the amount of tax
credit claimable where films are produced over more than one accounting period. (-)

A.74  Following consultation on design, a tax relief for the UK video games industry will be
introduced, subject to state aid approval from the European Commission. (4)

A.75  As a result of further consultation with business on the practical working of the
worldwide debt cap rules, a small number of additional changes are being made to the draft
legislation published alongside the 2009 Pre-Budget Report. These changes will be effective
from 1 January 2010. (*)

A.76  As announced at the 2009 Pre-Budget Report, the Government intends to introduce
legislation as soon as possible in the next Parliament for the changes required as a condition
for the state aid approval of the UK’s tax advantaged venture capital schemes. The changes
will have effect on and after the date that the bill receives Royal Assent, with the exception of
the definition of eligible shares for VCTs, which will not affect monies raised by the VCT
before that date. (v)

A.77  As announced on 27 January 2010, secondary legislation has been introduced to
extend the scope of the field allowance to remote deep water gas fields as are found in the
West of Shetland area, with effect from 5th March 2010. (-)

A.78 As announced at the 2009 Pre-Budget Report, secondary legislation will be
introduced as soon as possible in the next Parliament to extend the scope of the Ultra
High Pressure High Temperature field allowance that acts to reduce the initial tax paid by
qualifying new developments. (*)

A.79  As announced at the 2009 Pre-Budget Report, technical changes will be introduced
to the oil and gas fiscal regime. This ensures legislation that removes chargeable gains from
oil and gas licence swaps is effective in its application to commercial transactions, from
24 March 2010; it extends the scope of the ring fence reinvestment relief to allow the relief to
apply, from 24 March 2010, when proceeds are reinvested in exploration and development
expenditure, including drilling costs; and it ensures that the field allowance introduced in
Finance Act 2009 can be available to fields that have previously been decommissioned, from
22 April 2009. (*)

A.80 With effect from 24 March 2010, technical changes will be introduced to the ring
fence reinvestment relief rules to enable the relief to apply, as originally intended, when a
group company makes the reinvestment. (-)

A.8]  The Government intends to modify the transfer of business rules for life insurance
companies. (-)
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A.82 The Government intends to introduce legislation to provide regulation making
powers so that where action is taken by the Financial Services Compensation Scheme (FSCS)
to protect policyholders with insurance and annuity contracts, the tax treatment remains
broadly as if the FSCS had not intervened. It will have effect from Royal Assent of Finance Bill
2010. (-)

A.83  As announced at the 2009 Pre-Budget Report, the Government intends to introduce
legislation to enable amendments to be made to the corporation tax rules on financial
instruments when necessitated by changes to accountancy standards, with effect for periods
for which such changes are adopted. (-)

A.84 Asannounced on 7 September 2009, a company’s purchase of its own shares, held on
an overseas branch register, is regarded as exempt from stamp duty unless the instrument
transfer is executed in the UK. (w)

A.85 Budget 2010 announces that clearing relief rules for stamp taxes on shares are
clarified by explicitly including members of clearing houses and their nominees. The
Government intends to introduce legislation that will be effective from when Finance Bill
2010 receives Royal Assent. (-)

A.86 The treatment of chargeable gains for investors subject to corporation tax in some
contract-based offshore funds will change to fully align the treatment with that of overseas
unit trusts, with effect from 1 April 2010. (*)

A.87 Following the introduction of the new offshore funds regime (announced at Budget
2009) on 1 December 2009, amendments were introduced to the regulations that came into
effect on 1 December 2009 in order to assist with transitional provisions. (-)

A.88 A new tax regime for funds investing in non-reporting offshore funds was introduced
on 6 March 2010 for authorised investment funds investing more than 20 per cent in non-
reporting offshore funds. (-)

A.89 As announced at the 2009 Pre-Budget Report, regulations have been introduced,
with effect for the most part from 22 April 2009, to ensure that tax does not act as a barrier to
transfers of engagements between mutual societies, or to demutualisations. (-)

VALUE ADDED TAX

A.90 As announced at the 2009 Pre-Budget Report, the flat rates were amended on
1 January 2010 to take account of latest sectoral data and the return of the standard VAT rate
to 17.5 per cent. (*)

A.91 From 1 April 2010, the VAT registration threshold will be increased from £68,000 to
£70,000 and the deregistration threshold from £66,000 to £68,000. (-)

A.92  From 1 January 2010, some amendments have been made to the Tour Operators’ VAT
Margin Scheme to ensure full compliance with EU law.

A.93  The VAT and excise duties revenue sharing agreement between the UK and the Isle of
Man was recalibrated in October 2009, with effect from 2010-11.

A.94 As announced on 31 July 2009, with immediate effect, a VAT zero rate for emissions
allowances (also known as carbon credits) was introduced to counter an emerging Missing
Trader Intra-Community (MTIC) fraud threat. (*)

Budget 2010 131



BuDGET POLICY DECISIONS

FSBR

VAT fraud
reverse charge

VAT and postal
services

Treatment of
supplies of
aircraft

VAT place of
supply

VAT partial
exemption

VAT option to tax

VAT business and
non-business
assets

Fuel duty

Fuel benefit
charge

Fuel scale
charges

VED

132 Budget 2010

A.95 Finance Bill 2010 will enable a reverse charge to be applied to services used in
Missing Trader fraud, amending the existing provision available in respect of goods used in
the fraud. (*)

A.96 From 31 January 2011 VAT will be applied at the standard rate to certain postal
services provided by the universal service provider (Royal Mail). The zero rating for passenger
transport services will also be updated to reflect the status of the provider of a passenger
transport service made in conjunction with its postal services. (*)

A.97  With effect from 1 August 2010, the scope of the zero rate for aircraft supplies will be
amended from one based on the aircraft’s weight and usage to one based on the status of the
customer. (*)

A.98 From 1 January 2011, the scope of special rules for natural gas, simplifying VAT
treatment for business, will be adjusted and the rules (which already include electricity) will
be extended to heat and cooling networks. (45)

A.99  From 1 April 2010 the basis on which businesses calculate the amount of VAT they
can recover will be simplified. (*)

A.100 From 1 April 2010 amendments will be made to simplify the option to tax regime. (*)

A.I0l  As announced on 22 January 2010, measures will be introduced to protect revenues
tied up in certain existing Lennartz schemes. In addition, from 1 January 2011 the use of
Lennartz arrangements for certain assets will be withdrawn. (42)

ENVIRONMENT AND TRANSPORT

A.102 On 1 April 2010, the main fuel duty rate will increase by one penny per litre. It will
then rise by a further one penny per litre on 1 October 2010 and by 0.76 pence per litre on
1 January 2011. On the same dates: leaded petrol will rise by the same amount as main fuel
duty; rebated oils rates will rise in proportion to the main fuel duty rate; and the duty
differential for compressed natural gas will be maintained. (11)

A.103  On 1 April 2010, the duty differential for liquefied petroleum gas will be reduced by 1
penny per litre. Also on 1 April 2010, the duty rate for aviation gasoline will rise by 3.78 pence
per litre in order to meet EU minima. (11)

A.104 Fuel duty will rise by one penny per litre in real terms in April 2014. This is an
extension of the Budget 2009 announcement, which increased fuel duty by one penny per
litre in real terms in each April from 2011 to 2013. (31)

A.105 As announced at Budget 2008, the 20 pence per litre biofuels duty differential will
cease from 1 April 2010 and biofuels will be charged the main duty rate. As announced at the
2009 Pre-Budget Report, the duty differential will continue for biodiesel produced from used
cooking oil for two years. (ad)

A.106 As announced at the 2009 Pre-Budget Report, from 6 April 2010, the fuel benefit
charge multiplier for company cars will increase from £16,900 to £18,000.The van fuel benefit
charge will increase from £500 to £550. (ab)

A.1I07 From 1 May 2010, the VAT fuel scale charges will be revised to reflect updated fuel
prices. (*)

A.1I08 As announced at the 2009 Pre-Budget Report, from 1 April 2010, the VED rate for
motorcycles over 600cc will increase by £4 to £70, and the rate for motorcycles between 401cc
and 600cc will increase by £2 to £50. Rates for motorcycles of 400cc or less will be frozen. (*)
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A.I09 As confirmed in Budget 2009, rates for car VED from 1 April 2010 are set out in tables
A8a and A8b.

A.lI0  VED for heavy goods vehicles, and all related rates will be frozen in 2010-11. From
1 April 2011, some additional exceptional rates will be introduced, based on the weight
categories and suspension type set out in EU regulations. These will only apply to vehicles
that would otherwise be below EU minimum rates. The number, and value of these
exceptional rates will be announced after the relevant exchange rate data is available in
October. (23)

A.lll Reduced Pollution Certificates (RPCs), which offer a VED discount, will be available
for vehicles that achieve early compliance with the Euro VI air quality standard. The discount
will be restricted to vehicles registered before the new standard becomes mandatory and will
be time limited to five years. (23)

Table A8a: VED bands and rates for cars registered on or after | March
2001 (graduated VED)

2010-11
CO, emissions standard first-year
VED band (g/km) rate (£)' rate (£)'
A Up to 100 0 0
B 101 -110 20 0
C In1-120 30 0
D 121 - 130 90 0
E 131 - 140 110 110
F 141 - 150 125 125
G 151 - 165 155 155
H 166 - 175 180 250
| 176 - 185 200 300
J 186 - 200 235 425
K2 201 - 225 245 550
L 226 - 255 425 750
M Over 255 435 950

! Alternative fuel discount: £10
2 Includes cars emitting over 225g/km registered between | March 2001 and 23 March 2006

Table A8b: VED bands and rates for private and light goods vehicles
registered before | March 2001 (pre-graduated VED)

Engine size 2010-11 (£)
1549cc and below 125
Above 1549cc 205

A.ll2  As announced at the 2009 Pre-Budget Report, from 6 April 2012 the 10 per cent
category for cars emitting 120g CO, per km or less will be removed, and the system of bands
will be extended so that they increase by 1 percentage point with every 5g CO, per km
increase in emissions, from 10 per cent. Cars that emit 99g CO, per km or less will be subject
to tax on 10 per cent of their list price. (ac)

A.lI3  As announced at the 2009 Pre-Budget Report, from 6 April 2010, all company cars
and vans emitting zero CO, will be exempt from company car tax for five years. (*)

A.ll4  Budget 2010 announces that company cars emitting between 1 and 75g CO, per km
will be subject to tax of 5 per cent of their list price for 5 years from 6 April 2010. (24)
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A.ll5 On 14 November 2009, HMRC published guidance announcing changes to the
regime on car averaging for businesses that provide different company cars to their
employees over the year. This will take effect from April 2010. (-)

A.ll6  As announced at the 2009 Pre-Budget Report, from 1 April 2010 (for corporation tax)
and 6 April 2010 (for income tax) a 100 per cent first-year allowance will be provided for the
purchase of new goods vehicles emitting zero CO2. Budget 2010 confirms that this will be in
place for 5 years. (ae)

A.ll7  The Government intends to opt nitrous oxide gases from nitric acid production into
the EU Emission Trading System from 2011. (22)

A.lI8 The standard rate of landfill tax will increase by £8 per tonne from 1 April 2014. The
rate will not fall below £80 per tonne in the future. The lower rate of landfill tax will remain
frozen at £2.50 per tonne in 2011-12. (26)

A.ll9  Following consultation, the list of wastes that qualify for the lower rate of landfill tax
will remain broadly the same as present. A new qualifying criteria will be published later this
year. There will be no changes to the way that waste disposal is defined in legislation for tax
purposes. (%)

A.120 The landfill communities fund will increase in line with inflation in 2010-11 to £74
million. (-)

A.12I  As announced at the 2009 Pre-Budget Report, from 1 April 2011 the climate change
levy (CCL) discount available to energy intensive sectors participating in the climate change
agreements (CCA) scheme will reduce from 80 to 65 per cent across all taxable commodities.
(aa)

A.122  As announced at the 2009 Pre-Budget Report, the plastics and laundries sectors were
admitted to the CCA scheme on 1 October 2009 and 1 December 2009 respectively. (-)

A.123  CCL rates will increase in line with inflation in 2011-12. (-)

A.124  Aggregates levy will increase from £2.00 per tonne to £2.10 per tonne on 1 April 2011.
(25)

A.125 The Government is seeking EU state aid approval to extend the Aggregates Levy
Credit Scheme (ALCS) in Northern Ireland for a further ten years from 31 March 2011. (-)

A.126 The lists of designated energy saving and water-efficient technologies qualifying for
100 per cent enhanced first-year capital allowance will be updated during 2010, subject to
agreement with the European Commission. (27)

OTHER INDIRECT TAXES AND DUTIES

A.127  Duties on tobacco will increase by 1 per cent above inflation on 24 March 2010. From
2011-12 to 2014-15, duties on tobacco will increase by 2 per cent above inflation each year.
(30)
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Table A9: Changes to tobacco duties

Effect of tax' on
typical item (increase

in pence) Unit
Cigarettes 15 packet of 20
Cigars 6 packet of 5
Hand-rolling tobacco 15 25g
Pipe tobacco 9 25g

! Tax refers to duty plus VAT,

Alcohol duty A.I128 As announced at Budget 2008, alcohol duty rates on beer, wine and spirits will

Betting and
gaming duties

Tax avoidance
disclosure
regime

increase by 2 per cent above inflation on 29 March 2010.

A.129  Cider duty rates will increase by 10 per cent above inflation on 29 March 2010. From
1 September 2010, the technical definition of cider will be changed. (29)

A.130  Alcohol duty rates on all products will increase by 2 per cent above inflation for a
further two years until 2014-15. (28)

Table Al10: Changes to alcohol duties

Effect of tax' on
typical item (increase

in pence) Unit
Beer 2 Pint of beer @ 4.2% abv
Wine 2 175ml glass typical strength
Wine 10 75cl bottle typical strength
Sparkling Wine 12 75cl bottle typical strength
Spirits 36 70cl bottle @ 37.5% abv
Spirits-based RTDs 2 275ml bottle @ 5.4% abv
Cider 5 Litre bottle typical strength
Sparkling Cider 9 75cl bottle typical strength

! Tax refers to duty plus VAT

A.I31  As announced at the 2009 Pre-Budget Report, the rate of bingo duty will reduce to 20
per cent for accounting periods starting on or after 29 March 2010. (t)

A.I32 From 4pm on 26 March 2010 all rates of amusement machine licence duty will be
increased in line with inflation. (-)

A.I33  Gaming duty bands will increase in line with inflation for accounting periods starting
on or after 1 April 2010. (-)

PROTECTING TAX REVENUES

A.134 The Government intends to introduce legislation revising the Disclosure Of Tax
Avoidance Schemes (DOTAS) regime and providing for increased penalties for failure to
comply with the rules. The substantive powers will come into effect at a later time appointed
by Order. New Regulations, not dependent upon new legislation, will revise and extend the
DOTAS ‘hallmarks’ (descriptions of schemes required to be disclosed). (40)
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A.135 As announced at the 2009 Pre-Budget Report, two schemes that had been used to
avoid inheritance tax through the use of trusts were closed down with immediate effect from
9 December 2009. (-)

A.136 At Finance Bill 2009, with effect from 22 April 2009, the special annual allowance was
amended to provide more protection for those making pension contributions less regularly
than quarterly. Where irregular contributions of more than £20,000 have been made over the
last three years, the special annual allowance is the average of those contributions with an
upper limit of £30,000. (p)

A.137  As announced at the 2009 Pre-Budget Report, with effect from 9 December 2009,
legislation will be introduced to prevent companies from exploiting a weakness in the
legislation that would allow a group to sell a lessor company without suffering the full effect
of the charge imposed by the Schedule. (-)

A.I38 As announced at the 2009 Pre-Budget Report, with effect from 9 December 2009,
an option for companies to elect to defer the immediate tax charge under the sale of lessor
companies legislation will be introduced. Budget 2010 announces the publication of further
draft legislation to prevent alternative treatment being used for tax avoidance purposes. (-)

A.139  From 1 April 2010, leases of cushion gas will be deemed to be long funding leases
and cushion gas will qualify for plant and machinery allowances at the special rate of 10 per
cent. (%)

A.140 With effect from the announcement made on 21 July 2009, legislation was introduced
to prevent tax avoidance through the transfer of an entitlement to benefit from capital
allowances where the tax written down value of the plant or machinery exceeds its balance
sheet value. Minor amendments were announced in Pre-Budget Report 2009. (-)

A.l141  On 6 January 2010, the Government announced action with immediate effect to
close a loophole and prevent corporate tax avoidance where trade assets are transferred out
of an overseas branch of a UK company. (-)

A.142  As announced at the 2009 Pre-Budget Report, HMRC will apply a more consistent
approach to the collection of debts when a tribunal or court has found against the taxpayer
but there is a further appeal. This will apply to decisions made on or after 1 April 2010. (-)

A.143  As announced at the 2009 Pre-Budget Report, from 6 April 2010 HMRC will require
businesses applying for Time-To-Pay for debts of £1 million or over to provide an
Independent Business Review in support of their request. (*)

A.l144  With effect from the announcement made on 21 October 2009, the Government
intends to introduce legislation to prevent abuse of the rules on sideways loss relief. (-)

A.145 With effect from the announcement made on 21 May 2009, legislation was
introduced in Finance Bill 2009, to prevent terminal loss relief from being accessed via
artificial cessations of trade. (-)

A.l146 The Government is committed to replacing the anti-avoidance rules relating to
substantial donors to charities and will continue to explore the details of the proposed new
purpose test. (0)

A.147 The Government intends to introduce legislation to close down a tax avoidance
scheme involving relief for gifts of shares to charity, with effect from 15 December 2009,
when this action was first announced. (33)
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A.148 The Government intends to introduce legislation with immediate effect, to counter
tax advantages arising from certain transactions in securities. The changes also close a
loophole used to avoid tax. (39)

A.149  Legislation to extend to PAYE and NICs the power for HMRC to require financial
securities from non-compliant business will be introduced and come into effect on 6 April
2011. (43)

A.I50 With effect from the announcement made on 21 October 2009, legislation will be
introduced to counter the abuse of the double tax relief rules through the use of unauthorised
unit trusts, manufactured overseas dividends and manufactured interest payments. (m)

A.I51  As announced at the 2009 Pre-Budget Report, with effect from 9 December 2009,
legislation will be introduced to ensure the tax exemption for the inflationary return of an
index-linked gilt cannot be exploited for avoidance purposes. (1)

A.152 As announced on 14 October 2009 and 9 November 2009, legislation will be
introduced to prevent companies not in financial difficulties from buying back debt at a
discount to the amount borrowed, without being subject to tax, unless the debt is exchanged
for new debt of the same value or for the issue of ordinary shares. (-)

A.I53  As announced at the 2009 Pre-Budget Report, the Government intends to introduce
legislation with effect from 1 April 2010 to substantially reduce Exchequer risk from
overhedging and underhedging transactions using loans and derivatives. With effect from
Royal Assent of Finance Bill 2010, the Government introduces a new power to enable these
provisions to be extended, in the case of banks and other financial traders, to instruments
other than loans and derivatives. Regulations made under this power will be effective from
the date that they are made. (n)

A.I54 As announced at the 2009 Pre-Budget Report, with effect from 9 December 2009, the
Government intends to introduce legislation to change the current apportionment rules for
life insurance companies so that amounts representing deferred profits are always taxed at
the appropriate effective tax rate whenever they accrue and emerge. (-)

A.I55 With effect from the announcement made on 1 October 2009, action will be taken to
prevent tax avoidance where UK shares, intended for non-EU markets, are deliberately
routed through EU clearance services or depositary banks. (-)

A.156 From 1 April 2010, the UK’s tax reliefs for charities and charitable donations will be
extended to the EU, subject to a new definition of a body entitled to charity tax reliefs. (44)

A.I57 As announced at the 2009 Pre-Budget Report, a loophole through which fees are
artificially carved out of a taxable insurance contract to avoid insurance premium tax is
being closed. Following further consultation with industry, revisions will be made to the draft
legislation published alongside the Pre-Budget Report. The measure will apply with effect
from 24 March 2010. (k)

A.I58 As announced at the 2009 Pre-Budget Report, with effect from 9 December 2009,
legislation will be introduced to counter two types of avoidance involving the leasing of plant
and machinery. (-)

A.I59  With effect from 6 April 2010, the definition of a relevant person will be amended to
prevent avoidance of the remittance basis rules. (35)
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A.160 With effect from the announcement made on 16 December 2009, Capital Gains Tax
relief has not been available for losses on transfers from bank accounts in a foreign currency
if the transfer is liable to income tax on the remittance basis. (-)

A.161  As announced at the 2009 Pre-Budget Report, from 1 April 2011 there will be a new
regime for claims to recover overpaid stamp duty land tax and petroleum revenue tax. (*)

A.162 The Government intends to introduce legislation to provide tougher penalties
for failing to declare offshore tax liabilities, linking the level of the penalty with the tax
transparency of the jurisdiction in which the income arises. Effective from 6 April 2011. (¥)

A.163 As announced on 9 February 2010, with effect from 1 October 2007, the Government
intends to introduce legislation to clarify the corporation tax treatment of manufactured
payments received in the course of sale and repurchase transactions. (-)

A.164 Legislative amendments to Double Tax Relief rules will be introduced, with effect
from 1 April 2010, to ensure that deductions for foreign tax from any foreign income can only
be taken where the foreign tax has been included in income taxable in the UK. (37)

A.I65 The Government intends to introduce legislation to counter avoidance involving the
release of loans to participators by close companies. From 24 March 2010 these companies
will be denied a corporation tax deduction for such a release or write-off. (36)

A.166 To help combat the smuggling of tobacco into the UK by post, the Government
intends to introduce legislation to strengthen customs powers to open suspect postal packets
without first telling the addressee, with effect from Royal Assent of Finance Bill 2010. (*)

A.167 The Government intends to introduce legislation, with effect from 24 March 2010, to
prevent the use of options over shares in companies under the control of listed companies in
the Company Share Option Plan (CSOP). (*)

A.168 The Government intends to introduce legislation, with effect from midnight on 24
March 2010, to tackle the exploitation for tax avoidance of the stamp duty land tax
partnerships rules. (41)

A.169 As announced at the 2009 Pre-Budget Report, a consultation on legislation to retain
the effect of seven Extra Statutory Concessions (ESCs), and nine ESCs will be withdrawn on 9
December 2010. (*)

A.I70 A response document is published following consultation on modernising
compliance checking powers for excise duties. (*)

A.I71 A response document is published following consultation on completing the
harmonisation of interest charged by HMRC across different tax regimes. (*)

A.I72 A response document is published following consultation on completing the
modernisation of HMRC'’ late filing and late payment penalty regimes. (*)

A.I73  As announced at the 2009 Pre-Budget Report, the Government will legislate the
Equitable Liability extra statutory concession. The concession will continue to operate until
legislation is introduced. (*)

A.I74  As a result of an agreement between Liechtenstein and the UK in August 2009, the
Liechtenstein disclosure facility allows people with unpaid taxes linked to investments or
assets in Liechtenstein to settle their tax liability, including interest and penalties. This runs
until 31 March 2015. (34)
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A.I75 The Government intends to introduce legislation, with immediate effect, to counter
tax avoidance that exploits the Share Incentive Plan (SIP), a tax advantaged employee share
scheme. (38)

OTHER SPENDING MEASURES

A.I76 As announced at the 2009 Pre-Budget Report, for 2010-11, an additional £2.5 billion
will be added to the Reserve to ensure that sufficient funding is available for military
operations in Afghanistan. (au)

A.I77  The spending announcements in Building Britain’s Future published in June 2009
were funded by reprioritisation from within existing budgets. This included a net reprofiling
of £35 million from 2009-10 to 2010-11. (z)

A.I78 Asannounced at the 2009 Pre-Budget Report, additional funding of £210m, including
Barnett consequentials and £100m of reprioritisation, will be allocated in 2010-11 for the
Strategic Investment Fund. (y)

A.I79 Asannounced at the 2009 Pre-Budget Report, additional funding of £210m, including
Barnett consequentials and of £130m of reprioritisation, will be allocated in 2010-11 to
provide heating and insulation for vulnerable low income households through the Warm
Front scheme; and to provide an incentive to households replacing inefficient boilers. (af)

Budget 2010 announces a spending package of £385 million to support university
places and innovation, of which £150 million is from reprioritisation, and a package of £385
million for investment in transport, of which £80 million is from reprioritisation. (7) (8) (9)

A.180 The 2009 Pre-Budget Report brought forward the Young Persons Guarantee, so that
beginning from January 2010 18 to 24 year olds would be guaranteed a job, work placement
or work-related skills training from 6 months of their job seeker’s allowance claim, and would
be required to take up this place from 10 months. Budget 2010 further extends the Guarantee
for an additional year until April 2012. (10)

A.18]  As announced at the 2009 Pre-Budget Report, the Government and the FSA will
provide £20 million in 2010-11 to fund the national roll-out of the Money Guidance service.
The Chancellor announced the national launch of the service on 11 March 2010. (an)

A.182 As announced at the 2009 Pre-Budget Report, current spending will grow by an
average of 0.8 per cent a year in real terms from 2011-12 to 2014-15, helping to sustain public
finances in the medium term. (av)
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APPENDIX Al: MEASURES ANNOUNCED IN BUDGET 2009

OR EARLIER

Table Al I: Measures announced in Budget 2009 or earlier which take effect from
April 2010 or later

(+ve is an Exchequer yield) £ million
Head 2010-11 2011-12 2012-13 2010-11
indexed indexed indexed non-indexed
Measures announced in Budget 2009 or earlier'
a  Child Trust Fund: extra payments for disabled children Spend -5 - - -5
b Increase Child Element of Child Tax Credit Spend -170 - - -140
¢ Housing Benefit/Council Tax Benefit overpayments: remove double
subsidy provision Spend +10 - - +10
d Housing Benefit/Council Tax Benefit: earnings disregard Spend -5 - - -5
e Housing Benefit: managing gains from Local Housing Allowance Spend +145 - - + 145
f Reassessment of work capability of incapacity benefit claimants Spend -10 - - -10
g Removal of Enterprise Zone Allowances Tax -25 +15 * -25
h  Publishing names of serious tax defaulters Tax +20 +30 +30 +20
| Repeal furnished holiday lettings rules Tax -10 +25 +15 -10
j Freeze basic rate limitin 2011-12 Tax 0 +280 +680 0
k Income Tax: full withdrawal of personal allowance from £100,000 from 2010-112 Tax +900 +1,470 +1,470 +900
| Income Tax: increase additional rate to 50% from £150,000 and increase
trust rate to 50% from 2010-1 |3 Tax +1,300 +3,050 +2,660 +1,300
m  Align the NICs primary threshold with personal allowance in 201 | -12* Tax 0 -1,640 -1,660 0
n Increase main employee NICs rate by 0.5% from 201 1-12* Tax 0 +1,860 +1,950 0
o Increase additional employee NICs rate by 0.5% from 201 |-12* Tax 0 +290 +300 0
p Increase employer NICs rate by 0.5% from 201 1-12* Tax 0 +2,260 +2,360 0
q Increase main self-employed rate of NICs by 0.5% from 201 I-12* Tax 0 +120 +130 0
r Increase additional self-employed NICs rate by 0.5% from 201 |-12* Tax 0 +20 +20 0
s Pensions Tax: restrict tax relief to 20% above £150,000 from 201 [-12° Tax 0 +200 +2,900 0
t Freeze pension lifetime and annual allowance from 201 1-12 for 5 years Tax +200 +400 +450 +200
u Company car tax (Budget 2008) Tax +85 +75 +70 +85
v Company car tax (Budget 2009) Tax 0 +85 +75 0
w  Vehicle excise duty Tax -5 -5 -5 -5
x Biofuels: removal of the duty differential Tax +350 +375 +400 400

— Included within the current spending growth assumption for 201 |- 12 onwards.

" Costings reflect Budget 2010 economic forecast and assumptions.

2 This costing includes the 2008 Pre-Budget Report announcement to restrict the personal allowance by half from £100,000 and to zero from £140,000 from 2010-1 1.
2 This costing includes the 2008 Pre-Budget Report announcement to increase additional rate to 45% from £100,000.

* This is in addition to the NICs announcements at the 2009 Pre-Budget Report set out in Table A2.

° This is in addition to the pensions tax relief announcment at the 2009 Pre-Budget Report set out in Table A2.

Child Trust
Fund

Child Tax
Credit

Council tax and
housing benefit

140

Budget 2010

A.I83 As announced at Budget 2009, the Government will contribute an additional £100
per year to the Child Trust Fund (CTF) accounts of all disabled children, with severely
disabled children receiving £200 per year. Payments start in April 2010 for children with a
CTF account who were entitled to Disability Living Allowance at any point in tax year
2009-10. (a)

A.184 As announced at Budget 2009, from 6 April 2010 the child element of the Child Tax
Credit will increase by an additional £20 above indexation. (b)

A.I85 As announced at Budget 2009, from April 2010 rules on how Housing Benefit and
Council Tax Benefit overpayments that result from customers changing address within the
same local authority area, will be rationalised so there is no longer double payment. (c)

A.186 As announced at Budget 2009, from 2010-11 a change in the earnings limit in
Housing Benefit and Council Tax Benefit for those undertaking permitted work on Incapacity
Benefit and Severe Disablement Allowance will be made, so that these earnings limits equal
that for income-related Employment Support Allowance. (d)
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A.187 As announced at Budget 2009, from April 2010 there will no longer be scope for
anyone to receive more in the LHA than they have to pay in rent. This was subsequently
delayed to April 2011 (see paragraph A.38). (e)

A.188 As announced at Budget 2008, starting in October 2010, the eligibilty of incapacity
benefits of all existing incapacity benefits will be reassessed using the new Employment
Support Allowance Work Capability Assessment. (f).

