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Summary 

The economy 

The Committee notes that the UK economy’s weathering of the recent economic 
slowdown has been achieved despite the weakness amongst its major trading partners in 
the EU. Despite a disappointing trend in investment and exports, the level of growth 
achieved for 2003 is likely to have been within the range forecast by the Government at the 
time of the Budget (although lower than that forecast at the time of the  2002 Pre-Budget 
Report). Economic activity has been supported by a successful complementarity between 
monetary and fiscal policies. Recent data suggest that the imbalances in the economy have 
been reduced but not removed. 

For the future, it is vital that UK economic policy adapts as anticipated to the upswing in 
the global economy, to avoid potential problems flowing from the current imbalances. The 
Committee is concerned about the impact of the fall in the dollar, although some of the 
evidence received on this was reassuring. The Committee notes also continuing 
uncertainty over the impact of corporate pension fund deficits, given the lack of official 
information. 

The Committee notes the Governor of the Bank of England’s view that the switch to the 
new CPI inflation measure should not have major significance for monetary policy, given 
the focus for policy on inflation two years ahead, but that the change will need careful 
explanation in the short term. 

Public sector finances: fiscal balance and the golden rule 

The golden rule was introduced to ensure that borrowing over the course of a cycle is only 
incurred to fund investment. The Committee notes that there is scope for greater clarity in 
the way the rule is framed. The Government remains on track to meet the golden rule, but 
will only meet it if its central forecasts for economic growth, tax revenues, spending and the 
likely end of the economic cycle are met. The UK’s fiscal position is comparatively strong 
in international terms and should remain so if it strengthens as planned. 

Tax receipts 

Tax receipts have come in weaker than expected despite growth being on target. The 
Committee recommends research into why this has occurred, and calls for more 
information to be published on how receipts from the major taxes are forecast. 

Income tax receipts have come in under forecast for the last 3 years. The Treasury’s 
projections imply increasing numbers of people paying tax at the higher rate. The further 
information called for on how the major taxes are forecast should therefore include greater 
detail on how the income tax forecasts are made up. 
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Public expenditure 

The Committee notes that the margins provided against overruns in the coming years in 
“annually managed expenditure” (mostly social security payments and debt interest) are 
unusually low by historical standards and calls for an explanation on the reasons for this. 
In respect of capital expenditure, the Committee notes evidence that (despite increased 
end-year flexibility and three year planning) some departments are still failing to manage 
their capital spending programmes as efficiently as they might and also that some further 
transparency is needed over the classification of current and capital spending. 

The Committee notes the importance of ensuring that increases in public expenditure 
result in improved outcomes rather than cost inflation. It agrees with the Treasury and 
commentators that the current measure of government output does not adequately reflect 
any improvements in quality and therefore welcomes the newly-announced Atkinson 
review of measures of government output, productivity and prices. Any under-estimate of 
the real growth of public sector output could affect estimates of GDP growth and the 
output gap. 

Other issues in the PBR 

On housing, the Committee notes and discusses briefly the interim Miles and Barker 
Reviews of fixed-rate mortgages and housing supply, and the preliminary announcement 
about proposals to allow self-administered pension funds to invest in residential property. 

The Committee also makes brief comments on the taxation of small incorporated 
businesses (in the light of possible plans to address higher the high level of take-up of tax 
advantages from incorporation), on the balance needed in the attack on child poverty  
between direct financial assistance for parents and more indirect support for services, and 
on the future limits for ISAs. 
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1 Introduction 

This inquiry 

1. The Chancellor made his statement to the House on the Pre-Budget Report (PBR) 20031 
on Wednesday 10 December.2 In accordance with previous practice, we conducted an 
immediate short inquiry, with a view to reporting to the House as soon as possible after the 
Christmas recess. Accordingly we held three evidence sessions in the week following the 
statement, from outside experts3 on 15 December, Treasury officials4 on 16 December and 
the Rt Hon Gordon Brown MP, Chancellor of the Exchequer,5 on 18 December. We have 
also received written submissions from a number of outside experts and bodies.6 We are 
most grateful to all those who have given this evidence,7 which is printed with this Report. 

The Pre-Budget Report 

2. The Pre-Budget Report  is one of the key elements of the Government’s system for 
managing the economy and the public finances, as set out in the Code for Fiscal Stability 
published in November 1998.8 It is intended to “encourage debate on the proposals under 
consideration for the Budget” and to be consultative in nature.9 The document itself has 
grown steadily in size since 1997.10 In addition, it is accompanied (like the Budget itself) by 
a range of announcements about tax and other measures, and a large quantity of 
consultation papers. It is clearly helpful to public debate for as much relevant information 
as possible to be placed in the public domain as soon as possible, and we therefore welcome 
the attempts that the Treasury is making to increase openness. At the same time, effective 
consultation is aided by simplicity and it is therefore appropriate to sound a note of caution 
about continued increases in the level of physical documentation. 

3. In our Report on the 2002 PBR,11 we recommended that “every year the Government 
should set aside time, ideally on the floor of the House before the Christmas recess or very 
shortly after, for a half or full day’s debate on the Pre-Budget Report”. In their response, the 

 
1 H M Treasury Pre-Budget Report 2003, Cm 6042 (hereafter Pre-Budget Report 2003) 

2 HC Debates, 10 December 2003, cols 1061–1070 

3 Mr Robert Chote (Director, Institute of Fiscal Studies), Professor Peter Spencer (University of York), Mr David Walton 
(Chief European Economist, Goldman Sachs) and Mr Martin Weale (Director, National Institute of Economic and 
Social Research) 

4 Mr Jon Cunliffe (Managing Director, Macroeconomic Policy and International Finance), Mr Nicholas Holgate 
(Director, Welfare Reform), Mr John Kingman (Head of Enterprise and Growth Unit), Mr Jonathan Stephens 
(Director, Public Spending) and Mr Andrew Lewis (Head of Tax Policy Team) 

5 Accompanied by Mr Ed Balls (Chief Economic Adviser) and other officials. 

6 Including papers on the tax provisions of the PBR, from Mr Edward Troup (Head of Tax Strategy, Simmons & 
Simmons) and Mr John Whiting (Tax Partner at PricewaterhouseCoopers), and a paper from one of the Committee’s 
advisers on regional productivity, Professor Iain McLean. 

7 And to the Committee’s adviser on public expenditure issues, Professor David Heald, now of Sheffield University 

8 The Code was laid before Parliament under section155 of the Finance Act 1998 as part of the Pre-Budget Report 
1998. 

9 Code for Fiscal Stability (HM Treasury November 1998) (Introduction and para 16) 

10 The 2003 PBR comprised some 265 pages, up from 225 last year and 112 in 1997 

11 Second Report, The 2002 Pre-Budget Report, HC (2002–03) 159 
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Government indicated that they would “consider the need for a debate on the 2003 Pre-
Budget Report, either in the Chamber or in some other forum, nearer the time”.12 As at the 
time that this Report has been prepared, there is no indication that there will be such a 
debate on this year’s PBR.13 We regret this omission, given that transparency and 
openness demand that government financial statements like the PBR should be subject 
to parliamentary scrutiny in the Chamber of the House of Commons. We reiterate our 
recommendation that every year the House should hold a half or full day’s debate on 
the Pre-Budget Report. 

4. In last year’s report, we also noted that the new practice of announcing the planned 
recess dates at the beginning of the annual parliamentary session should make it easier to 
announce the date of the Budget longer in advance than had often been the case. We 
observed that in 2002 the Chancellor had given almost three months’ notice of the Budget 
date. However, in 2003 only just over one month’s notice was given. In our Reports on the 
2002 PBR and the 2003 Budget we recommended that there should always be at least two 
months’ notice.14 In their response, the Government declined to give such a commitment, 
indicating only that they would “announce the date of the Budget at the earliest convenient 
opportunity”.15 We have received no acceptable explanation as to why the Treasury will not 
agree to this modest recommendation. We can only repeat our view that as much notice 
as possible for the Budget date is desirable and we therefore urge the Government to 
regard the 2002 practice—of at least 2 months’ advance notice—to be at least a working 
target. Advance notice for the Pre-Budget Report is also helpful. The announcement of 
the date for this year’s Pre-Budget report and statement was made during oral 
Question Time on Thursday 13 November, less than one month before the statement. 
We believe that the same arguments hold for advance notice for the Pre-Budget Report 
as for the Budget.  

 
12 Treasury Committee, Second Special report of Session 2002–03, Government Response to the Committee’s Second 

Report: the 2002 Pre-Budget Report, HC 528, paragraph (c) 

13 Excluding the brief debate in a Standing Committee on the Government’s assessment as set out in the PBR for the 
purposes of section 5 of the European Communities (Amendment) Act 1993 (see Standing Committee Debates for 
the Fifth Standing Committee on Delegated Legislation 11 December 2003). This debate does not provide the 
opportunity for an in-depth debate on the full range of issues. This year it took place only one day after the 
statement, before there had been time for proper consideration of the statement and accompanying 
documentation 

14 Second Report, The 2002 Pre-Budget Report, HC (2002–03) 159, para 8; Seventh Report, The 2003 Budget, HC 652, 
para 5 

15 HC (2002–03) 528, para (d); HC (2002–03) 1028, para 1 
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2 The Economy 

The recent past 

5. After what the OECD has termed a “drawn-out period of fits and starts”16 the global 
economy finally started to acquire momentum through 2003. Monetary and fiscal policy in 
many of the major economies continues to support growth and since the spring easing 
geopolitical tensions, steadier oil prices and recovering confidence have combined to 
produce sharp rebounds in the US and Japanese economies and added further strength to 
the recovery already under way in much of Asia. The OECD has revised upwards its spring 
forecast of 1.8% growth for the OECD area in 200317 and now expects growth of 2.0%. It 
expects the UK economy to enjoy growth close to the OECD average this year, some way 
behind expected growth of 2.9% in the US and 2.7 % in Japan, but well ahead of the 0.5% 
growth expected in the euro area.18 We note the European Commission’s comment that 
“the UK economy weathered the recent global slowdown well”.19 This is particularly 
notable in the face of the continued weakness in activity in its major trading partners in 
the euro area. 

6. In spite of the clear signs of recovery in the global economy in recent months, risks 
flowing from the scale of current global imbalances remain. In particular, many 
commentators agree with the Treasury’s assessment that “a sharp fall in the value of the US 
dollar would have significant implications for growth in those economies that are 
dependent on US trade, and might also hit US domestic demand by pushing up long-term 
interest rates and reducing household purchasing power.”20 In that context, the 
Committee is concerned that the recent fall in the dollar may jeopardise global recovery 
prospects, although some of the evidence we received on this point was generally 
reassuring. Professor Spencer told us that “provided that we can see the dollar adjusting in 
an orderly kind of way, as we have done fortunately so far, then it is not just US exporters 
that benefit…., but the European economy benefits in the sense that the stronger euro 
means that upward pressure on price inflation is reduced. Remember that the ECB has 
found it extremely difficult to cut interest rates in Europe because consumer price inflation 
has remained doggedly above its 2 per cent target.”21 Mr Cunliffe from HM Treasury also 
noted that the problems created for the eurozone by recent currency moves had to be set 
alongside the strong US growth performance and that “the effect is the net of those two and 
even though the euro has been strengthening against the dollar in the third quarter of this 
year, eurozone exports, particularly to the US, have strengthened particularly in the third 
quarter.”22 

 
16 OECD Economic Outlook No 74, Preliminary Edition, November 2003  

17 OECD Economic Outlook No 73, Preliminary Edition, April 2003 

18 Forecasts based on OECD Economic Outlook No 74, Preliminary Edition, November 2003 

19 EU Commission Autumn Forecasts 

20 Pre-Budget Report 2003, Box A2, p 174  

21 Q 6 

22 Q 96 
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7. In the 2002 Pre-Budget Report the Treasury forecast UK growth in 2003 of 2½ to 3%,23 
slightly above the average forecast from independent forecasters24 at the time of 2.4%. In 
the last Budget the Treasury reduced the forecast to 2–2½%, consistent with the consensus 
view of independent forecasters at the time.25 The Treasury currently estimates that the UK 
economy will have grown by 2.1% in 2003, near the average of independent forecasts.26 In 
spite of UK growth emerging broadly in line with forecasts, recent months have been 
marked by significant revisions to the economic data. As the Governor of the Bank of 
England has remarked, these have tended to dissipate some of the “statistical fog”27 that 
had previously surrounded the economy. As the Treasury notes,28 the revisions have also 
served to reduce, but not remove, some of the imbalances that had appeared in the UK 
economy. Consumer spending growth has generally been revised down a little and fixed 
investment growth in recent years has been revised up. The net trade position has also 
emerged a little stronger after the revisions. Even so, comparing the Treasury’s current 
estimates for 200329 with its forecasts at the time of the Budget,30 two of the main areas of 
disappointment are fixed investment and exports. Looking at fixed investment, growth is 
now expected to be about half the 4¼–4¾% projected in the spring. For exports, 
meanwhile, the latest estimates point to a small fall this year rather than the small rise 
originally expected, although the disappointing trend in exports is offset in terms of the 
GDP arithmetic by a smaller rise in imports. In spite of a rather disappointing trend in 
fixed investment and exports, current estimates of UK economic growth  in 2003 are 
consistent with the reduced forecast of 2–2½% growth published by the Treasury at the 
time of the last Budget. 

8. As the world economy has recovered, the concerns about global deflation the 
Committee noted in the spring31 have receded. The Governor of the Bank of England has 
indicated that the Bank has been engaged in a strategy in recent years of “stimulating 
domestic demand to compensate for weak external demand in the face of a strong 
exchange rate”32 and this policy has been broadly appropriate to the circumstances. 
Throughout a volatile period in the world economy the Committee observes that the 
MPC has continued successfully to maintain UK inflation close to the target laid down 
by the Chancellor. Moreover, while maintaining inflation inside the target range, 
monetary policy has also been able to provide substantial support to growth by 
delivering historically low short term interest rates to the economy.  

9. The Bank’s pro-growth strategy has been supported by fiscal policy and Professor 
Spencer observed that “were it not for the strength of public spending as we go into [2004], 
I think [the economy] would still be growing well below trend…. As the PBR says, fiscal 

 
23 Pre-Budget Report 2002, Cm 5664, Table A2, p 158 

24 Forecasts for the UK Economy, HM Treasury, 20 November 2002 

25 Budget 2003, HC 500, Table B5, p 234 

26 Pre-Budget Report 2003, Table A8, p 197 

27 HC (2002–03) 1337 Q 44 

28 Pre-Budget Report 2003, paragraph A25, p 178 

29 Pre-Budget Report 2003, Table A10, p 200 

30 Budget Report 2003, Table B10, p 242 

31 Seventh Report of Session 2002–03, The 2003 Budget, HC 652–1, para 11 

32 Mervyn King, Speech to East Midlands Development Agency, Leicester, 14 October 2003 
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policy has supported monetary policy in keeping us going through this period.”33 The 
successful complementarity of monetary and fiscal policy has played a key role in 
delivering a UK economic performance over the past few years which the IMF describes 
as “enviable”34. Key tests for both monetary and fiscal policy nevertheless lie ahead as 
recovery emerges. As the IMF also noted, “the external environment is now improving, 
and macro-economic policies should tighten to rebalance external and domestic demand”. 
Our expert witnesses broadly supported this view. Mr Walton noted that “the big challenge 
for policy now is to stop the UK economy from growing too fast as we go forward from 
here”.35 Professor Spencer noted that it would “be extremely tricky for the Monetary Policy 
Committee to be [as] adept at slowing this process down and rebalancing the economy as it 
has been adept in keeping the economy going through the world recession”36 and that “if 
you believe in fiscal fine-tuning, it is now time to start tightening up on the public sector 
side”.37 As the global economy recovers it is vital that UK economic policy adapts as 
anticipated to the upswing, to avoid potential problems flowing from the current 
imbalances in the economy. 

The outlook for the UK economy 

Table 1 

2003 2004 2005

HM Treasury* 2.1 3 to 3½ 3 to 3½

Bank of England** n.a.‡ 2.7 2.8

OECD*** 1.9 2.7 2.9

European Commission† 2.0 2.8 2.9
Av of Ind Forecasts†† 1.9 2.6 2.7

Comparison of latest UK GDP growth forecasts, % change

 
        * Pre-Budget Report 2003 
        ** November 2003 Inflation Report 
        *** OECD Economic Outlook, September 2003 
        † Autumn forecast, October 2003 
        †† Forecasts for the UK Economy, HM Treasury, November 2003 
        ‡ Bank has not published a full 2003 estimate since substantial data revisions in October 

 
10. After the Budget last spring we noted that “economic forecasters generally agree about 
the outlook for the UK economy in 2003” and that most “expect the recovery to gather 
pace somewhat in 2004, although the Treasury’s forecasts stand out in terms of their 
optimism regarding the scale of the acceleration in UK growth anticipated”.38  As Table 1 
shows, this remains broadly true although since the Budget the average of independent 
forecasts of UK growth for 2004 has risen from 2.4%39 to the 2.6%40 recorded currently. 
The Treasury’s economic forecasts for 2004 and beyond continue to look more 

 
33 Q 32 

34 IMF, United Kingdom – 2003 Article IV Consultation, 18 December 2003 

35 Q 9 

36 Q 9 

37 Q 32 

38 Seventh Report of Session 2003–03, The 2003 Budget, HC 652–1, para 13 

39 Forecasts forthe UK Economy, HM Treasury, April 2003 

40 Forecasts forthe UK Economy, HM Treasury, December 2003 
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optimistic than most, although the gap between the Treasury’s assessment and that of 
most other forecasters has narrowed, with most independent forecasters now a little 
more optimistic about growth in 2004 than they were in the spring. 

Consumption 

11. As the Treasury observes, “while underlying consumption growth appears to have 
eased since the second half of 2002, it has continued to outpace increases in disposable 
income, thereby contributing to continued steady growth in demand for personal 
borrowing since Budget 2003.”41 

12.  Many economists have identified the continued build up in personal borrowing as a 
potential source of instability in the economy, particularly given the role played in its build 
up by the housing market. The UK’s position is far from unique. The OECD have warned 
that “in a variety of countries—including the United States, the United Kingdom and 
Australia—households remain highly indebted and may suffer large wealth losses, 
especially in the housing sector, should interest rates increase abruptly”.42 Treasury officials 
argued that such fears were misplaced. Mr Cunliffe told us that “when you look at the debt 
service to income ratios, the amounts of their income people are paying in mortgage 
payments or interest payments generally are low.” 43 Although the Treasury also notes that 
“while mortgage equity withdrawal has increased, households [in aggregate] have 
simultaneously been building up their holdings of financial assets”, there is no discussion 
in the Budget documentation of the distributional impacts or of the extent that the 
households purchasing the financial assets are the same as the households building up 
liabilities. In addition, the Bank of England has flagged that there is “evidence of large 
unsecured borrowing relative to income by a small proportion of individuals. This may not 
necessarily be a problem currently, although it could become one if these borrowers 
experienced adverse financial shocks, such as unexpected increases in interest rates or falls 
in income.”44 

13. When asked for the Treasury’s view on the risks posed by the build up in personal debt 
should interest rates start to rise, we were told that “questions of how interest rate increases 
affect consumption are really questions for the Bank of England because short run demand 
management of the economy is their job and not ours.”45 The Governor noted that in 
aggregate the ratio of interest payments to income is running at “half the level that it was in 
the early 1990s, and again it will require a very, very dramatic rise in interest rates to get us 
back to where we were in the early 1990s in aggregate. From that picture, I think people 
have exaggerated the vulnerability of the economy to likely changes in policy” but “there 
are minority groups of households, if you look at households facing ratios of debt servicing 
to income of more than 40, 50%, where it would not require a very large increase in interest 
rates for those families to find themselves with the sorts of difficulties that they had faced 

 
41 Pre-Budget Report 2003, para A71, p 190 

42 OECD Economic Outlook No 74, Preliminary Edition, November 2003 

43 Q 97 

44 Bank of England Quarterly Bulletin, Winter 2003, p 425 

45 Q 98 
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ten years ago”.46 However it is plain that the Bank takes a very limited view of its role on the 
issue of how to respond to any problems created by the rise in personal debt levels if they 
do not have an effect on the economy in aggregate. Professor Nickell of the MPC told us 
“That is not to say that higher rates of bankruptcy, more families getting into difficulties 
and so on is not an extremely important issue. It is an issue which may concern many 
people in Britain and also some branches of government. It is an issue which you will be 
extremely interested in. It is just that there is little practical relationship to monetary 
policy.”47 While the probability of either a fall in house prices or a rise in interest rates 
on a scale that would create widespread problems for households should be viewed as 
very limited, we think it is nevertheless important for both the Treasury and the Bank 
of England to consider how policies could impact on individual households whose debt 
servicing ratios have become unsustainable. 

Fixed capital formation   

14. We noted earlier48 that one of the areas of disappointment in the UK’s economic 
performance through 2003 has been the trend in fixed investment. We highlighted in our 
report on the Budget49 that the Treasury’s optimism here was one of the more controversial 
aspects of its spring economic forecasts, with most forecasters expecting a much more 
modest recovery in fixed investment through 2003. In spite of fixed investment over the 
past year only growing at around half the rate originally expected by the Treasury, the Pre-
Budget Report still expects a relatively robust 6–6½% rebound in fixed investment activity 
in 2004.50 

15. In part the Treasury’s optimism on the investment outlook is fuelled by a projected 
30% rise in general government gross fixed capital formation, although much of this rise 
represents public sector investment originally scheduled for calendar 2003 slipping into 
calendar 2004. The effect is that general government investment spending is still expected 
to be near target over the financial year 2003–04, thanks to a large surge in spending in the 
first quarter of the calendar year/final quarter of the financial year.51 The Government is 
currently engaged in a programme that implies a large increase in public sector fixed 
investment. This inevitably poses problems for managing a smooth flow of spending in this 
area. The persistence of a pattern of large surges in spending concentrated in the final few 
weeks of the financial year is not one that is conducive to efficiency and value for money in 
the spending of public money. Despite the welcome improvements in the control of public 
expenditure including allocating resources to departments on a three-year basis and giving 
them more flexibility to carry forward unspent resources, the NAO recently noted “a 
continuing bias to a higher proportion of both revenue and capital spending in the last two 
months of the year. Some departments lacked sufficiently complete information to ensure 
that expenditure was spent in a measured way throughout the year”.52 The Chancellor 
 
46 26 November 2003, HC (2002–03) 1337 Q 85 

47 18 September 2003, HC (2002–03) 1114, Q 93 

48 para 7 

49 Treasury Committee, Seventh Report of Session 2003–03, The 2003 Budget, HC 652–1, para 16 

50 Pre-Budget Report 2003, Table A6, p 192 

51 Qq 106–109 

52 NAO Managing resources to deliver better public services HC (2003–04) 61 
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acknowledged that “I think [the Committee’s] point about departments getting it right is 
taken on board.”53 Treasury officials also indicated that discussions with departments 
about ways of tackling the problem are underway.54 The Committee attaches the highest 
importance to securing the best possible value for money in public spending. It is 
disappointing to note that, despite the welcome improvements to the control of public 
expenditure that have enhanced flexibility, many departments are still failing to 
manage their capital spending programmes as efficiently as they should. We 
recommend that the Treasury takes action to improve the planning and monitoring of 
public sector capital spending programmes within the financial year. We would 
welcome a report on any such action in the 2004 Spending Review. 

16. Alongside the strong growth in public sector gross fixed capital formation, a recovery 
in business fixed investment is generally expected. Data revisions suggest that the trend 
here over the past couple of years has in any case been less depressed than once thought. 
Many outside forecasters nevertheless suspect that the Treasury’s forecast of a 3 to 3½% 
rise in business investment in 2004 and a 5½ to 6¼% rise in 200555 may prove rather 
optimistic. For example, the Treasury’s assessment that “with corporate profitability having 
risen over the past year and company balance sheets far healthier than during the late 
1990s ICT boom, businesses are well positioned to step up investment as the global 
recovery gathers pace into 2004”56 strikes a notably different tone to the Bank of England’s 
view that “there may be a number of factors limiting the recovery in companies’ 
investment spending. Capital gearing remains high, there has been little sign of pressure on 
physical capacity at this stage and pension fund deficits may be diverting cash away from 
other uses…..the [Monetary Policy] Committee expects business investment to continue 
recovering, albeit moderately.”57 Professor Spencer also expressed some caution on the 
outlook for corporate fixed investment, noting that “one of the reasons for our pessimism 
relative to the Treasury is that we remain concerned about the state of the company sector 
finances and the effect of pension fund deficits on business expenditure.” 58 

17. The problems potentially flowing from large pension fund deficits surfaced in the 
course of our inquiry into the 2003 Budget. Our May report on the Budget noted that “the 
potential impact on the broader economy of the current weak state of many pension funds 
is a serious one that does not yet seem to have received the attention is deserves….We 
recommend that the Treasury should co-ordinate with relevant bodies the publication of 
aggregate data to enable the issue to be more readily quantified and assessed.”59 In its reply, 
the Treasury stated that “Pension funds' statistics are an important issue for the ONS and 
Government statistical service more widely. The recent report of the Review of Pension 
Contributions Statistics (conducted by a committee comprising academics, industry 
experts and officials from various Government departments) and subsequent action plan 
highlighted areas for improvement in the information available on pension funds. One of 

 
53 Q 278 

54 Qq 109–111 

55 Pre-Budget Report 2003, Table A6, p 192 

56 Pre-Budget Report 2003, para 2.35, p 26 

57 Bank of England Inflation Report, November 2003, p 27  

58 Ev 71 

59 Seventh Report of Session 2003–03, The 2003 Budget, HC 652–1, para 17 
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the action points was to consider whether a statistical digest or fact sheet could be 
produced, bringing together all available pension statistics. The action points are being 
taken forward by ONS, HMT, DWP and others.”60 There appears, however, to have been 
little or no progress in this area in recent months. While Mr Cunliffe noted that “There is 
information on pension fund deficits. As I recall, it is not easy to compile an aggregate 
figure.”61 When asked for a progress report on compiling aggregate figures, Treasury 
officials had little to add to the Treasury’s original response to our Budget 2003 Report.62 
The Committee has noted, however, that private surveys continue to point to a multi-
billion pound deficit in UK company pension funds, even though the scale of the problem 
has been reduced after the recent revival in the equity market.63 The Committee is 
disappointed at the lack of progress on improving official pension fund statistics. The 
health of UK company pension schemes appears to be a major gap in the information 
flow into the Treasury’s assessment of the economic outlook. Given its crucial impact 
on British households, we recommend that the Government show much greater 
urgency in ensuring the provision of regular and reliable official information on 
pension fund deficits. We further recommend that the Chancellor report on this issue 
expressly in the 2004 Budget. 

The output gap 

18. Central to the Treasury’s broad economic forecasts is an assessment of the output gap 
that is notably higher than most forecasts. Treasury officials told us that “our forecast is 
based on the [assessment] that there is an output gap of around 1½ per cent in the 
economy and that output gap will close over two years. We have seen in the past when the 
economy is closing similarly sized output gaps, in the mid 1990s, for example, growth has 
been around 3½ per cent and in the 1980s it was higher. Of course the increase in the trend 
rate of growth has made it more possible that we can reach a rate of 3 to 3½ per cent.” 64 

19. Many independent forecasters feel that the output gap is much lower than the Treasury 
suggests, but all our expert witnesses agreed that the output gap is, in practice, very hard to 
assess with any confidence.65 Given the importance of the issue in assessing policy, 
however, not least because of the difficulties in dating economic cycles arising from data 
uncertainties, several commentators have suggested that transparency could be further 
improved by giving an authoritative, independent body the task of judging issues such as 
the dates of the cycle and the UK’s cyclical position. The benefit would not be so much that 
the judgement made by such a body would necessarily be better than that made by the 
Government but that it would be seen to be independent.66 One of the supporting studies 
published as part of the euro assessment looked at measures to improve the credibility and 
transparency of fiscal policy. The discussion paper argued that the more active fiscal 
stabilisation policy became, the greater was the “the case for enhancing independent 

 
60 Government Response to the Committee’s Seventh Report on The 2003 Budget, HC (2002–03) 1028, para 8  

61 Q 103 

62 Q 279 

63 Research by AXA Investment Management, for example, was quoted in the Financial Times, 1 December 2003, p 5 

64 Q 94 

65 Q 5 

66 Q 5, Q 46 
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surveillance. This could be achieved by increasing the role of independent analysis (e.g. for 
technical elements such as ‘dating’ the economic cycle) or strengthening the monitoring of 
fiscal policy, through existing structures such as the EU.”67 

20.  Mr Balls, Chief Economic Adviser to the Treasury, argued that at least the 
Government’s current approach made its assumptions about the output gap explicit, 
suggesting that “until 1997, government in the UK did not publish estimates of the output 
gap and they did not publish estimates therefore of the cyclically-adjusted fiscal balances, 
and so it was not possible to reach a judgment as to where you were in the cycle…. It is 
a strength of the system in the UK that there is now an open public debate about the trend 
growth rate, the level of the output gap, when the cycle started, when the cycle ended.”68 
The Committee welcomes the improved transparency in recent years provided by the 
Treasury’s explicit discussion of issues such as the output gap and the cyclical position 
of the UK economy. It encourages the Treasury to explore ways of further improving 
transparency, which may include closer involvement of outside bodies or experts in the 
judgements made.  

The switch in the inflation target 

21. In his June 2003 statement to the House on UK membership of the single currency the 
Chancellor stated that the Harmonised Index of Consumer Prices was “a better measure 
[of inflation], will improve the quality of our target, is in line with best international 
practice and is used by every other G7 nation but Japan, and by our neighbours in 
Europe”;69 as a result he had “written to the Governor of the Bank of England today stating 
that subject to confirmation at the time of the Pre-Budget Report I intend to change the 
inflation target at that time. The inflation target for Britain will be set on the consumer 
prices definition. I can confirm that pensions and benefits and index-linked gilts will be 
calculated on exactly the same basis as now.”70 The shift in the target measure of inflation 
was confirmed in the Pre-Budget Report, with the Chancellor announcing an immediate 
switch to a new target of 2% CPI71 inflation, with the open letter system being triggered 
should inflation stray by more than 1% from this target.  

22. The Treasury noted that “the rate for the new target is half a percentage point lower 
than the old target. The gap reflects the differences in the way CPI and RPIX inflation are 
measured, notably the formula effect, which means that CPI inflation tends to be lower 
than RPIX inflation on average. The level of the new target is set to be consistent with 
previous target in two years time, that is, the typical time horizon for monetary policy 
purposes”,72 although the current gap between the two measures is 1.3 percentage points, 
primarily reflecting the impact of rapid rises in housing costs. Housing costs and council 
taxes are excluded from CPI inflation but included in RPIX inflation.  