A.189 As announced on 17 December 2007, Enterprise Zone Allowances will be withdrawn
from April 2011 as a consequnce of the withdrawal of the Industrial Building’s Allowance. (g)

A.190 Asannounced at Budget 2009, HMRC will be able to publish the names and details of
individuals and companies who are penalised for deliberate defaults leading to a loss of tax
of more than £25,000. This power will come into effect by Treasury Order with effect from
1 April 2010. (h)

A.191  Asannounced at Budget 2009, from 6 April 2010, the furnished holiday lettings (FHL)
rules will be repealed. (i)

A.192  As announced at Budget 2009, in 2010-11 the income tax personal allowance will be
restricted for those with incomes over £100,000 at a rate of £1 of allowance lost for every £2 of
income over that level until completely withdrawn. (j)

A.193  As announced at Budget 2009, a new additional rate of income tax of 50 per cent
(and 42.5 per cent for dividend income) will be introduced in 2010-11 for those with incomes
above £150,000. The tax rate applicable to trusts will also rise to 50 per cent. (k)

A.194 As announced at the 2008 Pre-Budget Report, the basic rate limit will be held at its
2010-11 position in 2011-12. (1)

A.195 The 2008 Pre-Budget Report announced an increase in the primary national
insurance contribution threshold to the weekly equivalent of the income tax personal
allowance in 2011-12. Table A11 shows the impact of this increase. As set out at para A.13, the
2009 Pre-Budget Report announced a further primary threshold rise in 2011-12. (m)

A.196 The 2008 Pre-Budget Report announced an increase in employee, employer and self-
employed rates of national insurance contributions by 0.5 per cent in 2011-12. Table A1l
shows the impact of this increase. As set out at paragraph A.11, the 2009 Pre-Budget Report
announced a further 0.5 per cent increase in 2011-12. (n) (o) (p) (q) (¥)

A.197 Budget 2009 announced that tax relief on pension contributions would be restricted
for individuals on high incomes from 2011-12. The 2009 Pre-Budget Report announced
further details of the income thrsholds to determine whether individuals are affected. Anti-
forestalling provisions were introduced with effect from 22 April 2009 (see paragraph A.29). (s)

A.198 As announced at 2008 Pre-Budget Report, the lifetime allowance will be maintained
at the 2010-11 level of £1.8 million for a further five years, up to and including 2015-16. The
annual allowance will also be held constant at £255,000 over the same period. (t)

A.199 Asannounced at Budget 2008, from April 2010 the lower threshold for the 15 per cent
CCT band will be lowered so that it applies to drivers of company cars emitting between
121kg CO2 per km and 134g CO2 per km. (u)

A.200 As announced at Budget 2009, from April 2011 the proportion of a company car’s
list price subject to tax will increase by 1 percentage point with each 5g per km that its CO,
emission exceed this threshold, to a maximum of 35 per cent for company cars emitting 225g
CO, per km. The £80,000 cap on the list price of company cars will also be abolished on this
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date, meaning that the full list price of all company cars will be used to calculate the level of
benefit that is taxable under CCT. (v)

A.201 As announced at Budget 2009, from 1 April 2010 cars imported into the UK will only
pay the First-Year Rate if they are under six months old or have travelled less than 6,000 km.
Wider rules on the licensing of imported vehicles imported into the UK from 23 March 2006
onwards will also be changed from April 2010. (w)

A.202 As announced at Budget 2008, from 2010-11 the biofuels duty differential will cease
(see para. A.105 for exception), and support for biofuels will be provided by the Renewable
Transport Fuel Obligation. (x)

APPENDIX A2: EXPLAINING THE COSTINGS

A.203 This appendix explains how the fiscal impacts of the Budget and Pre-Budget Report
policy decisions are calculated. In the context of these calculations, the net revenue effects
for the measures may include amounts for taxes, national insurance contributions, social
security benefits and other charges to the Exchequer, including penalties.

Calculating the costings

A.204 The Budget Report projections for the public finances take full account of all
the measures announced in this and previous Budgets and Pre-Budget Reports. This is
achieved through detailed modelling of the direct effect on receipts of individual measures,
including their microeconomic behavioural effects where significant, and through the use of
macroeconomic models which are able to estimate the indirect impact of the Budget Report
package of measures as a whole. The detailed tax models tend to only consider the impact
of a measure on the tax base the measure is being applied to, or closely related tax bases.
The indirect impacts on other tax bases and the impact on economic growth are generally
captured through the macroeconomic models. The costings shown in Table A1, A2 and A1l
are consistent with those produced using the detailed tax models.

A.205 The calculation of the expected effect of changes in duty rate on consumer demand
for excise goods assumes that any change in duty is passed on in full to consumers. Where
the effect of one tax change is affected by implementation of others, the measures are
normally costed in the order in which they appear.

A.206 The indexed costings show the exchequer impacts of the measures against a baseline
that assumes allowances, thresholds and specific tax rates will be increased in line with
either the appropriate price index (more details given in paragraph A.208 below), or any pre-
commitments (measures announced in previous Budgets or Pre-Budget Reports that are or
were due to come into effect). As such they give an indicator of the impact of the decisions
made in the current Budget report.

A.207 The non-indexed column shows the revenue effects of the policy options against
a baseline that assumes allowances; thresholds and tax rates are left unchanged. The
non-indexed column therefore includes the revenue impact of indexation or other pre-
commitments.

A.208 Unless allowances, thresholds and specific tax rates have been pre-announced, the
indexed baseline assumes the following:

e income tax and National Insurance allowances and thresholds (excluding
the higher rate limit and the income above which the income tax personal
allowance will be restricted); the child element and disabled and severely
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tax

disabled child elements of the Child Tax Credit, the single person, couple,
lone parent, 30 hour 50 plus, disabled and severely disabled worker elements
of the Working Tax Credit; inheritance tax nil-rate band allowance threshold;
business rates and the capital gains tax annual exempt amount all increase
in line with the change in the Retail Price Index (RPI) in the year to the
September prior to the respective Budget or Pre-Budget Report;

e the climate change and aggregates levy and the vehicle excise duty,
amusement machine licence duty, air passenger duty, fuel, tobacco and
alcohol duties all rise in line with the projected annual change in the RPI in
the year to the third quarter following the respective Budget or Pre-Budget
Report;

e VAT thresholds and gaming duty bands rise in line with the change in the RPI
in the year to the December prior to the respective Budget.

A.209 With the exception of business rates, when indexation rates are negative, the indexed
baseline assumes allowances, thresholds and specific tax rates are held constant. The
indexed baseline also takes account of statutory rounding rules.

A.210 The yields of measures that close tax avoidance loopholes or tackle tax fraud
represent the estimated direct Exchequer effect of the measures with the existing level of
avoidance activity.

A2l These estimates are shown on a National Accounts basis. The National Accounts
basis aims to recognise tax when the tax liability accrues irrespective of when the tax is
received by the Exchequer. However, some taxes are accounted for when the Exchequer
actually receives the tax, reflecting the difficulty in determining the period to which the tax
liability relates. Examples of such taxes are corporation tax, self-assessment income tax,
stamp duty land tax, inheritance tax and capital gains tax. This approach is consistent with
other Government publications.

Notes on individual Budget measures

A.212 The expected yield from the bank payroll tax is shown in table A2. The net yield of
£1.3 billion compares to the expected net yield of £550 million at the 2009 Pre-Budget Report.
The updated yield is based on a higher forecast for banks bonuses including deferred awards
in 2009-10 which are now expected to rise by around 25 per cent on 2008-09 levels, while the
Pre-Budget Report forecast a fall. Receipts from the bank payroll tax are estimated to be
£2 billion but the behavioural change from introduction of the tax is expected to reduce
income tax and NICs receipts relative to not introducing the tax, which reduces the net yield
of the policy to £1.3 billion. Due to National Accounts rules bank payroll tax receipts are
scored in 2010-11 and the behavioural impact on income tax and NICs impacts on 2009-10
receipts (see chapter C for more details).
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THE ECONOMY

The global economy is in the early stages of recovery following the most severe and synchronised
downturn since the Great Depression in the 1930s. In line with the Budget 2009 and the 2009
Pre-Budget Report forecasts, growth in the world economy resumed in the second half of 2009
and trade volumes have begun to recover, but the nascent recovery remains fragile. There is a
marked difference in the pace of recovery across countries, with many emerging economies already
returning to pre-crisis growth rates while growth in many advanced economies, including the UK’s
largest trading partner, the euro area, remains below long-run trend rates.

The Budget world economy growth forecast remains broadly unchanged from the 2009 Pre-Budget
Report. However, the forecast for UK export markets growth has been revised down in 2011,
reflecting a weaker outlook for the euro area.

The UK economy stabilised in the second half of 2009, aided by the substantial macroeconomic
policy stimulus and government interventions in the financial system to help ease the flow of credit
to the economy. In line with the Budget 2009 forecast and the 2009 Pre-Budget Report forecast,
output returned to modest growth in the final quarter of 2009, but reflecting sharp falls at the start
of the year, output fell by 5 per cent over 2009 — the largest annual decline on record. Growth
is expected to continue through 2010, with a moderate recovery in the first half of 2010, before
strengthening in the second half of the year.

The significant past depreciation of sterling and the recovery in world demand provide the
conditions to support a sustained recovery in the UK economy and a rebalancing of global and
domestic demand. The Budget 2010 economic forecast is for:

® UK GDP growth of | per cent in 2010, with fiscal policy, the lagged effects of monetary
policy stimulus and easing credit conditions supporting the recovery. GDP growth is then
forecast to strengthen, to between 3 and 3'2 per cent in 201 |. Growth is then expected
to rise to 3% and 3% per cent in 2012, with a recovery in net exports and business
investment, but a falling share of consumption in GDP;

® CPl inflation to fall back through 2010, reaching 2 per cent by the end of the year as the
effect of higher import prices wanes, and to fall further through the first half of 2011, as
the VAT change drops out of the annual comparison and the large degree of spare capacity
continues to bear down on inflation. As the economy recovers, CPI inflation is expected to
rise back to target by the end of 2012;

® Claimant count unemployment to peak around the middle of 2010 at just under |34 million,
then falling back to around |4 million at the end of 2012, as demand recovers and the UK’s
flexible markets support the adjustment of the labour market.

The extreme downside risks have receded over the last year, but given the size and nature of the
financial shocks and the ensuing scale and depth of the global economic downturn, the Budget
2010 economic forecast remains subject to significant uncertainty and risks, including: the pace and
balance of global recovery; the impact of the financial crisis on trend output; the degree of private
sector rebalancing; and the availability of credit to support the recovery. These risks are reflected
in the wide range of outside forecasts. The Treasury’s forecast for growth is just above the Bank of
England’s mean forecast of around 3 per cent in 201 | and 2012 and above the consensus.
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INTRODUCTION'?

B.I The global economy is recovering following the most severe and synchronised
contraction since the Great Depression. The financial crisis, which was triggered in the
summer 2007 by disruption in the US subprime mortgage market quickly spread concerns
about the solvency of banks around the world. Although the rapid action taken by the UK
and other governments prevented the collapse of the global financial system, the crisis
created a severe global economic shock and it will take time for the world economy to fully
recover.

B.2 The world economy was hit by a succession of shocks during 2007 and 2008. Initially,
credit conditions tightened across advanced economies. Then the rise in global commodity
prices squeezed real incomes. Together, these factors pushed many advanced economies
into recession. Finally, the intensification of the credit shock into a global financial crisis
delivered a severe blow to confidence in an already weakened world economy, precipitating
a steep global downturn. World GDP fell in 2009, suffering its first full year decline in the
post-war era. Global trade and industrial production plummeted, dropping by over 18 per
cent and over 11 per cent respectively in the first quarter of 2009 on a year earlier. Global
equity prices fell and by early 2009 they had lost 50 per cent from their peak.

B.3 The extent of global financial and economic shocks led to unprecedented support
by governments and central banks around the world. In the UK, household and corporate
incomes are being supported by substantial fiscal support, worth almost 5 per cent of GDP
in 2009-10, and targeted measures to help the labour market, home-owners and businesses.
The economy continues to be reinforced by the monetary policy stimulus which remains in
place: Bank Rate has been maintained at %2 per cent since March 2009 and the stock of assets
purchased by the Bank of England now stands at £200 billion. The Government'’s financial
sector interventions to recapitalise banks and ensure access to finance for credit-worthy
borrowers have helped to promote the flow of credit to the economy.

B.4 In line with the Budget 2009 forecast, the world economy returned to growth in 2009,
driven by a strong rebound in the Asian economies and substantial monetary and fiscal
policy interventions across the world that helped ease conditions in financial markets and
stabilise demand. The UK economy stabilised before returning to growth in the final quarter
of 2009, in line with the forecast at Budget 2009 and 2009 Pre-Budget Report.

B.5 Despite the sharper fall in UK output through this recession than in the 1990s, the
decline in employment has been smaller than at that time and less than expected at the
time of Budget 2009. This, combined with the smaller than expected decline in house prices,
has been reflected in relatively lower arrears and repossessions than in the 1990s recession,
preventing the potential adverse feedback loop of lower asset values, thinner bank capital
ratios and lower lending that could have weakened the economy further. Inflation has
increased since the 2009 Pre-Budget Report, in line with the forecast, although higher than

'The UK forecast is consistent with National Accounts and balance of payments statistics to the third quarter of 2009
released by the Office for National Statistics (ONS) on 22 December 2009, and the second estimate of GDP growth in
the fourth quarter released on 26 February 2010. This release also contained revisions to earlier quarters of 2009, which
the Treasury has carried through to other National Accounts series that the ONS has not yet revised, in particular sectoral
saving and borrowing. A fully consistent National Accounts data set will be published by the ONS on 30 March 2010. A
detailed set of charts and tables relating to the economic forecast is available in Budget 2010: the economy and public
finances — supplementary material on the Treasury’s internet site. Copies can be obtained on request from the Treasury’s
Public Enquiry Unit (020 7270 4558).

2The 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.
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anticipated at Budget 2009 reflecting a more rapid pass-through of strong import prices and
a pick-up in oil prices in 2009.

B.6 The Budget 2010 growth forecast is largely unchanged from the 2009 Pre-Budget
Report. However, the nature of the global credit shock and world downturn, and the scale
of the international macroeconomic and financial policy response, have highlighted the
inherent difficulties in economic forecasting. The size and scale of the unexpected global
shocks have called into question the empirical models upon which economic forecasts are
based, requiring more judgement to assess the distribution of risks, and take account of the
high degree of uncertainty.

THE WORLD ECONOMY

B.7 After successive shocks from the commodity markets and global financial system,
G20 policy action and unprecedented co-ordination has helped to stabilise financial markets
and demand, boosting short-term global prospects. However, the nascent recovery remains
fragile and there is a marked difference in the pace of recovery between advanced and
emerging economies.

B.8 The return to growth has largely been driven by two common factors in most
countries outside Asia: government stimulus measures and a turn in the inventory cycle.
While interventions have helped to improve conditions in financial markets, expansionary
monetary and fiscal policies have helped to stabilise demand and firms have been able to
reduce stocks at a slower pace, helping to boost growth. This impetus from inventories may
be uneven but it is likely to continue well into 2010, as will the effects of both monetary and
fiscal stimulus.

B.9 The capacity of private demand to drive growth will be key in determining prospects
for the global economy and recent data show tentative signs of a recovery. The global
manufacturing purchasing managers survey compiled by JP Morgan reached a five and
a half year high in early 2010 and world trade in goods has risen sharply. According to the
CPB Netherlands Bureau for Economic Analysis, world trade grew by 6 per cent in the fourth
quarter of 2009, the fastest quaterly growth since records began in 1991. Improvements in
the global economy have also been reflected in global financial markets with the gains
made during 2009 being consolidated since the 2009 Pre-Budget Report — world stock prices
remain over 60 per cent above their February 2009 level, helping to underpin confidence.

B.I0 Maintaining confidence and reducing uncertainty will be essential to the continued
recovery in private sector demand. Recent events have shown how quickly risk appetite can
be reversed and how fragile financial market sentiment in the recovery can be.

B.lI Despite improvements in global financial markets, credit conditions in the advanced
economies remain tight. Lending standards remain restrictive and the demand for loans
is weak.

B.I2  Having risen earlier in 2009, commodity prices have remained relatively stable since
the 2009 Pre-Budget Report. With a high degree of spare capacity and a stable outlook for
demand, oil prices have remained in $70-$85 per barrel range, close to their level since mid
2009. Demand for oil will remain dependent on the shape and pace of the global recovery.
Currently, markets are well supplied with inventories, and spare capacity remains at a
comfortable level.
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World outlook

B.I3  In contrast with the synchronised nature of the downturn, the global recovery has
been characterised by a divergence in the growth rates of advanced and emerging economies.
While some degree of divergence is usual given different levels of trend growth, the speed at
which economies are expected to return to pre-crisis growth rates differs — many emerging
economies have already done so, while many advanced economies are not expected to grow
consistently at or above trend rates until 2011.

B.I4  The euro area grew by 0.4 per cent in the third quarter of 2009, but growth then
slowed to 0.1 per cent in the final quarter and overall growth in the second half of 2009 was
lower than expected in the 2009 Pre-Budget Report. While the recovery in world trade
continued to support euro area exports, domestic demand was subdued and investment was
especially weak.

B.I5  Across euro area countries an uneven picture is emerging. In part this reflects the
significant challenges facing some of the region’s economies which continue to face difficult
adjustments as imbalances unwind - associated, in particular, with rapid pre-crisis growth
and a steady erosion of their competitiveness against euro area partners over recent years.
Divergence also reflects differences in the withdrawal of stimulus measures across countries
and the different timing of inventory cycles.

B.I6  Recent data have sent mixed messages over the strength of the euro area recovery,
which remains a key uncertainty for the UK economic forecast. Industrial production rose by
2 per cent on a quarterly basis in the fourth quarter of 2009 after 0.8 per cent in the previous
quarter, and there has been a steady rise in confidence indicators into 2010. However, growth
in industrial new orders slowed to 1.1 per cent in the fourth quarter following a 7.7 per cent
rise in the previous quarter and retail sales remain subdued.

B.I7  The euro area is forecast to grow by 3 per cent in 2010, driven primarily by
improvements in global demand supporting moderate export growth. Domestic
consumption is expected to remain subdued, weighed down by further weakening in the
labour market and relatively low wage growth against a backdrop of slowly rising inflation.
Growth of around 134 per cent is expected in 2011 as domestic demand begins to gather
momentum.

B.I8 The US economy returned to growth in the second half of 2009, following four
consecutive quarters of contraction. The inventory cycle and government stimulus measures
have been the principal drivers of the recovery in output. Over half of the stimulus package
announced at the start of 2009 has yet to be spent, with the composition changing towards
infrastructure spending and away from government transfers during 2010. Consistent with a
significant improvement in financial conditions and rapid growth in the manufacturing
sector, consensus growth forecasts for the US economy have risen in recent months.

B.I9  However, risks to growth remain for the world’s largest economy and the UK’s largest
single-country export market. The labour market continues to weaken, albeit at a greatly
reduced pace compared with the first half of 2009, and prospects for job creation remain
heavily dependent on bank lending to smaller firms. The housing market has also shown
mixed signs, with prices stabilising but activity remaining volatile with substantial excess
supply. According to consensus forecasts, the US economy is set to grow by 3.1 per cent in
2010 and 3.0 per cent in 2011.

B.20  For Asian economies, growth prospects continue to be strongly influenced by the
performance of the Chinese economy. China, already one of the world’s largest exporters, is
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set to become the largest economy in the region, overtaking Japan, in 2010°. China grew by
10.7 per cent in the final quarter of 2009 compared with a year earlier driven by strong
investment growth related to the stimulus package. This has also led to robust import growth
in China with trade flows in Asia outperforming those in other regions. Elsewhere in
emerging Asia, growth has also been strong. India, despite poor monsoon rainfall, grew by 6
per cent in the fourth quarter of 2009 compared with a year earlier.

B.2I  The Japanese economy has benefited from the quick rebound in the rest of Asia.
Since the second quarter of 2009, net exports have been the main contributor to growth, with
exports to China up by 30 per cent in the second half of 2009 compared with the first half of
the year. The effect of five fiscal stimulus packages has also helped to support the Japanese
economy. According to consensus forecasts, Japan is set to grow by 1.9 per cent in 2010 and
1.6 per centin 2011.

Chart BI: Official interest rates in the major advanced
economies
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World economy B.22  The Budget forecast for growth in the world economy remains largely unchanged

forecast from the 2009 Pre-Budget Report, although growth in the euro area and UK export markets is

somewhat weaker. The world economy is estimated to have contracted by 1 per cent in 2009,
the largest annual fall in the post war-era. This is broadly in line with the Budget 2009
forecast. The world economy is forecast to grow by 34 per cent in 2010, rising to 44 per cent
in 2011 and 2012. Almost 80 per cent of global growth in 2010 is likely to be generated by
emerging economies with the G7 economies set to experience a more modest rebound,
growing by 1% per cent in 2010, 3 per cent in 2011 and 3% per cent in 2012. Consistent with
below trend growth in 2010 and downward pressure on prices from large negative output
gaps, G7 inflation is forecast to remain subdued.

3Based on market exchange rates. It is already larger on a Purchasing Power Parity basis.
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Table BIl: The world economy

Percentage change on a year earlier, unless otherwise stated

Forecast

2008 2009 2010 2011 2012

World GDP 3 -1 3Va 44 44
Major 7 countries':

Real GDP Ya -3% 1% 3 3Va

Consumer price inflation? 1%4 Ya | 14 1%

Euro area GDP Ya -4 Ya 1 %4 24

World trade in goods and services 2% =12 4' 5% 7

UK export markets? 2'A -12 2 3 6

""G7: US, Japan, Germany, France, UK, Italy and Canada.
? Per cent, Q4.

3 Other countries” imports of goods and services weighted according to the importance of those countries in the UK’s total exports.

Box Bl: The pattern of global growth and UK trade

UK trade with emerging economies has increased markedly over the past decade. For example, UK
exports of goods and services to Brazil, Russia, India and China accounted for 5 per cent of total
UK trade in 2008, double that in 2000. Despite this strong growth, other advanced economies still
remain the UK’s main trading partners: the euro area and US account for 43 and |7 per cent of
exports of goods and services respectively.

The global economic recovery that began in 2009 is expected to strengthen in 2010. In contrast to
the synchronised nature of the downturn, there is forecast to be a significant degree of divergence
in the pace of recovery across countries and regions, with emerging economies expected to
grow much faster than advanced economies. Several countries in the euro area are expected to
experience a weak recovery due to a sustained erosion of their competitiveness in recent years.

This expected pattern of growth is captured in the Treasury’s forecast for UK export markets which
weights together other countries’ imports of goods and services according to the importance of
those countries in the UK’s total exports. UK export markets are therefore expected to grow
slower than world trade over the forecast horizon, especially in 2010 and 201 |. This, in turn, is fully
reflected in the forecast for UK exports, set out in Table B7.

There are clear downside risks to growth in advanced economies. If these were to materialise,
they would be likely to exert additional downward pressure on UK export markets for a sustained
period. However, despite the UK’s relatively limited direct trade links with Asia, third country effects
could be important. Growth in Asia has improved prospects for commodity exporters and helped to
generate positive export growth in major UK trading partners. Chinese imports from Europe grew
by 7 per cent in the third quarter of 2009 and imports from advanced economies as a whole grew by
35 per cent. This should translate into growth in demand for UK exports either directly if UK goods
and services are used in the production of exports to emerging markets, or indirectly if increased
exports lead to increased incomes and hence demand in the UK’s key trading partners.

World trade and UK export markets

B.23  Following the collapse in world trade during late 2008 and early 2009, trade volumes
have stabilised. Much of this stabilisation has been driven by the rebound in goods trade
over recent quarters as firms have reduced the pace of inventory liquidation and global
industrial production has increased. While trade growth in the last three months of 2009 has
been concentrated to some extent in emerging Asia (growing by 10 per cent), trade in
advanced economies grew at 4 per cent — the second fastest quarter of advanced economies’



FSBR

THE ECONOMY

UK export
markets

trade growth since 1994. After an estimated fall of 12% per cent in 2009, growth in world
trade is forecast to be 4% per cent in 2010, rising to 5% per cent in 2011 and 7% per cent
in 2012.

B.24  As Box Bl discusses, the uneven global recovery and weakness in some EU Member
States has implications for the growth in UK export markets. The growth in UK export
markets is therefore set to be significantly lower than world trade, growing by 2%z per cent
and 3% per cent in 2010 and 2011 respectively, before picking up to 6% per cent in 2012,
closer to world trade growth.

Chart B2: G7 GDP and world trade
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Box B2: Government policy on EMU

The Government’s policy on membership of the single currency was set out by the former
Chancellor in his statement to Parliament in October 1997. In principle, the Government is in favour
of UK membership; in practice, the economic conditions must be right. The determining factor is the
national economic interest and whether, on the basis of an assessment of the five economic tests,
the economic case for joining is clear and unambiguous. An assessment of the five economic tests
was published in June 2003. This concluded that: “a clear and unambiguous case for UK membership
of EMU has not at the present time been made”.

The Chancellor’s statement to the House of Commons on 9 June 2003 on UK membership of
the single currency set out a reform agenda of concrete and practical steps to address the policy
requirements identified by the assessment of the five economic tests. This Budget sets out progress
on the Government’s reform agenda, including continued efforts to maintain the flexibility of labour,
capital and product markets in the UK.

In his statement to the House of Commons on 9 June 2003, the former Chancellor committed the
Government to an annual review of progress. The Government does not propose a euro assessment
to be initiated at the time of this Budget. The Treasury will again review the situation at Budget time

next year, as required by the Chancellor’s June 2003 statement.
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Overview of recent developments

B.25 The UK economy stabilised in the second half of 2009, following a substantial fall in
output in the wake of the global financial crisis. The cumulative decline in output through
the recession is estimated at around 6 per cent, similar to the loss in output seen in the 1980s
recession, but greater than that in the early 1990s. Through 2009, the pace of decline eased as
the substantial policy stimulus fed through into the economy, and global and domestic
confidence picked up. In line with the Budget 2009 and 2009 Pre-Budget Report forecasts,
the UK economy returned to growth in the fourth quarter of the year. The Office for National
Statistics (ONS) estimate GDP to have risen by 0.3 per cent, as government consumption
continued to support the economy and household consumption rose. Nominal GDP rose by
1.9 per cent in the second half of 2009, although in the fourth quarter it remained 3 per cent
below its pre-recession peak in the second quarter of 2008. Nominal GDP did not fall in the
1980s and 1990s recessions.

B.26  Although bad weather has complicated the assessment, a range of measures suggest
output continued to recover at the start of 2010. Consumer and business confidence
measures have improved, and labour market indicators have started to stabilise at a relatively
early stage in the recovery. The latest estimate from the National Institute of Economic
and Social Research (NIESR) suggests output rose by 0.3 per cent over the three months
to February*.

B.27  Consumer price inflation has increased from its trough of 1.1 per cent in September
2009, as expected in the 2009 Pre-Budget Report forecast. CPI inflation peaked at 3.5 per cent
in January 2010, falling to 3.0 per cent in February. An increase in CPI inflation due to the
reversal of the pre-announced VAT rate cut in January 2010 was expected. Fuel prices have
also added to inflation. While the overall rate of inflation has risen significantly over recent
months, this masks a divergence in the path of services and goods price inflation largely
reflecting the downward effect of domestic disinflationary pressure on services prices and
the upward effect of sterling’s depreciation on goods prices. This is discussed further in Box
B3.

B.28  RPI inflation has also increased markedly since the 2009 Pre-Budget Report, turning
positive in November 2009, and exceeding CPI inflation in January 2010 for the first time
since April 2008. The increase in RPI inflation reflects the same factors influencing CPI
inflation, but the RPI has also been boosted by house price increases in 2009 and the large
cuts in mortgage rates falling out of the annual comparison.

B.29 Credit conditions have continued to improve since the 2009 Pre-Budget Report,
although as in other advanced economies, they remain tight compared to pre-recession
levels. The spread of interbank lending rates over market expectations of policy rates has
fallen substantially from its high of more than 200 basis points in October 2008 to an average
of 18 basis points since February 2010.

B.30  The lower level of Bank Rate has helped to reduce the absolute cost of lending faced
by households and companies. For example, the Bank of England’s measure of the effective
rate on new corporate loans has fallen from its peak of 7% per cent in 2007 to around 2 per
cent in January this year. However, as discussed at the 2009 Pre-Budget Report the spreads
over Bank Rate and LIBOR for new secured lending to households and credit to small and
medium-sized companies widened during the financial crisis, as credit and liquidity risks

* www.niesr.ac.uk/gdp/GDPestimates.thp
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rose and risk was re-priced. In recent months, spreads have shown signs of stabilisation, but
they remain at elevated levels.

B3l  Lending to households and companies was subdued in 2009, but weak credit growth
is not uncommon in downturns. In recent months, lending has shown signs of stabilisation.
In the final quarter of 2009, the flow of net secured lending to households increased by
nearly £4 billion, the highest quarterly increase since the third quarter of 2008, and net
sterling lending flows to Private Non-Financial Corporations (PNFCs) rose by nearly £2
billion, following large falls earlier in the year. For PNFCs, these falls were largely offset by net
capital issuance, as conditions in capital markets improved. In particular, yields on corporate
bonds, rated lower than AA, have fallen substantially since early 2009. See Box B6 for further
discussion on developments in the structure of corporate finance.

B.32  The latest Bank of England’s Credit Conditions Survey reports that the availability
of both secured credit to households and credit companies increased in the final quarter of
2009. The Bank’s Trends in Lending Report in March suggests that the availability of credit
to firms and households has continued to improve, possibly reflecting an improvement in
lenders’ expectations of mortgage and corporate distress: the Report noted that mortgage
arrears and write-off rates on corporate loans were lower than expected by lenders and write-
off rates on corporate loans and mortgages have risen by less than in the 1990s recession.

B.33  In spite of the steep decline in employment seen in the first half of 2009, the labour
market has been more resilient than many expected. The rate of unemployment has
stabilised and is below that seen at the end of previous recessions. Since the 2009 Pre-Budget
Report, employment has continued to decline but at a much lower rate, redundancies have
fallen back sharply and vacancies have picked up slightly. Unemployment has fallen and in
February the claimant count saw its largest decline since the end of 1997, bringing the
claimant count back to its lowest level since July 2009. Average earnings growth has
continued to slow over the past year, reflecting firms’ response to weak demand.

THE ECONOMY FORECAST

B.34  Economic forecasting inevitably involves judgement about both the uncertain
path of future events and the current position of the economy. While the severe short-term
downside risks have receded since Budget 2009, the nature and scale of the global recession
means that forecasts remain subject to more than normal degrees of uncertainty.

B.35 The Treasury’s approach to forecasting macroeconomic developments, set out in
detail in Budget 2007°, accords with the growth cycle approach favoured by many
policymakers. The essential building blocks of this approach are estimates of the ‘trend’ level
and rate of growth of output, and analysis of cyclical movements around that trend, the
‘output gap’®. The trend output projection provides the medium-term anchor for the forecast.
The current mechanical output gap estimate, and an assessment of the economy’s
momentum based on analysis of individual output, income and expenditure components of
activity, informs the judgement on the path of the economy back towards trend. At a time
when large shocks have hit the economy and are likely to have reduced the level of trend, or
potential, output these estimates and analyses are particularly challenging. For Budget 2010,
the Treasury has maintained its usual forecast ranges, which represent alternative
assumptions about the supply-side performance of the economy, not forecast uncertainties.

*See paragraph B.30 to B.35 of Budget 2007.

¢The Treasury assesses trend output growth on the basis of non-oil gross value added (GVA) rather than overall GDP
because, while the oil and gas sector affects output, it has little direct impact on capacity pressures in the rest of the
economy, and hence the sustainable level of non-oil economic activity and employment.
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Assessment of trend growth

B.36  The global financial crisis has substantially increased the uncertainties surrounding
the outlook for trend output. In principle, there are a number of different ways in which the
shock could affect the path of trend output, largely related to the impact on the price and
supply of credit. A change in the relative size of the financial sector may also impact on trend
output in the event that its contribution to total productivity falls. This is discussed in more
detail in Box B4.

B.37  In addition, lower net migration would tend to imply a weaker outlook for the trend
population component of trend output. Recent International Passenger Survey (IPS) data
continue to point to more subdued levels of net inflows, with provisional estimates of long-
term net migration falling to 147,000 in the year to June 2009 from 168,000 in the year to June
2008. Administrative data provide further support for a slowdown in net migration, with
applications from A8 nationals to the Worker Registration Scheme (WRS) falling by a third
between 2008 and 2009 while National Insurance numbers allocated to non-UK nationals fell
back in the third quarter of 2009 compared to a year earlier.

B.38 Table B2 sets out the Budget 2010 assumptions for trend output. The Budget 2010
forecast assumes a reduction to the level of trend output of just over 5 per cent between
mid-2007 and mid-2010, reflecting a downward adjustment to the trend productivity
component of around 4% per cent and a downward adjustment to the trend population
component of around %2 per cent. This adjustment means that trend output grows by just
under 1 per cent a year between 2007Q3 and 2010Q3. Beyond mid-2010, trend output growth
is assumed to return to 234 per cent, in line with the rate observed over the second half of the
most recently completed economic cycle. The downward adjustment to trend output of just
over 5 per cent remains well within the range of external estimates. This judgement
continues to remain subject to significant uncertainty and it will be kept under review.
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Table B2: Contributions to trend output growth'?

Estimated trend rates of growth, per cent per annum, unless otherwise stated

Trend output per hour worked* * Trend Trend  Population® Trend
average hours employment output
Underlying ~ Unadjusted worked* rate*
M 2 (©) 4) ©) (6)
1986Q2 to 1997HI
Budget 2009 2.13 1.95 -0.11 0.36 0.26 2.47
PBR 2009 and Budget 2010 2.13 1.95 -0.11 0.36 0.26 2.47
Over the recent past
1997HI to 2001Q3
Budget 2009 3.12 2.87 -0.46 0.50 0.52 3.45
PBR 2009 and Budget 2010 3.12 2.88 -0.46 0.50 0.52 3.45
2001Q3 to 2006H2
Budget 2009 2.12 2.07 -0.26 0.11 0.75 2.68
PBR 2009 2.23 2.18 -0.26 0.11 0.75 2.80
Budget 2010 2.21 2.16 -0.24 0.10 0.76 2.80
Projection®
2006H2 onwards
Budget 2009 2.25 23 -0.25 -0.10 0.80 2%,
Level effect: from 2007Q3 to 2010Q3’ -4 -4/ 0 0 - -5
PBR 2009 2.23 23 -0.20 -0.15 0.80 2%
Level effect: from 2007Q3 to 2010Q37 —4' —4' 0 0 ~ -5
Budget 20108 2.23 23 -0.20 -0.15 0.80 2%
Level effect: from 2007Q3 to 2010Q3"# 4% —4% 0 0 - -5

"Treasury analysis based on judgement that 1986Q2, 1997H1, 2001Q3 and 2006H2 were on-trend points of the output cycle. Figures independently rounded. Trend output growth is
estimated as growth of non-oil gross value added between on-trend points for the past, and by projecting components going forward.

Full data definitions and sources are set out in Annex A of ‘Trend growth: new evidence and prospects’, HM Treasury, December 2006.”

2 Interim projections between Budget 2002 and the 2008 Pre-Budget Report are set out in ‘Budget 2008: the economy and public finances - supplementary material’, and the 2008
Pre-Budget Report.

> The underlying trend rate is the unadjusted trend rate adjusted for changes in the employment rate, i.e. assuming the employment rate had remained constant. Column (1) = column
(2) + (I-a).column (4), where a is the ratio of new to average worker productivity levels. The figuring is consistent with this ratio being of the order of 50 per cent, informed by
econometric evidence and LFS data on relative entry wages.

“The decomposition makes allowances for employment and hours worked lagging output. Employment is assumed to lag output by around three quarters, so that on-trend points for
employment come three quarters after on-trend points for output, an assumption which can be supported by econometric evidence. Hours are easier to adjust than employment,
and so the decomposition assumes that average hours worked lag output by just one quarter, though this lag is harder to support by econometric evidence.

° UK resident household basis (LFS). Population aged |6 and over.

¢ Neutral case assumptions for trend from 2006H2.

7 Adjustment reflecting a phased reduction to the level of trend output between mid-2007 and mid-2010.

8 Underlying trend assumptions around which the mid-points of the GDP forecast growth ranges from 2006H2 are anchored.

Assessment of the output gap

B.39  The output gap is the difference between actual output and the estimated trend, or
potential, level of output. Taken together with the Budget 2010 trend output assumptions,
the latest National Accounts data imply that a significant negative output gap opened up
over the course of 2009, reaching over 6 per cent by the end of 2009.
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Chart B3: The output gap'?
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" Mechanical output gap estimates on a semi-annual basis, based on the latest National Accounts data and expressed as actual
output less trend output as a percentage of trend output (non-oil basis). Estimates post- 1972 based on the Treasury's assessment
of on-trend points using a broad range of economic indicators as set out in ‘Evidence on the economic cycle’, published alongside
the 2008 Pre-Budget Report. Estimates prior to 1972 derived using a Hodrick-Prescott filter as sufficient data from the cyclical
indcators monitored by the Treasury are not available to assess on-trend points for this period.

* Vertical lines indicate start and end-cycle points as identified by HM Treasury.

B.40 Evidence drawn from a range of cyclical indicators is used to inform the latest
assessment of the cyclical position of the economy. In general, these indicators suggest that
the economy fell below trend during the second half of 2008 and that the degree of spare
capacity increased markedly from the end of 2008. Some survey indicators suggest that
there was some moderation in the degree of spare capacity in the second half of 2009. The
degree of slack implied varies across indicators and there remains significant uncertainties
surrounding current estimates of the output gap:

e  the British Chambers of Commerce (BCC) capacity utilisation indicator for
services remained flat over the second half of 2009, following falls to below
their long-term averages over late 2008 and early 2009. The manufacturing
sector indicator has picked up from lows in the first half of 2009. Consistent
with the BCC survey, capacity utilisation indicators from the Confederation
of British Industry (CBI) and the Bank of England’s Regional Agents show
some small increases in the latter part of 2009, but tend to suggest more spare
capacity than the BCC indicators; and

° demand for labour also fell, with the number of vacancies declining from a
peak of almost 700,000 in early 2008 to around 430,000 in the third quarter
of 2009. The ILO unemployment rate has increased from 5.5 per cent in the
second half of 2006 to 7.8 per cent in the second quarter of 2009. Since then,
the number of vacancies has picked up slightly through the fourth quarter of
2009 and into early 2010, and the unemployment rate has remained broadly
flat. While a number of survey indicators of recruitment conditions registered
small rises over 2009, they continue to point to a substantial degree of slack
in the labour market. Significant reductions in average hours worked, partly
reflecting a shift towards part-time work, also suggests that some spare
capacity exists within employment.

B.4l  Survey based cyclical indicators would tend to suggest a smaller but still substantial
output gap opened up over the course of 2009. The difference between these alternative
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approaches and the Treasury’s mechanical estimates of the output gap could reflect a
number of factors:

the size and timing of the overall impact of the financial crisis on trend output
is very uncertain (the risks section at the end of the chapter provides a further
discussion);

the degree to which the survey indicators of the cyclical position of the
economy are affected by shorter-term supply constraints, including, for
example, temporary constraints on working capital that might be expected to
dissipate as the economy recovers; and

there may be potential measurement issues associated with both the survey
indicators and official data. In particular, survey indicators typically capture
the number of firms operating below capacity, but may not necessarily
capture the depth of the fall in resource utilisation within individual firms
during a downturn. Any revisions to National Accounts data would change
the size of mechanical output gap estimates.

GDP and inflation forecasts

B.42  The Budget 2010 economic forecast is underpinned by the following assumptions:

the G20 continues to deliver on policy commitments which are effective, and
support a robust recovery in the world economy. UK export market growth is
notably weaker than world trade, especially in 2010 and 2011, reflecting the
relatively slower recovery in the UK’s largest trading partner, the euro area;

fiscal policy supports the level of economic activity through 2010, before
tightening from 2011 onwards to ensure sound public finances and facilitate
the rebalancing of private and public sector contributions to demand;

through the course of 2010 the price of credit continues to return closer
to historical norms, adjusted for a general repricing of risk, and credit
availability continues to improve;

the positive impact of the monetary policy stimulus will continue to support
demand in the economy throughout the forecast horizon, with market
expectations suggesting Bank Rate will remain historically low; and

the shape of the recovery in the UK economy reflects an orderly adjustment
in the sectoral financial balances, and a rebalancing between domestic and
external demand supported by sterling’s depreciation.

B.43  Given the impact of the global financial market shock and the scale of the global
the forecast macroeconomic and financial policy response, these judgements and assumptions are
subject to great uncertainty, as discussed in Box B7. To represent the uncertainty in the
Treasury’s economic forecasts, the average absolute forecast errors from past forecasts are
presented alongside the latest forecasts, as in Table B9. The average absolute error for year-
ahead forecasts has risen significantly since Budget 2009, reflecting the substantially larger
fall in output in 2009 than was forecast in Budget 2008, and it is now similar in magnitude to
the average absolute forecast error following the 1990s recession. Key uncertainties around
the central forecast are discussed further in the text on economic developments and
prospects and in the section on forecast risks, at the end of the chapter.
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GDP growth B.44  Recent downward revisions to data by the ONS suggest that GDP fell by 5 per cent in
2009. Budget 2009 and the 2009 Pre-Budget Report forecast a return to growth by the end of
the year. In line with this, GDP is currently estimated to have risen by 0.3 per cent in the final
quarter of 2009. Reflecting this and recent developments, the GDP growth forecast for 2010
remains unchanged from the 2009 Pre-Budget Report, with GDP forecast to rise by 1 to 1%
per cent. This is in line with the average of independent forecasts compiled by the Treasury
in March.

Chart B4: Gross domestic product (GDP)

Percentage change on a year earlier Forecast
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B.45 GDP growth is forecast to rise to 3 to 3% per cent in 2011, as easier credit conditions
and the ongoing impact of previous policy measures support strengthening global and
domestic demand. This is slightly lower than the 2009 Pre-Budget Report forecast, reflecting
a weaker outlook for the UK’s main trading partner, the euro area. GDP growth is then
forecast to be 3% to 3% per cent in 2012. This forecast is towards the top end of external
forecasts, and the range is just above the Bank of England’s mean forecast of around 3 per
cent in 2011 and 2012. These growth rates are broadly in line with those seen in the recovery
period following the recessions in the 1980s and 1990s, as seen in Chart B5. Despite a forecast
for strong growth rates in 2011 and 2012, the level of real GDP is forecast to remain below its
pre-recession peak until the first half of 2012.
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Chart B5: The path of GDP through recoveries in the 1980s
and 1990s
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B.46 In the near term, CPI inflation is expected to remain above the target, reflecting the
impact of the VAT change. Fuel prices and the pass-through of sterling’s depreciation will
have a positive but declining impact on inflation over the coming year, while the lagged
effect of the large degree of spare capacity becomes a more dominant influence.
Consequently, inflation is expected to weaken and reach 2 per cent by the end of 2010 and
then to fall further through the first half of 2011, as the negative output gap continues to
exert downward pressure and the effect of the VAT change drops out of the annual
comparison.

B.47  CPI inflation is expected to rise back to target by the end of 2012, as the economy
continues to grow at above trend rates, consistent with the Bank of England’s February
Inflation Report mean forecast. Although a degree of spare capacity is expected to remain
throughout the forecast, the resulting downward pressure on inflation is expected to be
offset by the effect of the monetary policy framework anchoring inflation expectations close
to the inflation target. The impact of the output gap on inflation is considered further in a
forthcoming Treasury Economic Working Paper.”

B.48  Although following a similar path to CPI inflation over the forecast, RPI inflation is
subject to upward pressure from rising house prices and the large falls in mortgage interest
payments (MIPs) falling out of the annual comparison. These components will provide some
counterweight to the downward pull on inflation from the large degree of spare capacity
through 2010 and 2011. As part of the annual update of the basket of goods and services that
underpin CPI and RPI by the ONS, the UK Statistics Authority has decided to implement a
change to the interest rate measure used in the calculation of mortgage interest payments in

"Inflation and the output gap, HM Treasury, Treasury Economic Working Paper no. 6
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the RPI from a Standard Variable Rate to an Average Effective Rate®. This change is expected
to result in a smoother RPI series in the long run.

Chart B6: CPI
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'Outturns until 2009Q4; the average of January and February CPI inflation for 10Q! and forecasts for every second quarter
from 2010Q2 to 2012Q4

Table B3: Summary of UK forecast

Forecast
2008 2009 2010 2011 2012
GDP growth (per cent)' ) -5 I to 12 3to3% 3Yato 3%
CPI inflation (per cent, Q4) 4 2 2 1'2 2

! See footnote to Table B9 for explanation of different growth assumptions.

8The ONS public consultation document on this change and the response to the consultation may be viewed on: http://
www.ons.gov.uk/about/consultations/measurement-of-mortgage-interest-payments-within-the-retail-prices-index--2009-/
index.html. The Average Effective Rate was first used in the February 2010 RPI, which was published on 23 March 2010. As
the RPI is never revised, past indices will remain the same. Analysis by the ONS has shown that the AER is less responsive
to changes in interest rates compared with the SVR so the mortgage interest payments based on the SVR are generally
more volatile than one based on more complete coverage.
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Box B3: CPI goods and services inflation

Goods currently constitute around 55 per cent of the total CPI basket, while services make up the
remaining 45 per cent.

CPI inflation stayed close to target between 1997 and 2007, as low CPI goods price inflation, on
average zero over this period, was offset by higher CPI services price inflation, averaging around
3.7 per cent. More recently, this difference has narrowed, averaging |.| percent since January 2008
(Chart a), as services CPI inflation has declined markedly and goods price inflation has picked up.
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The recent weakness in services CPl inflation is likely to reflect both subdued service sector earnings
growth and the wider effects of domestic disinflationary pressure from the large degree of spare
capacity in the economy. Despite the recent increase in services CPI inflation as a consequence of
the standard rate of VAT returning to 17.5 per cent, the underlying trend in CPI services inflation is
expected to remain on a downward trajectory over the next year as the lagged effect from the large
negative output gap becomes more dominant.

‘Core’ goods, which exclude volatile factors such as energy and food, may give a better indication
of the underlying inflationary pressure acting on goods prices. As Chart b illustrates, the rate of
core goods CPI inflation has been relatively strong recently, reflecting the lagged effects of sterling’s
depreciation on import prices. Analysis in a forthcoming Treasury Economic Working Paper® suggests
the lag from the full effect of a change in import prices to feed through to consumer prices is around
| year. So, as illustrated in Chart b, the pass through from import prices to consumer goods prices
may now have peaked, and it is expected to have a declining influence on the annual rate of core
goods price inflation over 2010. The reversal of the VAT cut has also fed through to higher goods
price inflation in recent months. This effect will remain in the annual comparison throughout 2010,
but will contribute to an anticipated steep decline in goods price inflation as it drops out of the
annual comparison in early 201 |.

2Inflation and the output gap, HM Treasury, Treasury Economic Working Paper no. 6, forthcoming on the Treasury website.

UK OUTLOOK IN DETAIL

Shape of the Table B4 sets out the contributions to growth through the forecast period by

recovery

expenditure component. Government spending is forecast to continue to contribute
positively to growth in the near term, supporting the smooth adjustment towards a more
balanced economy. Private sector demand is expected to recover through 2010, boosted by
the significant macroeconomic stimulus that remains in place. As uncertainty declines and
credit conditions continue to ease, all components of private sector demand are expected to
strengthen. Consumption is forecast to contribute 1% per cent to growth in 2011 and 2012
and business investment rebounds from the low levels in 2009 contributing % and 1
percentage points respectively. The past depreciation of sterling and the recovery in world
demand provide the conditions for the rebalancing of demand between domestic and
external sources and so net trade is forecast to contribute a further % percentage points to
GDP growth in 2011 and 2012. This is broadly in line with the positive contribution seen in
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1994 and 1995, following a sterling depreciation of 18 per cent, less than the 25 per cent
depreciation seen since July 2007.

Table B4: Contributions' to GDP growth?

Percentage points, unless otherwise stated

Average Forecast

2000 to 2007 2008 2009 2010 2011 2012

GDP growth, per cent 2% ) -5 1 to 14 3to3'% 3% to 3%
Main contributions

Private consumption 1%4 ) -2 Ya 1 %4 1%4

Business investment Ya 0 -2 sz Ya I

Dwellings investment? Ya ) ) 0 Ya Ya

Government* Ya | Ya Ya —Ya —Ya

Change in inventories 0 -5 —1Va 1V 7 0

Net trade —Ya ) Ya Ya Ya Ya

"'Based on central case. For the purpose of projecting public finances, forecasts are based on the bottom of the GDP forecast range.

2 Components may not sum to total due to rounding, omission of transfer costs of land and existing buildings, and the statistical discrepancy.

# The sum of public corporations and private sector investment in new dwellings and improvement to dwellings.

* The sum of government consumption and general government investment.

Services

Manufacturing

and construction
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Sectoral composition of output

B.49  Output in the services sector fell by 3% per cent in 2009. Output fell across all
sub-sectors. In particular, “business services and finance”, the largest component of services,
fell by 4.7 per cent over the year, as output in financial intermediation fell by close to 6 per
cent. The pace of decline in total services eased significantly through the second and third
quarters, following a sharp fall at the start of the year. A broad-based recovery saw growth
turn positive in the final quarter of the year and the latest services PMIs indicate growth in
the current quarter, with February’s level the highest since January 2007. Services sector
output is expected to rise in 2010, before picking up strongly in 2011 and 2012.

B.50 Manufacturing output fell by 10% per cent in 2009. Following the unprecedented
collapse in world trade and confidence, with a sharp tightening of credit conditions, output
contracted sharply in the first quarter. Thereafter, output broadly stabilised, before rising by
0.8 per cent in the final quarter of the year, supported by a pick-up in export volumes. In
recent months, private sector surveys have risen, with the manufacturing PMI in February
remaining at a 15 year high, and export orders having strengthened markedly. Manufacturing
output is expected to continue recovering in 2010, growing by 1% to 2 per cent over the year,
in part reflecting firms replenishing depleted stocks and the recovery in global demand.
Output is then forecast to rise strongly in 2011 and 2012, as external and domestic private
sector demand continue to recover and the effects of sterling’s depreciation continue to feed
through. The current forecast is in line with the latest Engineering Employers Federation
(EEF) forecast for output to increase by 1.5 per cent in 2010, rising to 3.6 per cent in 2011.

B.5I  Output in the construction sector fell by 9% per cent in 2009. In the first quarter
of 2009, output was 13 per cent below its previous peak, but the ONS data suggest output
expanded in both the second and third quarters, reflecting strong growth in public sector
construction. Yet private sector construction output remains weak, leading to a further fall
for the sector as a whole in the latest quarter. Going forward, debt accumulated within the
sector over the past decade may hamper growth. However, medium-term prospects should
benefit from the expected recovery in business and housing investment.
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Box B4: Sectoral growth in the recovery

Over the last economic cycle from 1997 to 2006 real gross value added (GVA) grew on average by around 3 per
cent a year, with a relatively balanced contribution across the sectors (Chart a). Business services, a diverse sector
that includes for example legal services, computer services and advertising, accounted for the largest share of
growth.

Chart a: Composition of output growth (1997 to 2006)
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In the future, the sectoral sources of growth are likely to be different, reflecting relative price adjustments and the
changing pattern of demand. Some sectors are expected to contribute less to growth in the next few years:

® financial intermediation — while the financial sector is expected to recover, it is assumed to make up a
smaller share of the economy for the foreseeable future;

® government and other services — with ongoing fiscal consolidation the government sector is expected to
detract from growth; and

® construction and real estate (part of business services) — both of these sectors built up high levels of debt
over the last cycle, which is likely to limit growth.

Other sectors are expected to continue to contribute strongly or to contribute more than in the past:

® manufacturing (the majority of production) — with a rebalancing of demand supported by the significant
depreciation of sterling, manufacturing is expected to contribute more strongly to growth than over the
last cycle;

® transport and communication — the Government has set ambitious targets for renewing Britain’s
infrastructure, including updating the UK’s communications infrastructure to the standards required of a
modern digital economy. In this context this sector is expected to continue making a strong contribution
to growth; and

® business services — the UK has a comparative advantage in a number of business services, helping it to
maintain its position as the world second largest exporter of commercial services. Led by exports, this sector
is expected to continue to contribute strongly to growth.

Changes in sectoral composition may also have implications for trend output®. In particular, to the extent that the
financial sector has generally seen higher than average levels of measured productivity, a reduction in the relative
size of the sector will have an effect on trend productivity as resources are allocated towards other sectors. For
example, a reduction in the financial sector’s share of GVA from its 2008 level of around 8 per cent to 7 per cent
would reduce the level of whole economy productivity by around 2 per cent, based on relative levels of GVA
per worker in 2008. This effect might be partially offset if resources were reallocated towards other sectors with
above-average productivity, such as manufacturing, or if there were also shifts away from sectors that have typically
had relatively low levels of measured productivity, such as the government sector.

2 Details of the Treasury’s trend output assumptions are set out in the trend output section.
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Labour market

B.52 In spite of the steep decline in employment seen in the first half of 2009, the
labour market has been more resilient than most forecasters had expected. The rate of
unemployment is below that seen at the end of the previous recessions and a number of
indicators started to show signs of recovery as early as the middle of 2009. Flexibility has
been a key driver of the resilience in the labour market. While the relative cost of labour
rose in the 1990s recession, real hourly labour costs — the nominal cost of labour relative to
companies’ prices — has remained broadly flat in the recession, as workers and firms have
agreed on lower settlements or pay freezes to maintain employment. Sizeable gross labour
market flows, a characteristic of the UK labour market, have largely remained: over the
last six months more than 2 million people have moved off the claimant count, aided by
Jobcentre Plus.

B.53  Conditions in the labour market have been fairly stable since autumn 2009. While
employment has continued to decline, firms are not laying off full-time employees at the
same pace as over the first three quarters of 2009. Having risen to more than 300,000 per
quarter through the first half of 2009, redundancies have fallen back sharply. The number of
vacancies has picked up slightly in the last few months, primarily driven by stronger private
sector demand. This is in line with a number of private business surveys of employment
intentions that are consistent with moderate rates of employment growth in early 2010.

B.54 ILO unemployment fell by 33,000 in the three months to January 2010 and the
unemployment rate has now remained broadly constant at just below 8 per cent since the
middle of 2009. The number of people claiming Jobseekers Allowance has fallen in three
of the last four months, surprising markets. In February, the claimant count saw its largest
decline since the end of 1997, bringing the claimant count back to its lowest level since July
2009. The level of inactivity has risen to 8.2 million in the three months to January 2010, but
the inactivity rate is now only slightly above its average over the last decade. An increase
in the number of inactive students more than accounts for the increase in total inactivity.
Excluding students, the level of inactivity is lower than at the start of 2008 and the rate is only
slightly above the record low seen in the first quarter of 2009.

B.55 The Average Weekly Earnings (AWE) measure replaced the Average Earnings Index
(AEI) as the main monthly National Statistic for earnings in January 2010. The AWE differs
from the AEI in that it also captures effects on earnings from shifts in the composition of
employment, such as employees moving from low to relatively high paid industries. In
addition, the AWE is the first monthly indicator of the level of earnings, disaggregated across
different sectors and industries. Abstracting from methodological differences, both series
have recorded broadly similar trends in earnings growth since 2001.

B.56  Average earnings growth has continued to slow over the past year, as firms tempered
real labour cost growth in light of weak nominal demand. Regular pay drift — the component
of earnings growth that is linked to factors such as overtime — has weighed on earnings
growth through the recession. While the negative drag from pay drift started to ease going
into the second half of 2009, average pay settlements — the regularly negotiated element of
earnings growth — have fallen back to record lows. Nearly a third of all settlements in the year
to March 2010 were pay freezes, far in excess of the usual proportion of pay freezes since
1998°. The employment component of the AWE suggests that a shift in the composition of
employment to relatively lower paid industries has also weighed down on average earnings
growth. AWE regular pay growth has slowed by more than half to 1.4 per cent in the three

?Income Data Services Pay Online settlements database.
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months to January 2010 compared with the same period last year. Lower bonuses, in
particular in the financial sector, have exacerbated the slowdown in total pay growth.

B.57 The claimant count is projected to peak at just under 134 million around the middle
of 2010. An increasing number of survey measures of employment intentions have started to
point towards a recovery in labour demand, a trend supported by the recent rise in the
number of vacancies. However, surveys of both employers’ and employees’ pay settlement
expectations suggest further moderate earnings growth in 2010. As the economy recovers
and the UK’s flexible labour and product markets enable firms to take up opportunities in a
more balanced economy, employment is forecast to rise. The claimant count is projected to
fall back to around 1% million by the end of 2012 and consistent with this, the ILO
unemployment rate is also expected to decline.

Households and consumption

B.58 Household consumption is the largest expenditure component of demand,
accounting for around 63 per cent of nominal GDP in 2009. Between 2001 and 2008, the
share of consumption in GDP remained stable, but consumption grew faster than household
income. As a result the saving ratio fell. Since the start of the recession in 2008, household
incomes have continued to grow strongly, but consumption has weakened, resulting in a
sharp rise in the saving ratio.

Table B5: Household sector' expenditure and income

Percentage change on a year earlier, unless otherwise stated

Average Forecast
2000 to 2007 2008 2009 2010 2011 2012
Household consumption? 3 I -3 Oto A 24 to 2% 2'Ato 3
Real household disposable income 2% 14 44 2to2'a I to 12 |ato 1%
Saving ratio® (level, per cent) 44 12 7% 94 8 6%4

"Including non-profit institutions serving households.

2 Chained volume measures.

7 Total household resources less consumption expenditure as a percent of total resources, where total resources comprise households’ disposable income plus the increase in their net

equity in pension funds.

Disposable
income

Consumer
spending

B.59 Households’ disposable income grew strongly in 2009, as lower mortgage payments
and support from taxes and benefits have offset weak wages and salaries growth. Low
inflation, in part due to the temporary cut in the VAT rate, also helped bolster real income
growth.

B.60  As some of these contributions weaken through 2010, household disposable income
is forecast to continue to grow, but at a slower rate. Income growth is expected to ease further
in 2011 as the contribution of the automatic stabilisers diminishes, before rising wages
and employment boost income growth in 2012. Further support to incomes comes from
dividends distributed to households.

B.61  Despite continued growth in disposable income, real household consumption fell by
3.1 per cent in 2009, reflecting a sharp fall in the first half of the year, as households cut back
on discretionary spending. Consumption then stabilised in the third quarter of 2009, as the
pace of decline in services eased and durable goods consumption rose; this possibly reflects
the Government’s car scrappage scheme and the growing impact of the temporary reduction
in the standard rate of VAT, as households brought forward consumption from the beginning
of 2010.
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B.62 The combined effect of falling consumption and rising incomes led to a steep rise in
the saving ratio, to 8.6 per cent in the third quarter of 2009.

B.63  Household consumption rose by 0.4 per cent in the final quarter of the year. Retail
sales volumes, which constitute a third of consumption, rose by 0.5 per cent over the
quarter and 3.3 per cent over the year, in contrast with the early 1990s recession when sales
volumes declined. Retail sales fell in January. However, the British Retail Consortium’s (BRC)
retail sales monitor reported signs that sales may have strengthened in February. Spending
on household goods recovered, which is likely to be linked to the growth in property
transactions in the second half of the year.

B.64 Consumer spending is forecast to be weak in the first half of 2010 reflecting the VAT
change and a forecast rise in the saving ratio. Consumption growth strengthens over the
course of the year, as the accommodative stance of monetary policy remains in place. Recent
increases in asset prices have led to a significant rise in the ratio of net financial wealth to
income, which combined with rising confidence should also serve to support consumption
this year.