 
67 Fiscal Stabilisation and EMU, HM Treasury, June 2003, para 23, p 5  

68 Q 285 

69 HC Deb, 9 June 2003, col 408 

70 HC Deb, 9 June 2003, col 414 

71 It was announced at the time of the PBR that the ONS had retitled the HICP as the Consumer Price Index (see New 
Inflation Target: the Statistical Perspective, ONS December 2003) 

72 Remit for the Monetary Policy Committee of the Bank of England and the New Inflation Target, HM Treasury, 10 
December 2003 
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23. Professor Nickell of the Monetary Policy Committee has argued that in spite of the 
current wide gap between the two inflation measures “in the long run, the stance of 
monetary policy would be unaffected and even in the short run there would be little 
noticeable difference”.73 Most of our expert witnesses seemed to agree with this assessment, 
with few expecting any dramatic impact in, for example, the labour market arising from 
the switch in inflation targets.74  

24. In spite of this assessment from our independent experts, the Chancellor announced to 
the House that “because discipline in pay setting is essential in both private and public 
sectors, I have …. written today to Public Sector Pay Review Bodies informing them that 
our inflation target is 2 per cent.”75 However, there appears to be a ready recognition from 
the Treasury that even in the public sector it would be unrealistic to expect pay awards 
simply to follow the inflation target. The Chancellor confirmed to us that “I am not being 
prescriptive in announcing a pay policy”76 and Treasury officials confirmed that “the 
Chancellor has written as a courtesy to the Pay Review Bodies to let them know of the 
change in the inflation target, so that is one of a number of factors which they can take into 
account in their recommendations, but the overwhelming issue for Pay Review Bodies is 
the need to recruit, retain and motivate workers in the appropriate sectors, and that is the 
key issue which the Government is directing the Pay Review Bodies to consider.”77  

25. The Governor of the Bank of England has, however, indicated that to switch inflation 
targets at a time when the gap was so wide did pose problems for the presentation of 
monetary policy. In September he told the Committee “on the latest reading, the difference 
between the [two inflation] measures was 1.5%, and, although this difference is expected to 
narrow substantially over the next two years, it may well remain at or above 1% well into 
next year. In such circumstances, the change in the target will need to be explained 
extremely carefully.”78 He expanded on this in November, telling us that this involved 
“explaining to people at large why it is that [inflation] is presently above the target and then 
suddenly it will appear below the target and yet from our point of view we do not see that 
as having major significance for monetary policy”.79 The Chancellor told us that, as the 
Bank had reported in the previous inflation report, “they will be setting interest rates based 
on their assessment of the likely level of inflation two years ahead…[at which time] the CPI 
is expected to be 2% and RPIX is expected to be 2.5%”.80 The Bank has yet to publish a 
formal projection for CPI inflation but the Governor made it clear to us in November that 
“the central view of the gap between RPIX and [CPI] inflation looking two years ahead is 
around half a percentage point” so that “looking two years ahead it does not make very 
much difference to monetary policy”. Although the Governor of the Bank of England has 
indicated that he does not think the switchover will be of major significance for 
monetary policy, given the focus on inflation two years ahead, we note his comments 

 
73 “Two Current Monetary Policy Issues”, speech 16 September 2003 

74 Q 80 

75 HC Deb, 10 December 2003, col 1063 

76 Q 363 

77 Q 255 

78 18 September 2003, HC (2002–03) 1114, Q 2 

79 20 November 2003, HC (2002–03) 1337, Q 61 

80 Q 355 
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regarding the need for care in the short term in explaining the switch in the inflation 
target from RPIX to CPI inflation and will scrutinise the progress made in enhancing 
public understanding of the change. 
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3 Public Sector Finances 

The fiscal balance 

The framing of the golden rule 

26. On the Treasury’s forecasts, fiscal policy tightens going forward and the public finances 
are “on track to meet the golden rule”81 (which focuses on the current budget judged across 
the cycle). The Pre-Budget Report thus confirms that the Treasury expects to see the 
“cyclically adjusted surplus, which allows underlying or structural trends in the indicators 
to be seen more clearly by removing the effects of the economic cycle….returning to 
balance in 2006–07.” 82  

27. Given the central role it has acquired in UK fiscal policy discussion in recent years, the 
Committee was nevertheless surprised to find a degree of uncertainty among experts about 
exactly how the “golden rule” was calculated. In the Pre-Budget Report 2002, for example, 
the section on the golden rule states “the projections show that the Government is firmly 
on track to meet the golden rule. Over the period of this cycle, from 1999–2000 to 2005–06, 
the current budget is comfortably in surplus, with an accumulated surplus of £46 billion.”83 
Similarly in the 2003 Budget Statement it was announced that “we meet our golden rule 
over the cycle….We will not only achieve a balance but achieve an estimated surplus at £32 
billion.”84 The Pre-Budget Report, however, appears to change the emphasis in assessing 
the golden rule away from the simple summation of cash figures for the current surplus to 
a summation of the current surplus each year as a percentage of GDP, stating that “the 
projections show that the Government is on track to meet the golden rule, on the basis of 
cautious assumptions, with an average annual surplus on the current budget over the 
whole cycle of around 0.2% of GDP, equivalent to a margin or surplus in this cycle of £14 
billion.”85 As both Mr Chote86 and Mr Walton87 noted, this apparent change in definition 
of the golden rule, from the average current surplus over the cycle to the average current 
surplus expressed as a percentage of GDP over the cycle, effectively takes the surplus over 
the cycle from £4 billion to £14 billion. Mr Balls contended that “the accusation that we 
have changed our methodology is just untrue”88 and the way the golden rule was calculated 
was clearly referenced in “footnote 8 on page 34”89 of the 2003 Pre-Budget Report. The 
Committee accepts that the substance of the golden rule has not changed, but 
differences in phrasing in recent Treasury documents may have been a source of some 
confusion. We recommend that the presentation of the Government’s progress towards 

 
81 Pre-Budget Report 2003, para B7, p 202 

82 Pre-Budget Report 2003, para B7, p 202 

83 Pre-Budget Report 2002, Cm 5664, para B7, p 182 

84 HC Deb, 9 April 2003, col 284  

85 Pre-Budget Report 2003, para B7, p 202, 

86 Ev 63–64 
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meeting the golden rule should be standardised and be based on the average annual 
surplus of the current budget as a percentage of GDP. 

28. A lack of clarity was also evident in the debate about fiscal policy and how the golden 
rule applies to the so-called “cautious case”. The Pre-Budget Report states that “the average 
surplus on the current budget in the cautious case is no longer positive, though the 
government is on track to meet the golden rule.”90 Putting aside the issue of whether the 
discussion should actually be focussing on “the average surplus on the current budget as a 
percentage of GDP”, our economic experts found this statement confusing.91 In reality, 
Treasury officials confirmed to us that “the cautious case has never been part of the 
framework of meeting the golden rule”92. The Chancellor told us that the “cautious case” 
meant that he had “deliberately over-achieved [the golden rule] in the early phase of [the 
cycle]. We did that by instituting a cautious case, which was put in to ensure that in the 
early phase of the cycle, when you did not know the path to output and revenues, you over 
achieved.”93 The Treasury should make the role of the cautious case in the fiscal 
planning process through the cycle clearer in the Budget and Pre-Budget Report 
documentation. 

29. There is, in addition, an issue as to whether, in purely economic terms, a small breach 
of the golden rule is significant. Several of the expert witnesses we questioned suggested 
that minor breaches were of little economic importance.94 The way in which the fiscal rules 
are expressed may need further development given the considerable amount of evidence 
the Committee has heard in the course of this inquiry about the margin of error around 
fiscal projections.95 There is a danger that policy will be excessively influenced by the 
danger of “very small breaches which are due to very small shocks in the economy which, 
with the best will in the world, the Chancellor could not actually anticipate very easily.”96 
To be certain of meeting the golden rule as currently framed, the Chancellor effectively 
needs to aim for a current surplus over the cycle even if the intent of the golden rule is 
simply that Governments should not borrow to fund current spending. 

The fiscal position 

30. The Pre-Budget Report indicates that the estimated net borrowing requirement for 
2003–04 has risen from £27.3 billion at the time of the Budget to £37.4 billion in the Pre-
Budget Report,97 and for 2004–05 it has risen from £24 billion to £31 billion. In both cases 
the bulk of the deterioration in the public finances can be traced to a weakening in the 
current surplus, rather than any changes in net investment. The current surplus for 2003–
2004, for example, has deteriorated by £10 billion since the Budget. The Treasury’s view 
nevertheless remains firmly that the public finances remain “on track to meet the golden 

 
90 Pre-Budget Report 2003, para 2.74, p 39 
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rule”98 and the Pre-Budget Report projects that the annual surplus on the current budget 
will be back in balance by 2006–07.99 

31. In the 2003 Budget and 2002 Pre-Budget Report documentation the Treasury included 
a table showing the factors underlying changes in projections of public sector borrowing.100 
These disaggregated the changes into those attributable to the automatic stabilisers, other 
non-discretionary factors and discretionary measures including policy decisions in the 
respective PBR and Budget. We were surprised that there was no table contained in the 
2003 PBR breaking down the changes in public sector borrowing since the previous 
forecast between those attributable to the automatic stabilisers, non-discretionary 
factors and policy decisions. We ask the Treasury to re-introduce such a table in the 
Budget (and future Budgets and PBRs). 

32. When questioned about the £10 billion overshoot in borrowing in 2003–04, Treasury 
officials suggested “that the difference between our forecast [at the time of the] Budget and 
what has happened now is in line with the standard error for fiscal forecasting over the last 
20 years… and it is within the line of the normal uncertainties”.101 Treasury documentation 
itself suggests average absolute errors of 1.1% of GDP in deficit forecasts one year ahead 
and 1.6% two years ahead.102 On the basis of these error margins, Mr Weale suggested “it is 
probably fair to say that the Chancellor’s own forecast implies that the chance of breaking 
the golden rule in the current cycle is between one in four and one in five”.103 Professor 
Spencer, meanwhile suggested that on a slightly more cautious economic view than the 
Treasury, his view was that in 2005–06 there was “a 50–50 chance of breaching the golden 
rule, or in the following year, with a much greater probability of violation.”104 

33. It seems reasonable that the margin allowed for error within the Chancellor’s fiscal 
arithmetic should narrow as the cycle progresses. As Mr Chote pointed out to the 
Committee, “there is no case for overachieving the golden rule ex post unless you are near 
the debt to GDP ceiling in the sustainable investment rule and you want to create some 
room for some more investment. So, in that sense, the Chancellor may be taking the view 
that as we are now four-and-a-half years into the cycle, you do not need quite as much 
caution at this stage as you would have done when you started out.” 105 As Mr Chote went 
on to point out, however, “the debate is, how much caution do you think is appropriate at 
any given point in the cycle?” and the view of many of our expert witnesses was that there 
was now very little room for any further slippage in the fiscal arithmetic. 

34. The IMF has expressed similar concerns about the robustness of the Chancellor’s fiscal 
projections to those voiced by the Committee’s experts witnesses. After noting that “the 
PBR sees a turnaround in the public finances even in the absence of policy actions” it 

 
98 Pre-Budget Report 2003, para B7, p 202 

99 Pre-Budget Report 2003, Table B2, p 204 

100 See Budget 2003, Table 2.3 p 28, and Pre-Budget Report 2002, Cm 5664, Table 2.4, p 25 

101 Q 93 

102 HM Treasury End of year fiscal report, December 2003, Tables 2.6 and 2.7 and Charts 2.4 and 2.5  

103 Ev 74 (para 9) 

104 Ev 72 

105 Q 38 



20    The 2003 Pre-Budget Report 

 

concluded that “We see significant risks to [the Treasury’s] projections. On unchanged 
policies we see only a small improvement over the forecast horizon, with the deficit about 1 
percentage point of GDP above the government’s projections by 2006/07….in this scenario 
the risk of breaching the golden rule is not trivial.”106 

35. In our report on the last Budget we observed that the margin for error around the 
Government’s fiscal position was narrowing, but the Committee still felt able to conclude 
with some confidence that “the Chancellor is on course to meet the golden rule during the 
current cycle.”107 While the extra borrowing envisaged since the time of the last Budget 
means that there is now less slack, the Government remains on track but will meet the 
golden rule only if its central forecasts for economic growth, tax revenues, spending, 
and the likely end of the current cycle are met. The Government will have to remain 
mindful of the consequences of any further unplanned increases in borrowing arising 
from any shortfall in planned tax revenues.  

36. The sustainable investment rule states that “public sector net debt as a proportion of 
GDP  will be held over the economic cycle at a stable and prudent level. Other things being 
equal, net debt will be maintained below 40 per cent of GDP over the economic cycle.”108 
The Treasury’s forecasts in the current Pre-Budget Report continue to suggest that the 
sustainable investment rule will be met by a wide margin.109 However, the EU recently 
noted  in its Autumn Forecasts that “the ratio of gross debt to GDP….will be close to 40% 
by the end of 2005.”110 Indeed on a Maastricht basis, not used in assessing the sustainable 
investment rule, the UK debt/GDP ratio rises to 41.5% by 2008–09 on the current Treasury 
projections.111 

37.  While the fiscal arithmetic continues to meet the golden rule and the sustainable 
investment rule on the Treasury’s central forecasts, the Treasury’s projections also show 
that on a Maastricht basis the public sector deficit is now expected to reach 3.3% of GDP in 
2003–04,112 breaching the Maastricht limits. The Chancellor told us that the UK’s fiscal 
deficit as a percentage of GDP remains relatively modest by current international standards 
and, on current projections, falls more rapidly going forward than in many other major 
economies. He suggested that “fiscal policy [has been] supporting monetary policy during 
a period when there has been a world downturn and to have a borrowing requirement of 
3.4 per cent is perfectly affordable, and indeed our plans are perfectly affordable.”113 The 
IMF has noted that “the widening of the deficit has played a useful countercyclical role, and 
public debt remains at a low level.”114 However, the IMF goes on to argue that “a gradual 
decline in the deficit is now appropriate. This is not only to meet the fiscal rules, but also 
for broader reasons: strengthening fiscal fundamentals (at present the cyclically adjusted 
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primary balance is in deficit involving, over time, a rising stock of debt): and reducing the 
burden and risks for monetary policy by limiting the interest rate increases and thus 
lowering the risk of a hard landing for house prices.” The Committee notes that the UK’s 
fiscal position remains comparatively strong internationally and should remain so if it 
strengthens as planned through economic recovery.  

End of year fiscal report 

38. The 2003 PBR saw the publication of the second annual End of year fiscal report.115 The 
focus of the report is on performance against the fiscal rules and fiscal policy objectives, 
with an analysis of the forecasts and outturn for the year ahead forecasts published in 
Budget 2001 and Budget 2002. The differences between the forecasts and the outturn 
borrowing figures are compared against historic performance. The End of year fiscal 
report should analyse the Treasury’s performance in the preceding two years against its 
forecasting record separately for receipts, and different portions of expenditure. It 
should also analyse the forecasting records of previous Pre-Budget Reports. 

Tax receipts 

39. Tax receipts in 2003–04 are now expected to be £422.8 billion, £5.5 billion weaker (see 
Table 2) than forecast in the 2003 Budget. This shortfall is expected to occur despite the 
fact that the economy is forecast to grow by 2.1% in 2003, within the forecast range at the 
time of Budget 2003 of 2 to 2½%. Net taxes and social security contributions are now 
expected to account for 35.9% of GDP in 2003–04, compared to a forecast of 36.3% in the 
2003 Budget.116 The Treasury attributes the shortfall in receipts to the fact that “growth in 
wages and salaries in 2003 has been lower than projected, reducing revenues from income 
tax and NIC”, with these factors partly off-set by higher than projected VAT revenues and 
a higher than assumed rise in equity prices since the Budget.117 

Table 2: Changes in current receipts since Budget 2003 (£ billion) 

  
Estimate 
2003–04 

 
2004–05 

 
2005–06 

 
2006–07 

 
2007–08 

Effect on receipts of non-discretionary changes in:      

Economic deteminants audited by the NAO ½ 1½ 2 2 2½ 

of which:  Equity price assumption ½ 1 1½ 1½ 1½ 

GDP Components –4 –5½ –5½ –5 –4 

of which:  Wages and Salaries –3½ –4 –4 –3½ –3 

                  Consumers' expenditure –½ –½ –1 –1 –½ 

Other –2 –½ –1 0 1 

Total before discretionary changes –5½ –4½ –4½ –2½ –½ 

Discretionary changes 0 0 0 ½ ½ 

Total change –5½ –4 –4 –2 0 
Source: HM Treasury Pre-Budget Report 2003, page 215 

 
115 HM Treasury December 2003 

116 Pre-Budget Report 2003, p 221 

117 Equity prices have risen by around 20%; the NAO-audited assumption at the time of the 2003 Budget was that they 
would only rise in line with money GDP 
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40. Mr Cunliffe explained that while “the growth forecast is on track, the composition of 
growth has been different from the way it was forecast and in particular growth has 
happened in less tax rich parts of the economy than we forecast”.118 Deutsche Bank 
believed that while “receipts growth is expected to undershoot in the current fiscal year, it 
can not be attributed to disappointing economic growth…but rather the nature of that 
growth i.e the Treasury has been too optimistic about the level of receipts the economy is 
able to generate”.119 Mr Chote told us that in “the same way that trains have the wrong sort 
of snow” there has been “the wrong sort of growth”, with average earnings “growing less 
quickly than expected” being one reason why income tax revenues had been lower than 
expected.120 In recent years a decline in receipts as a proportion of GDP has also occurred 
in other large economies including the US, where tax receipts as a proportion of GDP, 
having reached 20.8% of GDP in 2000, declined to 17.9% of GDP in 2002 and a projected 
16.5% in 2003. Some of this weakness in US revenues reflects the introduction of the 2001 
and 2003 tax cuts but other factors represent structural deterioration. The Congressional 
Budget Office has published some research looking at possible causes of this reduction in 
tax revenue and why it came as a surprise.121 Receipts have come in weaker than expected 
despite growth being on target for the Treasury’s forecast. The factors behind this 
decline in tax receipts may be structural or may be cyclical. The Treasury’s projections 
for tax revenues up to 2008–09 suggest that it does not see the problem as 
predominantly a structural one. This is contrary to the view of some of our expert 
witnesses. A shortfall in expected receipts for a given level of GDP is a phenomenon 
that has also occurred in other countries including the USA, although compared to 
countries in continental Europe the UK’s public finances remain in good shape. In the 
USA research has been undertaken into why revenues as a percentage of GDP have 
declined. We recommend strongly that the Treasury undertake similar research in the 
United Kingdom and publish it as soon as possible.  

41. The 2003 PBR forecasts assume that net taxes and social security contributions as a 
percentage of GDP will rise from 35.9% in 2003–04 to 38.2% in 2008–09, the highest since 
the early 1980s. The Treasury explains that the increase is largely driven by “normal fiscal 
drag; the recovery of financial company profits; and strong growth in tax receipts such as 
VAT refunds which have no overall impact on fiscal aggregates”122 As Table 3 indicates the 
main taxes driving the projected rebound in receipts are income tax and corporation tax. 
Income tax receipts as a share of GDP are expected to rise over the forecast period from 
10.7% to 11.6%. Non-North Sea corporation tax receipts as a share of GDP rise from 2.3% 
to 3.2%. 
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121 For example, see Congressional Budget Office revenue and tax policy briefs, Where Did the Revenues Go?, and 
Revenue projections and the stock market, www.cbo.gov 

122 Pre-Budget Report 2003, para B59, p 220 
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Table 3: Current receipts as a proportion of GDP 

Current Receipts as % of GDP Outturn Estimate      

  2002–03 2003–04 2004–05 2005–06 2006–07 2007–08 2008–09 

Income Tax 10.7 10.7 10.9 11.1 11.3 11.5 11.6 

Non-North Sea corporation tax 2.5 2.3 2.7 3.0 3.1 3.2 3.2 

Tax Credits -0.3 -0.4 -0.3 -0.3 -0.3 -0.3 -0.3 

North Sea Revenues 0.5 0.4 0.3 0.3 0.3 0.3 0.2 

VAT 6.0 6.2 6.1 6.1 6.1 6.1 6.1 

Excise Duties 3.6 3.5 3.5 3.4 3.4 3.3 3.3 

Social Security Taxes 6.1 6.5 6.7 6.7 6.8 6.8 6.8 

Other 6.6 6.6 6.7 6.9 7.0 7.1 7.2 
Net Taxes & Social Security 
Contributions 

35.6 35.9 36.7 37.3 37.7 38.0 38.2 

Source: HM Treasury Pre-Budget Report 2003, page 220 
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42. Professor Spencer believed that “the behaviour of taxes on income suggests that the 
surge in the run up to [2001] was the result of special factors like the stock market boom 
that are not likely to be repeated”. He believed the Treasury’s forecast was based on the 
view that the “tax flows of the millennium represent the norm to which we will soon 
return”.124 Mr Weale agreed that the Treasury “were treating what seemed at the time a 
 
123 Net taxes and social security contributions as defined in Table 3 
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period of great revenue buoyancy as a period of normality to which the economy is 
expected to return” adding that “even if such trends exist, the projection of them forward is 
less than prudent.”125 Mr Walton was more optimistic, suggesting that there was some 
justification for the forecast, in that the depression in the tax ratio over the last year or two 
had been “partly for some special reasons [some of which] will tend naturally to come 
back.”; but he thought the Treasury was a “bit optimistic” in the medium term profile for 
the tax ratio.126 In regard to the risks to the public finance projections the Treasury 
highlights risks to global and domestic growth, similar to those surrounding their growth 
forecasts.127 There is no discussion of risk to receipts as a percentage of GDP or of the 
extent to which the receipts in 2000 may have been exceptional. We note that the 
Treasury continues to project a rise in the ratio of tax receipts to GDP over the forecast 
horizon from 35.9% in 2003–04 to 38.2% in 2008–09. We recommend that the Treasury 
includes in future Budgets a discussion of the risks underlying this tax forecast. This 
assessment should be informed by the research we recommend the Treasury carry out 
at paragraph 40 above. This will be an opportunity for the Treasury to explain in more 
detail the assumptions on which it makes its tax forecasts. 

Income tax 

43. Income tax receipts expected in 2003–04 have been reduced by £3.3 billion relative to 
the forecast in Budget 2003. Income tax receipts have now been weaker than forecast in the 
last three Budgets. This had followed a period where income tax receipts had been 
consistently higher than forecast since 1997. Back in Budget 2001, the Treasury put 
forward a number of possible reasons for this overshoot, including changes in the earnings 
distribution with “above average increases at higher earnings levels” and “the introduction 
of self-assessment” having a delayed effect of increasing PAYE payments; it stated that 
“other things being equal, the unexpected increase in income tax receipts is unlikely to be 
unwound in the future” and the 2001 forecasts carried these increases forward.128 Since 
2001, income tax levels have been consistently below those projected by the Treasury. 
HSBC have noted that these shortfalls have occurred “despite the continued fall in 
unemployment”129 relative to the consensus forecast. Also, as shown in the End of year 
fiscal report, only a small part of these shortfalls can be attributed to slower growth in 
overall wages and salaries.130 

44. The Treasury is now expecting an increase in income tax receipts of £6.2 billion in 
2003–04 followed by an increase of £9.5 billion (around 8%) in 2004–05. Professor Spencer 
told us that “even if earnings growth does move back to the sort of 4/4.5 per cent range 
which would begin to pose problems for the Monetary Policy Committee, and even if there 
were a favourable shift in the earnings distribution, it is still very hard to see 8 per cent 
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growth in income tax”.131 The Treasury told us that of the increase “around two-thirds 
come from average earnings growth at its long-run average [growth] of wages and salaries. 
We expect some to come from recovery in the financial sector company profits linked to 
bonuses. Some of that will come from higher interest rates leading to higher tax on interest 
income. Finally there is fiscal drag…in the equation”.132 Mr Lewis told us that the single 
biggest driver of the increase in the overall effective rate of income tax was “the assumption 
[the Treasury] makes about the return of income growth of higher rate tax paying 
individuals, particularly through things like city bonuses, which were a big feature of the 
late 1990s and were associated with the growth in financial company profits”.133  

45. Mr Chote noted that the “effective higher rate threshold (i.e. the basic rate limit plus the 
personal allowance) has fallen from 161 percent of average earnings in 1996–97 to 143 
percent in 2003–04, which has seen the number of higher rate taxpayers rise from 2.1 
million to 3.3 million. If we were to assume that earnings rose by 2 percent a year on top of 
inflation (slightly less than the trend rate of increase in productivity), then the effective 
higher rate threshold would drop to 129 percent of average earnings over the next five 
years. This would increase the number of people paying higher rate income tax to around 
4.2 million by 2008–09”. The Chancellor told us that people “should be cautious about 
years ahead which depend on a whole series of assumptions, including about average 
earnings that were certainly not true last year and are certainly not true this year”134 and 
that “the reasons that income tax will rise are not simply fiscal drag; they depend on what is 
likely to happen to bonuses; they depend on the number of people likely to be in work; they 
depend on the interest that is paid and the tax receipts from the interest that is paid”.135 

46. Since the projection forward of an improved relationship between income tax 
receipts and GDP in 2001, receipts have consistently come in under the Treasury’s 
forecast. We note that the Treasury’s projections of income tax receipts, which rise as a 
share of GDP, imply increasing numbers of people paying income tax at the higher 
rate. We would welcome more information on the proportion of salaries paid in annual 
bonuses and how the Treasury is forecasting them going forward. To improve our 
understanding of the 2004–05 forecasts we ask the Treasury to publish the components 
of the forecast in greater detail differentiating between PAYE, self-assessment, bonus 
payments and income at standard and higher rates. 

Tax forecasting 

47. In the light of the change between economic growth and revenues in the current year 
we asked the Treasury whether they would consider publishing more information on their 
tax forecasting process. Mr Cunliffe told us that “models are not, if you like, mechanical 
machines where you put something in at one end and it comes out the other. They are a lot 
more complex than that.” But he told us that the Treasury “would be very happy to explain 
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how we model particular taxes”.136 The End of year fiscal report reviews the outturn receipts 
with forecasts in previous budgets but the focus is on “retrospective analysis” which, as the 
Treasury states, “is important as it can highlight shortcomings of particular forecasting 
methods, and suggest ways in which the forecasting performance can be improved” as well 
as “helping to ensure transparency”.137 To improve transparency and aid the Committee 
and other outside observers to understand the forecasts for tax revenue, we recommend 
that the Treasury should publish details of how the receipts from the major taxes are 
forecast, including wherever possible the model used and all the economic 
determinants that feed into the model. 

Public expenditure 

48. The Treasury’s spending plans continue to call for total managed expenditure138 to rise 
more rapidly than the broader economy. After an increase of 7.3% in 2002–03, current 
plans forecast a rise in expenditure of 9.8% in 2003–04, followed by a reduction in the 
growth rate to 5.8% in 2004–05. Total managed expenditure in 2003–04 is now forecast to 
be £460.2 billion, some £4.5 billion more than expected at the time of the Budget. This 
increase mainly reflects the carrying forward of £2.5 billion of the special reserve used to 
meet the costs of conflict in Iraq and the UK’s other international obligations.139  

49. Annually managed expenditure is now forecast to be £2.1 billion higher than in the 
2003 Budget. Mr Chote told us that the main contributory factors were “higher than 
expected take-up of the child and working tax credits, higher expected debt interest 
payments, higher social security benefit spending…and accounting adjustments”. He also 
noted that “the AME margin – the contingency reserve within annually managed 
expenditure has now been reduced to £0.3 billion in 2003–04 and to zero in the following 
two years”.140 We note that this is the lowest the AME margin has been set since the 1998 
Comprehensive Spending Review141 (although there still remains a reserve in the three year 
limits for Departmental spending). Although Mr Stephens for the Treasury told us that the 
AME margin “had been drawn down. In that sense it is fulfilling its purpose”,142 we note 
that it is unusual to provide no margin at all for annual managed expenditure in future 
years. An explanation should be given as to why it is envisaged that, in contrast to 
previous practice, no AME margin is provided for the next two financial years. 

The division between current spending and investment spending 

50. It is important in assessing the public finances that government expenditure is correctly 
allocated between current spending and capital spending. On 12 December the Rail 
Regulator published his 2003 review of access charges payable by train operators to 
 
136 Qq 153–156 

137 End of year fiscal report, HM Treasury December 2003, pp 1–4, p 30 

138 Total Managed Expenditure (TME) is the sum of Annually Managed Expenditure (AME – mostly social security 
payments and debt interest payments) and Departmental Expenditure Limits (DELs – the spending limits for 
departments agreed under the periodic Spending Reviews). 

139 Pre-Budget Report 2003, para 2.57, p 32 

140 Ev 63 and Ev 64 

141 Figures for the previous AME margins are shown in Table 2.4 page 29 of the 2003 IFS Green Budget 

142 Q 172 



The 2003 Pre-Budget Report    27 

 

Network Rail for the five years beginning 1 April 2004. The Regulator reported that “Ten 
days [before the publication of the access charges review] the DfT and the SRA made a 
joint submission to the Regulator in which they explained that for accounting reasons it 
would be desirable for the SRA in future to increase the amount of money that it pays in 
grant to Network Rail, allowing access charges to be set at a lower level”. These accounting 
reasons were explained in a footnote as “Specifically the fact that, although higher access 
charges would be used to support capital expenditure by Network Rail, an increase in 
franchise support would be classified as current expenditure and the Government’s rules 
prohibit borrowing to cover expenditure over the economic cycle.”143 The Regulator 
considered it “regrettable that such fundamental issues should be raised at such a late stage 
in the review” given the “considerable efforts” he had made “to establish the SRA’s 
financial position, in accordance with his statutory duties”.144 

51. Mr Stephens, Director of Public Spending at the Treasury, told us that the allocation of 
spending was “determined according to national accounts principles and decided 
ultimately by the ONS” and that “there are switches that go on, on a regular basis that 
reflects changes in the substance, in the nature of the spend or changes in the view that 
professional statisticians take of that spend”.145 Mr Stephens told us that what the Regulator 
had set required “a substantial increase in capital expenditure by Network Rail” and that it 
was “clearly desirable that the accounting form should follow the substance [of the 
expenditure]”.146 The Chancellor told us that there was “a dialogue between the Regulator 
and other bodies” but that “decisions about the funding of Network Rail are a matter for 
the Regulator”.147 We note the Regulator’s concern at officials’ late intervention. It is 
essential that the allocation of public spending between capital and current expenditure 
is carried out in a way that reflects the substance of the spending. Government funded 
increases in capital expenditure on the railways must be correctly treated. We request 
that the Treasury provides further information and transparency in regard to the 
classification of current and capital spending. 

Measuring real government output 

52.  A principal concern for the Government is the extent to which increases in spending 
are feeding through into increased provision and quality of services combined with value 
for money, rather than higher costs. Budget 2002 announced significant increases in public 
spending and the Treasury notes that “The composition of this growth between increases 
in real output and prices has important implications for evaluating the Government’s drive 
to improve public services”.148 The Treasury also notes that “in the second and third 
quarters of 2003, nominal government consumption was up about 11¾ per cent on a year 
earlier, split into measured real growth of just around 4 per cent and an increase in the 
implied deflator of 7½ per cent – well in excess of input cost inflation.”149 Mr Cunliffe told 
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us there was a real issue about “the measurement of outputs in the public sector; about 
capturing quality increases in outputs, about capturing the full range of outputs and about 
capturing investment in future capability” and that the 7.5% measure of public sector 
inflation “falls out of a measurement that we do not think is accurate”.150 To investigate 
these problems Sir Tony Atkinson had been asked by the National Statistician to undertake 
a review of the future development of measures of government output, productivity and 
associated price indices so as to advance methodologies.151  

53. The IMF recently noted that “current plans involve sharp increases, [in expenditure] 
with associated risk of inefficiencies”. They welcomed the initiative to “improve the 
measurement of output in public services” but noted that  “continuing increases in 
indicators of public sector costs, particularly in areas such as transportation, where 
measurement problems are less significant, would be a cause for concern as they could 
indicate supply bottlenecks”.152 Mr Walton, referring to some work carried out by 
Goldman Sachs on public expenditure, told us that some of the increases in costs were 
“catch up; in particular wage costs were held down very substantially in the period from the 
mid 1980s through to the mid 1990s, and that at some point had to be unsustainable” but 
“what there has been, as far as we can tell from the data, is a big increase in non-wage 
costs”. He added that the review was “very welcome”.153 

54. The Chancellor told us that “the existing indicators which have been used for many 
years do not reflect properly the quality improvements which are taking place. If a fall in 
class sizes reduces productivity, by definition that is a problem because the quality of 
teaching is undoubtedly higher”.154 The Chief Economic Adviser added that “if you take all 
of the improvements in school buildings in the last six or seven years, all those new 
buildings do not count as output either because it does not affect the number of pupils who 
are in the schools. The fact that schools are better equipped, they have got facilities, are safe 
to be in and clean, that does not count at the moment in the way in which output is 
measured”155 This Committee attaches the highest possible emphasis to ensuring that 
any increases in public expenditure are delivered efficiently and result in improved 
outcomes, rather than in cost inflation. The current measure of government output 
does not adequately reflect improvements in quality and is therefore a bad measure of 
public sector productivity. It is absurd that a reduction in class sizes, for example, 
should count merely as an increase in cost and a reduction in productivity, with no 
account taken of any improvements in the quality of education. We welcome the 
Atkinson review of measures of government output, productivity and associated price 
indices. We note that the preliminary findings of the review are to be published by July 
2004, in time to inform the 2004 Spending Review. 

55. Goldman Sachs recently noted that “if real public sector output is in reality much 
higher than official data imply, this would also mean that aggregate GDP growth has been 
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higher and closer to trend than the Treasury believes”.156 Mr Cunliffe told us that the “real 
output” for the increase in government spending was being under-estimated and to the 
extent that “real outputs are higher, that would affect the growth in the economy”.157 In the 
light of the review of the measurement of government output, the Treasury should 
assess the extent to which any under-estimation of the real rate of growth of public 
sector output could affect estimates of GDP growth and the output gap. 
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4 Other Issues 

The housing market 

56. At the time of the assessment of the five tests on entry into the euro, the Chancellor 
stated that “most stop-go problems that Britain has suffered in the last fifty years… have 
been led or influenced by the housing market. The volatility of the housing market and 
potential for higher inflation is a problem for stability that we are determined to do more 
to address to produce greater stability and reduce the risks of inflation irrespective of the 
decision on the euro.”158 Two reviews were announced: by Professor David Miles into the 
supply and demand factors limiting the development of fixed-rate mortgages in the UK 
and by Ms Kate Barker into the issues affecting housing supply in the UK. Both these 
reviews produced interim reports published at the time of the PBR,159 with final reports 
with policy recommendations to follow at the time of the Budget. The CBI welcomed the 
Barker review which “recognises the problem of housing supply and the part played in that 
by planning restrictions and hope that appropriate policy action will result”; however they 
hoped that neither of the reviews aimed at housing would “result in any new tax on the 
property sector, nor in any unnecessary regulatory intervention in the markets”.160 In 
regard to the Barker review Mr Weale told us that “The main mechanism for improving 
the housing situation is to ensure that more  houses are built. Without having more houses 
being built, if you simply make it easier for people to invest in housing through the 
introduction of real estate investment trusts, then one might think that that will add to 
rather than reduce upward pressure on house prices.”161 

57. The Chancellor would not “draw conclusions” on how long it would take for a 
substantial move to fixed-rate mortgages and before any reforms from these two reviews 
produced a detectable difference in terms of smoothing the operation of the 
macroeconomy, but told us that the Treasury had asked “Ms Barker and Professor Miles to 
look at these issues and report to us”.162 The Committee believes that improving the 
functioning of the UK housing market has a key role, not only in terms of stability and 
growth in the UK economy, but also in tackling social inequalities by improving the 
access of families and others to decent housing at an affordable price. We also note the 
important role of the housing market in promoting labour mobility and regenerating 
deprived areas. We welcome the interim reports of the Miles review of fixed-rate 
mortgages and the Barker review of housing supply. Alongside any policy 
recommendations their final reports should also estimate how long it would take for 
any shift to fixed-rate mortgage finance in the UK, and improvements in housing 
supply, to produce a detectable difference in terms of smoothing the operation of the 
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macro economy. We may examine the detail of any recommendations made as part of 
our regular scrutiny of the Budget. 

58. After reaching a peak in the first quarter of 2003, house price inflation then moderated. 
For 2003 overall, annual house price inflation on the Nationwide index was 15.6%. There 
has been a divergence in performance between regions with house price growth in London 
in single digits but with growth rates of 30.1% for the North and 27.3% for Yorkshire and 
Humberside. The RICS recently estimated that the ratio of house prices to average income 
was 6.1 in the third quarter of 2003.163 There may be structural reasons why a permanent 
rise in house prices relative to incomes is justified. Mr Cunliffe told us that “The amount of 
their income people are paying in mortgage payments or interest payments generally are 
low compared with the rates we saw at other times in the housing market house of high 
price increases in the late 1980s, early 1990s. If you look at the affordability, it is not clear to 
me that we are actually in a position where there will be a sharp break in confidence.” As 
the Bank of England Governor has noted, loan to value ratios have not risen by as much as 
in the late 1980s.164 Indeed, in the third quarter of 2003 only 22% of loans were for more 
than 90% of the property’s value, compared with figures of over 40% in the late 1980s and 
early 1990s. However, the proportion of new borrowers with loan to income ratios in 
excess of three and a half has risen substantially in recent years,165 but due to low interest 
rates the initial burden of the debt is much reduced (although the low inflationary 
environment will mean that debts will not be eroded as quickly). It is borrowers that have a 
large mortgage to income ratio who are exposed most to unexpected rises in interest rates 
and could benefit most from a fixed mortgage payment. However, as they are likely to be 
spending a higher than average proportion of income on their mortgage in order to 
purchase a house, they will be most interested in the initial costs and, as Professor Miles 
identified, “variable rate products and short-term (two-year) fixed-rate mortgages look 
very much cheaper than longer-term fixed rate products”.166 Using the prices given in the 
Miles review, for a borrower with an advance of 5 times income the cost of a discounted 
variable rate will be around 39.9% of net income, compared with around 47% of net 
income for a 5-year fix.167 

59. The document accompanying the budget “Simplifying the taxation of pensions” 
included proposals to “allow pension schemes to invest in all types of investments 
including residential property”.168 Mr McPhail of Hargreaves Lansdown was quoted as 
saying that “It is hard to reconcile the stated ambition of controlling the housing market's 
disproportionate influence on the economy with a proposal that will allow billions of 
pounds of pension fund money to wash into the housing market”.169 There has been some 
comment in the press as to the extent to which individuals may be able use their pension 
fund to purchase single houses, or even to transfer in second houses and holiday lets, rather 
than invest through any new form of Real Estate Investment Trust. The Chancellor told us 
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that the proportion of houses in “the private rented sector is very low…far lower than in 
Germany, France or America” and that Shelter had issued a report saying that it was 
“necessary to get more incentives into the private rented market so that we can have more 
private rented housing available and we are looking at how it can be done”. He added that 
the Treasury had not committed itself “either to billions of pounds of incentives or to 
expecting there will be billions of pounds of property investment by pension fund 
companies”.170 The Treasury should assess the extent to which allowing self- 
administered pension funds to invest in residential property by buying individual 
houses, rather than via any new type of Real Estate Investment Trust, will increase the 
sensitivity of the economy to the housing market and create opportunities for abuse. If 
the proposals are implemented the Inland Revenue should ensure that a robust regime 
is in place to prevent tax avoidance. 

Taxation of small incorporated businesses 

60. The Pre-Budget report notes a range of measures and targeted tax reductions to 
support small businesses. Edward Troup, Head of Tax Strategy at Simmons & Simmons 
told us that “The introduction of a 10% corporation tax rate in 2000 (reduced in 2002 to 
0% on the first £10,000 of corporate profits and 10% on the next £40,000) has encouraged 
large numbers (probably several hundred thousands) of the self-employed to incorporate 
their businesses. This permits a significant saving of income tax and NICs as self-employed 
earnings (taxed at basic rate of 22% plus NICs of 11%) can be converted into dividends 
(subject to corporation tax at 10% or 0%) which are not subject to further income tax in the 
hands of basic rate taxpayers”.171 Mr Chote told us that “the move to zero corporation tax 
rate does seem to have turned out to be very costly for the government in the sense of 
encouraging people who are self employed to incorporate themselves. That was something 
which was predictable, and plenty of people predicted that it would turn out to be a very 
expensive policy.”172 

61. The PBR indicates that “The Government is concerned that the longstanding 
differences in tax treatment between earned income and dividend income should not 
distort business strategies” and that it “will therefore bring forward specific proposals for 
action in Budget 2004, to ensure that the right amount of tax is paid by owner managers of 
small incorporated businesses on the profits extracted from their company”.173 John 
Whiting of PricewaterhouseCoopers noted that this development “has caused a deal of 
concern to such businesses and their advisers” and added that “surely it would have been 
possible to give a more detailed explanation of what is envisaged”.174 Mr Troup noted that 
“If the reduced and zero rates are not achieving their intended result, the Government 
should not adopt a complex retaliatory response, but should repeal these measures and if 
appropriate, offer tax reductions to all small businesses (incorporated or self-employed) in 
some alternative way”.175 We would welcome further details (in advance of the Budget) 
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of the nature of the Government’s proposals for changes to the way tax is paid by owner 
managers of small incorporated businesses on the profits extracted from their 
company.  

Child poverty and the Child Tax Credit 

62. The 2000 Spending Review included a target to “Make substantial progress towards 
eradicating child poverty by reducing the number of children in poverty by at least a 
quarter by 2004”.176 The Pre-Budget Report announced that the ‘child element’ of the Child 
Tax Credit “will increase from April 2004 by £180 to £1,625 a year, equivalent to a weekly 
increase of £3.50”.177 This measure will increase support to families with children by almost 
£1 billion each year.178 The IFS has previously noted that “for a given level of expenditure, 
increasing the per-child element of the child tax credit will have a larger direct impact on 
poverty than increasing the family element or increasing child benefit”.179 Mr Chote told us 
that it was “quite possible that the Chancellor is going to hit the [child] poverty target on 
the basis of this increase”;180 he added that there was some concern that “having a target 
that is so clearly fixed as a target of relative income” could create “an excessive bias towards 
trying to deal with child poverty through direct cash transfers, when it might well be more 
appropriate to take some money and devote it to services like…Sure Start”. The Chancellor 
told us that “by raising the ‘per child’ element we were able to do more about the position 
of lower and middle income families” and that, by 2004, “Before housing costs there is 
absolutely no doubt in our view that we [will] meet the 25 per cent cut in [child] poverty 
since we set the target”181. The Chancellor also noted that in addition to the increased tax 
credit the Budget had announced “a new scheme to help lone parents get into work”.182 We 
welcome the Government’s action to reduce child poverty and note the substantial 
progress made so far. The approach needs to establish an effective balance between 
providing income to the parents through the tax credit system with expenditure on 
services aimed at increasing opportunity for both the parent and the child. 

Savings 

63. The savings ratio for the United Kingdom is low, particularly for people on low 
incomes, and hence Government policy has been to encourage people to save. In that 
context cash ISAs have proved popular with low income earners, as the Nationwide 
Building Society and Halifax Bank of Scotland testify. To reduce cash ISAs from £3000 to 
£1000 per year, and share ISAs from £7000 to £5000, appears to run counter to a policy of 
encouraging people to save. We, therefore, request an explanation for this apparent 
contradiction in policy and recommend that the proposed ISA reductions should be 
reconsidered. 
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Conclusions and recommendations 

The Pre-Budget Report 

1. We regret this omission [of a debate on the PBR], given that transparency and 
openness demand that government financial statements like the PBR should be 
subject to parliamentary scrutiny in the Chamber of the House of Commons. We 
reiterate our recommendation that every year the House should hold a half or full 
day’s debate on the Pre-Budget Report. (Paragraph 3) 

2. We can only repeat our view that as much notice as possible for the Budget date is 
desirable and we therefore urge the Government to regard the 2002 practice—of at 
least 2 months’ advance notice—to be at least a working target. Advance notice for 
the Pre-Budget Report is also helpful. The announcement of the date for this year’s 
Pre-Budget report and statement was made during oral Question Time on Thursday 
13 November, less than one month before the statement. We believe that the same 
arguments hold for advance notice for the Pre-Budget Report as for the Budget. 
(Paragraph 4) 

 The economy: the recent past 

3. We note the European Commission’s comment that “the UK economy weathered 
the recent global slowdown well”. This is particularly notable in the face of the 
continued weakness in activity in its major trading partners in the euro area. 
(Paragraph 5) 

4. The Committee is concerned that the recent fall in the dollar may jeopardise global 
recovery prospects, although some of the evidence we received on this point was 
generally reassuring (Paragraph 6) 

5. In spite of a rather disappointing trend in fixed investment and exports, current 
estimates of UK economic growth  in 2003 are consistent with the reduced forecast 
of 2–2½% growth published by the Treasury at the time of the last Budget. 
(Paragraph 7) 

6. Throughout a volatile period in the world economy the Committee observes that the 
MPC has continued successfully to maintain UK inflation close to the target laid 
down by the Chancellor. Moreover, while maintaining inflation inside the target 
range, monetary policy has also been able to provide substantial support to growth 
by delivering historically low short term interest rates to the economy. (Paragraph 8) 

7. The successful complementarity of monetary and fiscal policy has played a key role 
in delivering a UK economic performance over the past few years which the IMF 
describes as “enviable”. Key tests for both monetary and fiscal policy nevertheless lie 
ahead as recovery emerges. (Paragraph 9) 

8. As the global economy recovers it is vital that UK economic policy adapts as 
anticipated to the upswing, to avoid potential problems flowing from the current 
imbalances in the economy. (Paragraph 9) 
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The outlook for the economy 

9. The Treasury’s economic forecasts for 2004 and beyond continue to look more 
optimistic than most, although the gap between the Treasury’s assessment and that 
of most other forecasters has narrowed, with most independent forecasters now a 
little more optimistic about growth in 2004 than they were in the spring. (Paragraph 
10) 

10. While the probability of either a fall in house prices or a rise in interest rates on a 
scale that would create widespread problems for households should be viewed as 
very limited, we think it is nevertheless important for both the Treasury and the 
Bank of England to consider how policies could impact on individual households 
whose debt servicing ratios have become unsustainable. (Paragraph 13) 

11. The Committee attaches the highest importance to securing the best possible value 
for money in public spending. It is disappointing to note that, despite the welcome 
improvements to the control of public expenditure that have enhanced flexibility, 
many departments are still failing to manage their capital spending programmes as 
efficiently as they should. We recommend that the Treasury takes action to improve 
the planning and monitoring of public sector capital spending programmes within 
the financial year. We would welcome a report on any such action in the 2004 
Spending Review. (Paragraph 15) 

12. The Committee is disappointed at the lack of progress on improving official pension 
fund statistics. The health of UK company pension schemes appears to be a major 
gap in the information flow into the Treasury’s assessment of the economic outlook. 
Given its crucial impact on British households, we recommend that the Government 
show much greater urgency in ensuring the provision of regular and reliable official 
information on pension fund deficits. We further recommend that the Chancellor 
report on this issue expressly in the 2004 Budget. (Paragraph 17) 

13. The Committee welcomes the improved transparency in recent years provided by 
the Treasury’s explicit discussion of issues such as the output gap and the cyclical 
position of the UK economy. It encourages the Treasury to explore ways of further 
improving transparency, which may include closer involvement of outside bodies or 
experts in the judgements made. (Paragraph 20) 

14. Although the Governor of the Bank of England has indicated that he does not think 
the switchover will be of major significance for monetary policy, given the focus on 
inflation two years ahead, we note his comments regarding the need for care in the 
short term in explaining the switch in the inflation target from RPIX to CPI inflation 
and will scrutinise the progress made in enhancing public understanding of the 
change. (Paragraph 25) 

The fiscal balance 

15. The Committee accepts that the substance of the golden rule has not changed, but 
differences in phrasing in recent Treasury documents may have been a source of 
some confusion. We recommend that the presentation of the Government’s progress 
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towards meeting the golden rule should be standardised and be based on the average 
annual surplus of the current budget as a percentage of GDP. (Paragraph 27) 

16. The Treasury should make the role of the cautious case in the fiscal planning process 
through the cycle clearer in the Budget and Pre-Budget Report documentation. 
(Paragraph 28) 

17. We were surprised that there was no table contained in the 2003 PBR breaking down 
the changes in public sector borrowing since the previous forecast between those 
attributable to the automatic stabilisers, non-discretionary factors and policy 
decisions. We ask the Treasury to re-introduce such a table in the Budget (and future 
Budgets and PBRs). (Paragraph 31) 

18. While the extra borrowing envisaged since the time of the last Budget means that 
there is now less slack, the Government remains on track but will meet the golden 
rule only if its central forecasts for economic growth, tax revenues, spending, and the 
likely end of the current cycle are met. The Government will have to remain mindful 
of the consequences of any further unplanned increases in borrowing arising from 
any shortfall in planned tax revenues. (Paragraph 35) 

19. The Committee notes that the UK’s fiscal position remains comparatively strong 
internationally and should remain so if it strengthens as planned through economic 
recovery. (Paragraph 37) 

20. The End of year fiscal report should analyse the Treasury’s performance in the 
preceding two years against its forecasting record separately for receipts, and 
different portions of expenditure. It should also analyse the forecasting records of 
previous Pre-Budget Reports. (Paragraph 38) 

Tax receipts 

21. Receipts have come in weaker than expected despite growth being on target for the 
Treasury’s forecast. The factors behind this decline in tax receipts may be structural 
or may be cyclical. The Treasury’s projections for tax revenues up to 2008–09 suggest 
that it does not see the problem as predominantly a structural one. This is contrary to 
the view of some of our expert witnesses. A shortfall in expected receipts for a given 
level of GDP is a phenomenon that has also occurred in other countries including 
the USA, although compared to countries in continental Europe the UK’s public 
finances remain in good shape. In the USA research has been undertaken into why 
revenues as a percentage of GDP have declined. We recommend strongly that the 
Treasury undertake similar research in the United Kingdom and publish it as soon as 
possible. (Paragraph 40) 

22. We note that the Treasury continues to project a rise in the ratio of tax receipts to 
GDP over the forecast horizon from 35.9% in 2003–04 to 38.2% in 2008–09. We 
recommend that the Treasury includes in future Budgets a discussion of the risks 
underlying this tax forecast. This assessment should be informed by the research we 
recommend the Treasury carry out at paragraph 40 above. This will be an 
opportunity for the Treasury to explain in more detail the assumptions on which it 
makes its tax forecasts. (Paragraph 42) 
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23. Since the projection forward of an improved relationship between income tax 
receipts and GDP in 2001, receipts have consistently come in under the Treasury’s 
forecast. We note that the Treasury’s projections of income tax receipts, which rise as 
a share of GDP, imply increasing numbers of people paying income tax at the higher 
rate. We would welcome more information on the proportion of salaries paid in 
annual bonuses and how the Treasury is forecasting them going forward. To 
improve our understanding of the 2004–05 forecasts we ask the Treasury to publish 
the components of the forecast in greater detail differentiating between PAYE, self-
assessment, bonus payments and income at standard and higher rates. (Paragraph 
46) 

24. To improve transparency and aid the Committee and other outside observers to 
understand the forecasts for tax revenue, we recommend that the Treasury should 
publish details of how the receipts from the major taxes are forecast, including 
wherever possible the model used and all the economic determinants that feed into 
the model. (Paragraph 47) 

Public expenditure 

25. We note that it is unusual to provide no margin at all for annual managed 
expenditure in future years. An explanation should be given as to why it is envisaged 
that, in contrast to previous practice, no AME margin is provided for the next two 
financial years. (Paragraph 49) 

26. We note the Regulator’s concern at officials’ late intervention [in the access charges 
review]. It is essential that the allocation of public spending between capital and 
current expenditure is carried out in a way that reflects the substance of the 
spending. Government funded increases in capital expenditure on the railways must 
be correctly treated. We request that the Treasury provides further information and 
transparency in regard to the classification of current and capital spending. 
(Paragraph 51) 

27. This Committee attaches the highest possible emphasis to ensuring that any 
increases in public expenditure are delivered efficiently and result in improved 
outcomes, rather than in cost inflation. The current measure of government output 
does not adequately reflect improvements in quality and is therefore a bad measure 
of public sector productivity. It is absurd that a reduction in class sizes, for example, 
should count merely as an increase in cost and a reduction in productivity, with no 
account taken of any improvements in the quality of education. We welcome the 
Atkinson review of measures of government output, productivity and associated 
price indices. We note that the preliminary findings of the review are to be published 
by July 2004, in time to inform the 2004 Spending Review. (Paragraph 54) 

28. In the light of the review of the measurement of government output, the Treasury 
should assess the extent to which any under-estimation of the real rate of growth of 
public sector output could affect estimates of GDP growth and the output gap. 
(Paragraph 55) 
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The housing market 

29. The Committee believes that improving the functioning of the UK housing market 
has a key role, not only in terms of stability and growth in the UK economy, but also 
in tackling social inequalities by improving the access of families and others to 
decent housing at an affordable price. We also note the important role of the housing 
market in promoting labour mobility and regenerating deprived areas. We welcome 
the interim reports of the Miles review of fixed-rate mortgages and the Barker review 
of housing supply. Alongside any policy recommendations their final reports should 
also estimate how long it would take for any shift to fixed-rate mortgage finance in 
the UK, and improvements in housing supply, to produce a detectable difference in 
terms of smoothing the operation of the macro economy. We may examine the 
detail of any recommendations made as part of our regular scrutiny of the Budget. 
(Paragraph 57) 

30. The Treasury should assess the extent to which allowing self- administered pension 
funds to invest in residential property by buying individual houses, rather than via 
any new type of Real Estate Investment Trust, will increase the sensitivity of the 
economy to the housing market and create opportunities for abuse. If the proposals 
are implemented the Inland Revenue should ensure that a robust regime is in place 
to prevent tax avoidance. (Paragraph 59) 

Taxation of small incorporated businesses 

31. We would welcome further details (in advance of the Budget) of the nature of the 
Government’s proposals for changes to the way tax is paid by owner managers of 
small incorporated businesses on the profits extracted from their company. 
(Paragraph 61) 

Child poverty and the Child Tax Credit 

32. We welcome the Government’s action to reduce child poverty and note the 
substantial progress made so far. The approach needs to establish an effective balance 
between providing income to the parents through the tax credit system with 
expenditure on services aimed at increasing opportunity for both the parent and the 
child. (Paragraph 62) 

Savings 

33. We, therefore, request an explanation for [the] apparent contradiction in policy and 
recommend that the proposed ISA reductions should be reconsidered. (Paragraph 
63)
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Formal minutes 

Tuesday 13 January 2004 

Members present: 
Mr John McFall, in the Chair 

Mr Nigel Beard 
Angela Eagle 
Mr Michael Fallon 
Norman Lamb 
John Mann 

 Mr George Mudie 
Mr James Plaskitt 
Mr David Ruffley 
Mr Robert Walter 

The Committee deliberated. 

Draft Report (The 2003 Pre-Budget Report), proposed by the Chairman, brought up and 
read. 

Ordered, That the Chairman’s draft Report be read a second time, paragraph by paragraph. 

Paragraph 1 read and agreed to. 

Paragraphs 2 to 6 read, amended and agreed to. 

Paragraphs 7 and 8 read and agreed to. 

Paragraph 9 read, amended and agreed to. 

Paragraphs 10 and 11 read and agreed to. 

Paragraphs 12 and 13 read, amended and agreed to. 

Paragraph 14 read and agreed to. 

Paragraphs 15 to 22 read, amended and agreed to. 

Paragraph 23 read and agreed to. 

Paragraphs 24 and 25 read, amended and agreed to. 

Paragraph 26 read and agreed to. 

Paragraph 27 read, amended and agreed to. 

Paragraph 28 read and agreed to. 

Paragraphs 29 to 31 read, amended and agreed to. 

Paragraphs 32 to 34 read and agreed to. 

Paragraphs 35 to 38 read, amended and agreed to. 
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Paragraph 39 read and agreed to. 

Paragraphs 40 to 45 read, amended and agreed to. 

A paragraph—(Mr Nigel Beard)—brought up, read the first and second time, and inserted 
(now paragraph 46). 

Paragraphs 46 to 48 read, amended and agreed to (now paragraphs 47 to 49). 

Paragraph 49 read and agreed to (now paragraph 50). 

Paragraph 50 read, amended and agreed to (now paragraph 51). 

Paragraphs 51 and 52 read and agreed to (now paragraphs 52 to 53). 

Paragraph 53 read, amended and agreed to (now paragraph 54). 

Paragraph 54 read and agreed to (now paragraph 55). 

Paragraph 55 read, amended, divided and agreed to (now paragraphs 56 and 57). 

Paragraphs 56 to 60 read and agreed to (now paragraphs 58 to 62). 

A paragraph—(Mr Nigel Beard)—brought up, read the first and second time, and added 
(now paragraph 63). 

Summary read, amended and agreed to. 

Resolved, That the Report be the Third Report of the Committee to the House. 

Ordered, That the Chairman do make the Report to the House. 

Ordered, That the provisions of Standing Order No. 134 (Select committees (reports)) be 
applied to the Report. 

Several papers were ordered to be appended to the Minutes of Evidence. 

Ordered, That the Appendices to the Minutes of Evidence taken before the Committee be 
reported to the House. 

[Adjourned till Thursday 22 January at half past Nine o’clock 
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Taken before the Treasury Committee

on Monday 15 December 2003

Members present:

Mr John McFall, in the Chair

Mr Nigel Beard John Mann
Mr Jim Cousins Mr George Mudie
Angela Eagle Mr David RuZey
Mr Michael Fallon Mr Robert
Norman Lamb

Witnesses: Mr Robert Chote, Director, Institute of Fiscal Studies, Professor Peter Spencer, Professor
of Economics, University of York, Mr David Walton, Chief European Economist, Goldman Sachs, and
Mr Martin Weale, Director, National Institute of Economic and Social Research, examined.

Q1 Chairman: In the spring you told us the afraid that if that state of aVairs continues, the
Treasury will have to factor in sharper and sharperChancellor was being too optimistic in both his

economic assessment and his assessment of the bounces in tax as a share of GDP in order to
contrive revenue forecasts that meet the Goldenpublic finances. Do you think he is still being too

optimistic? Rule.
Mr Chote: In terms of economic growth—and myProfessor Spencer: I believe he is too optimistic on
colleagues here are more expert in this subject thanthe economy, but particularly optimistic on the side
I am—clearly, when we met with you last timeof tax revenues. If you look at table B11, page 220,

you will see that tax is rising as a share of money round it looked as though the Chancellor’s
forecasts of growth this year were in excess of thoseGDP; in other words, tax revenues are bouncing

much more strongly than money GDP. The share expected by the independent consensus; and now
that does not look quite such a bad call as itof tax in money GDP rises back to the figure of

37.3% by 2005–06, which of course was the peak obviously did at the time. However, for growth
next year—the Chancellor is some way ahead of thethat we saw back in 2000–01, at the turn of the

millennium. It does not really matter how you look consensus. It seems to me that that is not
unnecessarilyy unreasonable, if he is right thatat this; it is very unlikely that tax will recover as a

share of money GDP anything like as quickly as there is as much spare capacity in the economy as
his figures suggest—he has a negative output gapthe Treasury are forecasting. There are several ways

of arriving at that conclusion. One way is to look of 1.4% at the moment. I think that estimate is
perhaps relatively large in comparison to those ofat a very detailed tax-by-tax analysis, particularly

focusing on the areas like income tax and some other forecasters, and if there is less spare
capacity, then that might indicate that there is lesscorporation tax that have exhibited the helter-

skelter that we saw in the run-up to the election and room for stronger growth once the economy has
bounced back to trend. In terms of the outlook forsince the tide turned afterwards. If you look at

those factors, it is hard to think that they were revenues—or indeed for the current Budget balance
overall—it seems to me that the big question thatkeyed in with normal economic developments like

the cycle in real GDP. It is also diYcult to explain has to be asked in saying, “are these a set of proven,
reasonable forecasts?”—is whether it is reasonableall of them in terms of the dot.com boom and

events happening in the City, as the Treasury led to expect the structural underlying budget position
to move from a deficit of 0.8% of GDP this yearus to believe this time last year in the PBR 2002.

Rather, there are a lot of special factors in there to a surplus of 0.6% of GDP in five years’ time on
the basis of “unchanged” policies? I am not entirelywhich were reflected in a sharp swing away from

earnings at the low end of the income scale towards convinced yet—and we will not do our next proper
forecasts until next month—that that is the case.top people’s pay; and, sadly—or perhaps I should

say gladly—it is very unlikely that we are going to One reason why you end up with tax revenues
rising as a share of GDP year in, year out, is thatsee those special factors recurring any time soon. If

I am right in thinking that, then we will continue as always we are assuming fiscal drag in these
forecasts; in other words, that tax thresholds arewith the kind of scenario that we have seen since

this time last year, one in which the economy does raised in line with prices; that typically earnings
grow more quickly than prices. To give anperform as well as the Chancellor has forecast—the

stock market has performed better than the indication of the sort of impact that might have,
the Treasury does not tell us what its assumptionsTreasury suggested at the time of the Budget—but

tax revenues will continue to disappoint. I am are for average earnings growth, on the grounds
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that that might be seen to be setting down some question. On the point about tax revenues, there are
a couple of things I would say. The recent past hassort of going rate; but if you were to assume, for

example, that earnings were to grow by 2% a year been quite unusual in that some of the things that are
quite good for tax revenues have been veryon top of inflation, a little bit less than the projected

increase in productivity, then that would see the depressed. For instance, average earnings growth in
the private sector has been running at around 2.5%number of people paying higher rate tax rise by a

million or more over the next five years. It has gone over the past years, which is the weakest since the
mid 1960s, and generally speaking, consistent withup from 2 million to about 3 million since 1996–97.