B.65 The saving ratio is expected to remain high through 2010, before falling through
2011, as uncertainty in the macroeconomic outlook continues to ease and the labour
market improves, reducing households’ precautionary saving. As the saving ratio declines,
consumption is forecast to grow, by 2%z per cent in 2011 and 2% per cent in 2012, more slowly
than GDP so that the consumption share of GDP declines through the forecast.

B.66  Risks remain over the outlook for consumption. Households might cut consumption
more sharply as they seek to rebuild their net wealth, following asset price declines.
Households have already made an adjustment to their financial balances, but further
adjustment may arise if credit conditions remain constrained or income uncertainty rises.
On the other hand, as confidence improves the saving ratio could fall back more quickly than
assumed.

Housing

B.67 According to the Communities and Local Government (CLG) house price index,
average house prices fell by 13.6 per cent from their peak in late 2007 to their trough in the
second quarter of 2009. Prices subsequently rose by 5.4 per cent in the second half of 2009.
Survey data from the Royal Institute of Chartered Surveyors suggests that while stocks of
properties for sale remain low compared with historical averages, demand from new buyers
has picked up leading to house price increases in 2009 despite property transactions being
around half the level in 2007. Indeed, the fragility of the housing market was demonstrated
by February’s house price indices, with both the Nationwide and Halifax reporting falls,
following strong increases from last spring. Transactions also fell back slightly at the
beginning of 2010. This may be due in part to the end of the stamp duty holiday for some
properties on 31 December 2009, with some transactions having been brought forward in
advance of the change.

B.68 The Treasury is using the median of the independent forecasts as the basis of its
assumption for projecting house prices. This assumption implies prices will grow moderately
in both 2010 and 2011, before returning to their long-run average growth rate of 5 per cent.

B.69 There are several measures to gauge the sustainable level of house prices, such
as the house price-earnings ratio.!° This ratio fell sharply with the fall in house prices and
has picked up only marginally recently. Relating this ratio to a long-run value requires

1°See Budget 2010: The Economy and Public Finances Supplementary Material, HM Treasury, March 2010.
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an assumption about its long-run trend as there is no reason to suppose the ratio will be
constant in the long run. A simple linear trend would suggest prices are relatively close to
their long-run relationship with earnings. However, given the ratio has departed from such
trends for long periods, such estimates offer little guide to short-term price movements. For
a further discussion of the house-price earnings ratio, see Box B5.

Box B5: Assessing long-run house prices

Demographic changes, supply constraints, credit conditions and households’ willingness to devote
more of their income to housing may have led to a higher house price—earnings ratio over time.
Other factors may also have played a role, such as the respective paths of interest rates and
unemployment, which will have affected demand and supply through forced sales and repossessions.
In the 1990s, a large number of repossessions increased the unsold stock of properties and put
further downward pressure on prices. Supported by government policy measures, repossessions
in this recession so far have been much lower than originally forecast by the Council of Mortgage
Lenders (CML) and significantly less than in the 1990s recession. Outturns for unemployment have
also been far lower than expected by many external forecasters.

The ratio of interest rates to income provides a measure of the cost of financing house purchase.
A reduction in effective interest rates over the last two years has lowered this ratio. As the CML
have noted, there has also been some move towards variable rates as current mortgage deals have
expired. This may increase the sensitivity of the housing market to interest rate increases, although
that may also coincide with households increasing their demand for fixed rate deals.

Alternative estimates of the long-run tendency in house prices can be made by comparing them with
rental prices. If rents are significantly cheaper than the cost of owner occupied housing then there is
an incentive for owners to move into rents accommodation. In the long run, prices should equalise.
Looking at rents and house prices suggests that house prices were not significantly overvalued at
the beginning of 2010. However, this analysis is predicated upon regular financial conditions. The
continued restrictions on mortgage availability in the wake of the financial crisis may have lowered
the level of house prices to rents in the short run.

Overall, there are a wide range of factors that impinge on house prices and the implications of their
interaction are very uncertain. However, a number of different approaches would suggest that house
prices are not currently very far from their longer-term trends.

Investment in B.70  Dwellings investment fell sharply over the course of 2008 and into the first half of
dwellings 2009, as tight availability of mortgage finance and expectations of further falls in house prices
constrained activity. Reflecting sharp falls at the beginning of the year, investment in
dwellings is forecast to fall by 19% per cent in 2009, despite positive growth in the third
quarter. The latest data suggests the rate of annual decline has eased and growth in dwellings
investment is forecast to pick up progressively over the forecast horizon as credit conditions

improve and uncertainty subsides.

Companies and investment

B.7  Business investment is critical to determining the future supply potential by
increasing the physical capital available with which to produce goods and services. In 2008,
business investment accounted for around 10 per cent of nominal GDP, but it fell to just over
8 per cent in 2009 given its significantly steeper fall over the year relative to GDP. The role of
investment in the economy may be greater than suggested by conventional measures of the
capital stock, given the importance of investment in intangible assets in the UK’s knowledge-
intensive economy!'’.

""Intangible investment in Britain’s productivity, HM Treasury, Treasury Economic Working Paper No. |, October 2007.
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Company B.72  Companies finance investment internally, using the cashflow generated by their
finances activities, or externally, either through bank lending or by issuing equity and debt to
investors. In the UK, nearly two-thirds of business investment is funded through retained
earnings and so the relative financial health of the sector entering the recession, together
with a recent rise in profits, should help to support investment in the recovery. The flow of
bank lending to companies was weak in 2009, but evidence from the latest CBI quarterly
services sector survey suggests tight constraints on access to finance for investment have
eased, while access to other sources of finance for larger companies has improved, as rising
confidence and reduced uncertainty has helped to lower the cost of raising equity and debt.
Survey evidence from the Bank of England’s Trends in Lending Report suggests that some
orderly restructuring of balance sheets is taking place as firms gradually reduce their reliance
on bank debt.

Box Bé6: Funding for corporates

In recent years, UK Private Non-Financial Corporations (PNFCs) have relied more heavily on
debt and particularly bank loans relative to other types of finance, such as equity or bonds. The
commercial real estate sector, with its large proportion of fixed assets, has typically employed more
gearing than the rest of the corporate sector, but this increased to even higher levels before the
crisis as commercial property prices rose rapidly and interest rates remained low. The expansion
of private equity businesses and increases in company share buybacks prior to the crisis also
contributed to a significant change in corporate capital structures, reflected in the significant increase
in net funds raised from loans, while net equity flows remained negative (Chart a). Following the
financial crisis this trend reversed abruptly.

In 2009, the net flow from loans turned sharply negative. However, this has been offset by a
significant increase in capital market issuance, as rising equity prices and falling corporate bond yields
eased access to non-bank funding channels. In 2009, £41 billion was raised through all currency net
bonds, net commercial paper and net equity issuance, with net equity issuance alone accounting for
£32 billion of the rise. With ongoing difficulties in raising loan finance, equity markets have emerged
as an important source of finance for medium-sized companies, while larger companies have been
able to issue corporate bonds as well. Chapter 3 sets out the areas the Government has identified to
encourage the development of non-bank lending channels for a wider range of companies.

0 Chart a: Composition of net funds raised
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Business B.73  Business investment fell very steeply in 2009, with the provisional estimate of a 19
investment per cent fall by far the largest since records began. The contraction was sharp across all

private sectors, with the largest fall of over 32 per cent in the construction sector.

B.74  Manufacturing and service sector surveys conducted by the CBI continue to suggest
that uncertainty over demand prospects is the key factor holding back investment. However,
investment intentions have picked up at an earlier stage in comparison with previous
recoveries, indicative of a recovery in investment this year given the typical historical two-
quarter lag between the pick-up in investment intentions and actual investment.

Table B6: Gross fixed capital formation

Whole economy'
of which:
Business??

Private dwellings®

General government?

Percentage change on a year earlier

Average Forecast
2000 to 2007 2008 2009 2010 2011 2012
4 -3% —14'2  -2¥%to 2 4% to5 9t09%
3% 14 -19  -5VYito 4% 94 to 9% [1'%2to 12
44 114 —19% Ya to ¥4 7%2t08 10%to 10%
5Ya 17%4 162 -2 -19 -84

" Includes costs associated with the transfer of ownership of land and existing buildings.

2 Private sector and public corporations” non-residential investment. Includes investment under the Private Finance Initiative.

* Excludes purchases less sales of land and existing buildings.

Prospects

Risks

B.75

gradually as the positive impact of significant macroeconomic stimulus continues, credit

Business investment is forecast to stabilise in the first half of this year, before rising

conditions ease further and uncertainty subsides. After base effects have unwound, business
investment is then forecast to pick up strongly in 2011 and 2012. This reflects the judgement
that easing in credit conditions and strengthening global and domestic demand encourage
firms to reinstate investment plans placed temporarily on hold prior to the recession, rebuild
their depreciated capital stocks and take advantage of new opportunities. But despite the
strong business investment growth forecast beyond 2010, the level of business investment is
expected to remain below its pre-recession peak level throughout the forecast horizon.

B.76  Despite firms in aggregate appearing to be in a strong financial position, future
business investment may be constrained if the supply of credit in the recovery fails to meet
demand. This is particularly the case for loans to the commercial property sector, which
account for around 50 per cent of outstanding PNFC bank loans. In the near term, business
investment may also be dampened if firms continue to pay down debt to help restructure
balance sheets given concerns about a sustained recovery in demand.

Government

B.77  Real government expenditure — consumption and investment — continued to rise
through the recession, supporting the economy as demand in the private sector declined.
Government consumption rose by 2 per cent over the year as a whole in 2009 and is forecast
to rise by 1% per cent in 2010. As private sector demand strengthens and financial sector
conditions continue to improve, fiscal policy will tighten gradually, with a substantial part
coming from lower government consumption and investment. This can be seen in the
negative contributions to growth in 2011 and 2012, shown in Table B4.
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Trade and balance of payments'"

B.78  Having fallen by over 13 per cent between the second quarter of 2008 and the second
quarter of 2009, UK export volumes increased in the second half of 2009, alongside the
recovery in global demand and trade. The growth in exports in the three months to January
eased, but survey evidence points to rising volumes in the coming months. The BCC Report
for the final quarter of 2009 recorded an increase in both the export sales and orders
balances, with a notably strong rise in the manufacturing sector. The manufacturing exports
balance in the PMI manufacturing survey rose in February, to its highest level since January
1996. Consistent with current weak global demand for financial services, UK services exports
remain subdued, growing by 0.8 per cent in the final quarter of 2009.

B.79  Since its peak in the middle of 2007, sterling has depreciated by around 25 per cent.
As seen previously, the depreciation is expected to boost future export volumes as UK export
companies reduce the price of their goods in foreign markets and increase market share. Due
to factors such as fixed contracts and concerns over credit availability, this effect is expected
to take time to feed through. Indeed, the rise in import and export prices since mid 2007
have been broadly comparable, suggesting some exporters may be raising profit margins
rather than trying to gain market share. This effect is more pronounced in EU exports, where
the rise in export prices has been greater than goods destined for other regions. However, as
firms increase their output and new firms enter the market in response to higher profit
margins, export volumes are expected to pick up. For example, the Bank of England’s
Regional Agents suggest businesses expect a rise in exports in 2010.

B.80  Export growth is forecast to be positive in 2010, and rise over the forecast horizon as
the recovery in world demand strengthens. Reflecting the weaker forecast for euro area
growth, export growth in 2011 has been revised down since the 2009 Pre-Budget Report.

B.81  Import volumes declined by 12 per cent in 2009, reflecting a sharp fall in the first half
of the year. The rate of decline then eased, with growth of 4 per cent resuming in the final
quarter of the year. Both goods and services trade volumes have fallen, but goods volumes
recovered strongly in the second half of 2009, possibly supported by the Government’s car
scrappage scheme with passenger cars constituting nearly half of the rise in total imports.

'2The volume of exports and imports in the economic forecast abstracts from the effects of activity related to Missing
Trader Intra-Community fraud (MTIC), by making a neutral assumption that the adjustment for MTIC-related activity
remains constant throughout the forecast horizon at the latest quarterly estimate, and that trade grows in line with
underlying determinants. For a fuller explanation of the effect of MTIC-related activity on trade in recent years, see
paragraphs B.76 to B.82 of Budget 2008. Al figures cited in this section and those reported in Table B7 relate to export
and import growth excluding the MTIC adjustment.
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Table B7: Trade in goods and services

Percentage points, unless otherwise stated

Average Forecast
2000 to 2007 2008 2009 2010 2011 2012
Volumes (excluding MTIC)'
Exports 44 I -1 2% to 3Va 4to 4 5 to 5%
Imports 5Ya - -12 2t0 2% 1'42to02 2% to 34
Prices”
Exports | 12'2 2% Ya Ya |'Va
Imports | 11 3% 2% 2 2
Terms of trade® 0 I -1 -2 -1'A Y4
Goods and service balance (£ billion) -32Y —38% -33% —40'4 =374 =304

! Table B9 contains figures including the effects of MTIC-related activity. The forecast is therefore based on the neutral assumption that the level of MTIC-related activity stays flat at the

latest quarterly estimate throughout the forecast.

2 Average value indices.

7 Ratio of export to import prices.

Prospects

Net trade

Risks

Current account
balance

B.82  Following the large decline in 2009, import volumes are forecast to rise by around 2%
per cent in 2010, partly reflecting an expected recovery in consumer spending and the
rebuilding of inventories. Imports are then expected to rise by around 1% per cent in 2011
and by around 3 per cent in 2012, less than the rise in GDP, as the past depreciation of
sterling encourages consumers and firms to substitute towards relatively cheaper
domestically produced goods.

B.83  Net trade contributed positively to growth in the first half of 2009, but due to the
decline in the financial service surplus, which is expected to be temporary and an increase in
the trade deficit on cars due to EU and UK car scrappage schemes, net trade subtracted from
growth in the second half of the year.

B.84  Net trade is forecast to contribute positively to GDP growth throughout the forecast
period as shown in Table B4. Net trade’s contribution rises from % per cent in 2010 to % per
cent in 2011 and 2012, reflecting the past depreciation of sterling. This is slightly lower than
the contribution assumed by some external forecasters, such as NIESR, who expect a greater
degree of rebalancing between domestic and external demand.

B.85 The depreciation of sterling should support a rebalancing of demand towards
external demand, but the contribution from net trade depends on the pace and strength of
the world recovery and the extent to which a lower level of sterling promotes substitution
towards UK goods and services. As noted above, several countries within the UK’s largest
trade partner, the euro area, face a possibly protracted period of adjustment. Another
uncertainty is the extent to which UK exporters use the depreciation of sterling to increase
profit margins rather than market share.

B.86 Recent revisions to the balance of payments data revealed that the UK’s net income
surplus was higher than previously estimated in the last quarter of 2008 and the first three
quarters of 2009. As the net income surplus offsets the trade and transfer payments deficits
in the current account, these upward revisions to net income show that the current account
deficit was narrower than previously estimated in the first half of 2009 and remained stable
at 1.3 per cent of GDP in the third quarter of the year.

B.87 A large improvement in the investment income balance, largely due to transactions
and write-downs following the financial crisis, helped to narrow the current account in
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2008 and 2009. These temporary factors are expected to recede in 2010 meaning the current
account deficit is forecast to widen to 2% per cent of GDP. Thereafter, the current account is
forecast to narrow as the trade deficit falls as a percentage of GDP,

Chart B7: Balance of payments current account

Per cent of GDP Forecast
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UNCERTAINTY AND FORECAST ISSUES AND RISKS

Independent forecasts

B.88 The average of independent forecasts for growth in 2010 remains unchanged since
the 2009 Pre-Budget Report at 1.3 per cent, but it is 1 percentage point higher than forecast
at Budget 2009. In terms of components, external forecasts for domestic demand growth
have been revised up since the Pre-Budget Report, offset by a slight downward revision to
the contribution from net trade.

B.89 The average of independent forecasts for growth in 2011 within the March Forecasts
for the UK economy stood at 2.1 per cent, only marginally higher than at the time of the 2009
Pre-Budget Report and below the bottom of the Budget range. However, these summary
figures mask a wide range of views among forecasters:

e In the February 2010 Inflation Report, the Bank of England’s mean forecast
was for growth of around 1% per cent in 2010 and 3 per cent in 2011 — the
bottom of the Budget forecast range for that year — and 2.9 per cent in 2012.
The modal forecast was for growth of around 3% per cent in 2011 and 2012;

e  The IMF’s World Economic Outlook Update, published in January, forecast
growth of 1.3 per cent in 2010 and 2.7 per cent in 2011, revised up by 0.4 and
0.2 percentage points respectively compared with the October 2009 World
Economic Outlook;

e Since December, there has been little change to most City forecasters’
expectations for GDP growth. However, where revisions have been made,
they have tended to be positive: Barclays Capital have revised up their growth
forecast by around % percentage point in 2011 to 2.3 per cent; HSBC by
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around Y2 percentage point in both 2010 and 2011 to 2.2 and 2.7 per cent; and
RBS Global Banking and Markets by nearly 1 percentage point in 2011, to 2.7
per cent.

B.90 The range of views on the composition of demand in 2011 remains wide. For
example, the National Institute of Economic and Social Research’s (NIESR) January
Economic Review forecast GDP growth of 1.1 per cent in 2010 and 2 per cent in 2011. Growth
in 2011 was revised up from 1.5 per cent in their October Review, largely on account of an
upward revision to private consumption. However, at 1 per cent, NIESR’s latest forecast
for consumpton growth remains below the consensus of 1.5 per cent, whereas its forecast
net trade contribution of 1.3 per cent for the year is well above the average of independent
forecasts (0.4 per cent).

B.91  CPI inflation at the end of 2009 was above external forecasters’ expectations. At
Budget 2009, the average of independent forecasts was for inflation to fall to 0.7 per cent
in the final quarter of 2009, compared with an outturn of 2.1 per cent. On average, external
forecasters expect CPI inflation to register 2.1 per cent in the final quarter of 2010, before
falling back below the target to 1.8 per cent by the end of 2011.

B.92 Claimant count unemployment rose to 1.6 million at the end of 2009, almost half
a million lower than the average of independent forecasts at Budget 2009. The range of
forecasts for unemployment is fairly wide but, on average, external forecasters expect the
claimant count to rise slightly, to around 1.7 million by the end of 2010, and to remain close
to that level through 2011.

Table B8: Budget and independent forecasts'

Percentage change on a year earlier, unless otherwise stated

2010 2011
Independent Independent
Budget 2010 Average Range  Budget 2010 Average Range
GDP growth I to 1A 1.3 0.7t02.2 3to 3 2.1 0.9to 3.4
CPI (Q4) 2 2.1 141t03.8 [ 1.8 0.0to 3.3
Current account (£ billion) -35 -23.8 -49.5t0-10.0 -36 -228 -5441t0-5.0
Claimant unemployment (Q4, millions) 1%4 1.7 1.44t0 2.10 14 1.7 1.35t02.30

" ‘Forecasts for the UK economy: A comparison of independent forecasts’, March 2010.
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Box B7: Uncertainty around current forecasts

The economic forecast remains subject to very significant uncertainty. To an extent, this is evident in
the wide range of external views on GDP growth over the coming years, ranging from 0.9 to 3.4 per
cent in 201 |. The variance of independent forecasts remains high, particularly with respect to trends
prior to the intensification of the financial crisis through the autumn of 2008.

Chart a: Independent forecasts for 2009 GDP growth at the Chart b: Independent forecasts for 2011 GDP growth at the
time of the 2008 Budget' time of the 2010 Budget'
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the UK economy: A comparison of indef March 2010. ! ‘Forecasts for the UK economy: A comparison of independent forecasts’, March 2010.

However, the spread of forecasts is not a measure of likely outcomes, but the dispersion of central
opinions: each forecaster may have their own expected distribution of outcomes around their stated
central forecast.

The Bank of England publishes its growth forecast as a probability distribution, reflecting the
Monetary Policy Committee’s (MPC) collective judgements about the risks to the forecast®. Its
modal, or ‘most likely’, GDP growth projection is broadly in line with the current Budget forecast
over 2010-2012. However, the MPC currently judges the balance of risks around this projection to
lie to the downside. As such, the mean projection for growth, the probability-weighted average of
alternative outcomes, is significantly below the modal projection in the Bank of England’s February
Inflation Report, by 0.1 percentage points in 2010 Q4, rising to 0.7 percentage points in 2012 Q4.

The Bank also surveys a range of external forecasters each quarter, asking for an assessment of the
risks around their central projections®. The broad profile of those responses accords with its own
view of risks. On average, other forecasters also attach more weight to downside risks, although the
distribution has shifted upwards, consistent with the likelihood of extreme tail-risks diminishing.

Forecast errors in the HM Treasury Budget GDP growth forecast are given in the table below. It
shows the absolute error (i.e. without regard to sign) in the current year and a year ahead was about
¥4 percentage point in the 10 years to 2007. Adding the large errors for 2008 and 2009 increases this
year-ahead error to |4 percentage points. The average error is close to zero for the current year,
and for the year ahead up to 2007, indicating an absence of bias. But it has moved to —¥4 percentage
point for the year ahead after adding in the large errors in 2008 and 2009.

Budget forecast errors for GDP growth'?

Current year Year ahead
Absolute Error (1998-2007) ¥a ¥a
Absolute Error (1998-2009) | 1Ya
Average Absolute Error (1998-2007) Ya Ya
Average Absolute Error (1998-2009) 0 —¥a

"Figures in parentheses refer to the year of annual growth, such that errors for (1998-2007) relate to in-year forecast errors
between the Budgets of 1998 and 2007 and year-ahead forecast errors between the Budgets of 1997 and 2006.

2 Positive average errors reflect annual growth being higher than forecast.

2See ‘The Inflation Report projections: Understanding One Fact Chart’, Britten E., Fisher P and Whitley, J., Bank of England
Quarterly Bulletin, February 1998, for a detailed explanation of the MPC’s fact charts.
®www.bankofengland.co.uk/publications/inflationreport/irprobab.htm
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Actual and trend
output

Forecast issues and risks

B.93  This section discusses the key risks and uncertainties surrounding the forecast.

B.94 A key issue for the economic forecast concerns the outlook for trend output. Trend,
or potential, output can only be estimated: it is not observable directly. Measurement issues
relating to survey measures of spare capacity, as well as the possibility of future revisions to
National Accounts data, mean that uncertainty about the output gap and the level of trend
output is unlikely to be resolved for some time. It also remains unclear to what extent trend
output is currently being affected by temporary supply constraints or more permanent
factors.

B.95  Further uncertainties surround the size of the assumed trend output adjustment,
described in paragraph B.37. The Treasury’s assumed downward adjustment to trend
output of just over 5 per cent is broadly in line with assumptions made by a number of
external organisations: in their latest Economic Review, NIESR assume a permanent output
adjustment of around 4 per cent;'® while the OECD’s latest Economic Outlook assumes an
average trend output adjustment of 3%z per cent across the OECD.™

B.96 Nevertheless the size of this adjustment remains an open question. For
example, a recent assessment produced by Barclays for the Institute for Fiscal Studies’
(IFS) Green Budget presented downward adjustments to trend output ranging from
5 to 10 per cent.”” Recent analysis also points to variation in the estimates of previous
financial crises on trend output. An OECD assessment suggests that financial crises are
associated with a downward adjustment to the level of trend output of around 1% to 4
per cent.'® Recent IMF analysis, using a different approach, points to a wide variation
in the estimated output loss from previous financial crises, with one loss averaging
around 10 per cent after seven years compared to a ‘pre-crisis trend’. Applying the IMF’s
methodology to current UK data,’” and comparing it with the Budget 2010 projection
for the level of output would imply an output loss that would be broadly in line with the
IMF estimated average loss from previous financial crises (Chart B8). The IMF’s estimated
average output loss of 10 per cent cannot be directly compared to the Treasury’s trend output
adjustment of just over 5 per cent as they are based on different estimates of the pre-crisis
trend.

"3Prospects for the UK economy, Kirby, S., Barrell, R., Foley-Fisher, N., in NIESR Economic Review Vol.21 |, February 2010.
'*OECD Economic Outlook No.86 (Preliminary edition), OECD, November 2009.

"*IFS Green Budget, IFS, January 2010.

'®The Effect of Financial Crises on Potential Output: New Empirical Evidence from OECD Countries, Furceri, D. and
Mourougane, A. OECD Economics Department Working Paper No.699, 2009.

'"The IMF’s ‘pre-crisis trend’ for output growth is derived by extrapolating forward the average rate of growth between
ten and three years prior to the crisis, and comparing this with the actual level of output seven years after the crisis. See
World Economic Outlook October 2009: Sustaining the Recovery, IMF, October 2009. For the current projection period, the
IMF ‘pre-crisis trend” has therefore been constructed by extrapolating forward the UK’s average growth rate of non-oil
GVA between 1997 and 2004 (around 3 per cent), which is compared to the projected level of output in 2014 to derive
the implied output loss. Estimates devised on a non-oil GVA basis to allow comparisons with the HMT trend output
assumptions.
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Chart B8: Output profiles’
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"100=actual output (non-oil GVA) in 2007. IMF pre-crisis trend constructed by extrapolating forward the UK's average growth
rate of non-oil GVA between 997 and 2004 (around 3 per cent).
2 Estimates presented on a non-oil GVA basis to allow comparisons with the Treasury's trend output assumptions.

B.97  Uncertainty also surrounds the medium-term outlook for the trend growth rate.
For example, the assessment produced by Barclays for the IFS Green Budget assumes
a persistent increase in structural unemployment. By contrast, the OECD assumes no
permanent change in the UK’s structural unemployment rate relative to pre-crisis levels,'®
consistent with evidence suggesting countries with less restrictive employment protection
legislation are unlikely to see significant increases in structural unemployment following
an economic downturn.' This view is supported by the absence of a notable pick-up in
structural unemployment following the previous recession, as well as the limited evidence
so far of significant structural displacement in the labour market.?!

B.98  Further out, additional uncertainties surround the prospects for trend population
growth. Demographic changes are likely to imply a slower rate of 16+ population growth
beyond the middle of this decade, although the effect of changes in the composition of the
population on trend employment growth will also depend partly on the prospects for the
labour market participation rates of older age groups.

B.99 The outlook for trend output also has significant implications for inflation. If the
degree of spare capacity in the economy is smaller than assumed, as implied by some survey
measures, then the downside risk to the inflation forecast from the large degree of spare
capacity may be less pronounced. Further, there is uncertainty over the relationship between

'8OECD Economic Outlook No.86 (Preliminary edition), OECD, November 2009.

1"See How do Institutions Affect Structural Unemployment in Times of Crises?, Furceri, D. and Mourougane, A., OECD
Economics Department Working Papers No.730, OECD, 2009. The paper finds no significant impact of economic
downturns on structural unemployment in economies with below-average Employment Protection Legislation (EPL), a
category that includes the UK.

®For example, OECD estimates suggest that the UK Non-Accelerating Inflation Rate of Unemployment (NAIRU) was
broadly flat through the course of the early 1990s recession, and subsequently fell through the remainder of the decade.
2'For example, off-flow rates from the claimant count have remained above those seen in the previous recession helping to
mitigate against flows into long-term unemployment (ONS and the Department for Work and Pensions, 2010).
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the output gap and inflation, although a forthcoming Treasury Economic Working Paper
confirms the existence of a well-determined effect.

World recovery

B.I0O0 The past depreciation of sterling and a strong recovery in the global economy
underpin the forecast, with net trade contributing positively to growth over the forecast
horizon. As such, the Budget 2010 GDP growth forecast depends on developments in UK
export markets. Although forecasts for the world economy have stabilised, in line with those
for the UK, there is still a high degree of uncertainty over the outlook.

B.I0OI In the near term, should the effects of exceptional policy stimulus and the pass
through of confidence to private demand be larger than anticipated, this may provide
a higher boost to growth than is implied by the forecast. On the downside, persistent
unemployment, continued weakness in the financial sector and the provision of credit could
result in lower growth than forecast.

B.I02 In the medium term, the strength and sustainability of the global recovery will
depend on domestic policy choices across the world and their implications for future
global imbalances. Some rebalancing between external and domestic demand, particularly
within the euro area would mean a broader and more sustainable recovery in trade overall.
However, international policy actions should help to mitigate some of these risks. For
example, the Government has called for a EU Compact for Jobs and Growth to promote
strong, sustainable and balanced growth across Europe to help mitigate these risks in the
years ahead; the EU will discuss proposals to promote growth at the forthcoming spring and
June European Councils.

Credit conditions in the recovery

B.I03 The Budget 2010 forecast assumes that credit conditions continue to ease through
2010, such that the cost and supply of credit supports the recovery.

B.I04 Credit conditions have eased since the height of the financial crisis, as the global
macroeconomic policy stimulus and domestic measures introduced by the Government
and Bank of England have helped to reduce risk premia. Recent recoveries in asset prices
have boosted banks’ balance sheets and combined with lower bond yields, have supported
corporate capital issuance. There is a risk that the future supply of credit is constrained by
concerns over the availability of bank funding and the cost of refinancing existing funding
following the collapse of the shadow banking system and the general repricing of risk. The
authorities will continue to monitor developments in funding markets as banks continue to
restructure their balance sheets and reduce their reliance on short-term wholesale funding.

Speed and extent of private sector deleveraging

B.I05 The level of household debt rose substantially in the last decade, as households
mainly used debt to finance house purchase and other assets. Household balance sheets
have weakened in the recession due to falling asset prices, which has served to lower the ratio
of net assets to income. These factors, together with the tightening of credit conditions and
past increases in asset price volatility, may have contributed to the significant adjustment
already under way, as demonstrated by the sharp rise in the saving ratio in 2009.