The value of the eVective high-rate threshold—that the inflation target, you ought to expect average
earnings growth of somewhere around 4.5%. If youis the personal tax allowance plus the limit for the

basic rate—was 161% of average earnings in look at consumers’ expenditure, there is often a lot
of talk about a boom in consumption, but nominal1996–97; it has fallen to 143% in 2003–04; and, if you

have five years at 2% real earnings growth, you household expenditure this year is going to only
grow by somewhere between 3.25 and 3.5%, whichwould be down to about 129% of average earnings.

As I say, that would increase the number of people will be the lowest increase that we have had since
national accounts data began back in the mid 1950s.paying higher rate tax from around 3 million at the

moment to something over 4 million. I think one There is quite a lot of weakness in the nominal
economy at the moment, which is what is importantneeds to be a little careful about what we think of as

“unchanged” policies in the forecasts. They are not for tax revenues. Robert asked if it was conceivable
that you could see a 1.5% improvement in thequite as unchanged as some people would think.
current budget over the course of the next five years.
Of course you can. If you look at the swings youQ2 Chairman: Martin or David, if you want to add
have seen in the public finances, then they really haveto that to be taken into consideration, what is
been very substantial. I think there is somefuelling the Treasury’s optimism?
justification for thinking that maybe you have seenMr Weale: As Robert said, what is fuelling the
the tax ratio, having been somewhat depressed overTreasury’s optimism is the assumption that the taxes
the last year or two, partly for some specialrise even when nothing happens, or when output
reasons—that some of that will tend naturally togrows on trend. The surplus on the current Budget
come back. I actually think that the Chancellor is ais expected to increase between 2006–07 and
bit optimistic in his medium-term profile, but I2008–09 by 0.6% of GDP. This is shown in table B6.
certainly do not think there is any real black hole inThis is at a time when the economy is expected to
the finances, and I think there will be some tendencygrow on trend. It is not a cyclical recovery delivering
for this current budget deficit to get eliminated overthis; it is what Robert described as fiscal drag, i.e.,
the next few years.the tax limits biting lower and lower down.My view,

as an alternative way of describing that would be to
say it is an increase in taxation. Those of us who said Q4 Chairman: Thank you for the papers you have
that the Chancellor’s projections were optimistic submitted; they have been very helpful to us in
have been saying that they are optimistic unless there preparing for today. I would like to ask you about
are tax increases built into them. Here, we have a output gap. The Treasury assesses trend growth at
very clear illustration of the sort of tax increase that 2.75% and argues that the recent data revisions
is built in to the projections and makes the chance of indicate that that would be a conservative estimate.
delivering the surplus that theGovernment is hoping But in the papers you have given us, Professor
for greater than would otherwise be the case. Spencer, you say that the output gap is larger.

David, you say it is smaller. The Bank of England
told us a few months ago that it did not exist at all.Q3Chairman:David, youweremore in keepingwith
We are all over the shop: where are we? Can we havethe Chancellor’s view of the growth in the economy
a sensible discussion on this?the last time you were here.
Mr Weale:The answer is that we can have a sensibleMr Walton: That is right. I tend to be at the more
discussion on it, but I do not think we can reach aoptimistic end of the range for growth. I would just
conclusion. The people who have studied estimatesreiterate that the Treasury’s track record on
of the output gap and looked at themwith hindsight,forecasts tends to be better than most people’s, so it
have concluded that they are all over the place.would be wrong to be completely dismissive of their
Often, people worry about revisions to oYcialforecasts at any point in time. I think the Treasury’s
statistics, but they are nothing compared withview is that to the extent it believes there is slack in
revisions to estimates of the output gap. Thethe economy, then in some senses its forecasts going
essential diYculty that one faces in trying tomeasureover the future are really just a technical assumption
the output gap is that things are going wrong andthat that slack will get used up. That is a reasonable
right with the economy all the time, but you needway of going about things, in the sense that if the
four or five years of hindsight to be able to judgeslack is not taken up, then there will be a tendency
whether those changes have been temporary orfor inflation to fall below the symmetric inflation
permanent. You simply do not knowat the time, andtarget. It is not unreasonable, if you think there is
so a study of the United States output gap showedslack, to have a period in which the economy is
that on 43%of the occasions, estimated as at the dategrowing faster than trend. AsRobert said, theremay
they were accruing, it had the wrong sign. Thesebe a question as to whether or not there is as much

slack as the Treasury suggests—and that is open to observations about the reliability or unreliability
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with which the output gap is measured do not make moment. Quite whether it is 1.5% or a lot closer to
David’s 0.75%, I do not think any of us would go tome think that we should shy away from using the

concept; but they domake me think that somewhere the stake on. But that there is a significant output
gap that partially explains the shortfall in the taxin documents like this there ought to be some

reference to the uncertainty to the fact that estimates revenue, which is what we are focusing on here, I do
not think is really in question.are bound to be prone to revision, and possibly some

answer to the question, what the Chancellor will do Mr Chote: To put the uncertainty around the output
if the estimates of the output gap in this document gap into some sort of perspective, if you cast your
turn out to be wrong. minds back to the summer of 1996 when the former

Chancellor had a panel of independent forecasters,
on that occasion he asked them to come up with

Q5 Chairman: So, like a packet of cigarettes, they estimates of the output gap at the time, and they
should come with a big health warning. varied from 0.25% above potential to 3% below it.
Mr Weale: Absolutely. That gives you some sense of the amount of
Mr Walton: Three years ago the Treasury thought uncertainty there is around any particular estimate.
that output was 1% above trend; it now believes that Occasionally people have noted that by having a
output is running at 1.5% below trend. That is cyclically adjusted focus in the waywe have the fiscal
consistent with its view that trend growth is about framework at the moment, we are putting,
2.75% a year, whereas the economy has only actually obviously, some power into the Chancellor’s hands,
grown by around 2% a year over that period. That is on the grounds that he can estimate where that is,
the mechanics of how you get to that answer. If you and there is a possibility of exploiting that for
test it against other information, for instance the fact political reasons. However, the idea that you can
that unemployment has been relatively stable during find some external, universally accepted arbiter of
that period—if you think the labour market is the this who is going to come up with a number with
ultimate arbiter of how much slack there is in the which everybody will be happy is rather improbable.
economy, then you can come to the conclusion that
there is no slack over that time. The answer is

Q6 Mr Walter: I would like to look at the growthprobably somewhere in-between, given that wage
forecasts initially in an international context. Thepressures have been pretty subdued, particularly in
Pre-Budget Report says at table A1 on page 168 thatthe last year or so. That suggests that there is some
during the first half of this year in the euro areaslack in the labour market. Capacity utilisation in
output has stagnated. The dollar in the last week hassurveys is somewhere below normal. That is why it
gone to new depths against the euro. The pound isis my judgment that there is probably about 0.75 to
now higher against than the dollar than it has been1% output gap. In the end, we do not know what
since we exited the Exchange Rate Mechanism. Thepotential output is. You cannot observe it and you
European Central Bank has lowered its 2003 growthcannot measure it. As Martin said, in the end this is
forecasts for the euro zone. On the basis that thesomething you have to judge over a number of years.
OECD has flagged up the risks to the EuropeanWhat is clear—and this is one of the benefits of
economy posed by this weakening of the dollar, doinflation targeting—is that the way to keep inflation
you think the Treasury’s international growthstable, which is what the Bank of England has
assumptions still look plausible after the dollardelivered, is to try and keep the output gap relatively
collapse that we have seen in recent weeks?small. The way to get swings in inflation is to have

big swings in economic activity. Whatever the Mr Walton:My view is that they are too pessimistic.
They have euro area growth by 1.75%, which isoutput gap is, it is not going to be enormous; and so

the Treasury should not rely too much on a lot of pretty much the consensus forecast. The consensus
reached a trough of 1.6% next year and it is currentlyslack to be taken up over the next years to get the

public finances back into a very good position. running at 1.8/1.9%.My own perception is that there
is a lot more momentum in the world economy, andProfessor Spencer: I think there are some very
we are seeing evidence of that prettymuch every day;important checks that we can apply to the relatively
but in the end the Treasury will find a small positivesimple mechanical calculation that the Treasury
surprise actually.does, which is to project forward in terms of

productivity, in the light of a recent peak cycle-to- Professor Spencer: I would agree with that. I think
there is developing momentum in the worldcycle adjusted growth figure. In particular at ITEM

we try to build up productive potential from economy. In respect of your worries about the
dollar, I think the dollar adjustment against the euroinvestment and some of the labour and other factors

that the Treasury does look at; and if you do that, is actually a win/win situation, essentially because
the very strong dollar we saw was a symptom of thethen you see that contrary to what quite a few

commentators said when output was revised up, unbalanced world economy that carried with it all of
those trading imbalances and other ratherinstead of the output gap being reduced by the

upward revision to GDP that we saw at the time of dangerous phenomena. Provided that we can see the
dollar adjusting in an orderly kind of way, as wethe Blue Book, it has possibly even risen because

most of that upward revision to GDP came from have done fortunately so far, then it is not just US
exporters that benefit from that, but the Europeaninvestment which, of course, boosts the productive

capital stock and hence productivity. So the checks economy benefits in the sense that the stronger euro
means that upward pressure on price inflation isthat you run do tend to support the Treasury’s view

that there is quite a significant output gap at the reduced. Remember that the ECB has found it
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extremely diYcult to cut interest rates in Europe have seen much greater weakness elsewhere.
because consumer price inflation has remained Unemployment is perhaps as good a guide to this as
doggedly above its 2% target. It is still at 2.1%. I any. Unemployment is pretty much at its low point,
think that as commodity prices and other import whereas in the US it has risen by more than 2
prices fall in Europe, that will bring CPI inflation percentage points and in the euro zone it has risen by
down decisively below the 2% ceiling, and that will about 1 percentage point. You have a situation
in turn lead perhaps not to interest rate cuts but it where parts of the economy were exceptionally
will defer the interest rate rises that we otherwise weak. Investment has fallen faster in the UK than
might have seen. I think it is a win/win situation for pretty much anywhere. The external sector has been
the world economy, helping it to re-balance. a big drag, but you have seen the Bank of England
Mr Weale: I am not so convinced that depreciations cutting interests rates quite aggressively. The
are always a good thing for the depreciating people, housing market has kicked in to help the consumer,
and that appreciations are a good thing for the which is an important point to bear in mind if you
appreciating people. I am also becoming are looking at reducing the sensitivity of the housing
increasingly optimistic about the euro area. market. The housing market has been very
Essentially, the reason was that the causes of the supportive of the consumer, helping the economy
stagnation—very slow growth in consumer demand, overall to grow quite well. The big challenge for
weak investment demand and so on, were not very policy now is to stop theUK economy from growing
clear. They were more likely than not to come to an too fast as we go forward from here. There will be a
end at some point, and I think we are now seeing a need for policy to make sure the consumer is not too
situation where the financial situation in Germany strong in the face of a recovery in investment and the
has improved; but we are likely to see a restoration external sector. That is why almost certainly interest
of more normal demand circumstances, and despite rates are going to have to rise quite a bit more, I
the appreciating euro, the euro area is likely to face suspect, over the next year, in order to achieve that
growing export demand. balance.

Professor Spencer: The problem has been,
Q7 Mr Walter: You would say that the 6.25% obviously, that the stimulus from short-term interest
growth inUKexportmarkets, which is in their table, rates has been brought to bear quite simply on the
is probably right, and that the euro zone growth rate housing market and the high street, and that has left
is too low. us with an economy that is tilted far too much
Professor Spencer: I think the 6% growth in world towards those areas. What has been disappointing
trade is quite a reasonable assumption, and it is very about our performance since the time of the Budget
close to our assumption. is that although consumer disposable incomes have

been quite sharply slowed, not just because of
increases in national insurance contributions andQ8MrWalter:You are talking about 7.25% growth
council tax, but essentially because of the downwardin the world.
pressure on earnings coming from a company sectorProfessor Spencer: I am not too sure that export
that is trying to get its books back into balance. Allgrowth will be quite as strong as that figure suggests.
of those tendencies which, at Budget time, looked asI think we could well lose that export share and
if they might lead towards a spontaneous re-continue to do so as a result of the very high value of
balancing of the economy, with companies andthe pound, which shows no sign of adjusting
therefore investment spending doing a little betterdownward to remove some of the imbalances in our
and consumers and consumption doingeconomy.
commensurately worse—those have come to pass in
the sense that disposable incomes have beenQ9 Mr Walter: Can I go on to the resilience of the
squeezed. But although people have slowed theirUK economy. The OECD in its November
spending, they have continued to spend at aEconomic Outlook said that we continue to exhibit
relatively high rate through borrowing. It is thatgreater resilience than most other OECD countries.
which makes the adjustment going forwardThe European Commission in October said that we
particularly tricky. It means that the rise in interesthad weathered the recent global slowdown well. On
rates is coming to bear against a much higher debtthe basis that we have performed relatively well
level than you have ever seen in any previousthrough that slowdown, at the cost of growing
circumstance like this, and it makes it extremelyimbalances in the economy. There seems to be a
tricky for the Monetary Policy Committee to be aswidespread optimism that those imbalances will
adept at slowing this process down and rebalancingnow start to ease. Do you share that optimism?
the economy as it has been adept in keeping theMr Walton: I do not know if the imbalances are
economy going through the world recession.going to ease. I would argue that they are not really
Although there is certainly momentum in the worldthat great to begin with. The current account deficit
economy and still in the housingmarket and the highhas been running at 1-2% of GDP for a few years
street, I think going forward it remains rather risky.now. Certainly, by US standards or even by the
Mr Weale: Could I draw attention to an aspect ofstandards of the UK, that is quite a modest
the imbalances in the economy that is not widelysituation. I do think that the performance of the UK
discussed, and that is the low level of national savingeconomy has been quite remarkable. The authorities
in the United Kingdom? The United Kingdom andhave managed to keep the economy growing at close

to a 2% rate, which is not far short of trend; when we the United States save much smaller proportions of
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their national income than do most other advanced very small compared to the absolute rise in budget
deficit either in the United States or in the eurocountries. We are not quite the worst performer in

Europe; I think that Portugal does worse. I find it area. The UK has in some sense contributed to the
rise in yields, but it is not the main contributor byslightly concerning that we are congratulating

ourselves on having avoided all sorts of economic any means. As Peter says, when the private sector
does begin to increase its spending, there is a riskpitfalls through a process simply of spending as fast

as we can because the long-term costs of that are that that bond yields generally in the world will be
somewhat higher. In terms of fine-tuning theeven if investment is taking place, it is paid for by

foreigners and therefore the income accrues to consumer, what we do know is that the household
sector is very sensitive to interest rate changes inforeigners rather than nationally rather than

domestically; and so while we have kept ourselves the UK, largely because a lot of this borrowing
takes place at the short-term interest rate rathergoing through the recession that other countries

suVered, thanks to expanding public demand and than the long-term yield. If long-term yields
suddenly rise sharply, a lot of households are goingrising house prices, those are both mechanisms that

have long-term consequences for the evolution of to find themselves are going to find themselves in
a great deal of diYculty. They will find themselvespeople’s incomes.
in diYculty if short-term rates rise sharply; but
short-term rates are only going to rise sharply if theIn the absence of the Chairman, Mr Michael Fallon
rest of the economy is doing so well that the Bankwas called to the Chair.
of England has to make the consumer have a few
more diYculties. The fact that the economy is quite

Q10 Mr Walter: Can I move briefly on to responsive to policy is quite reassuring when
household borrowing. The PBR says: “Household looking at the next couple of years.
borrowing inevitably poses risks to the forecast.”
The OECD has pointed out the fact that a back-

Q11 Mr Beard: The Treasury’s optimistic tone onup in interest rates cannot be ruled out in a context
business investment remains strikingly at odds withwhere all large OECD countries are now suVering
the views of others such as the Bank of England’sfrom historically wide public deficits. There are
Monetary Policy Committee. The inflation reportwidespread fears, which you have highlighted in
there said: “There has been little sign of pressuresome of your answers. The OECD suggestion that
on physical capacity at this stage, and pension fundlarge public-sector deficits are adding to the risk by
deficits may be diverting cash away from otherputting upward pressure on interest rates, and
uses. The Committee expect business investment togiven that the rate cycle has probably turned
continue recovery albeit moderately.” With 32% ofupwards, as we have acknowledged, do you think
the FTSE 350 companies still reportedly strugglingthat the UK fiscal deficit is now adding significantly
with heavy pension fund deficits, do you think theto the pressure for high interest rates and that both
Treasury is being too complacent in its forecasts ofthe Treasury and the Bank has suggested that the
company investment?risks from aggregate household indebtedness are
Professor Spencer: As I said in my note to thelimited? Do you agree with that assessment?
Committee, I do think the Treasury has been tooProfessor Spencer: I feel that we have not really
optimistic in forecasting business investment. Thereseen the full eVect of government deficits. As you
are two reasons for that. First, the cash-flow issay, a lot of governments, most obviously in the US
nothing like as good as the figures at Budget timeand the UK, have moved into a situation of much
indicated. Then, the ONS put the company sectorhigh levels of borrowing, compared to the situation
financial surplus at £16 billion for 2002. Thewhich, even two or three years ago was marked by
revisions that we saw over the summer choppedfinancial surpluses in the government sectors. I
that back to £4 billion, so there are doubts aboutthink the problem is that governments can do that
that. I share your reservations about the eVect ofand ultimately support the economy through a
pension deficits, and not just because of their eVectperiod of weak growth—or, in the case of the US,
on FTSE big companies, but because of the kindrecession—without too much of a problem. The big
of stories that city and accountancy contacts areproblem on interest rates and in the financial sector
telling me about the way in which those problemscomes when the private sector starts to revive; and
are impinging upon small and medium sizeit is at that point, when you look back historically
enterprises. There you have got quite a backlogthat you see there has been a serious problem with
of—call them “deals”—that could go through inpublic borrowing and with very high interest rates.
the form of small company takeovers, managementI am afraid that in a recession, governments can
buy-outs and those kinds of things, which are beingborrow huge amounts of money without upsetting
frustrated according to some of my contacts, bybond markets or anybody else; but the true test
problems on company sector deficits. I think therecomes when private sector demands, both
are two reasons there, in addition to the Treasury’scorporate and consumer, tend to pick up at the end
point that investment typically lags output, forof a period of slow-down.
thinking that the investment figures that theMr Walton: Financial markets are very good and
Treasury have in place will not be seen.integrated. The determinants of bond yields are
Mr Walton: Trying to forecast investment is prettylargely due to what is happening globally as
hazardous. It is diYcult to know what the past hasopposed to what is happening just in the UK. The

rise in the UK budget deficit, while significant, is been, let alone what the future is likely to be, given
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the revisions that we see to the investment data. Treasury expects a big surge in the final quarter of
the financial year? Is that the implication of theseThe one point I would make, though, is that if you

look at investment as a share of profits, it is figures?
Professor Spencer: I do not think that is the case.running at a historically low level, and that is very

unusual, even allowing for some of these potential If you look at the figures for the first three-quarters
of this calendar year, which we already have, thendiversion of funds into pension funds. I would be

very surprised if we did not see investment growing the level of money spend has held up remarkably
well. Before I saw the PBR I was thinking thatat least as strongly as the economy, and probably

a bit faster. If the economy is going to grow by perhaps the very strong 47% volume growth that
we saw in the Budget report, which you have justclose to 3% next year, then it is not that

unreasonable to think that business investment will reminded us of, I was beginning to think that
although that was a very strong figure, it might begrow by 3-3.5%.
met. So I was extremely surprised to see this fall to
15.5%, which again is on a calendar year basis.Q12 Mr Beard: Is there not some contradiction
Again, it goes alongside PBR financial year figures,between these growth rates for business investment,
which you quite rightly say are practically3-3.5% and 6-6.25%—and a 1.5% output gap?
unchanged. The only way that I can reconcile theWhere you have got that much spare capacity in
15% and the very strong nominal spend numbersthe economy, why should people be investing at
is to think that perhaps the cost of public sectorthese rates?
investment must have risen quite dramatically overMr Weale: One reason may be that there is a
the eight months since Budget time. That is the onlybacklog of investment opportunities that they had
way that I can make sense of those figures.not exploited over the last three years with a falling
Hopefully, by the time of the Budget we will knowstock market, and they are now tending to make
a little more about that.up to some extent for lost time. I agree with you.

I worry about the 1.4% output gap. If I had to give
a number, I would give a rather lower number. Q15 Mr Beard: But next year it accelerates again.

Has anyone else any explanation?Mr Walton: Looking at the US experience, the US
appears to have very low rates of capacity Mr Walton: The point Peter makes is a general

observation about the breakdown of public sectorutilisation, and investment in the last couple of
quarters has been surging. Investment typically spending in real terms, versus the prices. You have

seen this since 1988, with a 50% increase in cashdoes take place. I doubt at the moment whether
investment is doing much more than replacing the spending but only a 14% or so increase in the

output of public services. This is a potentialbit of the capital stock that is retired each year. If
you start to see demand generally in the economy phenomenon that runs across the whole of the

government sector, not just investment. It getspicking up, then you will need to see some tendency
for the capital stock to increase. The capital stock magnified in investment because the numbers are

so small, so 47% of a small number is not thatis huge, investment is actually very small, and so
the geared eVect on the investment numbers can be diVerent actually to 20% of a small number.
quite significant.

Q16 Mr Beard: We tended to get rid of this sort of
lumpy spending at the end of the financial year byQ13 Mr Beard: When this Committee considered

the Budget earlier, we commented on the increased scope for carrying spending over.
Mr Walton: Not necessarily. It is just that what youinadequacy of the pension fund statistics, and the

Government in response told us that it was are hopefully getting rid of is the unnecessary
expenditure at the end of the financial year, just toconsidering ways of plugging what appears to be

something of a void in the oYcial statistics when it make sure that it takes place in a given financial
year. Investment is, by its nature, very lumpy.comes to the health and pension funds. As far as

you know, has this gap in our understanding of There can still be very big changes from one year
to the next.pension funds been made good in recent months?

Mr Weale: As far as I know, the OYce for National
Statistics is still working on it, but that is something Q17 Mr Beard: The Treasury’s forecasts project a
that the national statisticians should be able to current account deficit of over £30 billion a year,
advise you on. which is 2.25% of GDP, throughout this forecast

period, and highlights the recent slump in the
services balance of payments. Is this trade deficitQ14 Mr Beard: The Treasury’s forecast for general

Government fixed investment in volume terms in sustainable? Should the trade deficit be receiving
more policy attention as a potential source ofcalendar year 2003 have fallen very sharply, from

47% down to 15.5%, to be replaced by a large instability?
Mr Weale: I do not think the trade deficit is arevision upwards in investment in calendar year

2004. At the same time, the cash figures for public potential source of instability. I go back to the
point I made earlier that what matters is the issuesector gross investment in the financial years

2003–04 and 2004–05 have changed hardly at all or whether the country is doing enough saving or not.
The balance of payments deficit is the diVerencerelatively little. Should this Committee conclude

that the public sector’s investment plans have between the amount that the country saves and the
investment opportunities that there are in thetherefore slipped badly again this year, but that the
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country. You could either have a trade deficit Mr Weale: I am not really distinguishing fiscal drag
from explicit tax rises because we have got awaybecause you are doing a lot of saving, but even
from the 1960s–1970s environment where, if themore investing; or you could have a deficit because
Chancellor wanted to raise extra revenue, all heyou are doing a low level of investing and even less
did was—saving. My worry is that we are doing the low level

of investing and even less saving, but the trade
deficit is simply a consequence of that. In the end Q20 Mr RuZey: Freeze allowances or thresholds?
of course, unless all sorts of rather fortunate and Mr Weale: . . . freeze allowances in money terms
implausible things are happening, you cannot run and that was the way they were measured. The
a trade deficit indefinitely; you do tend to build up Rooker-Wise amendment required them to be
overseas debts or foreigners build up claims on the indexed to the retail price index, but why not talk
United Kingdom and you have to have the money about a reference level having them indexed to
to service those debts. So, eventually, a trade deficit earnings and describe, if you like, a Rooker-Wise
has to turn into a trade surplus, but you may still Mark II, that allowances normally have to be
have a balance of payments deficit. indexed to earnings and that gives the reference
Mr Walton: There are some funny things going on point against which things are calculated. If that
in the data. For instance, exports from the UK to were done, I suspect that we would not see the extra
Europe are running at a much weaker rate than revenue pouring in in the way that it does.
imports from the UK as measured on the
continent. There is this mismatch between whether

Q21 Mr RuZey: Am I right in thinking that youryou look at it from this country or indeed from
estimate for the gap that might need to be closedEuropean countries. Also, if you look at financial
was a £10 billion figure that you have mentionedservices exports, which tends to be very well
in a diVerent forum?correlated with the stock market, they have been
Mr Weale: That was in a diVerent forum and thatextraordinarily weak during the course of the past
is a mixture of what would happen without thisfew quarters despite this very strong recovery in the
phenomenon and being generally less optimistic onstock market, so there has at least to be some
the recovery in the tax take in taxes as a proportionquestion as to whether or not the data are actually of GDP. There are obviously a range of diVerentmeasuring the reality. Indeed, if you look at numbers that one can come up depending on how

business surveys, export conditions in business optimistic one is and there are a wide range of
surveys have been a lot stronger than we have seen perfectly plausible and defensible assumptions that
in oYcial data over the past year or so. can be made.

Q22 Mr RuZey: Just going back to the buoyancyQ18 Mr RuZey: Mr Weale, you said something
of the tax receipts by 2007–08, would it be fair tovery interesting about the strength of tax receipts
characterise your view that Gordon Brown will beby 2007–08, which the Chancellor is forecasting,
in eVect imposing tax increases to get to that pointand you interestingly said that you cannot account
of higher tax receipts in 2007–08 that are notfor that restoration of strong and buoyant tax
accounted for by economic growth?receipts just by economic growth, because
Mr Weale: I must say that, by economic growth, Ieconomic growth would be trend, so there has to
mean economic growth relative to trend. Thebe another explanation for this increase in tax
tendency of taxes to rise when the economy isreceipts that the Chancellor is inviting us to believe
growing on trend, you can call fiscal drag if youin. You said that you thought he must be factoring
like or you can call them tax increases.in discretionary tax rises. Is that the way you

read it?
Mr Weale: Whether you call doing nothing a Q23 Mr RuZey: I think I know what I would like
discretionary tax rise or not is obviously a matter to call them. That is very helpful. Can I just go to
of opinion, but the sort of thing that is factored in something that, Mr Chote, you wrote which is very
there is what Robert described: threshold increase useful. Mr Brown predicted a year ago that he
only in line with prices, wages go up, so you get would overachieve the golden rule by £46 billion
more and more higher rate taxpayers. There are all over the current economic cycle. In the Budget, he
sorts of other areas where there may be reasons for reduced the figure to £32 billion. Now, on a
projecting revenue buoyancy. Essentially, a comparable basis, the figure would be around £4
characteristic of the fiscal system that, if left to its billion. You also say that the Chancellor actually
own devices and even if you— used a diVerent calculation and came up with £14

billion. In other words, we are talking about this
terrible decline in the current surplus over the cycle.

Q19 Mr RuZey: I thought you were saying The Chancellor does seem to have shifted the basis
something diVerent because your answer just now for the numbers he uses in calculating the golden
seemed to suggest that it was a bit of fiscal drag rule from the nominal current surplus or deficit to
and that that might account for these buoyant the real inflation-adjusted figures, which is
receipts. Is there not something about explicit tax eVectively revaluing the surplus upwards. Do you

think that is a justifiable shift in the way he isrises that you think might be an explanation?
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calculating his borrowing numbers or is it a bit of Q29 Mr RuZey: It is an interesting piece of timing.
Let us leave it there.playing ducks and drakes with the borrowing

figures? Mr Weale: May I make an observation on this,
please? Under a previous Government, as far as IMr Chote: I think it is actually a sensible way of

calculating data. As you say, the method he used remember, there were 28 changes to the way in
which unemployment was counted and they all hadin coming up with numbers, for example, in the last

Budget speech and in the pre-Budget speech a year the eVect of reducing the reported number of
unemployed people.ago, was simply to add up in cash terms the

surpluses and deficits from 1999–2000 through to
the end of the cycle. Q30 Mr RuZey: We are talking about borrowing

here.
Q24 Mr RuZey: Just the cash numbers? Mr Weale: Yes, I know that we are. In some sense,
Mr Chote: Add the cash numbers straightaway and a response to that was to set up a statistical
that is how you ended up with 46, 32 and 4.5. What framework to make the statistical framework more
he has done this time is essentially to say, “Let us independent of the Government. I think this
add up the surpluses and deficits as percentages of episode demonstrates, as clearly as one needs, the
GDP in each of the financial years” and then you importance of having the National Audit OYce
get a number at the end which is 1.4% of GDP and defining the rules and setting out rules on some
then you turn that into a cash number, which is £14 basis or other which will then be there and fixed
billion at the moment. and not subject to revision in this way.

Q25 Mr RuZey: It is very convenient changing it Q31 Mr RuZey: That is very helpful.
in this way, is it not? Mr Walton: For instance, it makes a diVerence
Mr Chote: As I say, I think it is reasonable— whether you use a geometric average as opposed to

an arithmetic average, which is quite relevant these
days for inflation. If the Government had used aQ26 Mr RuZey: It is very convenient.
geometric average, that £14 billion comes down toMr Chote: It is reasonable because £1 at the
about £10 billion. Arguably, these are points ofbeginning of the cycle is worth more than £1 at the
detail but it is nice to have the methodology.end of it.
Mr RuZey: I do not think they are points of detail,Mr Walton: Can I just add one thing about the way
they are points of public trust. That is very helpful.they have changed it. I think the Chancellor has

changed it in the way he has done it in his speeches
but actually, because I came up with the same Q32 Mr Fallon: Let us get back to the beginning
thing, if you add up their surpluses, they come to of the fiscal stance. Is this the right point in the
£4 billion over the cycle whereas, if you take an cycle to be borrowing so much?
average of 0.2% of GDP for seven years and you Professor Spencer: Yes, I think it is. The economy
have 1.4% of GDP, which gives you the £14 has been growing rather slower than trend and
billon— continues to do so and in fact, were it not for the

strength of public spending as we go into next year
2004, I think it would still be growing well belowQ27 Mr RuZey: He is going for the higher figure.
trend. The problem is that it is now appropriate, asMr Walton: But actually, if you look at the book
the world economy and our exports and investmentthat was published by the Treasury, the Balls and
pick up, for that fiscal stance to be tightened up—O’Donnell book, when they talked about the way
if you look at it in terms of fiscal fine-tuning. So,you calculate the current budget, they did actually
yes, it has been right. As the PBR says, fiscal policydo it, that you take an average of the current
has supported monetary policy in keeping us goingsurplus as a percentage of GDP over the cycle. So,
through this period but—if you believe in fiscalthe Treasury has actually been consistent in its
fine-tuning—it is now time to start tightening up onpresentation.
the public sector side.

Q28 Mr RuZey: Have they been consistent in the
red books? They have not, have they? He has made Q33 Mr Fallon: Does anybody disagree with that?

Mr Weale: Could I make a general point? I woulda change here.
Mr Chote: In the PBR, there is one paragraph find it quite helpful for the Chancellor to say what

he estimates the social cost of the governmentwhich explains how you get £4.5 billion and there
is another paragraph which explains how you get borrowing to be. The sort of thinking that is going

through my mind is that if this borrowing has beento £14 billion. I have to say that I think the method
that has been emphasised in the speech on this a powerful and helpful stimulus, are the taxes that

we are going to have to pay to service the debtoccasion is probably a more sensible one. I think
that, in terms of public trust etc, it might have been going to be a permanent depressant on the

economy and, in assessing the benefits of this fiscalnice to have explained on this occasion that it was
being calculated on a diVerent method from how it policy, should we not also be paying some attention

to those somewhere instead of just brushing themhad been mentioned in previous speeches, but that
is not to say that this is a particularly bad move, oV into the future beyond the time horizon that we

are concerned about?it is just an interesting piece of timing.
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Mr Chote: In terms of saying whether it is Q35 Mr Fallon: When they discussed the standard
cautious case, the Treasury then go on to state thatappropriate to be borrowing this much now, there
the average surplus in the current Budget in theare, in a sense, two ways to answer that question.
cautious case is no longer positive, the GovernmentOne is whether it is appropriate in a macro-
are on track to meet the golden rule. If they say iteconomic sense, whether you want this sort of
is no longer positive, is that Treasury-speak forstimulus supporting monetary policy at the
saying that they are not in fact on track?moment and Martin and David have both touched
Professor Spencer: It is a polite way of saying that,on that question, and then there is the separate
on the cautious assumption where the trend levelquestion of, is it appropriate to be borrowing this
of output is lowered by 1% compared to where theyamount given the target of achieving the golden
believe it is, the golden rule would be broken. It isrule over the cycle? That is a separate question to
just a polite way of saying that.which we will come.

Q36 Mr Fallon: Is the phrase “on track to meet the
golden rule” a term of art or just happy drafting?Q34 Mr Fallon: We will come to it. When we
Professor Spencer: I think that is a reference to thereported on the Budget back in the spring, we said
central case. My interpretation of this is that, whenon the central case that the estimated surplus to
the Treasury say that they are on track to meet themeet the golden rule had fallen from £46 billion
golden rule, they mean on the central case, ie thedown to £32 billion. The evidence we have now
higher of the two lines, the black line in chart 2.8seems to be that, whether we meet it or not now
on page 39. We are looking at the words directlyfalls within the margin of forecasting error. How
underneath that.has that happened so quickly, that we have gone

from £36 billion down to just a few billion so
Q37 Mr Fallon: When they use the phrase “onquickly?
track”, does that mean they are not meeting it atMr Chote: Essentially speaking, we had expected
the moment?that the current Budget deficit was going to narrow
Mr Weale: No, I think on track to meet the goldenby 30% between last financial year and this one. So
rule does mean, as Peter said, that, if things evolvefar, during the financial year, it has actually been
as the spelt out in the central case, then the goldenrunning at roughly double last year’s levels. The
rule is met and indeed it is.Chancellor says in the PBR that he does not think
Mr Walton: It is on track because it is viewed overthat the deterioration is going to be quite that
the economic cycle which has not yet come to adramatic over the remainder of the year but that,
conclusion.over the year as a whole, the current budget deficit

will be 65% larger rather than 30% smaller than he
Q38 Mr Fallon: Your own memorandum, Peterwas anticipating at the time of the Budget and that
Spencer, says that this is a polite way of saying thatbad news partly lives on in future years as well. So,
the golden rule is broken.the whole profile for the current Budget deficit has
Professor Spencer: Yes and I stand by that. Myincreased over that time and that is what is
interpretation of paragraph 2.74 is that, on thewhittling away the £30 billion figure. There are a
cautious case which is the green line in chart 2.8,combination of factors which explain why that
as the PBR says, “the average surplus on currentroom for manoeuvre has been eroded. It includes
budget in the cautious case is no longer positive”deliberate policy changes, so the extra money that
and, as I say in my note, that is quite simply a politeis being spent on the child tax credit for example.
way of saying that, on the cautious case, as usuallyYou then also have changes in estimates of revenue
defined, the golden rule is breached. The sentenceover the next few years. I think David has touched
goes on to say, “Though the Government is onon a couple of them before. You have the fact that track to meet the golden rule” and that I take toequity prices have risen more since the Budget than mean that the Government are on track on the

was assumed at the time, which means that the central case to meet the golden rule.
numbers look better. But, on the other hand, you Mr Chote: There is something of a paradox here
have wages and salaries growing less quickly than which aVects both the discussion at this point and
expected which cuts income tax and national of these numbers for the cumulative expected
insurance receipts. You have consumer spending overachievement to the golden rule and Mr RuZey
growing less quickly than expected which reduces referred to the fact that it was a bad thing that we
VAT and excise duty. Then you have downward were seeing a projected surplus decline. It is worth
revisions from other factors like housing bearing in mind that, if you take a strict number
transactions etc. So, you have a combination of of years definition of the cycle over which you are
factors which have shifted down the whole profile supposed to achieve the golden rule, it is
for the current Budget and have essentially put appropriate to have a fair amount of caution early
back the period at which it recovers and moves on, but you do not actually want to end the cycle
back to balance by year and it is those aVects year discovering that you have in fact overachieved it
by year that whittle away—or certainly over the because your caution remained intact throughout.
next three years—the remaining room for There is no case for overachieving the golden rule
manoeuvre if you take that strict definition of the ex post unless you are near the debt to GDP ceiling

in the sustainable investment rule and you want togolden rule over those seven financial years.
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create some room for some more investment. So, defines the cycle. With the monetary policy
example you gave us, of course there is a sanction:in that sense, the Chancellor may be taking the view

that as we are now four-and-a-half years into the the Governor has to write a letter. Do you not
think that, with the golden rule, there should becycle, you do not need quite as much caution at this

stage as you would have done when you started out some kind of sanction and that something should
have to happen rather like if you breach—and itand that therefore you can start to—I think he uses

the phrase here—eat into this margin. Similarly, in is not a good example, perhaps—the Growth and
Stability Pact? There are penalties involved.Budget 2001, the Chancellor was projecting that he

would overachieve the golden rule over the cycle by Professor Spencer: I think there is a general
problem here. Obviously, one begins to talk aboutmore than £100 billion. You would not actually

want to have done that by the end of it. There factors impinging upon parliamentary sovereignty
over taxes but I think that what we really need—would be no case for that. The question about

whether there is enough caution relates to the fact and it comes back to Martin’s suggestion—is some
sort of National Audit OYce which will look atthat that figure has moved down from £100 billion

to £4.5 billion and we still have two-and-a-half economic assumptions. I think that what we really
need for fiscal policy is some sort of parliamentaryyears of the cycle to go. So, I think that the debate

is, how much caution do you think is appropriate or other body for simply assessing on a technical
basis whether or not fiscal rules have been met. Theat any given point in the cycle? The idea that you

whittle away some of the caution as the cycle goes problem extends far wider than that. If you refer
to the Stability Pact in Europe, what we really needon does not seem to me unreasonable.
there is some sort of supranational body that can
audit the performance of national governments onQ39 Mr Beard: Is there general agreement on when
the fiscal side, but not with any huge sanction otherthe cycle ends?
than public credibility.Mr Weale: It is impossible to know now when the
Mr Walton: I think that you have to make acycle is going to end for exactly the same reason
judgment as to whether a small breach in the rulethat we discussed earlier that, in measuring the
is better than a distortionary tax increase whichoutput gap, you need several years of hindsight. So,
may be the alternative or indeed a cut in publicfor example, it is perfectly possible that, in a year’s
expenditure and those inherently I think aretime or 15 months’ time, the Chancellor will say,
political decisions. Clearly, if you breach them by“We have met the golden rule” and views of the
a massive amount, then you are going to getcycle will change over the subsequent four or five
penalised by financial markets and you will loseyears leading to the conclusion that, say, the cycle
political credibility. I do think there is a danger thatran on for an extra year and therefore the golden
you are talking about very small breaches which arerule was not met. I think this is unfortunate but it
due to very small shocks in the economy which,simply demonstrates the unfortunate choice of the
with the best will in the world, the Chancellor couldChancellor’s fiscal rule. I think most people would
not actually anticipate very easily. It could just asthink it rather strange to define a fiscal rule with
easily have gone the other way where you have areference to something that eVectively you cannot
surplus which is bigger than desirable over themeasure until at least one General Election
cycle, which also would not have been that good.afterwards.

Mr Walton: I think, more generally, these are really
good rules of thumb. The aim of fiscal policy is to Q41 Angela Eagle: So, what you are saying, David,
ensure sound and sustainable public finances and, is that the rules are good for smoothing oV the top
one of the problems that I actually have with these and bottom of a boom-and-bust type cycle and
rules is that, on average if they are achieved, you creating more economic stability, but it is not a
are certainly going to have sustainable public disaster if they are missed by a tiny amount,
finances in the UK but, even if they are breached overshot or undershot by a tiny amount.
slightly, you are still going to have sustainable Mr Walton: Absolutely. They are good rules of
public finances. It is a little like the inflation target. thumb.
If inflation turns out at 2.7 or 2.3, nobody is going
to turn around, if that has been the average over a

Q42 Angela Eagle: They are good in themselves.number of years, and say that the Bank of England
Mr Walton: But they are not something that shouldhas failed to achieve its inflation target. Yet, the
have a kind of legal status which, if they areway in which these rules are set up, if you have a
breached, there is some penalty. That is one of thevery small surplus on the current budget over the
problems that the stability pact has had becausecycle, then you have achieved the rules. If you have
Germany and France, although they breached thea very small deficit, then you have failed. Well, in
rules, in no sense do I believe that they haveno economic sense have you failed. That, I think,
actually conducted an irresponsible fiscal policy.is one of the diYculties that I have with this fiscal
So, that is the diYculty.framework as it stands.

Q40 Mr Fallon: That is what I wanted to come to Q43 Angela Eagle: So, they are kind of rules of
thumb rather than the kind of rule you wouldbecause you have here a rule that is set by the

Chancellor and the test of whether you meet it or expect on a football pitch with red cards and
yellow cards?not is also concluded by the Chancellor because he
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Mr Walton: I think they are rules of thumb. I think why that might have happened is easy enough to
understand. Around the turn of the century, taxthe Government have raised them to a status which

is more— revenues were really rather buoyant. People started
to think that those were permanent increases in tax
revenues. As it turned out, there may have beenQ44 Norman Lamb: Raised their status
only temporary tax buoyancy which has gone awaysubstantially! One quick supplementary to Peter
again. We do not know, we need time to find out,Spencer. Do you have something in mind akin to
but there is a real risk that the deficit has becomecongressional budget oYce, something independent
structural rather than simply cyclical.that assesses the forecasts and statistics?

Professor Spencer: That is exactly the model that I
Q48 Norman Lamb:Do the others of you agree thathave in mind and of course, when it comes to
it looks structural?assessing the state of the business cycle, the obvious
Professor Spencer: I think there are two points onmodel there is the US National Bureau of
the stability pact. One is clearly that it does notEconomic Research, which has a cycle dating
apply to the UK because the UK is not in the singlecommittee which again, with a little bit of
currency.hindsight, can go back over time to see where the

turns in the cycle actually come. So, I think there
are several models out there and those are two of Q49 Norman Lamb: Just an indication of the size
them. of the deficit.

Professor Spencer: The second is that France and
Germany ran deficits above 3% of GDP last yearQ45 Norman Lamb: In terms of transparency,
and they are doing it again this year—in fact, it ispresumably you are not particularly much in
going to be around 4% of GDP—and they willfavour of the current arrangement whereby the
be above—Chancellor can ask the National Audit OYce, on

a sort of cherry-picking basis, to audit certain
assumptions within his own statistics. Q50 Norman Lamb: Does the position of above-
Professor Spencer: As I said, when we were looking trend growth and still a very substantial deficit not
at the Budget, I think that is better than nothing indicate something structural?
but I think it can certainly be improved upon. Professor Spencer: Except that I do not think the

slack in the French and German economies is
appreciably greater than the slack that exists in theQ46 Mr Beard: Why should the National Audit
UK economy. So, in that sense, I think the UK’sOYce have a better crystal ball for predicting the
relative fiscal position, particularly on the debt side,end of the cycle than the Treasury?
is much better than many of these other EurolandMr Weale: I do not think the point is that it is
countries.better at it, the point is that it is politically

independent. If there were a perfect crystal ball, the
Treasury would simply need to buy it. It is because Q51 Angela Eagle: Is not the problem that we are
of my belief that there is not one that I think it having here that the Growth and Stability Pact or
needs at least to be done independently of the any number of fiscal rules are politically chosen
Treasury. with reference to economics? They are not numbers

that ought to be set in stone per se, are they?
Mr Weale: I think one can see it the other wayQ47 Norman Lamb: Could I just ask about the
round. Governments are like households: you canposition for 2004–05 because, on the one hand, the
always borrow a bit more without it seeming toChancellor is predicting growth above trend and
matter. So, whatever sort of fiscal rule you adopt,yet, on the other hand, on the basis of the
you can easily—and, on the continent, they haveassessment for the Growth and Stability Pact, the
and, in Britain, we may—get into a situation whereposition improves from 3.3% down to 2.6%, still
you say, “It is daft to stick to this. It would bepretty close to the limit of what is at least at present
much more sensible just to borrow a bit and it isacceptable under the pact. Does that not indicate
not really going to do any harm.” It does not doa structural problem, that you have such a high
any harm, but what it does mean is that you havelevel of deficit despite growth being above trend?
some extra debt and you have to collect the taxesMr Weale: One has to distinguish growth being
to pay the interest on that and, if that is what youabove trend from the economy being above or
want, fine. Fiscal policy does have this problem.below trend. It is perfectly possible of course if you
People want to have some sort of frameworkare recovering from a period of economic weakness
because, until then, things just went all over theto have above-trend growth at the same time as you
place and, once you have a framework, you canstill have an output gap and therefore you have
always think of good reasons for not sticking to itrevenues being depressed, but I agree with you
quite as strictly as perhaps you had hoped whenbecause I am not as optimistic as the Government
you set up the framework.about the size of the output gap and probably also

not as optimistic about the scope for revenue to
pick up. I think there has to be a certain amount Q52 Norman Lamb: I am keen to establish whether

there is a general view that the deficit looksof concern that, as in France and Germany, so too
this economy is starting to suVer from a structural structural rather than cyclical; can I have a quick

view from Robert Chote and Peter Spencer, please.deficit rather than cyclical deficit and the reason
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Professor Spencer: On the Treasury’s figures, the Q57 Mr Mudie: If I give you some figures, 2000–01
was 106; 2001–02 was 110; 2002–03 was 112—itunderlying deficit, ie the cycle adjusted current

balance, is worth 0.8% of GDP, and on that basis was projected six months ago at 114; 2003–04 is
180; 2004–05, incredibly, is 128. Last year we hadyou would say that, of the unadjusted deficit, about

half of the deficit is due to cyclical factors as taken the Treasury arguing that this was all fiscal drag,
etc, etc. They were projecting 114 and it has comeinto account by the Treasury’s adjustment, and the

rest of it, the 0.8%, is indeed structural. in at 112 for 2002–03. This year, does anyone stand
by this 118 when I tell you a year ago it wasImportantly, as time goes on and the economy

moves back to trend, if those calculations are projected to come in at 123, was revised downwards
to 122 six months ago, and has now been revisedanything like accurate, we will be left with the 0.8%

deficit as an underlying deficit. down to 118? It would still be £6.2 billion up on
last year which is greater than the last two years.
Now, are there things I am missing in terms ofQ53 Norman Lamb: So then there have to be either
income tax?tax rises or cuts in spending?
Mr Chote: One of the issues that has arisen in theProfessor Spencer: The only way you can correct a
same way that trains have the wrong sort of snowstructural deficit is either through tax increases or
is that the Chancellor has had the wrong sort ofspending reductions or, as others have already said,
growth, and therefore the average earnings havethrough the cumulative eVect of fiscal drag.
been growing less quickly than expected which isMr Fallon: We must move on now, and turn to
one reason why income tax has been weaker.revenue.

Q58 Mr Mudie: But this is projecting up. I haveQ54 Norman Lamb: I want to ask one question on
already put into the market the fact that it hasrevenues before handing over to George. Council
come down from 123, which I said last year wastax. The Chancellor has revised upwards the
quite wrong on the trend. Are you speaking to theprojections for council tax for 2004–05 and
118? Do you stand by that, because, remember, I2005–06 by £100 million and £300 million (Table
will see you in six months’ time as I said to theB14). Is this one of the ways in which he is aiming
Treasury a year ago!to get in more revenue than would otherwise be
Mr Chote: Next month we will do our forecast—expected? It is locally-financed expenditure, page

224, table B14, and you can see changes to the
Q59 Mr Mudie: Well, can you tell me too, then, ifprojections, 0.1 in 2004–05, 0.3 in 2005–06.
you stick by the 118, what do you see in the air thatMr Chote: And lower than expected for this year,
upholds the projection to £128 billion in income taxso whether that has a great deal of eVect in terms of
for 2004–05?shares of GDP over the longer term, I am not clear.
Mr Walton: That is just a 0.2% of GDP increase
in the share.Q55 Norman Lamb: But the changes for 2004–05

and 2005–06 would imply increases in council tax
Q60 Mr Mudie: Which you have not managed inof over 10% and over 6% for those two years.
the last four years?Mr Walton: Except if locally-financed expenditure
Mr Walton: That is absolutely right but if averagehas come in £400 million less in this year, I am not
earnings goes back to its normal growth rate ofaware of my council tax bill having gone down as
around 4.5% or so, given the fiscal drag that wecompensation for that, so I am not necessarily sure
talked about, then you would normally expect toit follows that council tax bills are higher as they
see the income tax share rise a bit as the GDP. Oftake up that shortfall in spending.
all of these components—

Q56 Mr Mudie: We have touched on revenues with
Q61 Mr Mudie: Do you stand by the 128 then?David but how serious would it be if the figures for
Mr Walton: I personally think it is probably asthis year and next year came in even lower than
good a forecast as any.they have been revised to? Would it just be a matter

of concern and political fanfare about being over-
Q62 Mr Mudie: We have got you on record withoptimistic about revenues, or is it more serious
that!than that.
Mr Chote: In terms of the impact of the cycle, tableProfessor Spencer: It is serious because we are
B11 reinforces the point that if you look at thealready, on the Treasury’s figuring, on the verge of
share of GDP coming out of income tax—breaking the golden rule. If there were a further

deterioration compared to that projection, then we
would break the golden rule and either the Q63 Mr Mudie: Peter, you are more pessimistic.

Go on?Treasury and the Chancellor would lose a great
deal of credibility having nailed their colours to Professor Spencer: The 128.3 represents an 8%

increase in income tax on the year and althoughthat particular mast, or there would have to be a
very significant change in policy, either tax that is possible it is very unlikely that, even if

earnings growth does move back to the sort ofincreases, explicit tax increases announced in the
Budget with all the fanfare associated with that, or 4–4.5% range which would begin to pose problems

for the Monetary Policy Committee, and even ifcutbacks to the announced increases in public
expenditure. there were a favourable shift in the earnings
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distribution, it is still very hard to see 8% growth Mr Chote: Whether that would be any more
in income tax, and I think that is true of a lot of diVerent than forecasting incomes—
these tax projections.

Q67 Mr Cousins: Yes. Whether it would be quite
Q64 Mr Mudie: Take the current receipts. It had a diYcult exercise to assume income from that.
an actual increase of £6 billion in the year 2000–01; Mr Chote: It is a diYcult exercise to assume a large
it went up by £6.6 the next year; this year the number of revenues from these, as the revisions in
Treasury is projecting a £26.3 billion increase. the figures indicate. I would see no reason to expect
Now, I think £10 billion of that is probably that to be any easier than forecasting revenues from
National Insurance but it still moves from £6.6 to anything else.
£16.6, and next year they are projecting a £33.4
billion increase. Now, if these are important figures

Q68 Mr Cousins: But given that so much of theand I asked you how important they were, this is
income tax revenue increases relies on fiscal dragnot optimistic: I would take a close look at my
anyway and an increase in the number of higheraccountant if he was doing books like this for me.
rate taxpayers, does it not seem to be ratherProfessor Spencer: It is stretching judgment to the
perilous to assume large additional revenues, say,point of credulity, I am afraid.
from a 50% tax rate on above £100,000 incomes?Mr Weale: The Treasury is building in an
Mr Weale: I must say I do not see the exercise asassumption of revenue recovery; they could turn
being particularly diYcult, simply inaccurate.out to be correct, or lucky depending how you want
There are things which can be perfectly easy but atto put it, but I agree with Peter, that if I had been
the same time inaccurate. I think economicproducing this forecast it would have shown
forecasts are often criticised for suggesting spuriousslower growth.
accuracy, and in some sense, though that is theMr Chote: One of the big explanations for the
debate we are having about these figures here, it isexpected jump in current receipts between 2003–04
easy to believe that there is a spurious accuracy inand 2004–05 is a big jump in receipts from
Table B9 because the numbers are presented to thecorporation tax which is quite volatile, and we have
first decimal place, and I think we should alwayscertainly had long-term scepticism about the
remember not that it is hard to produce thesemedium term optimism—
forecasts or that it is hard to produce accurate
forecasts—simply that it probably cannot be done.

Q65 Mr Mudie: I went through that last year with Mr Walton: And, indeed, in any Budget measure
Sir Donald and he was wrong then. I see he is not on table B4, none of those numbers are almost
coming tomorrow which is a pity! With that receipt certainly going to be right. It is just the best guess
standing out, coming higher, does this reflect the that the Inland Revenue has about the revenues
success in enforcement measures, or a shift in you will generate from these tax changes.
spending matter? Mr Chote: Certainly some policy changes can haveMr Chote: There I think you will find that, if you quite unexpected—to some people—eVects, thelook at the National Audit OYce review of the implications buried away of the move to zeroassumptions, the Customs & Excise is expressing corporation tax rate does seem to have turned outsome puzzlement about this on page 6. They note

to be very costly for the Government in the sensethe fact that the Treasury uses a conventional
of encouraging people who are self-employed toassumption of the yield of VAT as a share of
incorporate themselves. That was something whichconsumer spending—basically their assumption is
was predictable, and plenty of people predicted thatthat it drops by 0.05 of a percentage point each
that would turn out to be a very expensive policy.year. In fact, it has dropped more sharply than that
So it has and, clearly, now they are looking forover the first three years of the economic cycle,
some way to reverse it.which is why VAT revenues have come in weaker

than expected, and suddenly this year it appears to
have shot up by 0.3%, and I think there is a line Q69 Angela Eagle: Do the panel agree with
here to the eVect that Customs & Excise is Goldman Sachs International that the rise in public
“uncertain for the reasons about the volatility of spending and borrowing has been an important
this ratio”. Now, part of it may well be the tax source of demand during the global downturn?
avoidance measures but clearly there is uncertainty, Professor Spencer: Yes. As I said earlier, there is
both in the Treasury and Customs, about what no doubt that quite fortuitously, given the
exactly has been going on with VAT revenue as a Chancellor’s desire to set fiscal policy for the whole
share of consumer spending in the last four years. of the cycle rather than to fine-tune that cycle, this

extra spending has come on at a time when the
economy and the financial markets could aVord itQ66 Mr Cousins: Very quickly, given the discussion
very well and, as a result, it supported demandthat we have had about the diYculty of assessing
rather than leading to higher prices and interestincome tax revenue increases, I wonder what you
rates.would feel, say, about assuming revenue from the
Mr Walton: As the person who wrote it, I wouldintroduction of a local income tax, or the
agree! Although I did go on to say that the supplyintroduction of, let us say, a 50% rate on incomes

above £100,000. side benefits—
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Q70 Angela Eagle: I am coming on to that. increase, but since 1998 that gap has been 4.3
percentage points a year. Some of it is explained byMr Weale: Could I just make the point that the
the fact—idea that this has happened without higher interest

rates, I think, is incorrect. There is more
government debt in the economy than there would Q73 Angela Eagle: Will some of that not be catch-
have been if the Budget forecasts that the up from a period when there was very little
Chancellor was providing two years ago had turned investment in public infrastructure, and also public
out to be accurate. The presence of that extra debt sector wages decreased proportionately?
in the economy does mean that interest rates are Mr Walton: Yes. This is not looking at the
higher than would otherwise be the case. investment side: just at the provision of current
Mr Walton: Can I give a counter factor to that services. It is true that some of it is catch-up; in
which is if you compare the US and United particular wage costs were held down very
Kingdom performance versus the Euroland substantially in the period from the mid-1980s
performance, the big diVerence in those two through to the mid-1990s, and that at some point
comparisons is that in the US and United Kingdom had to be unsustainable, but even if you adjust for
case there has been a very big fiscal expansion in that, of this acceleration that we have seen from
the past three years but in Euroland there has been 1.25% gap to 4.25, the increase in wage cost is less
virtually no fiscal expansion, and the actual than half of that, so what there has been, as far as
numbers for GDP tell the story themselves, which we can tell from the data, is a big increase in non-
is that the consumer in particular has remained wage costs, and it is not clear what that money has
very much more resilient in the US and the United been going on. That is why I think it is very
Kingdom than has been the case in continental welcome that there is some kind of review because,
Europe. at the end of the day, you want to make sure you

are getting value for money as opposed to going
into this extra bureaucracy or whatever.Q71 Angela Eagle: As has, indeed, employment and Professor Spencer: In the meantime there was, ofgrowth. There has been a step change in resources course, the article in Economic Trends last July byfor key public service priorities including a 50% real Alwyn Pritchard, which looked at productivity interms increase in spending on education and, by the public sector, and to support what David has

2008, on the NHS by 90%. We mentioned earlier just told us there is evidence there that, since the
the talk of 47% volume growth in expenditure on acceleration in public spending, prices have been
the public sector but this increase of only 15% in rising rather faster. The relative price eVect, in
what is described as “output”. Does anyone have other words, has been biting into the real resources
any views on why there are such diVerences that the money spend makes available.
between the 47% spending and the 15% so-called
increase in output? This comes to the supply side

Q74 Angela Eagle: Again, is that mainly wages?point you were making.
Professor Spencer: No. If you look at Alwyn’sMr Walton: I circulated a note on this which has
work it is not just wages but it is the goods andtried to address some of these issues. I think it is
services that the public sector procures as well.good that the Chancellor has asked Sir Tony
There is a very detailed breakdown into labourAtkinson to have a look at all these issues in some
costs and investment and current spending, brokendetail, but I think it is very diYcult to measure the
down in some cases by programme.output from the public sector—