B.I06 A key uncertainty for the Budget 2010 economic forecast is the pace and extent to
which households continue to rebuild their balance sheets. Should consumption fall back
more sharply as households save more to try to increase net wealth, this would weaken
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overall demand and hamper the recovery. To illustrate this point, if the saving ratio were to
rise by 1 percentage point more than forecast in 2010 due to lower consumption, this would
reduce GDP growth by V2 percentage point, taking into account the partial offset from lower
imports. The overall effect could be larger, particularly if firms reacted to weaker demand by
cutting staff, leading to a potential feedback from lower employment to weaker demand.

B.I07 However, these risks need to be weighed against current conditions: the historically
low level of interest rates, which has reduced the cost of servicing debt; the rebound in asset
prices; improved confidence; and the signs of stabilisation in the labour market. These
factors should help to smooth any further adjustment over the course of the forecast period.

B.I08 The relatively high concentration of debt in the real estate and finance sectors poses
a wider risk as concerns, over refinancing and potential losses on commercial property loans
may weigh down on the supply of credit in the recovery. However, the corporate sector as
a whole is well-positioned, having entered the recession in a relatively healthy financial
position. Firms appear to have managed their financial and cash positions well through the
recession, with the corporate liquidity ratio having risen from historic lows to around 50 per
cent by the end of 2009, and with net capital and income gearing ratios now back down to
low levels by historical standards.
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Table B9: Summary of economic prospects'

Output at constant market prices
Gross domestic product (GDP)

Manufacturing output

Expenditure components of GDP at
constant market prices®

Domestic demand
Household consumption’
General government consumption
Fixed investment
Change in inventories®
Exports of goods and services’

Imports of goods and services’

Balance of payments current account
£ billion
Per cent of GDP

Inflation

CPI (Q4)

Producer output prices (Q4)'°

GDP deflator at market prices

Labour market

Claimant count (Q4, millions)"!

Money GDP at market prices
£ billion

Percentage change

Percentage change on a year earlier, unless otherwise stated

2008

2%

1448
3

2009

—-10'4

5
-3

2
~14%
1
11
-12

-18
—1 4

24
14

14

1396
-3

Average errors

from past
Forecast?*# forecasts®
2010 2011 2012 2010 2011
lto |4 3to3s  3%to 3% Y4 173
14 to 2 3/hto 4 3/hto 4 134 3V
Yato |'a  2Yito 2% 24to 3 A 173
Oto's 2Yto 2% 24 to 3 ' 14
A —1'A -2 | s
2% to -2 44 t0 5 9t0 9% 2% 4
A A 0 Ya Ya
2% to 3V4 4to4's 5% to 5% 2 5'%
2to2'A IYato2 2% to 3% 2% 4Y4
=35 -36 -30 I 1% 10
2% 2 —13%4 Y4 Y4
2 %) 2 Y4 Ya
2% I'Va 2 %) 1A
2% ) 24 Ya Ya

1% 7 |'Va
1449 to 1454 1514 to 1526 1598 to 1619 11V 21
3% to 44 45 t0 5 5% to 6 Yy 1A

! The forecast is consistent with output, income and expenditure data for the fourth quarter of 2009, released by the Office for National Statistics on 26 February 2010.

See also footnote | on the second page of this Chapter.

2 All growth rates in tables throughout this Chapter are rounded to the nearest /4 percentage point.

7 As in previous Budget and Pre-Budget Reports, the economic forecast is presented in terms of forecast ranges, based on alternative assumptions about the supply-side performance of

the economy. The mid-points of the forecast ranges are anchored around the neutral assumption for the trend rate of output growth of 2% per cent. The figures at the lower end of the

ranges are consistent with the deliberately cautious assumption of trend growth used as the basis for projecting the public finances, which is a /s percentage point below the neutral

assumption.

* The size of the growth ranges for GDP components may differ from those for total GDP growth because of rounding and the assumed invariance of the levels of public spending within

the forecast ranges.

° Average absolute errors for year—ahead projections made in the past 10 spring forecasts. The average errors for the current account are calculated as a per cent of GDP with £ billion

figures calculated by scaling the errors by forecast money GDP in 2010 and 201 |. The CPI average has been derived from only five years of data.

¢ Further detail on the expenditure components of GDP is given in Table B10.

7 Includes households and non-profit institutions serving households.

8 Contribution to GDP growth, percentage points.

7 Exports levels up to and including 2010 are distorted by MTI, though published growth rates are unaffected.

19 Excluding excise duties.

""" The claimant count is projected to be around |'/+ million and | million in 2013Q4 and 2014Q4 respectively.
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THE PUBLIC FINANCES

The financial crisis and global downturn have had a profound and persistent impact on the public
finances, resulting in a significant increase in government borrowing and debt. Responding to these
developments, in line with its fiscal objectives, the Government’s fiscal strategy has been to:

® base policy decisions on a realistic fiscal forecast, based on a range of assumptions, some of
which are designed to provide caution to allow for uncertainty;

® set out a credible plan for delivering a sustained consolidation over the medium term,
to ensure sound public finances and create space in the short term for continued fiscal
support;
® ensure that the fiscal policy framework is set to deliver the Government’s fiscal policy
objectives given the outlook for the public finances and the economy; and
® minimise the long-term cost of debt issuance, subject to risk, and reduce refinancing risk, all
else equal, by issuing a larger proportion of long-maturity and index-linked gilts.
Chapter 2 sets out the action the Government is taking to achieve these goals. This chapter presents
more detailed information on the fiscal projections, consistent with the Code for fiscal stability.

C.l This chapter explains the latest public finance outturns and the fiscal projections in
more detail'. It includes:

e five-year projections of the current budget, the cyclically-adjusted current
budget, public sector net borrowing and public sector net debt;

e  detailed analyses of the outlook for government receipts and expenditure;

e  analysis of the impact of the financial interventions on the public finances;
and

e information on the financing requirement.
C2 The Budget presents information on the public finances on two different bases:

e including the temporary effects of financial interventions. These measures
include the temporary effects from, for example, the inclusion of the balance
sheets and operations of banks classified to the public sector; and

e  excluding the temporary effects of financial interventions. These measures
remove the temporary effects of financial interventions on the fiscal
aggregates but retain the permanent effects which are recorded as they occur.

C3 The long-term impact of the financial interventions on the taxpayer and the
sustainability of the public finances will be determined by the eventual net profit or loss
on these interventions. The Government’s assessment of the fiscal position therefore uses
the basis which excludes the temporary effects of the interventions and accounts for these
permanent effects. Fiscal aggregates in this chapter are presented on this basis unless
otherwise stated.

'For further detail see Budget 2010: the economy and public finances — supplementary material. This includes tables on public
expenditure and sub-sector and economic category analyses, and conventions used in presenting the public finances.
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FORECAST ASSUMPTIONS AND RISKS

Key assumptions C.4 This section sets out the key assumptions on which the fiscal projections are based:

e  the economy follows the path described in Chapter B. The fiscal projections
continue to be based on the assumption that trend output growth will be
Y4 percentage point lower than the centre of the forecast range, which is
designed to add caution;

e  consistent with the requirements of the Code for fiscal stability, the updated
projections take into account the fiscal effects of all firm decisions announced
in this Budget or since the 2009 Pre-Budget Report. The fiscal impacts of these
measures are set out in Chapter A;

e there are no tax or spending policy changes beyond those announced in
or before Budget 2010. Rates, thresholds and limits, including for 2009-10,
increase in line with projected indexation or announced policy. Consistent
with the Code for fiscal stability, the forecast does not take account of
measures proposed in Budget 2010 for consultation or other proposals where
final decisions have yet to be taken;

e  Departmental Expenditure Limits (DEL) to 2010-11 are adjusted to reflect the
cost of the policy decisions listed in Chapter A;

e  total Annually Managed Expenditure (AME) programmes to 2010-11 have
been forecast consistent with the economic assumptions and policy decisions
in this Budget;

e  public sector current expenditure (excluding the additional time-limited
resource expenditure announced in the 2009 Pre-Budget Report and all
additional Budget 2010 expenditure) is projected to grow at 0.8 per cent per
year on average in real terms from 2011-12 to 2014-15; and

e  public sector net investment is projected to decrease to 1% per cent of GDP
in 2013-14, and remain at that level in 2014-15.

c5 The estimates for 2009-10 are based on all available data within the Treasury and
other government departments involved in producing tax and spending forecasts.

Table Cl: Economic assumptions for the public finance projections

Percentage changes on previous year unless otherwise specified

Outturn Estimate Projections
2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15
Output (GDP) -1V 3% 2 3 3% 3V 3%
Prices
CPI 3% 2 2 12 2 2 2
GDP deflator 2% | ¥ 2 1 2% 2% 2%
RPI' (September) 5 -1 3% 2% 3% 3% 3%
Rossi’ (September) 64 | % 3% | % 2 2 2%
Nominal GDP? 1435 1406 1464 1533 1621 1720 1824

! Used for revalorising excise duties in current year and uprating income tax allowances and bands in the following year.

2 RPI excluding housing costs.

? Not seasonally adjusted.
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Forecast
differences and
risks

The use of
NAO-audited
assumptions

VAT gap
assumption

Tobacco revenues
assumption

C.6 The fiscal balances represent the difference between the two large aggregates of
expenditure and receipts, and forecasts are inevitably subject to wide margins of uncertainty.
This is particularly the case at times such as now when the economy is recovering from
significant shocks. The uncertainty surrounding economic prospects at the current time
therefore implies greater than usual risks surrounding the public finance projections.

C.7 Risks to specific tax and spending projections are discussed in further detail in
subsequent sections. A number of key risks relate to the economic determinants that
underpin the fiscal projections. The Budget projections assume a return to above-trend
levels of economic growth in 2011-12 which drives a recovery in cyclical tax receipts. The
projections also assume a recovery in labour income and consumption, though at lower
rates of growth than forecast for nominal GDP. These determinants are the key drivers of the
forecasts of income tax and VAT receipts.

c.8 On the spending side, two key determinants are the claimant count and gilt rates.
For the claimant count, the fiscal forecast uses the NAO assumption based on the average of
independent forecasts. Under that convention, unemployment rises from 1.62 million at the
end of 2009 to 1.74 million at the end of 2010 and is then flat across the projection period.
A change in the claimant count of 100,000 is equal on an approximate ready-reckoner basis
to a change of around £0.5 billion in social security payments.? Interest rates applying to
new issuance of Government gilts are a key driver of the forecast for the cost of funding
Government debt. The projections use market expectations of gilt rates, in line with the NAO
assumption, which are currently low by historical standards.

c9 The use of assumptions audited by the National Audit Office (NAO) under the three-
year rolling review process is designed to add caution into the public finance projections.
Details of the audited assumptions are given in Box C1. For Budget 2010, the Comptroller
and Auditor General audited the assumptions on the VAT gap, tobacco revenues, factor
income shares and funding.

C.I0  For Budget 2010, the Comptroller and Auditor General has audited the Treasury’s
assumption for VAT revenues. He concluded that the overall approach for estimating the VAT
gap was reasonable and cautious over the rolling review period and remains reasonable for
the future. He noted that there has been significant volatility around the growth of the VAT
gap in recent years and recommended that the Treasury should consider whether to do more
to assess factors, such as VAT debt levels, that may be causes of this volatility.

(o8 ]| The Comptroller and Auditor General has also audited the tobacco revenues
assumption used for the Treasury’s public finance projections. The report concluded that
over the rolling review period the assumption proved cautious. He noted that in the short
term the assumption may be susceptible to the uncertainty of the current economic
conditions, but includes a safeguard that a faster rate of decline in duty-paid cigarettes can
be assumed if necessary, which introduces an element of caution, to the extent that a faster
rate of decline can be forecast in advance. He recommended that the Treasury should keep
under review the impact of other factors, such as current economic uncertainties and the
impact of legislative changes on cigarette consumption.

2The ‘ready-reckoned’ impact of an NAO assumption or economic determinant on the public finances is an approximate
estimate which has been made by varying the assumption in the appropriate receipts or expenditure forecast model.
However these estimates should be treated with caution as the actual impact will depend crucially on the particular set
of economic conditions at the time of the change. In addition these estimates measure only the direct effects and not the
wider indirect effects.
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C.I2  The Comptroller and Auditor General concluded that the factor shares assumption
was reasonable over the rolling review period and remains reasonable. He recommended
that the Treasury should consider further investigation of the impact of cyclical factors on
the relative proportions of labour and profits shares in domestic income, to provide
additional checks on the reasonableness of the approach.

c.I3 The review also covered the funding assumption used for the Treasury’s public
finance projections. The Comptroller and Auditor General confirmed that, through the audit
period of Budget 2007 to the 2009 Pre-Budget Report, the figures for government borrowing
used to calculate debt interest payments in the relevant Budget or Pre-Budget Report were
consistent with the forecast of government borrowing and that they reflected the policy
assumptions in the relevant Debt and Reserves Management Report, and that the data input
to the Treasury’s economic forecasting system was consistent with the detailed forecast of
debt interest as stated in the relevant Budget or Pre-Budget Report. No other assumptions
were due for review at this Budget.
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Box Cl: Key assumptions audited by the NAO?

Trend GDP growth ¢

Dating of the cycle ©

Cyclical adjustment methodology ¢

Composition of GDP f

Consistency of price indices ®

Oil prices ©

Equity prices ©

VAT

Tobacco f

UK claimant unemployment €

Interest rates ¢

Funding

Privatisation proceeds ¢

2!/ per cent a year over the forecast period to 2014. A
downward adjustment of just over 5 per cent has been
made to the level of trend output, phased in between
mid-2007 and mid-2010.

The previous economic cycle, which began in the first half of
1997, ended in the second half of 2006.

Estimates of the fiscal balances adjusted for the effects of
the economic cycle are produced in line with the ready-
reckoner set out in Public Finances and the cycle, Treasury
Working Paper No.5, 2008.

Shares of labour income and profits in national income are
broadly constant in the medium term.

Projections of price indices used to project the public

finances are consistent with CPI.

$75.8 a barrel in 2010, the average of independent forecasts
and then constant in real terms.

FTSE All-Share index rises from 2889 (close |17 March) in
line with nominal GDP

The underlying VAT gap will rise by 0.5 percentage points
per year from the estimated outturn for the current year.

The underlying level of duty paid consumption of cigarettes
will be set at least three per cent per year lower than the
estimated outturn for the current year.

Based on the average of independent forecasts. Under that
convention, unemployment rises from .62 million at the
end of 2009 to 1.74 million at the end of 2010.

3-month market rates change in line with market
expectations.

Funding assumptions used to project debt interest are
consistent with the forecast level of government borrowing
and with financing policy.

Credit is taken only for proceeds from sales that have been

announced.

2For details of all NAO audits before the 2007 Pre-Budget Report, see Budget 2007, 21 March 2007 (HC 342).
® Audit of Assumptions for Budget 2008, 12 March 2008 (HC 345).

€ Audit of Assumptions for the 2008 Pre-Budget Report, 24 November 2008 (HC |150).

9 Audit of Assumptions for Budget 2009, 22 April 2009 (HC 408).

¢ Audit of Assumptions for the 2009 Pre-Budget Report, 9 December 2009 (HC 83).

fAudit of Assumptions for Budget 2010, 24 March 2010 (HC 434).

£Seasonally-adjusted UK claimant unemployment. This is a cautious assumption based on the average of external

forecasts and is not the Treasury’s economic forecast.
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FISCAL PROJECTIONS

C.I4  Table C2 shows five-year projections for public sector net borrowing, current budget,
cyclically-adjusted current budget, and public sector net debt. Except where otherwise
indicated these aggregates are presented on the basis which excludes the temporary effect of
financial interventions. Outturns, estimates and projections of other important measures of
the public finances are also shown.

Table C2: Summary of public sector finances

Per cent of GDP

Outturn Estimate Projections
2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Fiscal stance

Public sector net borrowing (PSNB) 6.7 11.8 1.1 85 6.8 5.2 4.0
Cyclically-adjusted PSNB 58 8.4 73 53 4.1 3.1 2.5
Surplus on current budget -34 -8.3 -84 -6.6 -52 -39 -2.8
Cyclically-adjusted surplus on current budget -2.5 -4.8 -4.6 -34 -2.5 -1.8 -1.3
Net investment 33 3.6 2.7 1.9 1.6 1.3 1.3
Sustainability

Public sector net debt' 438 54.1 63.6 69.5 73.0 74.5 749
Core debt' 42.5 49.5 55.4 58.5 60.0 60.3 60.0
Net worth? 224 18.0 74 1.8 -1.6 -4.1 -5.0
Primary balance -5.0 -9.9 -8.5 -5.8 -3.7 -2.0 -0.7
Financing

Central government net cash requirement 1.3 14.3 11.4 9.0 6.8 55 4.0
Public sector net cash requirement 42 11.8 1.6 9.2 7.1 57 42
Stability and Growth Pact

Treaty deficit’ 6.7 12.2 11.2 8.6 6.9 5.3 4.2
Cyclically-adjusted Treaty deficit’ 5.7 8.7 74 54 42 32 2.7
Treaty debt ratio® 55.5 714 80.5 86.0 88.7 89.2 88.7
Memo: Output gap -2.0 -6.1 -5.2 -4.4 -3.6 -2.7 -1.9

Note: All measures are shown on the basis which excludes the temporary effect of financial interventions, except net worth and the aggregates shown in the Financing and Stability and Growth Pact sections.
! Debt at end March; GDP centred on end March.

2 Estimate at end December; GDP centred on end December.

* General government net borrowing on a Maastricht basis.

* General government gross debt on a Maastricht basis.

Public sector net C.I5  Public sector net borrowing (PSNB) is forecast to peak at 11.8 per cent of GDP in
borrowing 2009-10. PSNB is then projected to fall in every year of the forecast period to reach 5.2 per
cent of GDP in 2013-14, which is the target year for the Fiscal Consolidation Plan as discussed
in Chapter 2. This is a projected improvement of 6.6 percentage points between 2009-10 and
2013-14. This decline can be divided into a cyclical and a ‘structural’ component:

e a fall of 1.3 per cent of GDP is due to the forecast recovery in the economy
driving a cyclical increase in tax receipts. The cyclical component of
borrowing (the difference between PSNB and cyclically-adjusted PSNB) falls
from 3.4 per cent of GDP in 2009-10 to 2.1 per cent of GDP in 2013-14; and

e  a structural improvement of 5.3 per cent which is the difference between
cyclically-adjusted PSNB of 8.4 per cent of GDP in 2009-10 and 3.1 per
cent of GDP in 2013-14. Of this structural improvement, the Government’s
discretionary action to reduce the deficit announced since Budget 2008
accounts for 3.3 per cent of GDP or £57 billion in 2013-14, including £19
billion of tax measures and £38 billion in measures to slow the rate of
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spending growth. Around a further 1 per cent of GDP is due to the reversal
of the measures introduced to support the economy in 2009-10, such as
the VAT rate reduction and capital spending. The assumptions in place to
reduce the rate of spending growth from before Budget 2008 also contribute
to the reduction in borrowing. The remaining structural improvement
is due to a projected rise in receipts not allowed for in the cyclical
adjustment methodology, for example from a recovery in the financial and
housing sectors.

C.I6  In 2010-11 PSNB falls by 0.7 per cent of GDP compared to 2009-10. After falling
sharply in 2009-10, nominal tax receipts rise in 2010-11 reflecting the economic recovery and
the reversal of the VAT rate cut. In total the Government’s measures to support the economy
increased borrowing in 2009-10 compared to 2010-11 by around 1 per cent of GDP. Part of
the underlying growth in receipts in 2010-11 is due to a recovery in receipts from the housing
and financial sectors, which fell very sharply in 2009-10 as a result of the financial crisis.
Wider corporation tax receipts are also expected to recover more sharply than after previous
recessions, in part due to changes in the payment regime.

C.I7  The Budget projections show that the current budget is in deficit throughout the
forecast period, peaking at 8.4 per cent of GDP in 2010-11, and then falling to 2.8 per cent by
2014-15. The current budget peaks a year later than public sector net borrowing, reflecting
the profiles of current and capital spending. The cyclically-adjusted current budget, which
removes the estimated effect of the economic cycle, falls from a deficit of 4.6 per cent of GDP
in 2010-11 to 1.3 per cent in 2014-15.

C.I8  Net investment rose to 3.6 per cent of GDP in 2009-10 and is projected to reach
2.7 per cent of GDP in 2010-11. Net investment will decrease to 1% per cent of GDP by
2013-14. In 2008-09 and 2009-10, net investment is increased by the portion of the
Government’s capital injections into public sector banks that is scored as capital grants, as
set out in further detail in the financial interventions section of this chapter.

C.I9  Public sector net debt is projected to rise over the forecast period to a peak of
74.9 per cent of GDP in 2014-15. The projections for core debt, which excludes the estimated
impact of the economic cycle, are expected to rise to 60.0 per cent in 2014-15.

C.20 Fiscal aggregates published by the Government, such as net debt and net worth,
reflect public sector liabilities that have been accrued in the past and are certain to require
future transfers to meet the obligations. In addition, there are provisions or contingent
liabilities that may have to be met in the future but where the timing or existence of the
liability is not certain. Measures based on Generally Accepted Accounting Practice (GAAP)
take into account the extent to which past transactions have already committed future
funding flows, such as nuclear decommissioning or public sector pensions. The Government
has announced that it will publish a GAAP-based balance sheet as part of its move towards
publishing Whole of Government Accounts (WGA) for 2009-10. When WGA are published for
the year 2009-10, contingent liabilities will be disclosed as a note to the accounts. However,
measures of contingent liability are subject to significant uncertainties, which limits the
extent to which they can be used to determine fiscal policy in the short run.

C.21 Public sector financial and non-financial assets net of financial liabilities can be
calculated to provide an estimated measure of net worth. Because capital spending financed
by borrowing leaves net worth unaffected, this measure is the approximate stock counterpart
of the current budget. On this measure, net worth is projected to become negative in the
medium term as current borrowing continues. This borrowing reduces net worth, as it is not
offset by an increase in the Government’s assets. As such measures include liabilities accrued
to date that will have to be met in the future, but do not take account of future government
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revenues, the concept of net worth is not comprehensive. Net worth is not used as a key
indicator of the public finances, mainly as a result of the difficulties involved in accurately
measuring many government assets and liabilities. The estimates of values of 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.

C.22  The central government net cash requirement (CGNCR) is projected to be 11.4 per
cent of GDP in 2010-11 and is expected to fall to 4.0 per cent in 2014-15 as net borrowing
falls. The impact on the CGNCR of the financial interventions is included in Table C14. The
CGNCR in 2009-10 is now £22 billion lower than forecast at the Pre-Budget Report. This is
driven by lower borrowing (due to higher receipts and lower accrued spending), lower cash
transactions related to the financial sector interventions and lower cash spending. Full
details are provided in the final section of this chapter. In 2008-09 and 2009-10, there was a
large gap between PSNB and CGNCR, caused by substantial financial transactions associated
with the financial sector interventions such as the equity injections. With the absence of such
interventions in future years, this gap is small across the forecast period as shown in Table
Cl14.

C.23  Table C2 shows the Treaty measures of debt and deficit used for the purposes of the
Excessive Deficit Procedure — Article 126 (1) of the Treaty of Maastricht. The main difference
between the Treaty deficit measure and PSNB is that the Treaty measure is calculated for
general government only (central and local government) whereas PSNB covers the whole
public sector and so also includes public corporations. Similarly, PSND includes public
corporations while Treaty debt does not. In addition PSND is net of liquid assets such as the
Official Reserves, while Treaty debt is a gross measure. The Treaty deficit is projected to fall
from 11.2 per cent of GDP in 2010-11 to 4.2 per cent in 2014-15. Treaty debt is forecast to rise
from 80.5 per cent of GDP in 2010-11 to 88.7 per cent in 2014-15.

C.24  Tables C3 and C4 provide more detail on the projections for the current and capital
budgets. The current budget surplus is equal to public sector current receipts less public
sector current expenditure and depreciation. The reasons for changes in receipts and current
expenditure are explained in later sections.
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Table C3: Current and capital budgets

£ billion

Outturn Estimate Projections

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-I5

Current budget

Current receipts 5335 507.5 541 582 621 660 699
Current expenditure 563.7 604.6 644 662 682 703 725
Depreciation 18.7 19.5 20 21 22 23 24
Surplus on current budget -48.9 -116.6 -124 -102 -84 -67 -51
Capital budget
Gross investment' 65.9 69.5 60 51 48 45 47
Less depreciation -18.7 -19.5 -20 221 -22 -23 -24
Net investment 47.2 50.0 40 29 26 22 23
Net borrowing 96.1 166.5 163 131 110 89 74
Public sector net debt? 617.0 776.6 952 1095 1218 1320 1406
Memos:

Treaty deficit’ 96.7 171.5 164 132 11 91 77

Treaty debt* 796.9 1004.1 1179 1319 1438 1535 1618

Note: Measures of current budget, public sector net borrowing and public sector net debt are presented on the basis which excludes the temporary effect of financial interventions.
! Net of asset sales; for a breakdown see Budget 2010: the economy and public finances - supplementary material.

% Debt at end March.

? General government net borrowing on a Maastricht basis.

* General government gross debt on a Maastricht basis.

Table C4: Current and capital budgets

Per cent of GDP

Outturn Estimate Projections

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Current budget

Current receipts 372 36.1 36.9 38.0 383 384 383
Current expenditure 393 43.0 44.0 432 42.1 40.9 398
Depreciation 1.3 1.4 1.4 1.4 1.4 1.4 1.3
Surplus on current budget -3.4 -8.3 -8.4 -6.6 -5.2 -3.9 -2.8
Capital budget
Gross investment' 4.6 4.9 4.1 33 3.0 2.6 2.6
Less depreciation -1.3 -1.4 -1.4 -1.4 -1.4 -1.4 -1.3
Net investment 33 3.6 2.7 1.9 1.6 1.3 1.3
Net borrowing 6.7 11.8 1.1 8.5 6.8 5.2 4.0
Public sector net debt? 43.8 54.1 63.6 69.5 73.0 74.5 74.9
Memos:

Treaty deficit’ 6.7 122 1.2 8.6 6.9 53 42

Treaty debt* 55.5 714 80.5 86.0 88.7 89.2 88.7

Note: Measures of current budget, public sector net borrowing and public sector net debt are presented on the basis which excludes the temporary effect of financial interventions.
" Net of asset sales; for a breakdown see Budget 2010: the economy and public finances - supplementary material.

2 Debt at end March; GDP centred on end March.

? General government net borrowing on a Maastricht basis.

* General government gross debt on a Maastricht basis.

Budget 2010

189



THE PUBLIC FINANCES FSBR

190

CHANGES TO THE FISCAL BALANCES

C.25 Table C5 compares the latest estimates for the main fiscal balances with those in
Budget 2009 and the 2009 Pre-Budget Report.

Table C5: Changes to the fiscal aggregates

Outturn' Estimate’ Projections
2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Net borrowing (£ billion)

Budget 2009 90.0 175.4 173 140 118 97 -
Effect of revisions and forecasting changes’ 5.4 2.6 - -4 ' 2 0 -
Effect of PBR 2009 policy decisions 0.0 -0.4 | -3 -5 -6 -
Effect of other discretionary changes® 0.0 0.0 2 7% 7 5 -

2009 Pre-Budget Report 95.4 177.6 176 140 117 96 82
Effect of revisions and forecasting changes 0.7 -11.0 -14 Y2 -9 -7 -6 2 -6 2
Effect of Budget 2010 policy decisions 0.0 0.0 (%) 0 - -1 -l A
Effect of other discretionary changes® 0.0 0.0 0 0 0 0 0

Budget 2010 96.1 166.5 163 131 110 89 74

Cyclically-adjusted surplus on current budget (per cent of GDP)

Budget 2009 -3.1 -6.7 -6.4 -4.9 -39 -3.2 -

2009 Pre-Budget Report 2.6 -5.5 -5.4 -39 -3.0 -2.3 -1.9

Budget 2010 -2.5 -4.8 -4.6 -3.4 -2.5 -1.8 -1.3

Cyclically-adjusted net borrowing (per cent of GDP)

Budget 2009 5.7 9.8 8.9 6.8 5.5 4.5 -

2009 Pre-Budget Report 5.7 9.0 8.0 5.8 45 3.6 3.

Budget 2010 5.8 8.4 7.3 5.3 4.1 3.1 2.5

Net debt (per cent of GDP)5

Budget 2009° 46.5 59.0 684 740 77.5 79.0 -

2009 Pre-Budget Report 44.0 55.6 65.4 71.7 754 77.1 77.7

Budget 2010 43.8 54.1 63.6 69.5 73.0 74.5 74.9

Note: Totals may not sum due to rounding. Budget 2009 aggregates, except for net debt, were on the basis which includes the temporary effects of financial interventions. All 2009 Pre-Budget Report and
Budget 2010 aggregates are on the basis which excludes the temporary effects.
! The 2008-09 figures were estimates in Budget 2009.

2 The 2009-10 figures were projections in Budget 2009.
* This includes the impact of moving from PSNB to PSNB excluding financial interventions. At the time of the 2009 Pre-Budget Report, the impact on 2008-09 was £10.4 billion, while the impact on 2009-10

was negligible.
4 Including any changes to forecasting assumptions on spending growth from 201 1-12 onwards.
° Debt at end March; GDP centred on end March.

® Measure of debt used for fiscal policy purposes at Budget 2009. This included a cautious provision for losses from the financial interventions of £50 billion.