Q75 Angela Eagle: So are you saying that the
Q72 Angela Eagle: I was just about to ask you that. public sector is probably not as good as it needs
Mr Walton: The Treasury makes the point that if to be at procuring and getting a decent deal in its
you employ more teachers and class sizes go down supplies?
then that does not get recorded as an increase in Professor Spencer: It is hard to know precisely
output. Education output is measured by pupil what explains these numbers, but there is a
years as opposed to the size of classes so there are suggestion that it is not getting value for money on
these diYculties, although I would have to say there procurement, and there is also more worryingly a
are diYculties in measuring output in many parts suggestion that the actual productivity of
of the economy; in the private services sector it is translating those real resources once you have
just as diYcult in many cases. What I think is a acquired them, into final output statistics—you
little bit worrying is what you have seen is a step know, hospital operations and lessons and that
change in the trend of the cost of providing public kind of final output—has been getting less eYcient.
services really in the last five or six years. On Mr Weale: Could I say that some of the changes
average, through the period from the 1950s that people have wanted politically, like reducing
through to when this Government came into class size, would generally have been expected to
power, what you saw was that public sector costs lead to reductions in productivity because most of
grew by about 1.25% faster than private sector the studies I have read suggest that at least in
costs, which is not unreasonable because public primary schools reducing class size is a rather
sector output is typically much more labour ineYcient way of helping children learn compared
intensive and you tend to get less productivity as a with all sorts of other things that one can do, but

at the same time on the question of productivityresult so therefore you tend to see this relative
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I should mention some work we have been doing Q77 Angela Eagle: The other issue that I wanted
to talk about was the rebalancing of the economylooking at measuring the productivity of the
away from the concentration that there has been oneducation sector by its outcomes, children’s
retail consumers and the housing market. As theperformance in terms of exams and so on,
world recovery begins and picks up speed, in orderachievables—and achievables which have
to rebalance our own economy we have to shiftconsequence for their future earning power, and on
away from retail and housing sectors which havethat basis you do get a rather diVerent picture. You
been keeping our economy buoyant into the nextget the impression that the productivity of the
phase. What do you all see as the major risks thateducation sector is actually rising, and rising
we have to watch out for during this rebalancing?reasonably rapidly. Now, one can ask all sorts of
Some of you have hinted at some of them in thequestions about whether the exams are as good as
evidence to date.they used to be, and I am sure we all have opinions
Mr Weale: One of the main risks is the inherenton that, but nevertheless it does highlight how, in
volatility in consumption, and we are seeing boththis sort of area, the way in which you address the
sides of this issue at the moment. People havequestion does substantially aVect the answer that
mentioned that, in raising interest rates, the Bankyou get.
of England needs to pay attention to the fact that
people have bigger debt than they used to and this
may aVect the response to the interest ratesQ76 Angela Eagle: I was coming to that. Are we
increases as they come: the other side of that is thatin a state where we do not really have methods of
we do not know how much further scope there ismeasuring public sector output that are accurate for building up indebtedness. We know that debtsenough, and do we need more of this kind of are much bigger than they used to be, but I do not

approach that you have just mentioned to try to get think either the Treasury or the Bank of England
a more decent handle on what value for money we has a view on what the sort of natural level of
are getting out of this? household debt would be, ie if young people could
Mr Weale: I am quite sure that we need to do more borrow as much as was sensible, bearing in mind
research in this area. The Department of Health is what they expect to have as future incomes, would
also taking an interest in this issue because they have more debt than they do at the moment
measuring the productivity of the health sector is or less, and we do not know the answer to that. So
not only very important, but also the public service there is an imponderable there whether there is
target in the agreement with the Treasury scope for topping up the debt further for quite a
essentially assessed the Department of Health on while, or whether consumers will suddenly take
the basis of something that I do not think can be fright at the debt burden they are carrying and
measured at the moment, ie there has to be a 1% suddenly stop spending. All these sorts of things
improvement in quality every year, and at the are risks.
moment there are not the figures there to Professor Spencer: I think that is a particular risk
measure that. given the kind of momentum that we tend to see

in not just the high street but in markets. We sawMr Walton: There are two additional points. Given
the huge momentum that got under way in thethe step change that has happened comparing
stock market over the turn of the millennium andprivate and public sector costs, it is not just that
there is a similar momentum, it has to be said, inthere are biases but that those biases have increased
the housing market as well. The problem is thatsharply over the past three years, and it is not clear
trying to arrest that kind of momentum withthat that is the case. Also the example of teachers
quarter point increases in US interest rates in theis a good one in the sense that employing more
case of the US stock market, or quarter pointteachers has boosted labour costs, wage costs, but
increases in United Kingdom interest rates to trymost of the gap is in non-wage costs. In other
and slow our housing market, is extremely diYcult.words, even if you change these output measures
What tends to happen is that the thing goes its ownto take account of class sizes, that would not
sweet way for quite some time until a very largeaddress much of this decline in productivity growth
adjustment occurs such as happened in the stockthat is taking place. I circulated an example to you
market. So I think essentially that kind ofwhich was fairly trivial but which nevertheless
momentum and the diYculty of arresting that in aillustrates it which is that if you take the Pre-
gradual kind of way, given that we are talkingBudget Report and the Budget you now pay £90
about an asset market, is the real danger now.for them. Back in 1997 you paid £37 for the two,

so you have seen 150% increase in the cost of the
Budget and Pre-Budget Report. Now, there are still Q78 Norman Lamb: So you see a real risk in a crash
only two books so that in a sense is an astronomical in house prices?
increase, but it is also the case that the number of Professor Spencer: I have not until now. I think to
pages has gone up from 238 to 550 odd, so the cost get a big correction in the housing market you need
per page has barely changed, so it depends what a significant rise in unemployment and a large rise
you are seeking to measure here really. If you think in interest rates so I have not really been too
it is the number of pages that is important, then worried, but I think the fact that it has gone on as
there has been no change at all in the productivity long as it has and the momentum has built up does

make a very sharp correction a real possibility now.performance.
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Mr Walton: I also think the housing market may real estate investment trust comes in because, as I
be a challenge, because rapid house price inflation understand it, the idea of REITs is not particularly
has been a necessary evil as part of the need to keep to increase speculative investment but to encourage
consumption growing in the face of this house builders to build more, and the way that
pronounced weakness elsewhere, and the challenge happens is that at the moment, if house builders
will be, if the rest of the economy now comes back have a land bank, it pays for them in a sense to sit
strongly, that the Bank of England—and it is never on that in the hope it rises in value and then the
going to put it in these terms or and it is not going net asset value of these companies goes up, whereas
to want to see the housing market crash because with real estate investment trusts they distribute all
that would imply too big an adjustment—may well of their income, they do not pay tax themselves, it
need to see house prices come down 5 or 10% from is the shareholders who pay the tax, and the
these levels in order to put some dampening eVect shareholders therefore want to get as much income
on this buoyancy that we have seen in consumer as possible, and the way you do that is by these
spending growth, and that is not an easy process property companies building such that they have
to manage. The very encouraging thing in many properties to rent out which generate the income
ways is that (a) the Bank of England is incredibly stream. So at the margin the move to real estate
pragmatic, and we do get information about the investment trusts is something which is likely to
housing market on a very frequent basis so, if it increase supply of housing, but these things are
looks as though it has done too much, it can cut fairly marginal and are not going to transform the
rates again, and (b) relating to that is the fact that housing market overnight. As for the proposal on
interest rates are running at close to 4% or so and fixed rate mortgages, I am somewhat dubious
there is plenty of scope for interest rates to come about this. My own casual observation is, while
down further, so the Bank of England has got quite interest rates have been falling steadily since the
a lot of policy instruments or room for manoeuvre early 90s, it has been a mistake to lock into any
on interest rates in order to manage that process. fixed rate mortgage over that period. We may well
Mr Fallon: I do not want to get diverted too much be getting to a point where it does make more
into monetary policy. sense, but it certainly has not been wrong over the

past decade or so just to stick with a short term
In the absence of the Chairman, Mr Beard was mortgage, and it seems to me that the financial

called to the Chair. market in the United Kingdom is suYciently
sophisticated that, if there is a demand, then the
market will be created. I cannot see there is muchQ79 Mr Cousins: Directly following from that, the
evidence of market failure in the provision ofGovernment is looking at non macro economic
mortgages in the United Kingdom so I am a littleways of trying to improve the housing market with
bit doubtful as to whether there is anything that thelong term, fixed rate mortgages, trying to increase
Government can particularly do to encourage athe rate of house construction, and the introduction
move to a fixed rate mortgage market, or even if itof these investment trusts based on the housing
is the right policy to be encouraged in the firstmarket. Do you think that these are potentially
place.eVective instruments or not?
Professor Spencer: I share that scepticism. I thinkMr Weale: I think the main mechanism for
that the housing market is such an important partimproving the housing situation is to ensure that
of the British economy and it has been somore houses are built. Without having more houses
problematic that certainly we should try every waybeing built, if you simply make it easier for people

to invest in housing through the introduction of that we have to bring it under some sort of control,
real estate investment trusts, then one might think and micro economic measures are certainly on that
that that will add to rather than reduce upward list. The reports from Kate Barker and David Miles
pressure on house prices, so I think the absolute are very interesting but, of course, the problem is
key to this is finding out, in a situation where we that they are interim reports, and although they
do not have a large council house sector any more, have clearly analysed the problems very seriously
how to get back to the sorts of levels of house we have yet to see what their solutions are. and I
building that we had in the 1950s and 1960s. am afraid it is going to be very diYcult to find
Mr Walton: A lot of these things are at the margin, micro measures that will be successful in helping
to be honest. At the end of the day at any point in with those markets.
time the supply of housing is broadly fixed, and if
you suddenly see real incomes growing quite

Q80 Mr Cousins: Could I ask you about the shiftquickly you tend to get house prices rising rapidly.
to the new method of constructing measures ofWe have gone through that process. We have also
inflation? We had some very interesting exchangesgone through a process where real interest rates in
I thought earlier on about the substantial weightthe world, particularly in the UK, have come down
that non labour costs have been attributing to thequite substantially, which probably means you can
argument. Do you think there might be a problemsustain higher levels of house prices than
in public sector wage negotiation if people’shistorically was the case. You are right that, if you
attention is directed at a measure of inflation whichwant to keep house prices down, although it is not
appears to be lower than the one that people areabsolutely clear that that is a desirable policy, you

do need more supply, and that is where I think the used to for bargaining purposes?
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Mr Chote: In the same way that you can take a Mr Weale: Could I make a point that,
fundamentally, if the Government wants people tohorse to water but you cannot make it drink I think

you can probably draw the attention of wage work in the public sector, it has to pay what they
cost. Now, the problem which may arise is thatbargainers to a diVerent measurement of inflation

but that does not necessarily mean to say they are often the Government does not realise what it costs
to employ people until there has been quite agoing to take a great deal of notice! Given that at

the same time as suggesting that bargainers should sustained spell of what they call shortages—not
having enough nurses or teachers and so on. Thelook at the new CPI measure we have also said it

is appropriate to uprate benefits, for example, sort of smoke that is generated by this change in
the target may make it a bit more likely that thatpensions in line with the existing measures of

inflation, which I think, if you have a somewhat situation arises in the short term but, that said, if
one thinks back to the really rather long period wediVerent message for diVerent audiences, which

rather blunts the argument. There is an interesting had where the Government was trying to set public
sector wages independently of labour marketlonger term question now about whether the

Chancellor has been very explicit about not using conditions in the economy as a whole, and then
talking about shortages as though that was quitethe new lower inflation measure to upgrade things

like benefits, etc. That is going to be a standing unconnected with its wage policy, that went on for
a period probably of more than ten years, buttemptation for maybe this Chancellor in the future

or future chancellors. Particularly if and when the compared with that sort of thing this change in the
index I think will have a rather small eVect.new inflation measure, the European measure upon

which it is based, then also includes housing costs
as well, the diVerence is only really going to be then

Q81 Mr Cousins: One thing that the Governmenthow it is measured, and if we think that the new
is clearly signalling is a move towards recruitmentinflation measure is measured in a more sensible
and retention premia that are negotiated locally. Inway that generates a lower rate then why not
fact, an instance is given of how this could beupgrade benefits in line with that if we believe that
applied in the context of, I think, hospitals in ais more sensible, and that would then make a much
document that the Government has produced.stronger argument for going to wage negotiators
What do you see as being the implications of thatand saying, “Why do you not look at that measure
for inflation?as well?” But I think pointing diVerent audiences
Mr Weale: I think the implications essentiallyat diVerent measures makes it diYcult to have a
ought to be that the Government is able to provideparticularly hard-hitting message one way or the
services more eYciently and therefore more cheaplyother.
so reducing overall inflationary pressures. The sortsMr Walton: It should not have much eVect in the
of problem with national pay scales is that if yousense that, if the 2% target for consumer price
set national wage rates to deal with areas in theinflation is the same as 2.5 for RPIX, then whatever
country where there are the shortages I waswage bargainers have been doing in recent years it
referring to, then you find in other parts of thecertainly has been consistent with the 2.5% target,
country you are paying over the going rate for theso in that sense really they should just go on with
public services and that, of course, is a burden onwhat they have been doing because to a first
the taxpayer and tends to exert upward pressure onapproximation that is likely to deliver an outcome
wages generally. So this is an attempt to makethat is quite close to the inflation target. If anything
wages more responsive to local conditions and Ithis represents a very slight loosening of the
think that can be only welcomed.inflation targets, so if anything the message wage

bargainers should probably take is actually that
they can aVord to bargain for slightly higher wage Q82 Mr Cousins: Do you agree with that?
increases in order to push inflation up to the target, Mr Chote: Yes, broadly.
but that would be a very short-lived phenomenon. Professor Spencer: Yes.
Professor Spencer: I can see that leading to quite a
tension in public sector wage negotiations because,
on the one hand, the Government is arguing that Q83 Mr Cousins: So these recruitment and
the underlying rate of price inflation is only 2% retention premia would sit on top of the national
and, at the same time, for the technical reasons that pay rates, would they, or, of course, in the case of
you say, the underlying rate of RPI inflation, the areas where hospitals had more nurses and doctors
rate of inflation in the economy generally, has than they could cope with and were turning them
increased by a quarter of a per cent. That is away, those recruitment and retention premia
essentially because, although the target has been presumably would not be applied there?
lowered from 2.5% to 2%, the underlying trend in Mr Weale: That is what I would expect. Within
the RPI and, it seems from some of the numbers areas where it is easy to recruit doctors and nurses,
that we have got here, the GDP deflator, all of then why pay recruitment and retention?
these indicators are coming out at 2.75% inflation
in this current PBR whereas, of course, we are used

Q84 Mr Cousins:Would you mind telling me whereto seeing them at 2.5%. If the actual rate of
those areas are?inflation has gone up by a quarter per cent and the
Mr Weale: There are presumably some areas whereGovernment has said that it has gone down by

0.5%, then that is going to be a source of tension. it is easier—
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Q85 Mr Cousins: Presumably, but you do not Q88 Mr Beard: Have you or anyone else done any
work on how the Government should balanceknow. You have just asserted that this is going to

produce a much more flexible— providing money to the parents and the children
through tax credits against improving servicesMr Walton: I think Martin’s point really which he

started oV with was that at the end of the day— aimed at disadvantaged children, such as Sure
Start?

Q86 Mr Cousins: Do forgive me, Mr Walton, I am Mr Chote: We have not done an explicit cost
asking Mr Weale this. You have just made an benefit analysis of the two but I think that is a very
assertion; I am puzzled to know where it is that we important issue, particularly in the context of
are turning doctors and nurses away from deciding what measures of child poverty you are
hospital gates. going to seek to target in the next phases, as it were,
Mr Weale: If we take the example of firemen, my having reduced it by a quarter and seeking to halve
understanding from what I read in the newspapers it and then reduce it entirely. I think there has
was that there were parts of the country where, certainly been some concern in some parts of
when jobs for firemen were advertised a lot of Whitehall that, by having a target that is so clearly
people applied for them, and it was only in the high fixed as a target of relative income, ie the number
cost of living areas where there were these apparent of children in households with incomes below 60%
shortages of firemen. I understand also that in some of the median, that creates an excessive bias
towns in the country you find families where the towards trying to deal with child poverty through
wife is a nurse and is the chief breadwinner in the direct cash transfers, when it might well be more
family. I think you would be unlikely to find that appropriate over the longer term to take some
in the south east, and the reason is that a nurse’s money and to devote it to services like, as you say,
salary in areas of the country where housing is Sure Start. My guess would be that, as the
cheap does go an awful lot further than it does in Government articulates what it thinks it should be
central London. targeting in the next phases of reducing child

poverty, it is more likely to be a more multi
Q87Mr Beard: Can we leave it there and just round dimensional measure, and that might well be a
oV on two questions that relate to the child tax suitable basis upon which one can have a discussion
credit? How eVective will be the £180 increase in about the appropriate balance. It clearly does make
the per child element of the child tax credit in sense to have a mixture of both services and direct
helping the Government meet its target of reducing cash transfers.
child poverty by a quarter by 2004?
Mr Chote: We estimated a few weeks ago that the

Q89 Mr Cousins: Mr Weale, are you in favour ofChancellor eVectively needed to announce an
reproduction premia to reflect the diVerential costsincrease of £3 a week on top of the previously
of raising children and the diVerential trade-oVs ofassumed and promised increase in line with average
the income you sacrifice of having children inearnings in order to expect to hit the target. What
diVerent parts of the country?he has done, in eVect, is to increase it by £2.50 a
Mr Weale: Could I give a general answer to thatweek on top of the correspondence to average
based on what I know of Denmark, and Denmarkearnings. There are also, as has been pointed out,
is the country whose fertility rate has held up, andsome freezes to the thresholds of other parts of the
the reason I understand that that has happened istax credit system, but nonetheless the net eVect still
because the Government there has really got toremains very strongly and eVectively targeted on
grips with essentially making it easy for womenthe poorest families with children. My guess would
with children to handle careers at the same time. Ibe that, although formally speaking it is not quite
suspect that as other European countries come towhat we anticipated will be necessary to hit the
grips with declining birth rates so they will have totarget, it is an awfully long step in that direction
look rather carefully at countries where birth ratesand that frankly, given the errors in the survey
are holding up, and see what they can learn fromfrom which the child poverty numbers are
them.calculated, it is quite possible that the Chancellor
Mr Beard: I think we should leave it on that happyis going to hit the poverty target on the basis of

this increase. note. Thank you very much.
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Q90 Chairman: Good morning. Welcome to the actually showed that growth had been higher in past
years than we thought. Of course the tax take whichCommittee to you and your colleagues. Can you

introduce yourselves formally, please, for the came in in past years remained the same, that has not
been revised up. So if you look at the previous year,shorthand writer.

Mr CunliVe:Onmy far left I haveNicholas Holgate, 2002–03, the eVective tax take has turned out to be
lower than we thought it was at Budget time. Goingour Director of Welfare Reform. Next to me is

Andrew Lewis who is the Head of the Tax Policy forward, we have written all those numbers into the
projections, so the projections have been lowered forTeam. I am John CunliVe, the Managing Director

for Macroeconomic Policy and International that. If you ask me what the main reasons on the
revenue side were, the main reasons are lower thanFinance. On my right is Jonathan Stephens, our

director of Public Spending. On my far right, John expected earnings growth, particularly wages and
salaries growth which has aVected income tax andKingman, who is the Head of our Enterprise and

Growth Unit. National Insurance contributions and, looked at
another way, a lower eVective tax rate which, as I
say, we have knocked through. On the expenditureQ91 Chairman: Welcome. At the time of last year’s
side there is a very large discretionary item of 2°PBR there was a projected cumulative surplus over
billion for Iraq and then there are other increases inthe cycle on the current Budget of £49 billion. The
expenditure of roughly the same amount to do withPermanent Secretary, Gus O’Donnell, at the time,
social security payments. There are higher thanassured us that the Treasury did “not view this as an
forecast take-ups of tax credits, that is a new systemamount which can be blown going forward”. Twelve
going forward, so the forecasting I think has to bemonths later the fiscal position has unravelled quite
seen in the light of a new system. It is those tworapidly, so what has happened?
things taken together.Mr CunliVe: Since the Budget projection two things

have happened, I think. One, revenues have come in
weaker than we expected at Budget time and there Q93 Chairman: What about the fiscal position, is

that not particularly disappointing given that theare reasons for that. The other is that on the
expenditure side there has been an increase in Budget forecast of growth to the Treasury between

2 and 2°% this calendar year is looking broadly onexpenditure, particularly discretionary expenditure
to do with Iraq, which has increased the expenditure track?

Mr CunliVe: First of all, the growth forecast is onside. Those two together have led to an increase in
net borrowing of around £10 billion. track, the composition of growth has been diVerent

from the way it was forecast and in particular
growth has happened in less tax rich parts of theQ92 Chairman: As simple as that?
economy than we forecast, and that is the averageMr CunliVe: I can go into the details. On the revenue
earnings point just seen a diVerent way. Averageside, the loss of revenue is mainly around taxes on
earnings have not grown by as much as we thoughtincome, income tax and social security
they would. I think the other point I would make iscontributions. You can look at it two ways. The
that the diVerence between our forecast and budgetmain driver there is that average earnings have been
on what has happened now is in line with thelower than were forecast at Budget time and lower
standard area for fiscal forecasting over the last 20than the rate that the Bank of England generally
years. There are uncertainties in fiscal forecastingtakes as being in line with sustainable growth. We
which is one of the reasons going forward we usethink behind that a number of things have
cautious assumptions and it is within the line of thehappened. The economy and the labourmarket have
normal uncertainties.proved to be more flexible in the face of global

demand shocks so to that extent average earnings
have been weaker. You can also look at it from the Q94 Mr Walter: I wonder if I could look for the

moment at your GDP forecasts and look at theother side which is that the revisions to the national
accounts which ONS produced in September context of the way you have adjusted those forecasts
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over the last couple of years. In the spring you had that although world growth has gone relative to our
forecast at Budget time this year, and our forecastto cut your growth forecast again, 2003, back

towards the consensus figure, and that has proved to for this year and next is up, the balance has changed.
There is more of it in theUS, which is clearly makingbe broadly correct, but you keep assuring us of how

cautious your assumptions are. The forecast for headway quickly where we see growth of around
4.2% next year, and in the euro zone we have written2004–05 remains the highest of any of the major

forecasters and I just wondered whether you felt this our growth forecast down to 1.7. Because the euro
zone is important to theUK, nearly 60%of our tradewas consistent with a prudent approach to planning

public finances? goes in that direction, we have written down the
growth inUK exportmarkets both next year and theMr CunliVe: First of all, I talk separately about
year ahead, the 6²%. However, I would say growthforecasting the public finances and forecasting the
of 1.7 in Europe is still below the euro zone, it is stilleconomy and forecasting economic growth. I think
below the trend rate of growth there. The confidenceactually our record this year has been pretty good
evidence over the last three or four months, thecompared with outside forecasters. We forecast 2 to
survey evidence, both industrial and consumer2°% budget; the Bank of England was lower than
surveys, in the euro zone has suggested that thosethat. By Septembermost of the economic forecasters
economies are about to pick up and the domestichad revised their forecasts down and were showing
demand is coming back and business confidence isthe figures around 1.5 or 1.6. Then in the last quarter
coming back. In the third quarter, after two very badof the calendar year they had come to meet us and
quarters at the beginning of the year, we saw growththey are now all above two. I think if you look back
come back in the big economies in France, Italy andover the past our forecasting record over the last five
Germany, so there is some sign of that picking up. Iyears certainly has been better than the IMF, better
am expecting that particularly as the US continuesthan the National Institute, better than the
to grow very fast that will increase euro zone tradeconsensus of independent forecasters if you look at
and will help the euro zone to come out. Around anythe average error in our forecasts. So I think
forecast there are risks and clearly one of yougenerally looking backwards our forecasts have
mentioned the dollar, one of the risks in the forecastbeen pretty robust. I think some of the witnesses that
is around what might happen to the dollar. It is notyou had here at Budget time pretty much said that.
a central case.Looking forward, the forecast for calendar 2004 is 3

to 3°%. I think as far as outside forecasters are
concerned, they are moving up. The Bank of Q96MrWalter:What assumptions have you made?
England has moved their forecast up, two-thirds of You pin quite a lot of hope on the US economy
the outside forecasters who have recently updated recovering but in terms of value to the UK economy
their forecast have moved upwards and they stand that could be negated by a significant fall in the
now around 2.6 or so. Actually our forecast is not dollar, so what assumptions have you made?
done on this in terms of what other people are Mr CunliVe: The US economic recovery is more
forecasting, our forecast is based on the forecast that than hope now, I think there is some quite firm
there is an output gap of around 1°% in the economy evidence that it is established and it is moving very
and that output gap will close over two years. We quickly. There are significant imbalances in the
have seen in the past when the economy is closing, world economy, which we go into a little bit in the
similar size output gaps in the mid 1990s, for PBR, which if they were to unwind quickly and in a
example, growth has been around 3°% and in the disorderly way could move exchange rates in a fairly
1980s it was higher. Of course the increase in the sharp way. It is important not to look at this
trend rate of growth has made it more possible that question of how Europe will respond to the US in a
we can reach a rate of 3 to 3°% so I do not think our simplistic exchange rate way. The European
forecast is optimistic and I expect other forecasts to economy exports to the US. It benefits from an
continue drifting up towards it. The public finances, increase in US demand. The growth in US demand
of course, are forecast on the lower end of that for and the growth in the US economy are helping. On
cautious reasons, so 3%. the other hand, the exchange rate, the price eVect

goes in the other direction. The eVect is the net of
those two and even though the euro has beenQ95MrWalter:Can I just stick to the GDP forecast
strengthening against the dollar in the third quarterfor the moment and look at it then in an
of this year, euro zone exports particularly to the USinternational context. The OECD said in
strengthen particularly in the third quarter. So youNovember, talking about the weakening of the
have to look at the volume eVect and the price eVectdollar, sudden weakening of the dollar could stifle
and they do oVset each other.fledgling European recovery. You have got in your

forecast a forecast of 1²% euro zone growth in 2004
which is higher than the European Central Bank’s Q97MrWalter: Perhaps I couldmove on to another
forecast, they have a wide range of 1.1 to 2.1 in 2004 topic in this section, again citing OECD, and look at
and 1.9 to 2.9 in 2005. What is driving your forecast comments about the UK economy. They have been
of a 6®% growth in UK export markets? suggesting that there are widespread fears that a
Mr CunliVe: The forecast for the euro zone we have potential source of instability could be a sharp
is pretty much in line in this case with the consensus, retrenchment in the consumer sector triggered by a

setback in the housing market. They have suggestedaround 1². What has happened over the past year is
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that large public sector deficits are adding to the risk Mr CunliVe: If I can let you have a note on that, I do
here by putting upward pressure on interest rates. not have that information with me.
Given that the interest rate cycle, I think everybody
agrees, certainly for themoment has turned upward,
is there not an argument for cutting the UK fiscal

Q102 John Mann: You have been very optimisticdeficits sooner rather than later?
about business investment but pension fund deficitsMr CunliVe: I would say that over the last two years
are amajor problem.Have you been too complacentor so, probably over the last five years, fiscal policy
about company finances?has supportedmonetary policy and up to about 2000
Mr CunliVe: I would make a number of points. One,it supported monetary policy by tightening. Then as
since Budget time the ONS revisions have given uswe have seen the growth slow down it has supported
a slightly diVerent picture, in some cases a markedlymonetary policy by loosening and I think the large
diVerent picture, of what happened in the past. Theamounts of public sector investment have helped
downturn in investment that we thought we had seenmaintain employment and helped to maintain
in 1992 with investment shrinking by over 11% hasconfidence. I think on the housing market it is a bit
turned out to be much shallower because actuallydiVerent, diVerent people take diVerent views, but
more real investment took place in the economywhen you look at the increase in household debt,
than we thought. I think the downturn in 2002 wasmost of it is matched by an increase on the asset side,
around 4° not 11°%. So the first point I would makeso it is not as if there has been borrowing for
is that looking backwards the investment downturnconsumption. When you look at the debt service to
has been much shallower. The point I would makeincome ratios, the amount of their income people are
looking forwards is that clearly business investmentpaying in mortgage payments or interest payments
is a very volatile series but it depends on corporategenerally are low compared with the rates we saw at
profits which have gone up this year, I think they areother times in the housing market of high house
up about 8% on the same period last year. It dependsprice increases in the late 1980s, early 1990s. If you
on long term interest rates which are low, it dependslook at the aVordability, it is not clear to me that we
on equity prices which have come back by aboutare actually in a position where there will be a sharp
20% since the Budget, and it depends on bondbreak in confidence.
spreads which have narrowed and then it depends on
prospects, it depends on prospects for the economyQ98 Mr Walter: There is a minority of households
going forward and for exports. The pace of returnwho are facing very high levels of income gearing on
that we have on business investment, I think we area regional basis. Have you done any work to look at
forecasting three-quarters of a percentage of GDPthe problems concerned with that?
this year, about 3°% next year going to somewhatMr CunliVe:Questions of how interest rate increases
around six the second year. That is quite low givenaVect consumption, aVect advance consumption,
the rates of increase in business investment that youare really questions for the Bank of England because
have seen after previous slowdowns where it hasshort run demand management of the economy is
been about 10% after two years. Annual investmenttheir job and not ours.
rates have hit 18 to 20% figures so this is a very
volatile series. I think there has been an eVect fromQ99 Mr Walter: They have signalled that as a companies increasing their pension contributionsproblem? and I think we have seen some of that in the lowerMr CunliVe: The Bank of England has signalled it,
wages and salaries and earnings that I mentionedas I understand it, as an issue, an issue that they are
earlier on because I think some of the earningswatching. Our forecasted model pretty much takes
growth has gone into pension contributions rathermarket interest rates and market expectations of
than into wages and salaries. That is one of theinterest rates going forward so what the market has
things which have held down NICS. I do not thinkbuilt in on interest rates we have built in and,
our figures for investment growth over the next twotherefore, we have that eVect on consumption in the
years compared with what has happened in the pastforecasts.
are at all extraordinary and, as I said, we do take
account of some of the higher pension contributions

Q100 JohnMann:You told us in the spring that you that have happened in the past.
were considering ways of plugging a gap in the
oYcial statistics when it comes to the health of
pension funds. Could you update us on progress on
that, please? Q103 John Mann: Can I just come back to my
Mr CunliVe: I am afraid you will have to remind me question. Do you actually have the information on
of the exact commitment. pension fund deficits to be able to—

Mr CunliVe: There is information on pension fund
deficits. As I recall, it is not easy to compile anQ101 John Mann: Yes. A quote from the
aggregate figure. There is also information onGovernment response to the Committee’s Seventh
pension fund contributions, an increase inReport on the 2003 Budget, one of the action points
contributions, in the economy over the last year andwas to consider whether a statistical digest or fact
we can let you have that but I am afraid I do not havesheet could be produced bringing together all

available pension statistics. them with me.
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Q104 JohnMann:TheLyons review is very welcome with departments on how they delegate in turn to
their delivery bodies the end year flexibility andas a mechanism of social policy but is it not

something of a distraction from the fact that you other freedoms that we give them.
cannot really agree on an accurate way to measure
both public and private sector productivity? Q110 JohnMann: I thought we had now a three year
Mr CunliVe: If I could say a word about the overall planning of budgets?
measurement of public sector productivity and Mr Stephens: We do. In the Spending Review we set
inflation on public sector output and then perhaps three year plans and in the case of the Health Service
my colleague, Mr Stephens, could say something on five year plans. In the case of the Health Service, the
the Lyons review and possibly on— NHS in turn delegates to local PCTs three year

budgets. That is an approach which we want to see
Q105 Chairman: We are coming to productivity other departments and delivery bodies increasingly
later on. taking so that as we delegate freedom to
Mr CunliVe: Shall we stick to the Lyons review. departments that is passed on to front line delivery
Mr Stephens: The Lyons review is one part of a units.
general concern across government to ensure thatwe
secure value for money from the increased spending

Q111 JohnMann:You have three year planning buton public services. It is not only about increased
there is this big surge in this final quarter. HaveeYciency but also about ensuring that growth is
departments not yet caught up with this?spread across the regions of the UK. As the
Mr Stephens: Of course, departments tend to wantChancellor set out in the PBR, we expect to be on
to retain an element of unallocated provisiontrack to shift some 20,000 jobs out of London and
themselves to deal with contingencies that may arisethe South East.
in the year. Some of that is sensible and necessary. It
may be that on occasions departments are being

Q106 JohnMann:Can I ask about government fixed over-prudent and not delegating as much as they
investment. You have forecast in calendar year 2003 could do. We are investigating with departments the
a sharp fall replaced by a large revision upwards in scope for further delegation of budgets and
calendar year 2004. What is going on there? planning.
Mr Stephens: Public sector net investment has been
increasing substantially over recent years from four

Q112 John Mann: Looking at the current accountbillion in 1999–2000 up to a planned figure of 18
deficits in your forecast, is this sustainable?billion for the current year 2003–04 and is planned
Mr CunliVe: I think the current account forecast thatto increase still further to 31 billion in 2007–08. We
we have takes the current account to around 2°% ofare expecting it to come in very slightly under
GDP. I think that is a quite sustainable figure, yes.forecast in the current year. Of course, public sector

net investment is composed of a number of factors,
not only central government investment but also Q113 Angela Eagle: When do you expect this cycle
local authority investment and other factors, but the to end?
reality still is that over recent years as a proportion Mr CunliVe: In the year 2005–06, financial year. I
of GDP public sector net investment has been would say probably calendar 2005.
increasing substantially.

Q114 Angela Eagle:Will there be an announcement
Q107 John Mann: Do you expect a big surge in the when it has ended?
final quarter of the financial year? Mr CunliVe: The way in which we date the cycle is
Mr Stephens: Traditionally there has been a surge in not a mystery.
end year spending despite the increase in end year
flexibility.

Q115 Angela Eagle: I thought most of economics
was a mystery.

Q108 John Mann: Your estimates are suggesting Mr CunliVe: I think the same sometimes. When we
that quite heavily this time. dated the start of the cycle we put out a Treasury
Mr Stephens: Yes. publication explaining whywe thought the cycle had

actually started at that point and we will do the same
when we date the end of the cycle. I should say theQ109 John Mann: Is that conducive to eYciency in

the public sector? way in which we date the cycle is based on looking
at a number of independent measures of capacity inMr Stephens: Certainly we recognise the need to

ensure that investment is planned and, with the the economy: wages, employment, fuel shortages,
confidence and use of industrial capacity.We look atintroduction of 100% end year flexibility for

departments, we have given departments and other a wide range of measures that are, if you like,
independent of our whole economic forecast to trydelivery bodies the freedom to plan and manage

their investment over time so that they are not and get a view as to when the economy is on trend.
We will follow that methodology when we have toconstrained by the accounting year. Nonetheless,

there remains the significant end year factor in estimate the next on trend point, which will be the
end of the cycle.investment spending andwe are increasingly focused
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Q116 Angela Eagle: That is a transparent expectations have come down to the Bank of
England’s target. You can see that in the figuresmethodology which they will be able to assess when

you make the announcement? markedly from 1997 onwards.
Mr CunliVe:Our dating the start of this cycle in 1999
and estimating a short half cycle from 1997–99 was Q120 Angela Eagle: We have a much flatter cycle.
transparent. A number of the commentators, the You have taken the top and the bottom oV the
IFS, the National Institute, commented on it and I historic cycle.
expect there will be the same discussion and debate Mr CunliVe: As a result, the combination of more
about the future trading of on trend points as there stable expectations going forward and then the
has been in the past, but it will be completely combination of a forward looking policy setting
transparent. framework for the Bank so they manage the

economy looking ahead two years in a transparent
way so people can understand what they are doingQ117 Angela Eagle: I am not a cynic but there are
andwhy they are doing it, I think has taken down thethose who saywhether theGoldenRule is met or not
amplitude of the cycle. The volatility that we saw inrather depends on when the cycle ends.
the British economic cycle over the period from 1970Mr CunliVe:No, I think the opposite is true actually.
onward changes, that volatility has clearly come outThere is an argument that some commentators have
and cycles are less pronounced. In this economicmade that rather than starting the cycle in 1999, this
cycle we are talking about a cycle around the trendcycle, we should say that it started in 1997 and the
rate of growth, we are not talking about a cycleprevious cycle did not finish in 1999. If we had done
around zero growth with a recession, with negativethat then the average annual surplus on the current
growth at the bottom of the cycle and positivebudget would be higher than starting the cycle in
growth at the top, which was the shape of the cycle1999. If you like, we have taken a more cautious
over a long period before we made those changes.route. I should stress that is not one of our cautious
There are much smoother cycles going forward andassumptions, the cycle went from 1999 to the third
positive growth, which I think we have seen for overquarter of 2001. We dated that on the best evidence
40 quarters now.that we had that the economy was on trend in 1999

and again in the third quarter of 2001 it was on
Q121 Angela Eagle: The previous Budget estimatestrend.
were putting growth between 2 and 2°% and they
were widely disbelieved by the so-called independent

Q118 Angela Eagle: Do you worry that in this cycle forecasters. Are you at least marginally satisfied that
there was tightening at the beginning, loosening as these growth rates have been hit?
the world economy slowed down, fiscally that is, and Mr CunliVe: Yes. It is the point I made before that
there will be fewer surpluses at the beginning of the our forecasting record has been quite robust. What
next cycle? Do you worry about that in terms of the has happened this year has tended to confirm that.
prospect of the Golden Rule being met next time?
Mr CunliVe: At present we are forecasting going out Q122 Angela Eagle: Do you think that as the world
past the end of the cycle that the economy goes to economy picks up and we have avoided recession
trend and stays on trend. You could say the best that there needs to be a tightening of the fiscal stance
assumption we could make at this stage as to what now in order to shift the support away from
happens at the beginning of the next cycle is almost consumer, retail and housing support to keep the
that there is not a cycle, that the economy just grows economy going back into the private sector?
at its trend rate. I am not worried that the last cycle Mr CunliVe: I think that tightening happens
started with surpluses when the economy was automatically through the operation of the
growing above trend and that some of those automatic stabilisers. What they tend to do is as the
cautious balances that built up were run down when economy grows in the same way as the economy
the economy was growing below trend because I grows at a rate below trend the automatic stabilisers
think that is the object of the Golden Rule. Going lead to a loosening of fiscal policy that operates
forward we are starting to project surpluses again counter-cyclically. As the economy comes back and
past the end of the current cycle, although I should does above trend after 2005 one would expect the
make clear that past the end of the current cycle we automatic stabilisers to operate in the same way and
are not showing a period of above trend growth, it is lead to a tightening of policy.
a more stylised assumption that the economy grows
on trend.

Q123 Angela Eagle: Can I just ask one question of
Mr Stephens. You were talking about public sector
productivity and output earlier. It seems to me,Q119 Angela Eagle: Can you say something about

the changes that the diVerences and diVerent looking at measurements of public sector output,
that we do not really have a very sensible way ofinstitutional arrangements for monetary policy and

supported by fiscal policy have made to the measuring positive outcomes andmuch of what may
be going on with the public sector investment is notextremity of the cycles past and present?

Mr CunliVe: I think one of the clearest results of the being caught in the measures. For example, if you
have a better educated workforce as a result ofdecision to give the Bank of England operational

independence is the way in which inflation improvements in education, that is not caught in the
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way that public sector output is measured. Are you billion, we expect the bulk of that, around two-
going to be doing any work to try to get a better thirds, to come from average earnings growth to its
handle on value for money for public sector long run average and wages and salaries. We expect
expenditure so that we can make a better judgment some of that also to come from recovery in financial
of the value that we are getting for the substantial sector company profits linked to bonuses. Some of
sums that are currently being invested? that will come from higher interest rates leading to
Mr Stephens: Certainly you are right that this is a higher tax on interest income. Finally, there is what
complex and diYcult area because, of course, we do is called fiscal drag in the equation. I think the same
not have any prices to assign to government outputs. is pretty much true for social security contributions
The ONS for some years has been working, and in except that they are less subject to increases in the
many ways leading the field, in terms of developing higher rate tax base and the bonus eVect is not as
output measures but, as you illustrate, there are a strong there. I think also on the social security line
number of areas in which they do not capture in full there between 2003–04 and 2004–05, the increase
government outcomes and there are areas, for from 72.6 to 78.4, there are some lagged eVects of the
example, in education where improved educational National Insurance contribution increase from last
attainment, the increase in the achievement of year.
national literacy standards, numeracy standards, at
age 11, for example, is not captured and similarly on
health and other areas of public services. Last week Q127Mr Plaskitt:Okay. I understand what you say
the Chancellor announced a review by Sir Tony about the eVect of fiscal drag and bonuses and so on
Atkinson working to the National Statistician to in strengthening the line relating to income taxes,
look at the whole area of measures of government but if you go back to B21 the projected growth in
output and to report with a view to seeing what taxes from income and wealth across that time
improvements can be made in the measures. Of sequence is 24% and yet, if I understand you rightly,
course, in respect of securing value for money and the social contributions line, which has less of a
eYciency in the delivery of public services this buoyancy or fiscal drag eVect on it, grows by 31%.
remains a government priority. Every department Why does it growmore strongly in percentage terms
over the current Spending Review has had a value than taxes from income and wealth? I would have
for money target and the independent review of thought the gearing would be about the same.
eYciency in public services, led by Peter Gershon, Mr CunliVe: That growth from 74.1 to 83.1 on the
established in Budget 2003, is working across public social contributions line, which is an increase of
services with departments to ensure that as about nine on 74—
expenditure is increased eYciency is also secured.
This will be a key factor that the Chancellor will set
out in the approach to the next Spending Review Q128Mr Plaskitt:Yes, but from outturn 2002–03 to
setting plans forward to 2007–08. your 2005–06 projection it is a 31% increase in

cash revenue.
Mr CunliVe: I think what you are seeing there is theQ124 Mr Plaskitt: Turning to revenues, can you
National Insurance contribution increase, the one ofexplain why between 2002–03 and 2005–06 the
1% increase in spring 2003. You see the big jumpgrowth of revenues from taxes on production will
between 2003 and 2004 is the National Insurancegrow by 19% but social contributions will grow by
contribution which I think was costed around that31%?
level and then after that you are seeing a growthMr CunliVe: Can I ask which table you are looking
which is not quite the growth on the main incomeat?
taxes, but there is in the increase between 2003–04
and 2004–05 a lagged eVect from the National

Q125 Mr Plaskitt: B21 on page 231. Insurance increase last year.
Mr CunliVe: It might be best to start explaining
those figures starting with table B9 on page 217
because the groupings of taxes by economic category Q129 Mr Plaskitt: On your GDP growth
do not always come out in the taxes that we assumptions relating to 2003–04, 2004–05, 2005–06,
recognise. certainly in terms of the latter two, if I understand

you correctly, you are working on the same
assumptions about GDP growth.Q126Mr Plaskitt:Can I just interject ever so briefly,
Mr CunliVe: We forecast the public finances on 3%if I may. I am aware of what you are saying. My
real growth. The 3% is in calendar years and theseslight diYculty is that B9 runs out to 2004–05
are fiscal years, they are slightly diVerent. Youwhereas B21 runs out to 2005–06. Carry on.
would add to that the GDP deflator because taxesMr CunliVe: Maybe if I say what we expect to be
are dealt with in a nominal sense, which would givehappening. In taxes on income of wealth you have
you growth in money GDP of around about 5².got capital gains tax mixed into that category with

income tax and they are behaving in diVerent ways.
If we start to look at the taxes on table B9, on the

Q130 Mr Plaskitt: But you are not projecting anygrowth in income tax over the next year between
2003–04, which is from 118.8 to 128.3, about 9° slowdown in growth 2005–06 over 2004–05, are you?
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Mr CunliVe: GDP growth? Mr Lewis: AsMr CunliVe pointed out before, a real
wage growth would tend to increase the overall
eVective rate of income tax. Essentially what thatQ131 Mr Plaskitt: Yes.
means is thatmore income is being paid at the higherMr CunliVe: We are projecting 3%, 3 to 3°, the
rate than at basic rate in relative terms over time.same range.
The single biggest driver of that is the assumptionwe
make about the return on income growth of higherQ132 Mr Plaskitt: The same range?
rate tax paying individuals, particularly throughMr CunliVe: Yes.
things like city bonuses, which were a big feature of
the late 1990s and were associated with the growthQ133 Mr Plaskitt: In which case, can you just
in financial company profits that we are now seeingexplain to me why the growth in revenue between
coming through the outturn figures for financial2003–04 and 2004–05 is 8% but between 2004–05
company profits. It is largely driven by theand 2005–06 is 7%?
proportion of income that is earned by peopleMr CunliVe: There are a number of diVerent eVects
paying higher rate income tax.happening here. The fiscal drag eVect would tend to

increase that revenue growth. At the same time we
are making an assumption on corporation tax that it Q136 Mr Plaskitt:What that line shows is that over
comes back to somewhere below its long run average the seven years of that table, without any changes in
as a percentage of GDP. It is about 2.3% now, the the level of income tax levied, income tax raises
long-run average is three.We are projecting that will almost an additional £100 billion of revenue for the
come back over two years but, of course, some of government.
that coming back is sharper in the first year than in Mr Lewis: We would say that on an annual basis
the second, so I would not necessarily expect the fiscal drag would contribute about 0.1% of GDP for
figure for 2005–06 to be higher than 2004–05. income tax receipts.

Q134 Mr Plaskitt: Can I turn you back to B11 on
Q137 MrMudie:Without any eVort I will lower thepage 220. This runs out over an even longer time
tone. Some of your lads were here yesterday so theyframe, to 2008–09. Over the full course of that time
will have given you fair warning of what I am goingframe, income tax revenues as a percentage of GDP
to ask. I notice Mr O’Donnell has not come back togrow by almost a full percentage point of GDP and
answer the challenge. He flannelled me for two oryet despite the projected growth in the economy, and
three pages of verbatim report on revenues, but letI assume that means growth in activity and turnover
us see where we are. What I find oVensive is politeand traded goods and so forth, there is no increase
conversation of “It is within the forecasting error”at all in the take from VAT as a percentage of GDP.
etc, and when you put things in Budgets it is not justWhy is that the case?
a bit of massaging it is downright oVensive. ForMr CunliVe: On income tax it grows by about 0.2 a

year and 0.1 is normal fiscal drag, the rest is earnings example, social security contributions were going to
growth is related to the growth of the economy raise an additional £10 billion but they have not,
generally. This is expressed as a proportion of a they are down 20% in six months. You came here six
growing economy.As far as VAT is concerned, there months ago and you pulled them down to ten but
is no growth in VAT because we use an audited now they are down to eight. I notice you have
assumption that the rate of VAT to consumer actually pulled from the Budget book the social
spending will decline by 0.05% a year. We use that security contribution as a separate contribution and
assumption because when we set it in 2000 there was married it with income tax. Can we have an
actually a decline in the ratio between consumer explanation of why you have lost £2 billion on that?
spending and VAT and over the following three A specific explanation. You have had a warning of
years that decline continued, and indeed was a bit it. Where has the £2 billion gone? Why did you have
higher than the assumption. Last year it was it on the books six months ago?
reversed and the ratio of VAT to consumer spending Mr CunliVe:Whatwe do is we forecast the economy,
climbed and recovered everything it had lost. We we forecast the main elements of the economy that
have not projected that forward because we are not aVect taxes. We are looking ahead, we are trying to
fully sure of the reasons for it. We are doing a study work out how determinants will change, and then on
which we hope the Comptroller and Auditor the basis of those economic determinants we try and
General will audit for the Budget. Generally we have project taxes. In the case of social security
used a cautious assumption on VAT and we have it contributions—
on that declining path.

Q138 Mr Mudie: But this was a straightforwardQ135 Mr Plaskitt: Finally, on the fiscal drag
increase. This was the 1% as I understand it, whichelements that push up this income tax take as a
would bring in 10 billion.percentage of GDP, which are the major
Mr CunliVe: It is a straightforward increase but it iscontributions to that fiscal drag? Is it predominantly
an increase on the amount that people earn and thethe number of people moving up into the higher tax
amount that people earn grows between years.Whatband as a result of growth in income levels? Is that

the main contributor? we have to do is we have to forecast how much that
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amount will grow andwe have to forecast howmuch Mr CunliVe: Let me put this into context if I might.
Our forecasting accuracy on revenues as awages and salaries will grow, and essentially they

grew— percentage a year ahead, not at the ninemonth point
but a year ahead, how much the error is as a
percentage of revenue, is about 2.6%.Q139 Mr Mudie: Twenty per cent in six months.

Mr CunliVe: They grew at a lower rate.
Q144 Mr Mudie: Mr CunliVe, Mr O’Donnell took
me into percentages. A year ahead you told this

Q140 Mr Mudie: So that is bad. Let us take the one Committee that you would raise 123 billion in
I went through withMr O’Donnell, which is income income tax. A year later you come back and say you
tax. I went back for each year and you went up, with are only projecting with a pretty robust guess three-
fiscal drag included. In 2001 you went up between quarters of the year through that it will be 118.8.
years four, four, it should have been another four, Mr CunliVe: I think a year ago we were giving you
and then you shot up. At pre-Budget time you were our best forecast.
going from 106 in one year to 110, then it was 114 for
the year 2002–03 and for this year, 2003–04, you

Q145 Mr Mudie: Give me your best forecast now.have projected a nine million increase. We pressed
Mr CunliVe: I am now doing exactly the same. It isMr O’Donnell on that and we just could not
118.8. If you look at our forecasting record—understandwhat he saw thatwe did not see.We have

got two pages of flannel that he is not here to answer.
Q146 Mr Mudie: I do look at your forecastingWe do not have all of your tools, etc., we just have
record. For example, your forecasting record onyour past record and the past figures but we have
current receipts in total went up six and then it wasbeen proved to be correct and you have not because
projected to go up nine, which has now subsequentlyyou have come down from 123 to 118. One of the
gone back to 6.6. You projected a 30 billion increasequestions I will ask you is are you sticking by the 118,
between the years.Wewill give you 10million of thatso in sixmonths’ timewhenwe come for the Budget I
was on this social security, which you demonstrablypresume 118.8 will be the figure for income tax? You
failed to bring in, so that went down. As we see it,have only got three months to go and you have got
you are saying between years youwill go up from theyour eye on the figures. In three months’ time are
increase you got last year, which was projected atyou going to come to me and say “I know 123 was
nine at Budget time, it is down to 6.6 between years,wrong”, which was ludicrous to put forward in the
and you are suggesting you will raise an additionalfirst place, “but 118 we hold up our hands to and say
26.3 in total in current receipts. Let us just see wherethat will be the final figure”? Let us deal with 123.
you were a year ago. You were suggesting that youWhen we look at the four, four, four, you only
would bring in 430 billion and a year later you aremanaged two last year. On trend it was four, four,
down to 422.8. Is that a pretty robust figure as well?two and suddenly you have got up to nine. Now you
Do you stick by this 428? It looks tome on trend thathave brought it down to six but even that is a jump.
you are just kidding us with these figures, you areWhere do you get that 123 from and do you stick
putting them in to suit some agenda rather thanwith 118.8? Remember, they are writing everything
being a true assessment of where you should be.down. I think I will be here in six months, touch
Mr CunliVe: These are our central projections.wood.

Mr CunliVe: I think I will be here in six months as
Q147 Mr Mudie: Well, they are not very good.well. 118.8 is our best forecast of what the—
Mr CunliVe: The average error over 25 years on
public finances has been about 1.1% of aGDPwhich

Q141 Mr Mudie: With three months to go? is around £10 billion to £11 billion. Our forecasting
Mr CunliVe: It is a more robust forecast with three record internationally on public finances as well as
months to go than it was at the start of the year and GDP compares pretty well and I can give you the
clearly the further out you go— evidence if you want.

Q142 Mr Mudie: Mr CunliVe, with three months to Q148 Mr Mudie: Mr CunliVe, just deal with this.
go in a year are you telling me you are not going to Mr CunliVe: I explained earlier where the shortfall
stick by the 118? was.
Mr CunliVe: It is the best forecast we could make, it
is our central forecast for this period. You would Q149MrMudie: Just deal with this and I will finish,
expect with nine months of the year gone that that I promise you. The last firm figure of an increase we
forecast should be pretty robust. If I could just put have got in six months came down by about a third.
this— You are projecting 26.3 between years additionally.

Next year you are projecting a 33 billion increase.
Those figures are so far out with a trend which hasQ143 Mr Mudie: We are pretty ordinary people.

“Pretty robust” is no use to us. We are talking about been running at about six billion, and we will add
eight on for National Insurance so that brings youone of the items in the Budget that went drastically

wrong that dangerously increased the borrowing up to 14. You are projecting going up to 33 next
year. That seems to be a very interesting figure.requirement. What does “pretty robust” mean? Do

you stand by it or not? Would you defend that? Moreover, would you give
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the Committee, because the book does not, a note, a Q155 Chairman:Why do you not publish it? That is
the question I am asking.detailed note, breaking down that 33 dated today so

we know where we are starting from? Mr CunliVe:Wewould be very happy to explain how
we do our forecasts and the like, but I would notMr CunliVe: I would be happy to do that. I would

say going forward one does not look at the trend by publish the model because I think models are not, if
you like, mechanical machines where you put insimply saying what the diVerence was between last

year and this year, one looks at what is happening. something at one end and it comes out the other end.
They are a lot more complex than that.One looks at the long run averages of these taxes as

a percentage of GDP, we try to work out which ones
are above and which ones are below. There have Q156 Chairman: You publish the economic model
been a number of years, in fact more years than not, and there is debate about the economic model, but
when we have under-forecast revenue and more at least people have the opportunity to use that and
revenue has come in than we forecast. It is trying to make their own projections. You do not have that
see those things which are behind that trend, so the for the flow of tax, and that is the point George
extent to which profits come back, the extent to was making.
which earnings growth comes back. I am certainly Mr CunliVe:Wewould be very happy to explain how
happy to prepare that. we model particular taxes.

Chairman: You can, maybe, take that point backQ150MrMudie: Tell me if I am being unfair to you.
and come back.You have failed to specifically stand by the 118.8

income tax figure and say that will be the same when
MrMudie:You will notice we have been promised awe meet in three months’ time. What are you going
note. Mr O’Donnell promised us it last year and itto tell me about the current receipts figure? Is that a
never turned up.pretty robust estimate? Are you going to tell me that

you will come in for income current receipts at
Chairman: He is coming back on Thursday.422.8?

Mr Mudie: I am hoping that the old promise will
turn up this year.Mr CunliVe: I think exactly the same applies.

Chairman: Could you tell Mr O’Donnell before
Q151 Mr Mudie: Which is, you are not going to Thursday?
tell me.
Mr CunliVe: We are now nine months into the year. Q157 Mr Beard: The IMF has warned in the spring
These are, I think, extremely robust forecasts. that the sheer speed at which we are trying to spend

in the public sector risks ineYciencies. Do you think
that explains the 7.5% inflation rate in the publicQ152MrMudie:What is that increase in percentage
sector that we are suVering this year?terms—pretty robust? Which percentage is it either
Mr CunliVe: If I can just say, on the 7.5% impliedway?
inflation rate, as my colleague Mr Stephen said, inMr CunliVe: I think these will be well within the
answer to an earlier question, we think there is a realstandard error for forecasts made in the autumn for
issue here about the measurement of outputs in thethe remainder of the year. Well within.
public sector; about capturing quality increases in
outputs, about capturing the full range of outputs

Q153 Chairman: A question which I think is and about capturing investment in future capability.
germane to what George was asking is that, given So I think that 7.3% public sector deflator figure falls
that you have told us about the change in the out of a measurement of public sector outputs that
relationship between growth and tax revenues over we do not think is accurate and around which we
the past years, do you not think it would be helpful think there are significant problems and that is why
if you published more of your modelling work? You the review under Tony Atkinson has been set up,
publish the economic model so why do you not reporting to the national statistician. I do not know
publish the model of the flow of tax? That would if you want to say something about eYciency.
help George and others? You do not do that. Mr Stephens: In terms of planned spending
Mr CunliVe: We have published some work on increases, these have been carefully planned and
particular taxes but we do not publish the public they derive from the work done in the Spending
sector finance projections. Review 2002. In the case of the Health Service they

were based upon the report done by Derek Wanless
published at the time of Budget 2002, which lookedQ154 Chairman:Why do you not publish the model

about the flow of tax? That helps with the point that at what needed to be done to bring health spending
and health services up to the European average, andGeorge has made.

Mr CunliVe: We publish the Treasury economic looked specifically at the issue of what was an
acceptable rate of growth in spend. The levels ofmodel, but as you can see diVerent people use it to

come up with very diVerent results, and we do not spending increase set for the health service, in
particular, reflected the conclusions of the evidenceactually publish the full Treasury economic model.
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that Derek Wanless looked at. Clearly, it remains Q162Mr Beard: Is this not a maggot at the centre of
the fiscal apple, that the whole thing is in doubt as aimportant that departments plan their spending

eYciently and use this productively and in a value- presentation of the present fiscal position, while that
big uncertainty in the inflation rate and the rate offor-money way. We have a number of measures

including the PSA targets to ensure that that growth of public spending is there?
Mr CunliVe: I think you have to look, to somediscipline remains on departments.
extent, at the gearing here. If that rate of real output
was higher or significantly higher, the impact it will

Q158 Mr Beard: If you do not accept 7.5% as the have on GDP growth, I do not think, would be such
public sector inflation rate, what sort of inflation to throw out our calculations of the output gap in a
rate do you believe the public sector is being material way.
subjected to?
Mr CunliVe: I think that is the reason why we set up

Q163 Mr Beard: With the public finances in thethis review under Tony Atkinson to look at this
present situation, how easily are you going toissue. It is, as Mr Stephens said, quite a complex
control public spending growth in the next year, orissue. A number of countries do not try to measure
in the forthcoming Spending Review? There is a lotpublic sector outputs, what they simply do is take
of vagueness about it.real inputs and assume that real inputs represent real
Mr Stephens: As you know, we have published fixedoutputs. This is work which, if you like, is at the
three-year plans for departmental spending—theforefront of statistical measurement. I do not think
DEL limits; we forecast AME spending twice-yearlyI have an answer to that question.
and we published a fresh, revised forecast in the
PBR. That reflects our plans and our forecasts for
public spending, and we are confident that we expectQ159 Mr Beard: It is also at the forefront of policy,
to deliver on those plans.because if the inflation rate is at this sort of level the

implication is that the pressure on fiscal policy is not
due to a surge in real spending but due to a surge in Q164 Mr Beard: Even though you do not know
internal inflation. whether the plans are variable to 7.5% or 5%
Mr CunliVe: I agree entirely that the increased inflation?
spending in public services or the investment in Mr Stephens: The departmental plans are set in cash
public services, particularly health and education terms, eVectively, so that they can set a nominal
where these problems of measurement are most amount and departments are expected to meet those
manifest,means it is a priority to get this review done nominal budgets.
and to get a better understanding of this issue. I
think we know enough about the way outputs are Q165Mr Beard:They will not be able to if the public
measured to produce that 7.3 figure to know that sector inflation is high; they will be less able to meet
there are areas of significant measurement error. We what they are intending to do than if the inflation is
drew attention to some of them actually in the PBR low, will they not?
document. Mr Stephens: Departments are expected to manage

within those budgets and to deal with pressures,
including cost pressures within those budgets, toQ160 Mr Beard: The Treasury is predicting growth
take action to manage down those pressures and toin nominal government spending of 10.5% this year,
ensure that in, for example, the way that theybut real growth of 3.25%. If, as the Treasury seem to
procure goods and services they are doing so in thebelieve, the level of cost inflation in the public sector
most cost-eYcient and value-for-money way. Weis overestimated, which is what you are implying by
believe that fixed three-year budgets provide anwhat you have replied, does that not mean that the
important incentive to departments to manage theirreal rate of government spending is being
resources eYciently.underestimated?

Mr CunliVe: Yes. The rate of spending is a nominal
Q166 Mr Beard: What you are saying is that theyconcept, but the real outputs for that nominal
will keep to their nominal budgets but you are notspending is being underestimated, yes.
quite sure what they will get from it when they have
spent it, because the inflation rate will change what

Q161 Mr Beard: If the real rate of growth in the exactly they are getting?
public sector has been underestimated to any Mr Stephens: We have also set clear outcome and
substantial extent, which is the implication of what output targets for departments. One of the issues
you are saying, that must have an impact in the around the measurement of government output that
larger picture on the output gap, must it not? we were highlighting earlier is that a lot of those
Mr CunliVe:Yes. This year we are assuming that the positive outcomes in terms of improvement in the
contribution from government consumption and quality of public services that the Government is
investment to growth is around 1%. We are looking setting out to achieve and has set departments’
at 1% next year and, I think, ²% the year after (and targets to achieve are not actually reflected in the
those are in real terms). So to the extent that real global measures of government output, but we have
outputs are higher, that would aVect the growth of very specific targets for departments to achieve in

terms of public service outcomes, in terms of health,the economy.
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in terms of improved health outcomes, in terms of Mr Stephens: The AME margin is set for exactly
that purpose.improved patient experience, in terms of improved

educational attainment, and theGovernment puts in
a great deal of eVort and publishes full information Q172 Mr Beard: But it is not there anymore.
on the achievement against those targets, so that the Mr Stephens: Indeed. It has been drawn down. In
public can see and judge where the money is going that sense, it is fulfilling its purpose.
and what performance is secured for it.

Q173MrBeard:But you have two years to go. These
Q167Mr Beard:Given that you have got an average are the margins for next year and the year after.
7.1% growth in health spending in the coming years, Mr Stephens: Yes, but we have also factored in the
and expected growth of 6% in real terms in education cautious assumptions that others have referred to in
spending, what sort of constraints have been placed the public finances, and of course we will be
on other departments that are not so well-endowed? reviewing the forecasts, reviewing the assumptions
Mr Stephens: Well, the average rate of increase and the way in which they are managed, again, in
across all departments is, I believe, of the order of the Budget.
just under 5%. That historically is a very high level
of increase for all departments. TheGovernment has Q174 Chairman: How can you factor in something
clearly signalled, not surprisingly, that health and from nothing? There is nothing left, so how can you
education are its priority areas, but in the current factor in things from nothing?
Spending Review period through to 2005–06 the Mr Stephens: That is exactly the purpose of the
Government’s prudentmanagement of the economy margin—to be there to be used up.
and public finances earlier has allowed significant
increases for other priority and other departments Q175 Mr Fallon: Mr Stephens, any reallocation
as well. from current account to capital account helps the

Government meet its golden rule, does it not?
Q168 Mr Beard: So what are the projected rates of Mr Stephens: The golden rule is scored against
growth of departments like Transport or Social current spending, yes.
Security?
Mr Stephens: Transport, I believe, from memory, is Q176 Mr Fallon: Can you answer my question: any
projected to grow at a significant rate of around 7- reallocation that might happen from the current
8%. I do not have the figure to hand on Social account to the capital account will help the
Security, and that is indeed managed in the AME Government meet its golden rule?
area on an annually managed basis. Mr Stephens: Indeed. The golden rule is scored

against current spending.
Q169 Mr Beard: Where is the low growth going to
come, if you are saying Transport is going to grow Q177Mr Fallon:What attempts are you aware of to
at the same rate as the health service? reallocate from the current account to the capital
Mr Stephens: In other area of public services growth account?
is closer to trend. All of this reflects the priorities and Mr Stephens: The allocation of spending to the
political choices of the Government, as you would national accounts aggregates are, in the end,
expect, rather than just projecting all increases determined according to national accounts
forward at an equal level. principles and decided ultimately by the OYce of

National Statistics, independent of theGovernment.
So it is not a matter for the Government to chooseQ170 Mr Beard: The Institute of Public Policy
to switch the classification of a particular item ofResearch has suggested that some spending
spending from current to capital. There are switchescommitments, such as help given to local authorities
that go on on a regular basis that reflect changes innext year, are not included in the spending figures for
substance in the nature of the spend or changes in the2004–05. Sowill the spending figures be subject to an
view that professional statisticians take of thatalmost inevitable drift upwards, as these figures start
spend. That is something which goes on all the time,getting factored in as we approach the Budget?
but it is not something where the Government canMr Stephens: I am not aware of what specifically
choose, on its own authority, simply to reclassify onethey might be referring to there. Over the past year
area of spend.the Government has given significant additions to

local authorities. It announced further additions, I
think, amounting to about £420 million in the PBR Q178Mr Fallon:Have you read the Annual Charges
on top of additions announced in the summer, and Review published by theOYce of theRail Regulator
both of those are factored into forward forecasts. this month?