Changes to C.26  This Budget forecasts borrowing in 2009-10 of £167 billion compared to £178 billion
2009-10 at the Pre-Budget Report. Compared to the Pre-Budget Report forecast, economic growth has
been broadly in line with expectations, but tax receipts since November are now expected to
be around £9% billion higher. Some of these higher than expected receipts are considered to
be temporary, such as higher PAYE and corporation tax receipts relating to the financial
sector, and so do not feed through into future years. More detail is set out in the receipts
section of this chapter. Total spending in 2009-10 is close to the forecast made in the
Pre-Budget Report, with lower current spending in some areas partly offset by higher capital
spending.
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C.27 Borrowing in 2010-11 at £163 billion is £13 billion lower than at the Pre-Budget
Report. Forecasting changes reduce borrowing by £14% billion, offset by approximately
£1% billion of policy changes announced in this Budget. Some of the stronger than expected
receipts in the final months of 2009-10 are expected to be sustained into 2010-11. Other one-
off factors also raise expected receipts in 2010-11, including the temporary Bank Payroll Tax
which adds an additional £2 billion of gross receipts in 2010-11. At the time of the Pre-Budget
Report it was assumed this tax would accrue to 2009-10. The ONS have now decided that in
line with Eurostat guidelines it should accrue to the point at which the tax passes into law
which is assumed to be in 2010-11.

C.28 Total expenditure in 2010-11 is expected to be around £2.7 billion lower than at the
time of the Pre-Budget Report. Debt interest payments in 2010-11 are around £2.9 billion
lower than forecast at the Pre-Budget Report due to a reduced cash requirement in 2009-10
and 2010-11 and updated information on the DMO’s gilt issuance strategy. In line with
normal convention the AME margin has been reset at £1 billion for 2010-11, compared to £2
billion at the Pre-Budget Report.

C.29 The forecast for GDP growth in 2011 has been reduced to 3 to 3% per cent. The fiscal
forecast is based on the lower end of the forecast range, at 3 per cent. Recent developments
suggest that this growth will be less tax-rich due to lower forecast earnings and consumption.
This reduces medium-term receipts growth slightly compared to the Pre-Budget Report,
which partially offsets the impact of higher than expected receipts in 2009-10.

C.30  Public sector current expenditure from 2011-12 grows at the Pre-Budget Report
assumption of 0.8 per cent per year in real terms from 2010-11 levels. With spending in
2010-11 lower than at the Pre-Budget Report, as set out above, current expenditure is
therefore around £3.5 billion lower each year in the medium-term.

C3l Overall, forecasting changes reduce borrowing by around £14'2 billion in 2010-11 and
by £6% billion in 2014-15. The impact of policy measures announced in this Budget reduces
borrowing by a further £1% billion in 2014-15. By 2014-15, borrowing is around £8 billion
lower than forecast at the Pre-Budget Report and reaches 4.0 per cent of GDP.

C32  Public sector net debt is now forecast to peak at 74.9 per cent of GDP in 2014-15.
This is 2.8 per cent of GDP lower than forecast at the Pre-Budget Report, driven by lower
projected borrowing over the forecast period. Debt in 2013-14 is now projected to be 4.5 per
cent of GDP lower than the measure of debt used for fiscal policy purposes at Budget 2009.
This partly reflects a reduction in the estimate of net losses from the financial interventions
from £50 billion at Budget 2009 (3% per cent of GDP) to around £10 billion at the 2009 Pre-
Budget Report as the Asset Protection Scheme (APS) was finalised and risks receded.

RECEIPTS

C.33  This section analyses the projections for tax receipts in detail. It begins by looking
at the main determinants of changes in the overall projections since the 2009 Pre-Budget
Report, before looking at changes in the projections of individual tax receipts. Finally it
provides updated forecasts for the tax-GDP ratio. Box C2 describes the caution inherent in
the fiscal forecast, and Box C3 describes the impact of the financial and housing sectors on
receipts.
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Changes in total receipts since the 2009 Pre-Budget
Report

C34  Tax receipts in the months since the 2009 Pre-Budget Report have been around
£9% billion higher than expected. Self-assessed (SA) income tax paid in January 2010 related
to economic activity in 2008-09 at the worst point of the downturn. Receipts of SA income tax
fell by 3.2 per cent compared to last year but were higher than the forecast at the Pre-Budget
Report. VAT receipts since the Pre-Budget Report have also been stronger than expected,
partly because businesses have repaid more VAT debt than expected, and possibly due to
stronger consumer spending ahead of the standard rate of VAT reverting to 17.5 per cent and
the end of the Government’s scrappage schemes. In addition, financial sector profits have
boosted corporation tax and PAYE from financial sector bonuses. Some of these higher than
expected receipts are considered to be temporary such as the additional corporation tax and
PAYE from the financial sector. In the medium term, much of this strength in receipts is offset
by the reduced forecast of GDP growth in 2010-11, and by lower earnings and consumption
growth.
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Table Cé: Current receipts

£ billion Changes since PBR 2009 (£ billion)
Outturn Estimate Projection Outturn Estimate Projection
2008-09 2009-10 2010-11 2008-09 2009-10 2010-11
HM Revenue and Customs
Income tax (gross of tax credits) 153.4 144.4 146.4 0.0 4.0 1.7
Income tax credits -5.6 -5.6 -5.9 0.0 0.6 0.5
National insurance contributions 96.9 94.9 97.0 0.0 0.1 -0.1
Value added tax 784 70.0 78.0 0.0 2.8 3.8
Corporation tax' 43.7 36.0 42.1 0.0 1.9 1.2
Corporation tax credits’ -0.6 -0.7 -0.8 0.0 0.0 0.0
Petroleum revenue tax 2.6 0.8 1.6 0.0 -0.4 0.0
Fuel duties 24.6 26.2 27.5 0.0 -0.2 -0.6
Capital gains tax 7.8 2.5 2.7 0.0 0.0 0.1
Inheritance tax 2.8 24 2.3 0.0 0.1 0.0
Stamp duties 8.0 7.7 9.8 0.0 0.3 04
Tobacco duties 82 8.8 8.8 0.0 0.0 -0.1
Spirits duties 2.4 2.6 2.6 0.0 0.0 0.0
Wine duties 2.7 3.0 3.1 0.0 0.0 0.1
Beer and cider duties 34 35 3.6 0.0 0.0 0.1
Betting and gaming duties 1.5 1.4 1.4 0.0 0.0 0.0
Air passenger duty 1.9 1.9 2.4 0.0 0.0 0.1
Insurance premium tax 23 23 23 0.0 0.0 -0.1
Landfill tax 1.0 0.8 1.1 0.0 0.0 -0.1
Climate change levy 0.7 0.7 0.7 0.0 0.0 0.0
Aggregates levy 0.3 0.3 0.3 0.0 0.0 0.0
Customs duties and levies 2.7 2.6 2.6 0.0 0.0 0.1
Temporary bank payroll tax’ 0.0 0.0 2.0 0.0 0.0 1.2
Total HMRC 439.1 406.5 431.8 0.0 9.5 8.6
Vehicle excise duties 5.6 5.7 6.0 0.0 0.0 -0.1
Business rates 229 23.7 24.7 0.0 0.0 0.2
Council tax* 244 248 25.8 0.0 0.0 0.0
Other taxes and royalties5 16.0 15.7 18.7 03 -0.6 -0.6
Net taxes and NICs® 507.9 476.4 507.0 0.2 8.9 8.1
Accruals adjustments on taxes -4.2 1.4 4.0 0.0 0.2 2.3
Less own resources contribution to EU budget -5.1 -3.8 -4.6 0.0 0.0 0.0
Less PC corporation tax payments -0.2 -0.2 -0.2 0.0 0.0 0.0
Tax credits adjustment’ 0.7 0.7 0.8 0.0 0.0 0.0
Interest and dividends 7.7 4.2 4.4 0.8 -0.2 -0.3
Other receipts® 26.8 287 29.5 0.1 0.6 0.3
Current receipts 533.5 507.5 540.8 1.1 9.4 10.5
Memo:
North Sea revenues ° 12.9 6.4 8.5 0.0 -0.6 0.1

! National Accounts measure, gross of enhanced and payable tax credits.

2 Includes enhanced company tax credits.

? Bank payroll tax on a cash basis. On an accrued basis, the change from the 2009 Pre-Budget Report estimate is -£0.9 billion in 2009-10 and £2 billion in 2010-11.

* Council tax increases are determined annually by local authorities, not by the Government. As in previous years, council tax figures are projections based on assumptions and are not Government forecasts.
® Includes VAT refunds and money paid into the National Lottery Distribution Fund.

¢ Includes VAT and 'traditional own resources' contributions to EU budget.

7 Tax credits which are scored as negative tax in the calculation of Net taxes and NICs but expenditure in the National Accounts.

8 Includes gross operating surplus, rent and business rate payments by local authorities.

? Consists of North Sea corporation tax and petroleum revenue tax.

Budget 2010 193



THE PUBLIC FINANCES FSBR

Income tax and

NICs

Temporary Bank

194

Payroll tax

Budget 2010

Tax by tax analysis

C.35 Table C6 shows the main components of public sector receipts outturn for 2008-
09, the estimate for 2009-10 and the projections for 2010-11, as well as the changes to the
projections of individual taxes since the 2009 Pre-Budget Report. Table 2.9 in Budget 2010:
the economy and public finances — supplementary material provides projections of individual
taxes to 2014-15.

C.36  Cash receipts of income tax and NICs in 2009-10 are expected to be £4.1 billion above
their 2009 Pre-Budget Report projection, reflecting higher than expected PAYE and NIC
receipts as well as self-assessment receipts. The stronger PAYE and NIC receipts are mainly
due to higher than forecast financial sector bonuses. Bonuses in the whole of the financial
sector on which PAYE is payable are now expected to rise by 15 per cent on 2008-09 levels,
while the Pre-Budget Report forecast a fall of more than 25 per cent relative to 2008-09. The
Pre-Budget Report forecast was a cautious judgement based on the information available
before bonus awards were agreed. Budget 2010 has updated this forecast based on further
evidence from January and February PAYE receipts and firms’ compensation
announcements. Income tax and NICs collected within the self-assessment system were
around £2Y billion higher than expected in 2009-10, although still lower than in 2008-09.
The 2009 Pre-Budget Report incorporated a cautious estimate for 2009-10 reflecting the fact
that these receipts relate to 2008-09 liabilities, when the economic downturn was at its most
severe.

C.37  Some recovery in income tax and NICs receipts is expected in 2010-11 with survey
measures starting to point towards an upturn in labour demand, but receipts will continue to
be held back by the low level of pay settlements. The 2010-11 forecast allows for the Budget
2009 measure for a 50 per cent rate of income tax on incomes above £150,000. However,
self-assessment receipts are expected to fall further in 2010-11, since these refer to 2009-10
liabilities.

C.38  Growth in income tax and NICs picks up from 2011-12 onwards, in part because of
the rise in National Insurance rates. Earnings growth remains more subdued for longer than
assumed in the 2009 Pre-Budget Report forecast. This contributes to growth in wages and
salaries, the key driver of income tax and NIC receipts, growing substantially more slowly
than the overall growth in nominal GDP.

C.39 The forecast of receipts from the temporary Bank Payroll Tax is based on the updated
forecast for bonuses in 2009-10. Bonuses eligible for the payroll tax, which includes deferred
awards in 2009-10, are now expected to rise by around 25 per cent on 2008-09 levels. This is
higher than the expected 15 per cent increase in wider financial sector bonuses because it
includes deferred bonus awards and applies to banks only. The 2009 Pre-Budget Report
forecast was a cautious judgement based on the information available at the time and has
been updated at this Budget based on the information set out above. The gross yield is
estimated at £2 billion and is set out in Table C6. The final level of Bank Payroll Tax receipts
will be known when payments are made in August 2010. Chapter A sets out that the net yield,
after reductions in PAYE due to lower bonus payments resulting from the tax, is £1.3 billion.

C.40 At the time of the Pre-Budget Report it was assumed the Bank Payroll Tax would
accrue to 2009-10. The ONS have now decided that in line with Eurostat guidelines it should
accrue to the point at which the tax passes into law which is assumed to be in 2010-11.



FSBR

THE PUBLIC FINANCES

Value added tax

Non-North Sea
corporation tax

c4i Cash receipts of VAT in 2009-10 are expected to be £2.8 billion above their 2009 Pre-
Budget Report projection. Higher receipts reflect both the composition of recent consumer
spending growth towards goods subject to the standard rate of VAT, as well as movements in
VAT debt. VAT debts rose sharply in 2008-09 reflecting pressure on firms’ cash flows from the
economic downturn and restrictive credit conditions. This pushed up the VAT gap (the
difference between the theoretical tax liability and actual receipts). As 2009-10 has
progressed, the VAT gap has started to fall back with less new VAT debt being created than
was expected, and businesses repaying existing debt. Spending on consumer durables in the
latter half of 2009 may have been buoyed by the growing effect of the temporary reduction in
VAT, as households brought forward consumption before the rate reverted to 17.5 per cent.
This was supplemented by the effect of the car scrappage scheme and low interest rates.

C.42 VAT receipts are expected to rise by 11 per cent in 2010-11 largely reflecting the
ending of the temporary reduction in VAT. However, some of this will be offset by repayments
relating to the judicial ruling in Fleming and Condé Nast on the three-year time limit for
reclaiming over-declared or under-claimed VAT for tax periods before May 1997. Growth
in VAT receipts in 2010-11 and through the forecast is held back by the judgement that
consumer spending will lag overall growth in the economy, as households continue to adjust
their finances. While the NAO-audited assumption on the VAT gap has a lower starting point
than in the 2009 Pre-Budget Report, the assumption requires at least a 0.5 percentage point
rise in the underlying VAT gap each year. This is likely to build in caution if the economic
recovery leads to a further fall in VAT debt.

C43 Non-North Sea corporation tax is one of the most cyclical of taxes and has fallen by
just over a quarter in the last two years. The drop in receipts has been most marked in the
financial sector with receipts down by almost 60 per cent since 2007-08. The decline in
receipts has been more rapid than in previous downturns, reflecting in part the fact that the
tax payment lag for corporation tax has lessened since the move to Quarterly Instalment
Payments for medium and large companies. However, the decline in non-North Sea
corporation tax receipts in 2009-10 is not as steep as forecast in the 2009 Pre-Budget Report,
with receipts £2.2 billion higher than expected. Receipts relating to liabilities incurred in
current and previous years have been stronger than expected in both the financial and non-
financial sectors.

C.44 Non-North Sea corporation tax is expected to start to recover in 2010-11, with growth
in receipts of around 16 per cent. A sizeable element of the rebound in 2010-11 reflects a
lessening of the impact from factors that reduced 2009-10 receipts, in particular the one-year
enhanced capital allowances measure and higher repayments as firms carried back losses
to relieve against earlier liabilities. Repayments are expected to fall back, as firms return to
profit and also because loss-making firms can only carry back losses against recently paid tax
for one year. Receipts will also benefit from the resumption of profit growth in 2010, forecast
at 9 per cent in the financial sector and around 3 per cent in the non-financial sector.

C.45 With the economic forecast assuming a rebalancing of the economy towards
investment and exports, profit growth in the non-oil, non-financial sector is expected to
grow more strongly than the overall growth in the economy from 2011 onwards. This will
boost receipts, although there will be some offset from firms carrying forward downturn-
related losses to use against future liabilities. Financial sector profits are assumed to grow by
just under 7 per cent a year from 2011 onwards, only bringing profits as a percentage of GDP
back to close to their 20-year average by 2014-15. The smaller contribution of the financial
sector than that envisaged prior to the downturn leads to non-North Sea corporation tax
averaging 2.6 per cent of GDP in the medium-term, 0.3 percentage points below the recent
peak of 2.9 per cent of GDP in 2007-08.
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C.46  With oil prices in 2009 averaging $36 a barrel less than in 2008, North Sea revenues
for 2009-10 are approximately half those received during 2008-09. Relative to the 2009 Pre-
Budget Report, North Sea revenues were £0.6 billion below expectations. This reflected lower
than anticipated gas prices and production in the latter half of 2009.

C.47 North Sea revenues are expected to rise by 33 per cent in 2010-11. The forecast uses
the NAO-audited assumption on oil prices. Based on the average of independent forecasts,
oil prices are expected to be $75.8 per barrel in 2010 and then assumed to be constant in real
terms. This is around $13 per barrel higher than in 2009 and $3 per barrel higher than the
2010 oil price incorporated in the Pre-Budget Report. The weakening of sterling against the
dollar will mean that the rise in oil prices in sterling terms will be higher.

C.48 The boost from higher sterling oil prices is offset in future years by the incorporation
of the 2010 survey data on both production and capital expenditure from the Department of
Energy and Climate Change. In particular, the forecast allows for substantially higher capital
expenditure by oil and gas producers in 2012-13 and 2013-14. The forecast also allows for
weaker gas prices in 2010 and 2011 than assumed in the 2009 Pre-Budget Report. Reflecting
declining oil and gas production, North Sea revenues fall as a percentage of GDP after
2010-11.

C.49 In line with the 2009 Pre-Budget Report projection, capital gains tax (CGT) fell
sharply from £7.8 billion in 2008-09 to just £2.5 billion in 2009-10. CGT paid in 2009-10
relates to gains realised in the previous year and the steep fall reflects a number of factors.
CGT is particularly sensitive to changes in equity prices, reflecting the fact that it is taxed on
the gain rather than the whole disposal price and that financial assets account for around
two-thirds of chargeable gains. Equity prices fell by over 25 per cent in 2008-09 compared
with the previous year. The year-on-year drop in CGT receipts also reflects particularly strong
receipts in 2008-09, as investors rearranged their affairs ahead of the abolition of taper relief
when the CGT regime was reformed in the 2007 Pre-Budget Report.

C.50 Inheritance tax also fell sharply in 2009-10 by around 17 per cent, reflecting asset
price falls and the continuing impact of the 2007 Pre-Budget Report measure on transferable
tax-free allowances for married couples and civil partners. Tax payment lags for both CGT
and inheritance tax mean that the rise in both equity and house prices from their low point
will help stabilise receipts in 2010-11, with receipts rising thereafter.

C.51 The forecast of stamp duties on property and shares in 2009-10 is £0.3 billion higher
than at the 2009 Pre-Budget Report, driven primarily by higher than expected receipts,
mainly from stamp duty land tax. The strong year-on-year growth in stamp duties expected
in 2010-11 will reflect the fact that the annual comparison in the first half of the financial
year will be against a period when both property transactions and asset prices were close to
their low point. House prices are assumed to grow modestly in 2010 and 2011 in line with the
median of independent forecasts, before growing at around 5 per cent in the medium-term,
consistent with their long-term average real growth rate. Property transactions are assumed
to return to a level consistent with the historical average duration of ownership.

C.52  Fuel duties in 2009-10 are expected to be £0.2 billion lower than assumed in the 2009
Pre-Budget Report. This is likely to be the result of the adverse weather conditions this winter
reducing the demand for road fuel. With fuel duty charged on a per litre basis, higher pump
prices reduce demand and hence receipts. The higher oil price in sterling terms lowers the
fuel duty forecast by around £0.2 to £0.3 billion from 2010-11 onwards.
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C.53  The estimates for both alcohol and tobacco duties in 2009-10 are in line with their
Pre-Budget Report forecasts. Tobacco duties in 2009-10 have been buoyed by a rise in duty-
paid consumption. A combination of the weaker exchange rate and less overseas travel is
likely to have reduced cross-border shopping and made illicit behaviour less attractive. The
tobacco forecast is based on an NAO-audited assumption that the underlying duty-paid
consumption of cigarettes will be set at least 3 per cent lower than the estimated outturn for
the current year. As the economy recovers and overseas travel rebounds, some of the 2009-10
rise in consumption could be reversed. To allow for this risk, duty paid consumption is
assumed to fall by greater than 3 per cent in both 2010-11 and 2011-12.

C.54  Changes to other receipts include a rise in interest and dividend payments in the
medium term due to changes in the expected profile of interest rates, student loans and
other financial assets. Council tax increases are determined annually by local authorities, not
by the Government. The council tax projections are based on stylised assumptions and are
not Government forecasts. The council tax figures for 2010-11 onwards are based on the
arithmetic average of council tax increases over the past three years. Since changes to council
tax are broadly balanced by changes to locally financed expenditure, they have little material
impact on the current balance or on net borrowing.
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Box C2: Caution in the fiscal forecast

The Government takes a cautious approach to fiscal forecasting, including through some of the
National Audit Office (NAO) audited assumptions.

Trend rate of GDP growth: the rate of economic growth used for the public finances projections
is /4 percentage points below the centre of the forecast range. In principle, with all other things
equal, if economic growth were to be 4 percentage points per year higher than forecast over the
projection period, borrowing would be reduced by approximately %+ per cent of GDP by 2014-152.
But in practice, the impact on the public finances would depend crucially on the composition of the
extra growth.

Equity and oil prices: The NAO-audited assumption on equity prices is that the FTSE All-Share
index rises in line with nominal GDP from its current level. For the oil price the NAO-audited
assumption is based on the average of independent forecasts, which is then held flat in real terms
over the forecast. This means the oil price remains at between $75-81 per barrel over the forecast
period, which compares to an average of close to $100 per barrel in 2008. Every $| increase in
the oil price would increase direct North Sea receipts by around £150 million, although the wider
effects of a higher oil price would reduce receipts®. A | per cent increase in equity prices would

yield an approximate additional £100 million of receipts from various taxes.

VAT gap: The NAO-audited assumption is that the underlying VAT gap (the difference between
actual VAT receipts and the theoretical tax liability) increases by 0.5 percentage points per year
from the latest estimated outturn. The VAT gap therefore rises throughout the forecast period to
2014-15, which holds back the forecast of growth in VAT receipts. This is likely to provide caution in
the fiscal forecast because as the economy recovers over the forecast period, it is likely that the VAT
gap will actually fall, resulting in higher VAT receipts. If the VAT gap were to be | percentage point
lower, VAT receipts would be approximately £1 billion higher.

Claimant count unemployment: The NAO-audited assumption on the claimant count rises
to 1.74 million by the end of 2010, which is the average of independent forecasts in the March
comparison published by HM Treasury, and then remains flat at this level for the purposes of
projecting the public finances throughout the rest of the forecast period. This provides caution
within the public expenditure projections.

Claimant count unemployment: NAO assumption and HMT projection (millions)

Outturn
2008 2009 2010 2011 2012 2013 2014
NAO Assumption (Q4) 1.09 1.62 1.74 1.74 1.74 1.74 1.74
HMT Projection (Q4)I 1.09 1.62 | % 1Y (A (A |

! Levels beyond 2009 are rounded to the nearest /% million.

HM Treasury’s projection is that claimant count unemployment will fall to around | million by the
end of 2014. A change in claimant count unemployment of 100,000 would change unemployment
and related benefits spending by approximately £500 million.

2 Approximate impact on borrowing based on cyclical adjustment coefficients published alongside the 2008 Pre-Budget
Report in Public Finances and the cycle, Treasury Economic Working Paper No. 5, November 2008.

®The ‘ready-reckoned’ impact of an NAO assumption or economic determinant on the public finances is an approximate
estimate which has been made by varying the assumption in the appropriate receipts or expenditure forecast model.
However these estimates should be treated with caution as the actual impact will depend crucially on the particular set
of economic conditions at the time of the change. In addition these estimates measure only the direct effects and not the
wider indirect effects.
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Tax-GDP ratio

C.55  Table C7 shows projections of receipts from major taxes as a percentage of GDP, and
Table C8 sets out projections of the overall tax-GDP ratio, based on net taxes and national
insurance contributions.

Chart Cl: Tax-GDP ratio'

Per cent of GDP Projections
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! Net taxes and NICs as defined in Table Cé.

C.56  The tax-GDP ratio has fallen by about 2%» percentage points since its pre-crisis peak
in 2007-08, reflecting the economic downturn, the decline in receipts from the financial and
housing sectors, and policy measures for fiscal support such as the temporary reduction
in the standard rate of VAT. However, the strength of tax receipts in recent months and
consequent upward revisions to the 2009-10 receipts forecast means that this fall is less
marked than that forecast at the Pre-Budget Report. The fall in the tax-GDP ratio has been
less steep than in previous recessions, in part reflecting the magnitude of the fall in demand
(and therefore nominal GDP, which is the denominator in the calculation) as a result of the
financial crisis.

C.57 1In 2010-11, the tax-GDP ratio rises, reflecting economic recovery and the reversal
of the VAT rate cut. The rise continues in 2011-12, driven by the impact of the fiscal
consolidation measures announced by the government. Measures announced since the 2008
Pre-Budget Report raise the tax-GDP ratio by around 1 per cent of GDP by 2013-14. Beyond
2011-12, the tax-GDP ratio remains broadly flat, reflecting rebalancing of demand in the
economy away from tax-rich activities, a lower contribution to receipts from the financial
sector, the forecast decline in receipts from North Sea oil and gas production, and the impact
of the NAO-audited assumptions.

C.58 Relative to the 2009 Pre-Budget Report projection, the tax-GDP ratio is around 0.7
percentage points higher than expected in 2009-10. While economic growth has been broadly
in line with expectations, receipts have been stronger than anticipated. In the medium term,
the tax-GDP ratio is expected to be around 0.4 percentage points higher, reflecting the fact
that some of the receipts in 2009-10 are expected to be temporary and that growth could be
less tax-rich because of the lower projection for earnings and consumption growth.
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Table C7: Current receipts as a proportion of GDP

Per cent of GDP
Outturn Estimate Projections
2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15
Income tax (gross of tax credits) 10.7 10.3 10.0 10.4 10.7 10.8 11.0
National insurance contributions 6.8 6.8 6.6 6.9 6.9 7.0 7.0
Non-North Sea corporation tax' 23 22 2.4 2.6 2.6 2.5 2.6
Tax credits® -0.4 -0.4 0.5 -04 -0.4 -0.4 0.4
North Sea revenues’ 0.9 0.5 0.6 0.6 0.5 0.5 0.4
Value added tax 5.5 5.0 5.3 5.5 5.4 5.3 5.2
Excise duties® 29 3.1 3.1 3.1 3.1 3.0 3.0
Other taxes and royalties® 6.8 6.6 7.0 7.0 7.0 7.1 7.1
Net taxes and NICs® 354 33.9 34.6 35.6 35.7 35.8 35.8
Accruals adjustments on taxes -0.3 0.1 0.3 0.1 0.3 0.2 0.2
Less EU transfers -0.4 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3
Other receipts’ 2.4 2.4 2.4 2.6 2.6 27 27
Current receipts 37.2 36.1 36.9 38.0 38.3 38.4 38.3
" National Accounts measure, gross of enhanced and payable tax credits.
2 Tax credits scored as negative tax in net taxes and national insurance contributions.
? Includes petroleum revenue tax and North Sea corporation tax.
* Fuel, alcohol and tobacco duties.
® Includes council tax and money paid into the National Lottery Distribution Fund, as well as other central government taxes.
¢ Includes VAT and 'own resources' contributions to EU budget; cash basis.
7 Mainly gross operating surplus and rent.
Table C8: Net taxes and national insurance contributions'
Per cent of GDP
Outturn’ Estimate® Projections
2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15
Budget 2009 35.1 33.0 33.8 34.7 35.1 353 -
2009 Pre-Budget Report 354 332 33.9 34.9 353 353 353
Budget 2010 35.4 33.9 34.6 35.6 35.7 35.8 35.8

! Cash basis. Uses OECD definition of tax credits scored as negative tax.
% The 2008-09 figures were estimates in Budget 2009.
® The 2009-10 figures were projections in Budget 2009.
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Box C3: Impact of the financial and housing sector on the public finances

The financial crisis and global downturn has particularly affected the financial and housing sectors in
the UK, which are sectors that have been a particularly important source of tax receipts.

Financial company corporation tax has in the past accounted for around 25 per cent of overall
corporation tax (£10 billion in 2007-08), and the sector provides significant amounts of income tax
and NICs on salaries and bonuses. The housing sector provides revenue directly through stamp duty,
inheritance tax and capital gains tax and indirectly through the VAT collected on housing-related

consumption.

Immediately before the financial crisis, the financial and housing sectors saw rapid growth in activity
and asset values. This growth was reflected in receipts from taxes linked to the two sectors. In
2002-03, financial and housing sector receipts were equivalent to 3 per cent of GDP By 2007-08,
these receipts had increased to 44 per cent of GDP. The rise in housing and financial sector receipts
from 2002-03 to 2007-08 accounted for half of the increase in total current receipts over this period.

The economic downturn led housing and financial sector receipts to fall to an estimated 2% per cent
of GDP in 2009-10. A large part of this is considered to be a structural decline in receipts, which
contributes to the sharp rise in cyclically-adjusted borrowing. The sectors and receipts are expected
to recover, but not to the levels of activity and associated receipts seen in 2007-08.

Financial sector profits are only assumed to return to close to their 20-year average as a percentage
of GDP by 2014-15, well below the 2007-08 percentage. Financial sector bonuses are also forecast
to remain lower than 2007-08 levels even by the end of forecast period. Overall receipts from these
sectors are forecast to rise to 32 per cent of GDP in 2014-15, contributing to the fall in cyclically-
adjusted borrowing over the medium-term.

Housing and financial sector receipts®

5

Per cent of GDP Projections
4 /
2
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Source: HM Treasury.

2These revenues include receipts from financial sector corporation tax, financial sector PAYE and NICs, Bank Payroll
Tax, Capital Gains Tax, Inheritance Tax and stamp duties.
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PUBLIC EXPENDITURE

C.59 This section looks in detail at the projections for public expenditure. It includes
outturns for 2008-09, the latest estimates for 2009-10 and public expenditure plans for
2010-11. The spending projections cover the whole of the public sector, using the National
Accounts aggregate Total Managed Expenditure (TME).

C.60 For fiscal aggregates purposes, TME is split into National Accounts components
covering public sector current expenditure, public sector net investment and depreciation.
For budgeting and other purposes, TME is split into DEL (firm three-year limits for
departments’ programme expenditure) and AME (expenditure that is not easily subject
to firm multi-year limits). Departments have separate budgets, for current and capital
expenditure.

C.61 In line with the Government’s normal convention, the Budget publishes firm DEL
plans and a forecast of AME for each year of the current spending review period, which is
up to the end of 2010-11. Beyond the current spending review from 2011-12, in line with
the Government’s normal convention the Budget presents the overall level of spending,
with TME broken down into public sector current expenditure (PSCE) and public sector net
investment (PSNI).

C.62  Projections of AME are sensitive to movements in a number of economic
determinants, such as inflation, claimant count unemployment, and interest rates.
Movements in these variables could therefore drive significant changes in AME. Given
the uncertainty and volatility inherent in these forecasts it has not been the Government’s
practice to publish an AME forecast beyond the current spending review period.

C.63  Table C9 sets out projected spending on DEL and the main components of AME to
the end of the 2007 Comprehensive Spending Review period in 2010-11. Table C10 shows
changes since the 2009 Pre-Budget Report.

Changes in TME since the 2009 Pre-Budget Report

C.64 Latest estimates suggest that TME for 2009-10 will be lower than in the 2009 Pre-
Budget Report. Current expenditure is £2.4 billion lower due to a number of changes
including removing the remaining AME margin, lower net payments on public sector
pensions, and lower VAT refund payments, where the change in VAT refunds is offset in
current receipts. Public sector net investment is higher by £0.5 billion reflecting the higher
final market value of the capital grant component of the Government’s equity injection into
Royal Bank of Scotland (RBS) in December.

C.65 TME is estimated to be £2.7 billion lower in 2010-11 than at the Pre-Budget Report,
mainly due to a lower forecast for debt interest payments, and the normal convention
of resetting the AME margin to £1 billion for the year immediately ahead. The reasons for
changes in TME are explained in more detail in the paragraphs below on DELs and the
individual AME components.

C.66  After the end of the current spending review period, PSCE is projected to grow at
0.8 per cent per year on average in real terms from 2011-12 to 2014-153%, the same growth
rate assumption as at the Pre-Budget Report. As at the Pre-Budget Report, public sector net

3Excluding the additional time-limited expenditure announced in the 2009 Pre-Budget Report and all additional expenditure
announced in Budget 2010.
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Social security
benefits

investment is projected to decrease to 1% per cent of GDP in 2013-14 and remain at that level
in 2014-15. As shown in Chart C2, TME is projected to fall from a peak of around 48 per cent
of GDP in 2010-11 to just over 42 per cent in 2014-15.

Chart C2: Total Managed Expenditure
52
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C.67  Social security spending accounts for around a quarter of public sector current
expenditure and is forecast to rise to £170 billion or 11.6 per cent of GDP in 2010-11. Social
security spending grew significantly through the downturn as claimant count unemployment
rose and the automatic stabilisers worked to help support the economy. Social security
projections are based on the NAO-audited assumption for claimant count unemployment,
which holds unemployment constant at the peak forecast by independent forecasters. This
helps to provide an element of caution against future uncertainty.

C.68 The estimate of social security expenditure in 2009-10 is broadly in line with
expectations at the 2009 Pre-Budget Report. Expenditure on Jobseeker’s Allowance has
been lower than expected as a result of lower than forecast levels of claimant count
unemployment, although this is offset by higher than expected Cold Weather Payments
this winter and higher than expected Housing Benefit expenditure. The forecast is higher in
2010-11 due to the measures set out in Chapter 5 to help support people as the economy
recovers.
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Table C9: Total Managed Expenditure 2008-09 to 2010-1 1
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£ billion

Outturn Estimate Projections
2008-09 2009-10 2010-11
CURRENT EXPENDITURE
Resource Departmental Expenditure Limits 321.1 343.5 355.1
of which:
Near-cash Departmental Expenditure Limits 301.6 319.6 330.0
Non-cash 19.5 239 25.1
Resource Annually Managed Expenditure 242.6 261.1 288.9
of which:
Social security benefits' 149.7 163.7 170.0
Tax credits' 19.9 22.9 23.6
Net public service pensions’ 3.1 34 44
National Lottery 1.0 0.9 0.9
BBC domestic services 34 35 37
Other departmental expenditure 1.3 -0.1 1.3
Net expenditure transfers to EU institutions 3.1 6.4 7.6
Locally-financed expenditure 26.8 26.8 28.1
Central government gross debt interest 30.5 30.8 41.6
AME margin 0.0 0.0 0.9
Accounting adjustments 39 2.8 6.8
Public sector current expenditure 563.7 604.6 644.0
CAPITAL EXPENDITURE
Capital Departmental Expenditure Limits 48.1 56.6 53.0
Capital Annually Managed Expenditure 17.8 12.8 7.0
of which:
National Lottery 0.5 1.0 0.9
Locally-financed expenditure 7.5 6.5 5.1
Public corporations' own-financed capital expenditure 7.8 7.0 7.6
Central government grants to public sector banks 9.4 4.5 0.0
Other capital expenditure 0.2 1.8 2.5
AME margin 0.0 0.0 0.1
Accounting adjustments -7.6 -8.0 -9.2
Public sector gross investment 65.9 69.5 60.0
Less public sector depreciation -18.7 -19.5 -20.5
Public sector net investment 47.2 50.0 39.5
TOTAL MANAGED EXPENDITURE* 629.6 674.1 704.0
of which:
Departmental Expenditure Limits 357.6 386.7 3934
Annually Managed Expenditure 272.0 287.4 3106

" For 200809, child allowances in Income Support and Jobseekers' Allowance have been included in the tax credits line and excluded from the social security benefits line.

? Net public service pensions expenditure is reported on a National Accounts basis.

> AME spending component only. Total net payments to EU institutions also include receipts scored in DEL, VAT based contributions which score as negative receipts and some payments which have no

effect on the UK public sector in the National Accounts. Latest estir for total net pay , which exclude the UK's contribution to the cost of EU aid to non-Member States (which is attributed to the
aid programme) and other costs attributed to Departmental DELs, and the UK's net contribution to the EU Budget, which includes these attributed costs, are (in £ billion):

2008-09 2009-10 2010-11
Net payments to EU institutions 22 3.8 57
Net contribution to EU Budget 3.0 4.7 6.6

* Total Managed Expenditure is equal to the sum of public sector current expenditure, public sector net investment, and public sector depreciation, on a basis which excludes temporary effects of financiai

interventions.
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Table C10: Changes to Total Managed Expenditure since the 2009 Pre-
Budget Report

£ billion
Outturn Estimate Projections
2008-09 2009-10 2010-11
CURRENT EXPENDITURE
Resource Departmental Expenditure Limits -0.1 1.3 1.6
of which:
Near-cash Departmental Expenditure Limits 0.0 0.2 0.2
Non-cash -0.1 I.1 1.4
Resource Annually Managed Expenditure -0.1 -3.6 -4.7
of which:
Social security benefits -0.1 -0.2 0.5
Tax credits 0.0 0.8 0.9
Net public service pensions -0.2 -0.7 -0.4
National Lottery 0.0 0.0 0.0
BBC domestic services 0.0 0.0 0.0
Other departmental expenditure 0.3 0.2 -0.7
Net expenditure transfers to EU institutions 0.0 -0.2 0.3
Locally-financed expenditure 0.0 -0.2 -0.2
Central government gross debt interest 0.0 0.1 -29
AME margin 0.0 -0.9 -0.9
Accounting adjustments -0.1 -2.6 -1.3
Public sector current expenditure -0.1 -2.4 -3.1
CAPITAL EXPENDITURE
Capital Departmental Expenditure Limits 0.0 0.0 0.3
Capital Annually Managed Expenditure 1.9 0.7 0.2
of which:
National Lottery 0.0 0.0 0.0
Locally-financed expenditure 0.1 0.7 04
Public corporations' own-financed capital expenditure 1.0 -0.1 0.3
Central government grants to public sector banks -0.5 1.5 0.0
Other capital expenditure 0.6 0.4 1.1
AME margin 0.0 0.0 0.1
Accounting adjustments 0.8 -1.8 -1.7
Public sector gross investment 1.9 0.7 0.5
Less public sector depreciation -0.1 -0.3 -0.4
Public sector net investment 1.9 0.5 0.1
TOTAL MANAGED EXPENDITURE 1.8 -1.6 -2.7
of which:
Departmental Expenditure Limits -0.1 0.8 0.7
Annually Managed Expenditure 1.8 -2.4 -3.4
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C.69 Child and Working Tax credits have been an important automatic stabiliser in the
recent recession, with total expenditure increasing between 2008-09 and 2009-10 by £3.0
billion. Overall, tax credits in 2009-10 are broadly as forecast at the Pre-Budget Report. The
changes to the AME estimates for 2009-10 and 2010-11 since the 2009 Pre-Budget Report
largely reflect revisions to the split of expenditure classified as negative tax and AME, where
more tax credit payments have become classified as AME. The economic downturn has
meant that, for a greater number of recipients, tax credit entittements now more than offset
income tax liabilities. This change in the split has a neutral effect on the public finances
overall, as the increase in payments classified as AME is exactly equal to the increase in tax
receipts caused by the shift away from classification as negative tax.

C.70  Net public service pensions are measured on a National Accounts basis, and report
benefits paid less contributions received by central government pay-as-you-go public service
pension schemes. Net public service pensions expenditure has fallen across the forecast
horizon since the 2009 Pre-Budget Report.

C.71  The lower net expenditure for 2009-10 than at the Pre-Budget Report is largely due
to a one-off receipt into the Northern Ireland NHS pension scheme, which takes account
of actuarial revisions to past payments of employers’ pension contributions. There is
also a corresponding one-off increase in the Northern Ireland Executive DEL to reflect
the payments of employers’ contributions into the scheme. In addition, net pensions
expenditure in 2010-11 has been reduced by higher receipts of contributions due to changes
in workforce demographics and increased average contribution rates.

C.72  The National Lottery figures reflect the latest view on the timing of drawdown by
distributing bodies. The figures are broadly unchanged from the 2009 Pre-Budget Report.
The forecasts are consistent with the latest information from the distribution funds, and
projected revenues from ticket sales.

C.73  The forecast for other departmental current expenditure is lower in 2010-11 than at
the 2009 Pre-Budget Report. This is largely the result of the inclusion of those fees received to
date for 2010-11 in respect of the Asset Protection Scheme. The increase in 2009-10 for
capital grants to public sector banks since the 2009 Pre-Budget Report reflects the final
market value for the Royal Bank of Scotland equity injection. Other capital expenditure has
increased in both 2009-10 and 2010-11 because of a classification change to departments’
budgets, where departments’ AME spending now includes capital grants to local authorities’
spending, or PSNI, and so they are removed in the AME capital accounting adjustments,
which are lower as a result.

C.74  Net expenditure transfers to EU Institutions, which consist of Gross National Income
(GNI) based contributions less the UK abatement, are unchanged in 2008-09, lower in
2009-10 and higher in 2010-11 than was estimated at the time of the 2009 Pre-Budget Report.
The main factors for these changes are the use of later information on the size of the EU
Budget for 2010, and the level and pattern of UK payments to this Budget, and changes in UK
GNI-based contributions resulting from the use of latest economic assumptions.

C.75 Locally financed expenditure mainly consists of local authority self-financed
expenditure (LASFE) and Scottish spending financed by local taxation. LASFE is the local
authority spending financed by local authorities’ own sources of net income, other than
central government support. The main determinant of the LASFE forecast is council tax. The
council tax projections used to derive current LASFE are based on stylised assumptions,
which are not government forecasts, and are mirrored in the projections for council tax
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CG debt interest

included in current receipts, so that these assumptions have no material effect on the fiscal
aggregates. Current LASFE also includes current spending financed by local authorities’ net
drawdown from their current reserves, and interest receipts earned on all their investments,
net of their repayments of debt. Capital LASFE reflects forecasts on the level of capital
expenditure financed by the use of capital receipts, revenue sources of capital finance,
private sector contributions and self-financed borrowing. Capital LASFE is net of local
authority asset sales.

C.76  There are significant uncertainties in the forecasts for current and capital LASFE,
particularly on local authorities’ net use of reserves (affecting current LASFE), and their
levels of self-financed borrowing and asset sales (affecting capital LASFE). The forecasts in
this Budget are based on recent outturns, where available, and projections based on local
authorities’ budgets, adjusted to reflect known spending pressures and the large historical
variation between local authorities’ budgets and final outturns.

C.77  The changes in the LASFE forecast since the 2009 Pre-Budget Report mainly reflect
an increase to the capital forecast, following the higher level of capital spending reported
by local authorities during the last quarter of 2009, and some small switches from current
to capital LASFE, reflecting an improvement in the methodology for attributing Northern
Ireland expenditure between current and capital LASFE.

C.78  Estimates for central government gross interest payments have been revised to take
account of latest assumptions for economic determinants and improved information on gilts
issuance. The debt interest forecast is broadly unchanged compared to the 2009 Pre-Budget
Report in 2009-10, but has fallen in 2010-11. Market expectations of gilt rates have increased
since the Pre-Budget Report, raising forecast debt interest payments. However in 2010-11
this is more than offset by the following factors:

e  significantly lower forecasts for the CGNCR in 2009-10 and 2010-11. The
CGNCR in 2009-10 and 2010-11 is cumulatively lower by £30 billion than
at the Pre-Budget Report, which has reduced the debt interest forecast in
2010-11 by around £1 billion;

e  Jower RPI inflation, which reduces accrued debt interest payments on index-
linked gilts; and

e  moving to a more detailed, fully-specified model of year-ahead gilt issuance,
to replace the top-down model estimate made in the Pre-Budget Report. This
is the normal forecasting convention at Budget and takes account of detailed
information from the Debt Management Office on expected gilt operations
in 2010-11 and also enables the implications of issuance in 2009-10, which is
now known, to be allowed for more precisely.

C.79  The debt interest forecast rises in line with the increase in public sector debt over the
forecast period.
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C.80 Public corporations’ own-financed capital expenditure (PCOFCE) measures the total
amount of public corporations’ net capital expenditure, less the amount of spending that is
financed by central government departments, which is already included in DEL and
elsewhere in AME. The forecast for PCOFCE in 2010-11 has increased since the Pre-Budget
Report, which largely reflects a higher estimate of Housing Revenue Account net capital
expenditure, due to a lower forecast for local authority housing sales.

C.8l The AME margin has been reset at £1 billion for 2010-11 in line with the usual
convention. The AME margin provides an element of caution to mitigate the risks of higher
than expected spending.

C.82 The accounting adjustments reconcile the budgeting aggregates DEL and AME with
the National Accounts definition of TME, removing items that score in DEL or AME but not
in TME, and adding in items included in TME but not in DEL or AME. A breakdown of these
adjustments is given in Budget 2010: the economy and public finances — supplementary
material. The reduction in current accounting adjustments in 2009-10 is due to a number of
factors, including lower than anticipated VAT refunds, which is offset in receipts, and a lower
estimate of defence capital spending classified as ‘single use military equipment’ (SUME),
which is treated as current in National Accounts. The SUME spending is switched from
capital to current spending in the accounting adjustments, and so the capital accounting
adjustments include an offsetting increase. The capital accounting adjustments are reduced
overall largely because of a new adjustment to remove grants to local authorities which
finance debt repayments.
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Table Cl |: Departmental Expenditure Limits - resource and capital budgets

£ billion
Outturn Estimate Plans
2008-09 2009-10 2010-11
Resource DEL
Children, Schools and Families 46.8 49.6 51.5
Health 92.3 99.6 104.1
of which: NHS England 90.7 98.0 102.1
Transport 5.7 6.9 7.0
CLG Communities 4.2 4.5 4.4
CLG Local Government 24.7 25.5 26.3
Business, Innovation and Skills 18.0 19.5 19.6
Home Office 9.2 9.5 9.8
Justice 9.1 9.9 9.4
Law Officers' Departments 0.7 0.7 0.7
Defence 36.7 39.1 40.4
Foreign and Commonwealth Office 2.1 2.3 2.2
International Development 4.8 54 6.2
Energy and Climate Change 0.4 1.2 1.2
Environment, Food and Rural Affairs 2.6 2.7 2.7
Culture, Media and Sport 1.5 1.7 1.7
Work and Pensions 8.0 9.1 9.3
Scotland 24.6 25.6 26.2
Wales 12.9 14.0 14.0
Northern Ireland Executive 8.0 9.0 8.7
Northern Ireland Office 1.3 1.2 1.2
Chancellor's Departments 4.5 4.5 4.3
Cabinet Office 2.1 2.2 2.4
Independent Bodies 0.8 0.9 1.0
Modernisation Funding 0.0 0.0 0.2
Reserve 0.0 0.0 0.8
Allowance for shortfall 0.0 -1.2 0.0
Total resource DEL 321.1 343.5 355.1
Capital DEL
Children, Schools and Families 55 7.5 6.7
Health 4.4 5.4 4.7
of which: NHS England 4.2 5.2 4.5
Transport 7.2 8.3 7.7
CLG Communities 7.1 9.1 6.4
CLG Local Government 0.1 0.2 0.1
Business, Innovation and Skills 2.1 3.0 2.4
Home Office 0.8 1.0 0.8
Justice 0.9 0.9 0.7
Law Officers' Departments 0.0 0.0 0.0
Defence 8.7 9.2 10.1
Foreign and Commonwealth Office 0.2 0.2 0.2
International Development 0.9 1.3 1.6
Energy and Climate Change 1.7 1.9 2.0
Environment, Food and Rural Affairs 0.6 0.7 0.6
Culture, Media and Sport 0.9 0.6 0.6
Work and Pensions 0.1 0.3 0.3
Scotland 33 39 32
Wales 1.6 2.0 1.7
Northern Ireland Executive 1.2 1.2 1.1
Northern Ireland Office 0.1 0.1 0.1
Chancellor's Departments 0.3 0.4 0.3
Cabinet Office 0.4 0.5 0.4
Independent Bodies 0.0 0.0 0.1
Reserve 0.0 0.0 1.5
Allowance for shortfall 0.0 -1.2 0.0
Total capital DEL 48.1 56.6 53.0
Depreciation 11.6 13.5 14.7
Total Departmental Expenditure Limits 357.6 386.7 393.4
Total Education spending' 82.6 88.3 89.4

Note: Classification changes arising from the Alignment project, which were set out in Cm 7567 (Alignment (Clear Line of Sight) Project) in March 2009, will be implemented during 2010- I I. They are
not reflected in this Budget but will be reflected from the Main Supply Estimates onwards. These classification changes will not have any impact on the level of Total Managed Expenditure or on the fiscal

aggregates.

! Education spending is defined according to the UN's Classification of the Functions of Government. Projections include spending by departments, Devolved Administrations and local authorities.
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C.83  The detailed allocation of DEL is shown in Table C11. In line with previous practice,
resource and capital DEL for 2009-10 reflect the latest available information and include an
allowance for shortfall reflecting likely underspends against departmental provisions.

C.84  There are a number of changes to DEL budgets since the 2009 Pre-Budget Report.
These mostly reflect:

e  Budget 2010 policy decisions, which are set out in more detail in Chapter A;

e  reprioritisation measures to fund new spending policies from within existing
budgets;

e access to End of Year Flexibility for a number of departments in 2009-10,
including for the Department for Children, Schools and Families (DCSF) and
the Department for Business, Innovation and Skills (BIS);

e access to the DEL Reserve for a number of departments, including an
allocation to the Ministry of Defence in both 2009-10 and 2010-11 to fund
military operations;

e  adjustments to the resource and capital budgets for a number of departments
as a result of the implementation of International Financial Reporting
Standards; and

e  other classification and budgetary changes, which have no impact on
National Accounts definitions or TME.

FINANCIAL INTERVENTIONS

C.85 On 6 November 2009, the independent Office for National Statistics (ONS) issued
comprehensive documentation describing how measures to maintain financial stability and
support the effective functioning of the financial sector should be classified in National
Accounts and included in outturn data*. This followed consultation with Eurostat (the
statistical office of the European Union) and statistical offices in other Member States, to
ensure consistent interpretation of international statistical guidance.

C.86 The long-term impact of the financial interventions on the taxpayer and the
sustainability of public finances will be determined by the eventual net profit or loss on the
interventions. The Government therefore bases its assessment of the fiscal position on
measures that account for these permanent effects and which exclude any temporary effects
of liabilities incurred as a result of the interventions. The treatment of net losses from the
financial interventions in the fiscal projections is described further in Box C4.

C.87  Asset out at the start of this chapter, and consistent with this approach, this Budget
uses the measure of net borrowing that excludes the temporary effects of the financial
interventions, introduced in the 2009 Pre-Budget Report. The measure is consistent with the
measure of PSND excluding the temporary effects of the financial interventions announced
at Budget 2008 and the ONS now publish outturn data for both®. These measures essentially
treat the public sector banks and central government-administered schemes as if they
were in the private sector. Bank of England schemes (Special Liquidity Scheme and Asset

4Public Sector Interventions in the Financial Crisis, Office for National Statistics, 6 November 2009.
SPublic Sector Finances excluding Financial Interventions, Office for National Statistics, 18 March 2010.
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Protection Facility) are treated similarly. This means that transactions between Government
and the banks or schemes, such as fee payments or any loss payouts, will score in these
measures when they occur. This is appropriate as it is the transactions between Government
and the banks that represent the permanent impact on the taxpayer of the interventions.

C.88 However, transactions between the banks and the wider private sector, for example
the gross operating surpluses of the banks, will not score in the measure. Including the
banks’ gross operating surpluses in the measurement of the public sector’s fiscal position
would not be appropriate as the banks are only temporarily in the public sector. Once the
ONS have included data for Royal Bank of Scotland (RBS) and Lloyds Banking Group (LBG)
in the Public Sector Finances data these flows have the potential to be large and volatile.

C.89 The next two tables in this section show how this treatment affects net borrowing and
net debt. Table C12 shows the removal of temporary effects and the inclusion of permanent
effects for PSNB, reconciling the two measures of net borrowing. Table C13 is the equivalent
for PSND, presenting the debt implications in similar detail.

Table CI12: Financial interventions and Bank of England schemes - impact on

PSNB
£ billion
Outturn Estimate Projections
2008-09 2009-10 2010-11 2011-12
PSNB including temporary effects of financial interventions 86.5 155.9 157 126
Temporary effects excluded from PSNB ex:
Public sector banks, Special Liquidity Scheme and Asset Purchase Facility: 13 80 . s
transactions with private sector'
Permanent effects included in PSNB ex:
Public sector banks: transactions with government? -1l 5.0 -1 0
Equity injections into RBS and Lloyds 6.1 6.3 0
Capital injection into Northern Rock 0.0 1.4 0
Depositor compensation: Bradford & Bingley 33 0.0 0
PSNB excluding temporary effects of financial interventions 96.1 166.5 163 131
Difference between PSNB and PSNB ex 9.6 10.6 6 5
of which:
Current receipts 0.4 8.0 7 5
Current expenditure -0.8 -1.8 -1 0
Net investment 10.0 44 0 0

" llustrative projections for the purposes of the public finances only. Do not represent the Government's view on the future profits of public sector banks or the net interest income of the Asset Purchase Facility.

2 This includes fees that have been received. No fee payments are included in the projections unless already received.

Impact on net C.90 Table C12 sets out the impact in detail from 2008-09 to 2011-12. The aggregate

borrowing permanent effect of interventions, net of receivables, excluding the temporary effect of

interventions is around £10.2 billion up to 2010-11. This is the sum of the permanent effects
as shown in Table C12. Taking each line in turn, Table C12 shows:

e  transactions between the public sector banks and the private sector are
excluded. Those are currently small as the ONS has not yet included RBS and
Lloyds comprehensively in the National Accounts measure of PSNB. The net
interest income of the Bank of England Asset Purchase Facility Fund (BEAPFF)
is also excluded. The Government has indemnified the Bank of England with
respect to any net losses that may materialise on the Fund’s operations and
these would score in this measure;
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public sector banks’ transactions with Government are included in PSNB
ex. This currently includes fees paid to the Government by RBS and Lloyds
related to recapitalisations and the APS. Any losses on the APS would also be
included in this line;

equity injections into RBS and Lloyds are included. On a National Accounts
basis the difference between the price paid for the acquisition of shares
in the public sector banks and the market price of that equity on the day of
purchase is included as a capital grant. The remainder of the purchase price
only affects the central government net cash requirement;

capital injection into Northern Rock, which also scores as a capital grant; and

depositor compensation: the Government’s support for depositors in
Bradford & Bingley for that element of their deposits over the FSCS depositor
compensation limit is also included as a capital grant.

C9l  The borrowing projections in this chapter do not include any estimate of fee
or dividend income from the interventions. Payments and receipts associated with

interventions are only included in estimated outturn and in the Budget projections

where these have already been made, or a firm announcement has been made of a future
transaction. The additional borrowing to finance these payments gives rise to an increase in
the Government’s debt interest costs which is included in the projections in this chapter. Net

interest flows are included in the projections.

Budget 2010
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Box C4: The net fiscal cost of the financial interventions

The 2009 Pre-Budget Report set out the Government’s assessment of the net fiscal cost of its
financial sector interventions. There have been no material changes to the Government’s assessment
other than changes in market prices. The treatment of the interventions for fiscal policy purposes
remains prudent.

The eventual fiscal cost remains dependent on a number of factors, including the eventual sale price
achieved for the shares in Royal Bank of Scotland (RBS) and Lloyds Banking Group (LBG) compared
to the purchase price. At current market prices the cost of the financial sector interventions net
of fees and other income would total £6 billion, a decrease since the Pre-Budget Report. This
estimate is based on the current market value of the Government’s shareholdings, the expected net
benefit from the Asset Protection Scheme (APS) following due diligence, and the expectation that
the aggregate costs of all other interventions will not be material. It is calculated on the basis of a
detailed assessment of the liabilities, potential losses and fee income associated with each scheme.
Some external estimates have taken a broad cross-country approach, for example using average
losses following previous financial crises, leading to higher estimates. However, these estimates do

not take into account the specific set of safeguards built into the UK interventions.
The key elements on which the final net cost will depend are:

e the eventual net profit or loss on the recapitalisations of RBS and LBG. UK Financial
Investments (UKFI) have today published updated details about the Government’s
investments®. One way to value these investments is on the basis of current market prices.
This would point to a cost of £12 billion which is net of the value of the Government’s RBS
dividend access share. However, the actual profit or loss will depend upon the share price
at the time of sale. The Government has also received a total of £0.7 billion in underwriting
fees and a £0.3 billion fee for the RBS contingent capital guarantee; and

® net payouts under the APS scheme. The Asset Protection Agency (APA) has been
established to operate the APS and continues to examine the APS assets. Under the
APS the Government has now received fees totalling £3.9 billion and will receive at least
a further £1.1 billion from RBS. Based on the APAs assessment of the assets the central
expectation remains that there will be a net benefit to the taxpayer of at least £5 billion
from the scheme (taking account of the £60 billion first loss, fees and recoveries).

Other interventions, not expected to have a material cost to the taxpayer after fees, other income

and recoveries are taken into account, are:

® the repayment and recovery of financial support provided to protect retail depositors.
As part of the resolution of a number of financial institutions during the crisis (Bradford
& Bingley, Dunfermline Building Society, London Scottish Bank, Kaupthing Singer &
Friedlander, Heritable Bank and the payout to Icesave depositors) the Government
provided loans and other financial support in order to protect retail depositors. The
outstanding amount totals £27 billion. The majority of this is repayable from the Financial
Services Compensation Scheme through recoveries from the resolved institutions and, if
necessary, levies on the financial industry. HM Treasury also has claims to proceeds from the
winding-up of the relevant institutions and continues to expect full repayment of the loan to
the Icelandic Depositor Compensation Scheme and is continuing to discuss the terms of the
repayment with the Icelandic authorities;

® returns on the disposal and wind-down of Northern Rock. Northern Rock was restructured
into two separate companies from | January 2010: Northern Rock plc and Northern Rock
(Asset Management) plc. The Government remains the sole shareholder and has provided
support to the two companies in the form of: a loan (current outstanding balance of £23
billion) to Northern Rock (Asset Management) plc; an equity injection of £1.4 billion into
Northern Rock plc; and a Working Capital Facility of up to £2.5 billion to Northern Rock
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(Asset Management) plc to support the company’s business plan. Certain wholesale deposit
guarantees remain in place but notice has been given of the intention to lift the retail deposit
guarantee from 24 May. Given the financial position of both companies it is expected that all

of this money will be returned to the taxpayer;

® returns on the wind-down of Bradford & Bingley. The Government is also a sole
shareholder in Bradford & Bingley and provides it with a Working Capital Facility (currently
the commitment is up to £1 |.5 billion) and certain deposit and capital guarantees. Given the
level of loss absorbing capital of Bradford & Bingley the Government expects to recover all

of this money;

® |osses suffered by the Bank of England on the Special Liquidity Scheme (SLS) (HM Treasury
has indemnified the Bank of England for any such losses). However given the high quality
of collateral required by the Bank of England and the amount of collateral pledged (£287
billion nominal value of securities against £185 billion of nominal Treasury bills) losses are

considered unlikely; and

® fees received and payouts under the Credit Guarantee Scheme (CGS). Losses would occur
under the CGS only in the event that a financial institution which had participated in the
scheme went into administration and insufficient recoveries were available to pay back
creditors.

Thus, with a cost of £12 billion from recapitalisation and a minimum £6 billion of fees associated with
recapitalisation and the APS, overall these elements point to a net cost of £6 billion at current market
prices, although the actual cost will depend on the eventual value achieved for the Government’s
shareholdings on sale.

Treatment in the public finance statistics and for fiscal policy purposes

Since the 2009 Pre-Budget Report the estimated net losses from the financial sector interventions
have been incorporated into the public finances on a National Accounts basis. This treatment is
consistent with the approach set out above:

® the main element is a treatment of the implied paper loss on the Government’s holdings of
shares in RBS and Lloyds. On a National Accounts basis the difference between the price
paid for the acquisition of shares in the public sector banks and the market price of that
equity on the day of purchase is included as a capital grant. In 2008-09 these were £6. |
billion and in 2009-10 £6.3 billion, net of the value of the dividend access share, as shown in
Table C12. The 2009-10 capital grant is £2.2 billion higher than estimated at the Pre-Budget
Report. These figures were computed on the day of purchase and are now fixed and will
not move when share prices change in the market; and

® as above, this paper loss is offset by the fees that have been received so far, also shown
in Table C12 in the line ‘Public sector banks’ transactions with Government’. Fee receipts
estimated to be of a similar value across the projection period are excluded from the
forecast.

As set out in Table CI3 the aggregate permanent effect of interventions, net of receivables, on
the measure of net debt excluding the temporary effect of interventions is around £10 billion up
to 2010-11 on a National Accounts basis. Given that this is higher than the loss at current market

prices, the approach taken for fiscal policy purposes remains prudent.

2Update on UKFI market investments, UK Financial Investments, 24 March 2010 (www.ukfi.co.uk).

C.92 Consistent with National Accounts, a number of transactions relating to the financial
interventions will not affect any measure of PSNB because they take the form of financial
transactions, such as loans or share purchases, which do not constitute borrowing (as one
financial asset is being exchanged for another), or they are offset by recoveries imputed in
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Table CI13:
PSND

the National Accounts, such as for liabilities borne by the FSCS. This means that the cash
receipts from the sale of shares in public sector banks will not score in PSNB as they will be
classified as financial transactions. On the point of sale, debt will be reduced if the sale price
is above the original purchase price.

C.93  Since September 2008 the ONS has published estimates of public sector net debt
both including and excluding financial interventions in the monthly Public Sector Finances
statistical bulletin. Table C13 shows the composition of the difference between PSND
including and excluding the temporary effects of financial interventions.

Financial interventions and Bank of England schemes - impact on

£ billion

Outturn Estimate Projections

2008-09 2009-10 2010-11 2011-12
PSND including temporary effects of financial interventions 742.3 913.1 1081 1216
Temporary effects excluded from PSND ex:
Public sector banks: Bank balance sheets ' -122 -122 -121 -118
Depositor compensation: Icelandic banks & Dunfermline Building Society -9 -9 -10 -9
Special Liquidity Scheme and Asset Purchase Facility -2 -15 -8 -4
Permanent effects included in PSND ex:
Public sector banks: transactions with governmentZ -1 -7 -7 -7
Equity injections into RBS and Lloyds 6 12 12 12
Capital injection into Northern Rock 0 | | |
Depositor compensation: Bradford & Bingley 3 3 3 3
PSND excluding temporary effects of financial interventions 617.0 776.6 952 1095

! Includes receipts from take up by private sector of share issues.

2 No fee payments are included in the projections unless already received.

C.94 The main contributions to PSND, in addition to those shown in Table C12, from
financial interventions are:

° the total liabilities, net of liquid assets, of the balance sheets of Northern Rock
and Bradford & Bingley (B&B). ONS have not yet been able to calculate the
impact of RBS and Lloyds’ balance sheets on PSND;

®  depositor compensation paid out by the FSCS and HM Treasury in respect of
deposits with Kaupthing Singer & Friedlander (KSF), Heritable, Landsbanki,
Dunfermline Building Society and London Scottish Bank which has yet to be
recovered from the administrators of those institutions; and

e the Bank of England Asset Purchase Facility Fund (BEAPFF), which is
a monetary policy instrument that is also excluded from the measures
excluding the temporary effects of financial interventions. As at the end
of December 2009, the scheme had added some £18 billion to the National
Accounts measure of PSND, mainly from gilts which for PSND are valued at
face value and this was lower than the market price paid.

C.95 General government gross debt (GGGD), the Maastricht Treaty debt definition,
excludes public corporations and hence the publicly-owned banks. This means GGGD is
affected by all of the cash flows that impact on the CGNCR, whether or not they cross the
public sector boundary. Thus the total cost of the Government’s purchases of shares in RBS
and in the Lloyds Banking Group are included in GGGD even though these are classified
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by the ONS as intra-public sector transactions and thus net out in the National Accounts
measure of PSND.

C.96 Table C14 shows the total cash impact of the interventions on the CGNCR in each
financial year and so includes the temporary effects as well as the permanent ones. This
table also shows the unwinding of these temporary effects on central government cash flows
where this has already occurred or is known with reasonable certainty.

Table Cl14: Financial interventions and Bank of England schemes - impact on

CGNCR
£ billion

Outturn  Estimate Projections

2008-09 2009-10 2010-11 2011-12
Net effect of financial interventions 83.1 35.5 -1.5 -3.2
Transactions which also affect net borrowing
Equity injections: acquisition of shares 6.1 6.3 0.0 0.0
Other equity injections 0.0 1.4 0.0 0.0
Depositor compensation 33 0.0 0.0 0.0
Public sector banks: transactions with government' -0.8 -6.4 0.0 0.0
Financial transactions which do not affect net borrowing
Loans 20.6 11.0 -1.2 -33
Equity injections (net acquisition of shares at market price) 30.8 23.0 0.0 0.0
Depositor compensation 23.1 0.2 -0.4 0.0

" No fee payments are included in the projections unless already received.

Impact on CGNCR C.97  Cash payments and receipts associated with the financial interventions affect the
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CGNCR in the year in which they occur. The transactions in Table C14 which also affect net
borrowing are discussed earlier in this section. Note, though, that some transactions, for
example the APS fees, score differently in PSNB where they are treated on an accruals basis.
The transactions which only affect the CGNCR include:

e Joan advances and repayments in cash (these do not affect net borrowing);

e thatelement of equity injections into public sector banks which is at or below
the market value of the equity;

e  depositor compensation payments which are regarded as being offset in net
borrowing by an immediate accrual of capital tax receipts (either recoverable
from the institution’s administrators or through a levy by the FSCS on the
deposit-taking industry); and

° recoveries in cash from bank administrators.

C.98 The estimate for the CGNCR in 2009-10 is revised down by £8.5 billion reflecting
the receipt of £1.7 billion of fees in cash from RBS for the APS and the contingent capital
commitment; £4.0 billion lower loans to Northern Rock (Asset Management) plc and
Bradford & Bingley; £0.9 billion of recoveries from the administrators of Heritable and
Kaupthing Singer Friedlander; and the inclusion of CGS fees and the interest paid by Lloyds
and RBS on the preference shares redeemed in the first quarter of the year. The projection
for 2010-11 is revised up by £3.0 billion largely reflecting £3.5 billion lower loan repayments
partly offset by further recoveries from the administrators.
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NET CASH REQUIREMENT

C.99

Table C15 presents projections of the net cash requirement by sub-sector, giving

details of financial transactions that do not affect net borrowing (the change in the sector’s
net financial indebtedness) but do affect its financing requirement.

Table CI15: Public sector net cash requirement

£ billion £ billion
2009-10 2010-11
General government General government
Central Local Public Public Central Local Public Public
government authorities corporations sector government authorities corporations sector
Net borrowing ex 163.0 7.9 -4.3 166.5 158.9 5.0 -0.8 163.2
Financial interventions impact 0.0 0.0 -10.6 -10.6 0.0 0.0 -6.2 -6.2
Net borrowing 163.0 7.9 -14.9 155.9 158.9 5.0 -6.9 157.0
Financial transactions
Net lending to private sector and abroad 4.8 0.9 -0.1 5.6 6.1 0.1 -0.2 6.0
Cash expenditure on company securities 24.0 -0.5 -32.6 9.1 1.0 -0.6 0.6 1.0
Accounts receivable/payable 1.0 0.2 0.3 1.5 4.3 0.2 0.3 4.8
Adjustment for interest on gilts |.4 0.0 0.0 |.4 -4.4 0.0 0.0 -4.4
Miscellaneous financial transactions 6.1 -1.2 -16.3 -11.4 -1.7 0.0 1.2 -0.6
Own account net cash requirement 200.2 7.3 -63.7 143.8 164.1 4.7 -5.1 163.8
Net lending within the public sector 0.7 -0.3 -04 0.0 22 -1.7 -0.5 0.0
Net cash requirement' 200.9 7.0 -64.1 143.8 166.4 3.0 -5.6 163.8

' Market and overseas borrowing for local government and public corporation sectors.

C.I00 The central government net cash requirement (CGNCR) for 2009-10 is now projected
to be £22 billion lower than at the 2009 Pre-Budget Report, reflecting changes both to net
borrowing and to the financial transactions. In order to derive the CGNCR it is necessary to
deduct net borrowing by local authorities and public corporations from the projected public
sector total to arrive at CG net borrowing (CGNB). CGNB is £7.7 billion lower than the 2009
Pre-Budget Report projection, mainly from higher receipts and lower current expenditure
partly offset by higher CG net investment, the result of a £4.1 billion imputed capital grant
to London and Continental Railways. The changes to the central government financial
transactions are as follows:

net lending to private sector and abroad is £0.2 billion lower at £4.8 billion;

cash expenditure on company securities is £2.1 billion lower at £24.0 billion.
More of the £25.5 billion payment for unquoted RBS equity is now counted
as a capital grant, reflecting the final share price on this transaction, and thus
falls within CG net borrowing;

accounts receivable/payable are £1.6 billion lower than at the 2009 Pre-Budget
Report, the result of changes to the projected tax accrual for 2009-10 which
will not be received in cash in the financial year and to the timing of cash
expenditures relative to their accrued equivalents. In addition, at the Pre-
Budget Report it had been assumed that the RBS fees for the Asset Protection
Scheme (APS) and for the contingent capital commitment might not be paid
in cash. In the event there were cash receipts of £1.7 billion covering APS fees
of £0.7 billion for each of 2009 and 2010, and the contingent capital fee for
2010 of £0.3 billion;
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e the adjustment for interest on gilts is £0.2 billion lower at £1.4 billion, largely
because inflation as it affects index-linked gilts is now projected to be slightly
higher than at the Pre-Budget Report. This change offsets the increase to
CGNB resulting from a higher debt interest accrual on the index-linked gilts;

° miscellaneous financial transactions are £10.1 billion lower at £6.1 billion, the
result of lower projections of the new lending required in the remainder of the
year for supporting Northern Rock (Asset Management) plc and for providing
working capital facilities to Bradford & Bingley; and

e et lending within the public sector is £0.5 billion lower at £0.8 billion, the
result of lower expected lending to local authorities.

C.I0l  Compared to the 2009 Pre-Budget Report, the central government net cash
requirement (CGNCR) for 2010-11 is now projected to be £7.5 billion lower, while central
government net borrowing is £12.8 billion lower. This results from both higher receipts
and lower expenditure. The changes to the central government financial transactions are
as follows:

e et lending to the private sector and abroad is £0.4 billion higher at £6.1 billion
the result of higher student loans;

e  accounts receivable/payable are £2.3 billion higher than at the Pre-Budget
Report, the result of stronger growth in the income tax and NICs accruals in
2010-11;

e  theadjustment for interest on gilts is £0.1 billion higher at -£4.4 billion;

e  miscellaneous financial transactions are £3.1 billion higher at -£1.7 billion,
the result of updated projections of loan support for Northern Rock (Asset
Management) plc and Bradford & Bingley; and

e  net lending within the public sector is £0.5 billion lower at £2.2 billion, the
result of lower expected lending to local authorities.

FINANCING REQUIREMENT

C.I02 Table C16 updates the financing arithmetic for 2009-10 and 2010-11 in line with
the updated fiscal forecasts. The improvement in the fiscal position in both years results
in £25.7 billion lower projected gilt sales in 2010-11 compared to the Pre-Budget Report.
The CGNCR is now forecast to be £200.9 billion in 2009-10, a decrease of £22 billion from
the 2009 Pre-Budget Report forecast of £223.3 billion. This is due to lower net borrowing
and lower than expected costs of financial sector interventions, as described earlier in the
chapter. The projected net contribution to financing by National Savings & Investments
(NS&I) has increased by £2 billion, to £1.5 billion, which has also decreased the net financing
requirement (NFR). The net financing requirement is forecast to be £218.5 billion in 2009-10,
a decrease of £24.4 billion from the 2009 Pre-Budget Report. The reduction in the NFR,
which emerged late in the financing year, is reflected in an unanticipated rise in the Debt
Management Office’s (DMO) short-term net cash position at end March 2010 of £24 billion.
This will be run down in 2010-11 and will reduce the NFR accordingly.
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Table C16: Financing requirement forecast

£ billion

2009-10 2010-11
December 2009 March 2010 March 2010
Pre-Budget Report Budget Budget
Central government net cash requirement 223.3 200.9 166.4
Gilt redemptions 16.6 16.6 39.0
Financing for the Asset Purchase Facility -1.0 -1.0 0.0
Financing for the official reserves : 4.0 4.0 4.0
Buy-backs® 0.1 0.1 0.0
Planned short-term financing adjustment3 -0.6 -0.6 -24.0
Gross financing requirement 242.4 220.0 185.4
Less Assumed net contribution from National Savings and Investments -0.5 1.5 0.0
Net financing requirement 242.9 218.5 185.4
Financed by:
Debt issuance by the Debt Management Office
Treasury bills 21.6 18.7 -1.9
Gilts 225.1 227.6 187.3
Other planned changes in short-term debt*
Changes in Ways & Means® -3.8 -3.8 0.0
Unanticipated changes in short-term cash position6 0.0 24.0 0.0
Total financing 242.9 242.5 185.4
Short-term debt levels at end of financial year
Treasury bill stock in market hands’ 65.6 62.7 60.8
Ways & Means 0.4 0.4 0.4
DMO net cash position 0.5 24.5 0.5

" The 2009-10 figure reflects an additional £2 billion of sterling financing for the Official Reserves in addition to the £2 billion announced at Budget 2009.
% Purchases of “rump” gilts which are older, small gilts, declared as such by the DMO and in which Gilt-edged Market Makers (GEMMs) are not required to make two-way markets. The Government will

not sell further amounts of such gilts to the market but the DMO is prepared, when asked by a GEMM, to make a price to purchase such gilts.
* To accommodate changes to the current year's financing requirement resulting from: (i) publication of the previous year's outturn CGNCR; (i) an increase in the DMO's cash position at the Bank of

England; and / or (jii) carry over of unanticipated changes to the cash position from the previous year.

*Total planned changes to short-term debt are the sum of: (i) the planned short-term financing adjustment; (ii) net Treasury bill sales; and (jii) changes to the level of the Ways & Means advance.
* Reflects the Government's decision to pay £3.8 billion of the remaining balance of the Ways and Means advance in 2009-10.

© A negative (positive) number indicates an addition to (reduction in) the financing requirement for the following financial year.

7 The DMO has operational flexibility to vary the end-financial year stock subject to its operational requirements in 2010-11.

C.I03 The projection for the CGNCR in 2010-11 is £166.4 billion, £7.5 billion lower than
expected at the Pre-Budget Report. Gross gilt redemptions are £39 billion and NS&I is not
expected to make a net contribution to financing in 2010-11, reflecting the continuing target
to maintain broadly the existing level of stock. The Government will finance the Official
Reserves by £4.0 billion. The planned short-term financing adjustment will, as a result of the
overfunding in 2009-10, reduce the financing requirement in 2010-11 by £24.0 billion. The
projection for the NFR in 2010-11 is £185.4 billion.

C.I04 The financing requirement will be met by:

e  gross gilt issuance of £187.3 billion; and

e  adecrease in the Treasury bill stock by £1.9 billion to £60.8 billion.
C.I05 Gross gilt issuance is expected to be as follows:

e  short maturity gilt issuance is expected to be £59.0 billion (or 31.5 per cent of
total issuance);
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e medium maturity gilt issuance is expected to be £45.0 billion (or 24.0 per cent
of total issuance);

e long maturity gilt issuance is expected to be £45.3 billion (or 24.2 per cent of
total issuance); and

e  issuance of index-linked gilts is expected to be £38.0 billion (or 20.3 per cent
of total issuance).

C.I06 Auctions will remain the Government’s primary method by which to issue gilts.
However, consistent with the strategy adopted in 2009-10 and drawing on experience from
implementing the 2009-10 financing remit, the Government has decided to continue to use
supplementary methods to issue gilts in 2010-11. In particular, the Government will continue
its programme of syndicated offerings and mini-tenders, and continue to make the post-
auction ‘top-up’ facility available after auctions.

C.I07 It is anticipated that:

e  £148.1 billion (79.1 per cent of total issuance) will be issued through pre-
announced auctions;

° £29.2 billion (15.6 per cent of total issuance) will be issued by syndication;
and

e  £10.0 billion (5.3 per cent of total issuance) will be issued through mini-
tenders.

C.I08 The planning assumption is that short and medium maturity gilts will be sold at
auction only. Long maturity and index-linked gilts will be issued also by way of syndication
and mini tender.

C.I09 Full details of the DMO’s financing remit including further information on the
structure of gilts issuance and the gilt auction calendar for 2010-11 can be found in the Debt
and reserves management report 2010-11 which is published alongside this Budget and is
available on HM Treasury’s website.

ADDITIONAL ANALYSES

C.II0  Historical series for the main fiscal aggregates are included in Tables C17 and C18.
Further information on general government transactions and more detailed breakdowns
of the public sector are included in Budget 2010: the economy and public finances —
supplementary material, along with a detailed description of the conventions used in
presenting the public finances.
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HISTORICAL SERIES

Table C17: Historical series of public sector balances, receipts and debt

Per cent of GDP
Public cz:"::l':d Public cz;"::l':'d Public Mot ta::: Public Public Public
sector surp:us on sector lpublic sector national sector sector sector
current net net cash . current net net
budget current borrowing sector I,‘et requirement |n.sura.nce receipts debt’' worth?
budget borrowing contributions

1970-71 6.8 -0.6 1.2 363 433
1971-72 4.2 I.1 1.4 35.0 41.5
1972-73 2.0 2.8 36 326 39.0
1973-74 0.4 -0.7 49 6.0 58 31.9 395
1974-75 -0.9 -2.5 6.5 8.1 8.9 345 42.1 52.1
1975-76 -1.4 -1.6 7.0 7.2 9.2 353 427 53.8
1976-77 -1 -0.6 55 5.0 6.3 35.1 43.0 52.3
1977-78 -1.3 -1.2 4.3 4.1 3.6 34.1 41.3 49.0
1978-79 -2.5 23 5.0 48 5.2 33.1 40.1 47.1
1979-80 -1.8 -1.7 4.1 4.0 4.6 335 40.5 439
1980-81 -2.9 -1.5 4.8 34 5.1 35.5 422 46.0
1981-82 -1.3 2.5 2.3 -1.5 33 38.0 454 46.2
1982-83 -1.4 2.9 3.0 -1.4 3.1 382 45.1 448
1983-84 -1.9 1.8 3.7 0.0 3.1 377 44.1 45.1
1984-85 -2.1 0.9 3.6 0.6 3.0 382 43.9 45.3
1985-86 -1.2 0.6 24 0.6 1.6 374 427 43.5
1986-87 -1.4 -1.2 2.0 1.9 0.9 37.0 41.6 41.0
1987-88 -0.4 -1.7 1.0 22 -0.7 36.8 40.6 36.8 74.0
1988-89 1.6 -1.0 -1.3 1.3 -3.0 36.1 40.2 305 79.0
1989-90 1.4 -1.4 -0.2 2.6 -1.3 354 394 27.7 70.9
1990-91 0.3 -1.2 1.0 2.6 -0.1 349 384 26.2 60.1
1991-92 -2.0 -1.5 37 33 23 338 38.1 274 52.8
1992-93 -5.6 -3.7 74 55 58 327 36.3 314 40.2
1993-94 -6.3 -4.0 7.7 54 6.9 31.8 354 36.5 29.7
1994-95 -4.8 -33 6.2 47 52 33.0 36.4 40.1 28.9
1995-96 -33 24 4.7 38 42 33.6 37.2 41.9 21.6
1996-97 -2.7 -2.2 34 2.8 2.9 34.0 36.4 42.5 17.7
1997-98 -0.1 -0.1 0.7 0.6 0.1 35.1 375 40.6 15.3
1998-99 1.2 0.9 -0.5 -0.2 -0.7 355 37.7 384 14.4
1999-00 22 1.7 -1.6 -1.1 -0.9 355 379 356 17.4
2000-01 24 1.6 -1.9 -1 -3.7 36.3 38.6 30.7 23.0
2001-02 1.2 0.9 0.0 0.2 0.4 358 378 29.7 29.6
2002-03 -1.0 -0.6 2.3 1.9 2.2 343 36.3 30.8 28.2
2003-04 -1.5 -1.2 2.9 2.6 33 343 36.5 32.1 285
2004-05 -1.6 -1.4 33 3.1 32 352 373 34.0 28.6
2005-06 -1l -0.9 2.9 2.8 32 359 383 353 287
2006-07 -0.4 -0.4 2.3 2.3 2.6 36.1 38.6 36.0 28.9
2007-08 -0.3 -0.6 24 2.6 1.5 36.4 387 36.5 289
2008-09° -34 25 6.7 5.8 42 354 372 438 224

! At end-March; GDP centred on end-March.

2 At end-December; GDP centred on end-December.

3 All measures are presented on the basis which excludes the temporary effect of financial interventions for 2008-09 except net worth which is presented on the basis that includes financial interventions.
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Table C18: Historical series of government expenditure

£ billion (2008-09 prices) Per cent of GDP

Public Public Public Public Public Public
sector sector sector Total sector sector sector Total
current net gross Man.a ged current net gross Man.a ged
expenditure investment  investment' Expenditure expenditure investment  investment' Expenditure
1970-71 195.3 37.3 59.7 255.0 327 6.2 10.0 427
1971-72 204.8 324 56.0 260.8 334 5.3 9.1 42.6
1972-73 213.1 31.2 55.7 268.9 332 49 8.7 41.9
1973-74 234.1 35.0 62.5 296.6 35.0 52 9.3 443
1974-75 258.1 375 66.4 3245 387 5.6 10.0 48.6
1975-76 263.6 36.9 65.9 329.5 39.7 5.6 9.9 49.7
1976-77 270.8 30.2 60.3 331.1 39.7 4.4 8.8 48.5
1977-78 267.1 20.7 51.0 318.1 383 3.0 7.3 45.6
1978-79 275.1 18.0 49.1 324.2 382 2.5 6.8 45.1
1979-80 281.9 16.8 483 330.2 38.1 23 6.5 44.6
1980-81 290.0 13.5 45.5 3355 40.6 1.9 6.4 47.0
1981-82 302.8 72 389 341.8 423 1.0 5.4 47.7
1982-83 309.8 11.4 422 352.0 423 1.6 5.8 48.1
1983-84 319.5 139 44.6 364.1 42.0 1.8 5.9 47.8
1984-85 327.8 12.2 41.4 369.2 422 1.6 5.3 47.5
1985-86 327.8 9.4 36.3 364.1 40.5 1.2 4.5 45.0
1986-87 3332 5.7 327 365.8 39.7 0.7 3.9 43.6
1987-88 336.6 5.2 30.6 367.2 38.1 0.6 35 41.6
1988-89 329.2 32 28.6 357.8 35.8 0.3 3.1 389
1989-90 331.5 1.6 36.7 368.2 353 1.2 39 39.2
1990-91 3338 12.6 356 369.3 35.6 1.3 3.8 394
1991-92 353.8 16.5 358 389.6 38.0 1.8 38 41.9
1992-93 371.5 17.2 36.1 407.7 39.8 1.8 39 437
1993-94 381.6 13.6 323 414.0 39.7 1.4 34 43.0
1994-95 3934 14.0 328 426.2 39.3 1.4 33 42.5
1995-96 399.0 14.0 32.1 431.0 387 1.4 3.1 41.8
1996-97 398.0 72 23.9 421.8 37.6 0.7 2.3 39.9
1997-98 396.9 6.3 222 419.1 36.2 0.6 2.0 382
1998-99 398.7 7.6 23.0 421.7 35.1 0.7 2.0 372
1999-00 406.4 6.9 223 428.7 34.4 0.6 1.9 363
2000-01 4272 6.3 21.9 449.1 35.0 0.5 1.8 36.8
2001-02 439.5 14.4 30.2 469.7 353 1.2 2.4 377
2002-03 459.9 16.1 325 4924 36.0 1.3 2.5 386
2003-04 483.6 17.8 343 517.9 36.7 1.3 2.6 394
2004-05 505.2 228 395 5447 37.6 1.7 29 40.5
2005-06 526.1 255 429 569.1 38.1 1.8 3.1 41.2
2006-07 535.0 273 45.2 580.1 377 1.9 32 40.9
2007-08 549.3 29.9 48.1 597.4 37.8 2.1 33 41.1
2008-09> 563.7 47.2 65.9 629.6 39.3 33 4.6 43.9

" Net of sales of fixed assets.

2 All measures are presented on the basis which excludes the temporary effect of financial interventions for 2008-09.
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AEF
AME
AMLD

APR

BCC
BIS
BRE

CAP
CBI
CCAs
CCL
CCS
CERT
CGT
CGNCR
CHP
CIPFA
CcO
CPI
CSR
CTC
CTF
CVS

DCMS
DCSF
DEFRA
DEL
DfES
DFID
DT
DH
DIUS
DMO
DTI
DVLA
DWP

EC
ECA
ECF
EEA
EEC
EFSR
EIS
EMI
EPC

Aggregate External Finance
Annually Managed Expenditure
Amusement Machine Licence Duty
Air passenger duty

Annual Percentage Rates

British Chamber of Commerce
Department for Business Innovation and Skills
Better Regulation Executive

Common Agricultural Policy
Confederation of British Industry

Climate change agreements

Climate change levy

Carbon capture and storage

Carbon Emissions Reduction Target
Capital Gains Tax

Central government net cash requirement
Combined Heat and Power

Chartered Institute of Public Finance and Accountancy
Carbon dioxide

Consumer Prices Index

Comprehensive Spending Review

Child Tax Credit

Child Trust Fund

Corporate Venturing Scheme

Department of Culture, Media and Sport
Department for Children, Schools and Families
Department for Environment, Food and Rural Affairs
Departmental Expenditure Limit

Department for Education and Skills
Department for International Development
Department for Transport

Department of Health

Department if Innovation, Universities and Skills
Debt Management Office

Department of Trade and Industry

Driver and Vehicle Licensing Agency
Department for Work and Pensions

European Communities

Enhanced Capital Allowance
Enterprise Capital Fund

European Economic Area

Energy Efficiency Commitment
Economic and Fiscal Strategy Report
Enterprise Investment Scheme
Enterprise Management Incentive
Economic Policy Committee
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ESA Employment and Support Allowance
ESA95  European System of Accounts 1995
EU European Union

EU ETS EU Emissions Trading Scheme

FDI Foreign direct investment

FE Further Education

FRS Financial Reporting Standard
FSA Financial Services Authority

FSBR Financial Statement and Budget Report

G7 A group of seven major industrial nations (comprising: Canada, France, Germany,
Italy, Japan, UK and US).

G8 The G8 is an informal group of eight countries: Canada, France, Germany, Italy,
Japan, Russia, the UK and the US.

G20 A group of 20 Finance Ministers and Central Bank Governors representing nineteen

countries plus the European Community
GAAP  Generally Accepted Accounting Practices
GAD Government Actuary's Department
GCSE General Certificate of Secondary Education
GDP Gross Domestic Product
GGNB  General government net borrowing
GLA Greater London Authority
GNI Gross National Income
GVA Gross Value Added

HB Housing Benefit
HMRC Her Majesty’s Revenue and Customs
HMT Her Majesty's Treasury

IAS International Accounting Standards

1B Incapacity Benefit

IFRS International Financial Reporting Standards
IFS Institute for Fiscal Studies

IHT Inheritance Tax

ILO International Labour Organisation

IMF International Monetary Fund

IPCC Intergovernmental Panel on Climate Change
ISA Individual Savings Account

ISB Invest to Save Budget

IWC In Work Credit
JSA Jobseeker’s Allowance

LASFE  Local authority self-financed expenditure
LATS Landfill Allowance Trading Scheme

LFS Labour Force Survey

LHA Local Housing Allowance

LIBOR London Inter-Bank Offered Rate

LPG Liquefied petroleum gas

LTCS Landfill Tax Credit Scheme

LTPFR  Long Term Public Finance Report

LSC Learning and Skills Council

224  Budget 2010



MDGs
MDRs
MDRI
MIG
MoD
MORI
MPC
MTIC

NAO
NCIS
NEET
NHS
NICs
NIESR
NMW
NVQ

ODPM
OECD
OFCOM
OFGEM
OFT
0GC
ONS
OPEC

PAC
PAYE
PBR
PCT
PEP
PFI
PGS
PSA
PSNB
PSNI

R&D
RDA
REITs
RES
RPI
RPIX
RTFO

SBRI
SDLT
SDRT
SERPS
SFLG
SME
STEM

Millennium Development Goals

Marginal deduction rates

Multilateral Debt Relief Initiative

Minimum Income Guarantee

Ministry of Defence

Market and Opinion Research International
Monetary Policy Committee

Missing Trader Intra-Community

National Audit Office

National Criminal Intelligence Service

Not in education, employment or training

National Health Service

National Insurance Contributions

National Institute of Economic and Social Research
National Minimum Wage

National Vocational Qualification

Office of the Deputy Prime Minister

Organisation for Economic Cooperation and Development
Office of Communications

Office of Gas and Electricity Markets

Office of Fair Trading

Office of Government Commerce

Office for National Statistics

Organisation of Petroleum Exporting Countries

Public Accounts Committee
Pay As You Earn

Pre-Budget Report

Primary Care Trust

Personal Equity Plan

Private Finance Initiative
Planning-gain Supplement
Public Service Agreement
Public sector net borrowing
Public sector net investment

Research and Development

Regional Development Agency

Real Estate Investment Trusts

Regional Economic Strategy

Retail Prices Index

Retail Prices Index excluding mortgage interest payments
Renewable Transport Fuels Obligation

Small Business Research Initiative

Stamp Duty Land Tax

Stamp Duty Reserve Tax

State Earnings Related Pension Scheme

Small Firms Loan Guarantee

Small and medium-sized enterprise

Science Technology Engineering and Mathematics
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TME
TSB

UKFI

VAT
VCT

WGA
WTC

Total Managed Expenditure
Technology Strategy Board

United Kingdom Financial Investments

Value Added Tax
Venture Capital Trust
Vehicle excise duty

Whole of Government Accounts
Working Tax Credit
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