Mr Stephens: I have not read the full review. I am
aware of the publication of that review.Q171 Mr Beard: Finally, the Budget is nine months

past but the Treasury has virtually emptied all of the
annually managed expenditure margin for both next Q179 Mr Fallon: Are you aware of paragraph 18 of

that review?year and the year after. It is set at zero.What is going
to provide a buVer if demands increases as rapidly as Mr Stephens: I think I know what you are

referring to.you are expecting?
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Q180Mr Fallon:Letme help you here. I quote: “Ten accounting form is attached to the substance of that
treatment. I should be clear; there are a number ofdays before the publication of this document, the

Department for Transport and the Strategic Rail areas, in respect for example of single use military
equipment, where that is, for example, scored asAuthority made a joint submission to the Regulator

in which they explained for accounting reasons it current expenditure in the national accounts
although, on commercial principles, it would countwould be desirable for the SRA, in future, to

increase the amount of money it pays in grant to as capital expenditure.We are simply trying to apply
national accounts principles in a principled andNetwork Rail, allowing access charges to be set at a

lower level than in Table 3.” Is that right? consistent way here.
Mr Stephens: Yes. The issue here is that the Rail
Regulator, in setting the budget for Network Rail, Q182 Mr Fallon: Was the Treasury aware of this
recognises that a substantial increase in capital last-minute submission?
expenditure by Network Rail is required. Because of Mr Stephens: We have been, as you would expect,
the nature of the financial flows within the rail involved throughout the Rail Regulator’s review
industry Network Rail is funded through a mixture and involved with the Department for Transport.
of network grant, which is a capital grant from the
Government, from the SRA, and track access Q183 Mr Fallon: Did you ask the Department for
charges paid by the train operating companies Transport to make this change?
which, because of the nature of the guarantees given Mr Stephens: As I say, we have been involved
by the Government in the case of increases, are also throughout the review, working with the
100% funded by the Government. The Regulator is Department for Transport and, obviously, rightly
saying that what he is setting requires a substantial concerned to ensure that the substance of the
increase in capital expenditure by Network Rail; the planned increased in capital expenditure that the
issue here is whether the accounting form follows the Regulator considers necessary is reflected in the
substance of the expenditure, and it is clearly correct accounting form.
desirable that the accounting form should follow the
substance. The substance is capital expenditure, and Q184Mr Fallon: So it was you. Finally, just clear up
it is desirable that that is scored and recognised as this issue of publishing the whole of Government
such, but whether it is or whether it is not is the accounts. Is it true you have delayed it for another
subject of examination not by one but two year?
independent authorities: first of all, the Rail Mr Stephens: Yes, it has been delayed for a year.
Regulator himself, who is independent and who That is primarily due to extra work that is required
needs, first of all, to classify this as capital to take into account the impact of the newprudential
expenditure, and agree the arrangements for the regime from local authorities’ borrowing.
financial flows, and, secondly, it needs to be
recognised as—in the case of an increase in the

Q185MrFallon:The eVect of thatwill be to defer thenetwork grant—a capital grant by the national
inclusion of Network Rail’s debts. Is that right oraccounts authorities, the ONS.
not? Is that right or not?
Mr Stephens: The issue of Network Rail’s debts and
the Government’s fiscal position turns on nationalQ181 Mr Fallon: Why was it then, that just 10 days
accounts. TheGovernment’s fiscal position is judgedbefore his review was to be published the
on national accounts. It is well-known that for theDepartment for Transport made this emergency
purposes of national accounts the ONS has judgeddemand that they actually increase the amount of
that Network Rail is in the private sector and,money that they pay to Network Rail in grant? That
therefore, the debts do not count for the purpose ofwas, surely, simply to help the Treasury meet its
national accounts. Equally, applying commercialgolden rule? You asked them to fiddle the figures just
GAAP principles, the Comptroller and Auditorbefore it was published. If they had not done that it
General judged that they were an element of thewould all have appeared on the current side and your
SRA’s balance sheet, and if we continue to applygolden rule would have been inmore danger of being
those principles to the production of whole ofbreached. Is that not right?
government accounts then at that point they wouldMr Stephens: The Rail Regulator’s review was
be consolidated into whole of government accounts.published after the PBR, so I should be clear that it
There will, of course, continue to be, because theyis not factored into the figures, although the
are produced on diVerent principles, a number ofGovernment is committed to meeting its financial
diVerences between whole of government accountscommitments as a result of the Regulator’s review.
and national accounts, but the Government has saidThe Regulator’s review has been a long and complex
that it expects to continue to set its fiscal rules and toreview which he has conducted independently and
be judged in terms of its fiscal performance againstthe conclusions of which were unclear until the late
national accounts which are the internationallystages. All the representations from the DfT and the
accepted norm for these purposes.SRA have been concerned with are to ensure that,

given the conclusion by the Rail Regulator,
significant additional capital expenditure is required Q186 Mr Fallon: I just want to be clear that the
by Network Rail and, given that this is going to be Network Rail borrowing, which the Comptroller

has said must appear on public accounts, will notfunded by the Government, that the correct
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now appear on public accounts for a further year Mr Lewis: I do not want to pre-empt when ministers
and will not appear until 2006–07. That is the will come to a judgment on the back of information
position, is it not? that is provided through the consultation process. I
Mr Stephens: They appear on the SRA accounts, think in both of the reviews that you havementioned
which are published and available. The whole of what we have set out is a timetable for the
government accounts is an important and complex publication of information for transparency and the
development which we hope will improve the principles on which the Government is investigating
transparency of public accounts generally, but as I the issue. Ultimately, then, once that is done it is a
say they will not be the basis on which the matter for ministers to take decisions in the context
Government’s performance in public finances and of the normal Budget process, consistent with a
its fiscal position is judged, which will continue to be timetable that would allow them to do that, but that
on national accounts principles. is a matter for future Budget judgments.

Q187 Mr Cousins: I wonder if I could ask Mr Lewis
Q189 Mr Cousins: There is a suggestion that thewhen he expects the Government to reach a
proposed changes in the taxation of pension fundsconclusion on Real Estate Investment Trusts and on
(by “pension funds” I amhere referring to individualthe changes in tax liability for domiciles?
pension funds not collective pension funds) meansMr Lewis: On Real Estate Investment Trusts we
that people will be able to put buy-to-let propertiessaid, when the timetable was kicked oV in the Budget
into a pension wrapper from April 2005. Is thatthis year, we were interested in looking at measures
correct?to improve the eYciency and liquidity of the
Mr Lewis: There are proposals in the Pre-Budgetproperty investment market, and since then we have
Report for changes to the regulatory environmenthad a number of representations and information
for pension funds. Then there are also the proposalsprovided by the industry and others. That coincided
for the simplification of the pensions tax regime,with the interim report of the Barker Review, which,
where there is a similar timetable of consultations.in parallel with the work we have been doing, made

a recommendation that this proposal was one that
should be given some consideration by the Treasury.

Q190 Mr Cousins: So what is the answer to mySo bringing those together, we are now saying in the
question?pre-Budget report that we are in a position to be able
Mr Lewis: I am sorry, the question on—to move forward to a formal consultation process

beginning in the Budget. Those consultation
processes, under Cabinet OYce rules, we run for 13 Q191 Mr Cousins: Will it be possible for people to
weeks and then ministers beyond that—there is no put buy-to-let properties in an individual pension
firm timetable—can make a decision based on the fund pension wrapper by April 2005?
information that has been generated from the Mr Holgate: I do not know, is the answer to that.We
consultation process. On the residence and domicile will have to come back to you on that.
review, that is also progressing well. We issued a
background document in the Budget and we have
been holding a number of sessions with individuals Q192 Mr Cousins: That is helpful. Mr Holgate, I
with an interest or who may be directly aVected by wonder if I could turn to you. Flat-rate local housing
changes in the rules. We give a very brief report in allowances particularly figured in the Pre-Budget
the document here about the progress that is going Report. Howmuch do you propose to save in public
on on the back of that document. As you know, it spending by the introduction of flat-rate local
raises some very fundamental questions about the housing allowances?
nature of the Income Tax regime in a world in Mr Holgate: I do not think there is any proposition
which labour markets are becoming more that we should be saving money through those
internationalised, where there is greater mobility of allowances.
labour, particularly into particular sectors of the
economy, and it also looked at how the principles of
fairness can be applied to people who may not be Q193 Mr Cousins: What will the variation be in
domiciled in the UK but may be resident for a long terms of your own policy thinking about flat-rate
period of time. It raised these issues alongside some local housing allowances? What will the acceptable
international comparisons of how similar principles variation be across the country?
are dealt with in other countries. So it is a rather Mr Holgate:That is the sort of thingwhich the pilots
complex issue. We have had a number of sessions which are starting in both the private sector and, in
with interested parties, and what we have said in the due course, the social sector will help us judge.
Pre-Budget Report is that we will move forward for Essentially, I think, what you are driving at is that if
a formal consultation on specific options when that we simplify the system there may be some disparities
process is complete. between areas that are brought into one new area if

a local housing allowance spreads across a broader
area than currently, and that is the sort of thingQ188 Mr CunliVe: Do forgive me. That is all very
which we are having to see how that works as thesehelpful, but I did actually ask you when, and I am

no clearer. pilots roll out.
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Q194 Mr Cousins: You have two pilots already, one build-up of cost. Do you accept that it is the non-
labour component of public sector costs that is risingin Blackpool and one in Lewisham. What is the

variation in the flat-rate of housing allowance more rapidly than the labour component of costs?
Mr CunliVe:My initial interpretation of that work isbetween Blackpool and Lewisham?

Mr Holgate: Those are a long way apart so it is very actually that the thing they have which they call
“non-labour costs” is simply a residual, and if youunlikely that there will be a national local housing

allowance; they will be in diVerent areas. had better measurement of outputs you would be
able to understand better what was going on.

Q195MrCousins: Indeed, therewill be flat-rate local
housing allowances in diVerent areas. You are Q201 Mr Cousins: Obviously there is no point in
unable to give me any guidance on what the pursuing this now but would you be kind enough to
projected diVerential might be. I am now asking you give us your more technical thoughts on that issue?
specifically, in the case of the two pilots which are up The Lyons Review. I do not knowwho amongst you
and running, one in Blackpool, one in Lewisham, deals with the Lyons Review. Mr Stephens. What
what is the diVerence between the flat-rate housing view do you take about the interim report of the
allowance in each location? Lyons Review?
Mr Holgate: I do not know what the local housing Mr Stephens: As the Chancellor set out in the PBR,
allowances are pertaining on each occasion, but they he believes that that has demonstrated that we are on
will have been drawn from the rents prevailing in track on achieve what he set as a target of moving
both those locations. 20,000 jobs from London and the South East, and

that there may be further opportunities to move
more jobs and enhance public service delivery andQ196 Mr Cousins: I know how they will have been
regional growth.drawn, I am asking you what the diVerence is

between Blackpool and Lewisham.
Mr Holgate: I do not know. Q202 Mr Cousins: Are you aware that in the Lyons

Review the largest government department that has
no employment presence outside London and theQ197 Mr Cousins: Could you tell me at a later date?
South East is, in fact, the Treasury?Mr Holgate: Sure.
Mr Stephens: Yes.

Q198 Mr Cousins: Mr Stephens, yesterday we had
Q203 Mr Cousins: You admitted it from your replysome discussion on the fact that in terms of public
to my earlier question. That was a shame. What aresector costs and their rising it is the non-labour
you going to do about it?component of costs which appears to be rising most
Mr Stephens: I shouldmake it clear that amongst therapidly. Is that an analysis you would accept?
Chancellor’s departments as a whole they haveMr Stephens: I think this comes back, I think, to
significant areas of employment outside London andissues of measuring government output, which we
the South East.have looked at recently. As a proportion of

government spending, the proportion on non-pay
costs has risen—you are correct. Q204 Mr Cousins: I did not ask you about the

Chancellor’s departments, I asked you about the
Treasury.Q199 Mr Cousins: Thank you. That would be
Mr Stephens: The Treasury has committed staV toentirely unsurprisingly and hardly worth asking a
support regional oYces. It is reviewing its ownquestion about. I am asking you, do you accept the
position. It is by the nature of the Treasury a central,analysis that has been given to us by other people
strategic department, supporting the centre ofthat it is the non-labour component of pubic sector
government and supporting ministers. That doescosts that has been rising particularly rapidly,
imply a number of constraints on its own position.compared to the labour cost component of public

spending?
Mr CunliVe: If you are referring to the Goldman Q205 Mr Cousins: So you are not going to move
Sachs article—I know you saw David Walton— anyone?
whichwe have looked at, I do not thinkwe do accept Mr Stephens: I did not say that.
that analysis.WhatGoldmans didwas a comparison
of cost increases, private sector to public sector,

Q206 Mr Cousins: Because you are a central,deriving them from diVerent points. What I find
strategic department you are not going to movediYcult with that analysis—and I have read it very
outside London?carefully because I have a great deal of respect for
Mr Stephens: I did not say that. I said that we areboth Walton and Broadbent—is that it does not tell
reviewing our own position, as we are expecting allyou what the outputs were.
departments to do.

Q200 Mr Cousins: I am not asking you about
outputs—the Committee has had a rehearsal of the Q207Mr Cousins:Howmuch cheaper would you all

be if you were relocated to Hartlepool?issue of outputs—I am simply asking about the
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Mr Stephens: I do not know the answer to that. Q215 Mr Cousins: So it was not worth repeating in
the context of a section that actually deals with ISA
allowances?Q208 Mr Cousins: Do you not? You are going to
Mr Holgate: The section that deals with Individualinstitute all these local pay scales; you must have
Savings Accounts comes under “Promoting Savingsome idea how much cheaper you would be if you
and Assess Ownership”, and it explains that ISAswere relocated in Hartlepool.
are doing certain things that we would want themMr Stephens: The Treasury is not responsible for
to do—setting local pay rates. The point is that that

calculation requires not only taking into account
pay rates but, also, the additional costs that might Q216 Mr Cousins: So they are doing so well there
come fromwhateverwas necessary to ensure that the ought to be less of them in the future?
Treasury continued to deliver what it is there to do Mr Holgate:No, they are doing moderately well but
and to support ministers. we do not have to set the limits where they currently

are for them to carry on doing what they are doing
moderately well.Q209 Mr Cousins: So in the case of moving the

Treasury, you would not save any money. You are
unique amongst departments. Not only are you the Q217Mr Cousins: So not only are they doing so well
largest department with no presence outside London there ought to be less of them in future but in the
and the South East, but it would actually costmoney future there will be a stronger bias towards equities.
to move you because you are so important. Do I Mr Holgate, is this part of your financial advice—
understand you correctly? that we should all be in equities?
Mr Stephens: No, I did not say that. This is Mr Holgate: You are referring back to my evidence
something that we keep under review and are on the Child Trust Fund where, as you rightly say,
considering. I do not have to-hand the specific cost we have a presumption that themajority of investors
figures that you want, I am afraid. would want to invest in equity vehicles. That is right.

Q210 Mr Cousins: Could you do an exercise for us Q218 Mr Cousins: In fact, in ISAs the majority of
and tell us how much cheaper you would be if you people do not invest in equity vehicles.
were relocated to Hartlepool? Mr Holgate: There is a spread between cash and
Mr CunliVe: If I could interject on one point, here. equities.
The Treasury as a department is relatively small, I
think at about 1,000, compared to the rest of

Q219 Mr Cousins: And the cash is bigger, is it not?Whitehall.
That is the bit you are cutting, is it not?
Mr Holgate: Well, if the ISA limit is down to £1,000

Q211 Mr Cousins: In the Lyons Review the figure is for cash, then that is still a reasonable sum of money
just a little short of 8,000 people. and it is still more than many, many people have in
Mr CunliVe: For the central Treasury? liquid savings anyway.

Q212 Mr Cousins: Yes. That is the Lyons Review Q220 Mr Cousins: Is it the case that the biggest
figure. One of the things, perhaps, you ought to keep component of ISAs is the cash ISA, and that is the
under review is what your reviews are producing. one you are choosing to cut?
Mr CunliVe:The point I was going to make, though, Mr Holgate: It is certainly the one that most people
was that in order to decide whether it is cheaper to use, yes.
go somewhere or to stay where you are, I think we
will do what other departments do which is not just

Q221 Mr Cousins: And that is the one you arelook at the cost of accommodation but look at the
choosing to cut.costs of the operation if we move part of the
Mr Holgate: Yes.operation outside. My point is that it is more to do

with the overall costs of the business operating with
part of it out of London than it is simply to do with Q222 Mr Cousins: So in the Budget Report you tell
the cost of accommodation in diVerent places. us what a success ISAs are but you do not tell us that

the component of ISAs that is most successful is the
one you are going to cut.Q213 Mr Cousins: That is very, very disappointing.
Mr Holgate: It is a question of what is the limit thatWhy were the reductions in ISA allowances not
you need to set in order to help people to save whatmore clearly recorded in the Pre-Budget Report?
they can aVord to save.Mr Holgate: You are referring now to Chapter 5

where we have a paragraph on ISAs.
Q223 Mr Cousins: So we should accept the
Treasury’s judgment on these matters rather thanQ214MrCousins:Youdo.But it is not obvious from

that paragraph you are actually reducing the the judgment of individuals?
Mr Holgate: No, individuals should choose to saveallowances.

Mr Holgate: The proposed reduction in allowances as much as they want to. The question is to what
extent a tax privilege should attach to that saving.was announced a long time ago, and it is not news.
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Q224Mr Cousins: So the tax privileges should be all Q233Mr Cousins: But that is numbers. You have to
infer it from the numbers.geared towards equities and reduced for cash.

Mr Holgate: Not necessarily, no. As you say, there Mr Holgate:You have to look at the change column
is both a cash and an equity vehicle. where there is a plus or a zero.

Q225 Mr Cousins: Why did you not make it clearer Q234MrCousins:What is the distributional eVect of
in the Pre-Budget Report that you were freezing the these changes in Child Tax Credit? How much
Child Tax Credit allowances that are for families money does freezing those allowances save the
with income? Government?
Mr Holgate: Well, we published a full table of the Mr Holgate: If we were to increase the family
new Tax Credit rates. element by the rate of inflation, which we take as

2.8%, then it would be of the order of £85 million,
I think.Q226Mr Cousins: Can you tell me where that is and

how it is explained?
Mr Holgate: On page 5 of one of our press notices.

Q235 Mr Cousins: In a full year?Press notice 2, page 5 of 8.
Mr Holgate: In a full year.

Q227 Mr Cousins: I wonder if you could pause a
Q236 Mr Cousins: And the other component?moment while the rest of us catch up. Down in this
Mr Holgate: I do not think I have got a costing forjungle, it is very hard to follow these things. So you
each and every one but there is a tax ready reckonerwould have to go to press notice 2 accompanying the
document that we also produce—at the risk ofPre-Budget Report to work out that some important
further confusion—which sets out the costs ofcomponents of the Child Tax Credit are being
indexation for quite a wide variety of taxes, taxfrozen.
reliefs and so on, and includes on Table 4 the directMr Holgate: You would have had some warning of
eVects of illustrative changes inmost of theWorkingprecisely that from the Budget document in April.
and Child Tax Credit elements. So my calculation
for the family element, which you asked for, leadsQ228 Mr Cousins: Really. What form would that me to conclude that it would have cost £85 million.warning have taken?

Mr Holgate: We set out on page 203 of the Budget
document inApril which elements wewere assuming Q237MrCousins:Do you think this is a satisfactory
indexation at various levels in the baselines going way of reporting to the public and to Parliament—
forward. So we said there that various elements of bearing in mind Child Tax Credits is one of
theWorking Tax Credit would be linked to the RPI. the Government’s flagship projects—how one

important component of that is actually being
frozen, not indexed and saving the Government aQ229 Mr Cousins: That one is actually in the Pre-
considerable sum of money?Budget Report?
Mr Holgate: As I have set out, we have specifiedMr Holgate: Yes, and the per child element of the
what assumptions about indexation were includedChild Tax Credit would be linked to earnings. For
for various parts of the Child and Working Taxthe purposes of Tax Credit those were the two
Credits in the Budget and we have also set out, Ispecific things that we mention there.
think quite clearly, what is happening to each of
those elements in the press notice accompanying

Q230 Mr Cousins: I am sorry, that does not answer the PBR.
my question of why it is not clear to us all that these
very important components of the Child Tax Credit,
which particularly aVect people on middle incomes, Q238 Mr Cousins: I do not know whether my
are being frozen. colleagues on the Committee would appreciate this
Mr Holgate: I suppose I would have to dispute your but I would appreciate all these bits of paper being
contention that it is not clear. We have never said— brought together so that we could actually see where

they are distributed across this incredible quantity of
paper that accompanied this year’s Pre-BudgetQ231 Mr Cousins: Could you tell me where it is
Report—goodness only knows how many forestsclear then?
were demolished to produce it—and where we canMr Holgate: We have never said that we were doing
actually find out that some of these importantanything else. Second, we have set it out in an
components to people on middle incomes of theattachment to a press notice, which a peculiar place
Child Tax Credit were actually being frozen.to put something if you wish to hush it up.
Mr Holgate: As I say, it was released in the press
notice.

Q232 Mr Cousins: Can you tell me how it is flagged
in the press notice? I have now got the advantage of
having the press notice in front of me. Q239 Mr Cousins: Could you put all those bits

together so we can see how we could have followedMr Holgate: Excellent. On page 5 we set out the
components of the Working and Child Tax Credits. it through?
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Mr Holgate: I do not think I have anything to add Mr Holgate:No. I think that is an unreasonable way
of putting it.to what I have said already, which is that we set out

what was happening to the Working and Child Tax
Credits— Q247 Mr Cousins: Come on. Page 203. Where is it?

Mr Holgate:The point is that we set out on page 203
Q240MrCousins:What are the distributional eVects the things which do have specific promises attached
of that change in the Child Tax Credit between to them. For the ones that are not there there are not
deciles of income? Who loses from that particular specific promises attached to them. Then we explain
freezing? in the press notice—
Mr Holgate: If you take account of increases—

Q248Mr Cousins: Exactly. The only way we work it
Q241 Mr Cousins: It is people on middle incomes, is out is because it is not there.
it not? Mr Holgate: Yes. Then, in the press notice, we
Mr Holgate: It is people on incomes, broadly— explain exactly what is and what is not happening, as
depending on the size of their family—between we are obliged to do, so that the Inland Revenue can
£35,000 and £58,000. get its systems right for next year. All of theWorking

and Child Tax Credit elements are set out here.
Q242 Mr Cousins: No, it is the fourth and fifth
deciles of income.1 Q249 Mr Cousins: Now that the Government hasMr Holgate: Yes. What they have lost by us not introduced these extraordinarily complex pieces ofindexing— tax credit architecture, and they are at the heart of

the Government’s policy for redistribution, do you
Q243MrCousins:And it is household incomewe are not think it is important that the hand is properly
talking about? declared about this so that we can see the
Mr Holgate: That is right. What they have lost is distributional impact of it and we can see where the
2.8% of £545 in a year. So they are getting exactly the Government is hoping to tweak things to save
same amount in nominal terms as they got last year, money?
if their income remains the same. Had we put the Mr Holgate: I think when it is a question of £15 in a
Family element up by 2.8% then over the year as a year, then setting out all the elements in the Child
whole they might have expected £15 more. and Working Tax Credit in the second press notice

that accompanies the PBR and the other major
Q244MrMudie:Could I just ask where on page 203 documents is not disproportionate.
Mr Cousins might be expected to start this oV?
According to you, it is explained on page 203 of the Q250 Mr Cousins:Mr Holgate, that is only the first
Budget, which I cannot find. I can find page 203 but year, is it not?
then there is the press notice. Could you point me to Mr Holgate: Yes. That is an assertion rather than a
the specific words that would enable Mr Cousins to question.
have picked this up last Budget time?
Mr Holgate: On that page we set out what is

Q251MrCousins:That is right. That is the first year.happening—
The £15 is the first year.
Mr Holgate: The first year.Q245MrMudie:Where? The reference to Child Tax

Credit is: “The Child Tax Credit will rise in line with
the annual increase in average earnings for the Q252Mr Cousins:And it continues in future years if
lifetime of this Parliament.” That is the one specific you do not index it, it gets bigger, does it not?
reference to Child Tax Credit. Where else is it then? Mr Holgate:Again, you are sort of makingmy point
Mr Holgate: That is the only place it needs to be for for me, which is to say that there are certain parts of
people to know that there are certain things which the Child andWorking Tax Credits which have clear
theGovernment is firmly intending to do, which is in trajectories attached to them and there are other
the baseline, and that is increasing the per child parts which do not, and the Family element is one
element of— that does not.

Q246 Mr Cousins: We have to infer that change by Q253 Chairman: I have got a couple of questions to
the fact that there is no explicit endorsement in here tie the event up. The Chancellor has informed the
of the fact that the family element is being indexed. Public Sector Pay Review Boards that the new
That is the only way we know—because it is not inflation target is 2%. Looking at wage negotiations
mentioned. Because something is not mentioned we generally, are employees not likely to feel that they
say “Aha”. are being asked to take a sizeable wage cut if

Consumer Price Index inflation is used by employers
1 Further analysis demonstrates that there are few if any in pay discussions while the gap between the two
households in the fourth and fifth deciles whose tax credits measures is so large?would decline in value in real terms between 2003–04 and

Mr CunliVe: Are you talking about the public2004–05. Such households would instead be found mainly
between the seventh and ninth deciles. sector?
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Q254 Chairman: He has informed the boards. Q257 Chairman:My last question is about achieving
the golden rule, which was mentioned earlier. InMr CunliVe: Or pay bargaining generally?
discussing the standard cautious case, you state:
“The average surplus in the current Budget in the
cautious case is no longer positive, although theQ255 Chairman: Yes.
Government is on track to meet its golden rule.”Mr CunliVe: If I can take the general point, I think
Does this statement actually mean that thewe have made the change now to the CPI at the
Government is not on track to meet the golden rulelower target for the Bank of England. That, I
on the cautious case?imagine, will be taken into account in pay
Mr CunliVe: I think we need to be clear. The goldennegotiations going forward. However, the way in
rule is and has, since the establishment of thewhich that happens, I think, will depend on how
framework, been set at the average annual surplus ofquickly the new target is established and my own
GDP over the cycle. We made that quite clear whenview is that I would imagine that there will be some
we reported on the golden rule, for example, innegotiation around inflation, as there already is in
Budget 2000. The test of the golden rule is whetherpay settlements, and around the change in the target
the average annual surplus, as a percentage of GDP,before it settles down.We have not, for the economy
over the years of the cycle is positive and that theas a whole, made a general assumption about how
cyclical element of the golden rule, which is tothe change to the CPI will be taken into pay
borrow only to invest over the cycle, by lookingnegotiations. I do not knowwhether youwant to say specifically over all the years of the cycle and thena word on the public sector specifically? dividing the surplus as a percentage of GDP by the

Mr Stephens: The Government has submitted its number of years in the cycle. That has not changed.
evidence to all the Pay Review Bodies, the There are two ways in which we apply caution in the
Chancellor has written as a courtesy to the Pay public finances. One is through the use of cautious
Review Bodies to let them know of the change in the assumptions, like setting the public finances on a
inflation target, so that is one of a number of factors growth rate of ®% below our central estimate, and
which they can take into account in their the other is a stress test to the public finances which
recommendations, but the overwhelming issue for is to assume that the relationship of the economy to
Pay Review Bodies is the need to recruit, retain and its trend level is lower than we thought, so that more
motivate workers in the appropriate sectors, and of a surplus would be cyclical and more of a deficit
that is the key issue which the Government is would be structural. That latter stress test is the
directing the Pay Review Bodies to consider. cautious case. The cautious case has never been part

of the framework of meeting the golden rule.

Q256 Chairman: In terms of Treasury forecasts, you
Q258 Chairman: On the stress test element then,have forecast no net rise in the savings ratio from its
your figures suggest that without policy changes thecurrent variable levels. Is a savings ratio below 5% a
golden rule, if it applied, would be broken if growthhealthy position for the British economy?
emerges in line with the cautious case. Are youMr CunliVe: I think you have to look at that in a
suggesting that in these circumstances the goldenhistorical perspective and you also have to look at
rule would be disregarded?why people might want to save more than the
Mr CunliVe: No. The cautious case does not aVectcurrent savings ratio. It is certainly true that in 1980s the amount of growth, the cautious case aVects theand early 1990s the savings ratio was higher than amount of growthwhich is deemed to be cyclical and

that. I think a number of things have changed: the the amount of growth which is deemed to structural.
amount of macro-economic stability in the economy It is a stress test that assumes that you have got the
has meant that people will feel they need to hold cyclical position of the economy wrong. So the
lower levels of so-called precautionary savings; the golden rule will be met if, at the end of the cycle, we
amount of credit constraint—the fact that have an annual surplus, as a percentage ofGDP.The
households now have much more access to credit— way we use the cautious case is, really, to say (and
has meant, again, that the amount of precautionary this is over the cycle and we are doing policy
savings probably needs to be lower, and then I think planning) “If we have mis-forecast the economy so
the shift in expectations about interest rates and the that more of the surpluses we are getting are cyclical,
volatility of the economy have also had that eVect. It and they will disappear, or more of the deficits are
is quite interesting that, if you look back to the early structural, and they will persist, how will that
1960s, for example, you find the savings ratio over position look because we will not build up the
that period fluctuated around 6%, touched levels of surpluses over the cycle that wewill need to deal with
4.5, 4.6 (roughly where we are now) and it was really the downturn?”We are now, on our estimation, two
only whenwe got into the high inflation period of the years or so away from the end of the cycle. I think
late-1960s and 1970s that those precautionary the cautious case is a very useful stress test that has
savings ratios shot up. So if you are saying can the enabled us to build up surpluses and to adjust policy,
economy function with a savings ratio of 4.8% or but it is not a way ofmeeting the golden rule one way
something of that order, it is not to me obvious that or the other because it deals with a cyclically
savings of that order is wrong andwe should go back adjusted current budget, whereas the golden rule is

on the current budget.to the average of, say, the 1980s and 1990s.
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Q259 Chairman: You say the golden rule will Q261 Mr Fallon: The Sub-Committee of this
Committee has oversight over Customs revenue andterminate in 2005, but if you report in March 2005
we expect to start work soon on the O’Donnellas opposed to October 2005 there could be quite a
Review. What has happened to that?material diVerence there.
Mr CunliVe: We expect the O’Donnell Review toMr CunliVe: I think we will measure the golden rule
come out in the New Year.when we come to the end of the cycle. I do not know

exactly when that will be.
Q262Mr Fallon:Can you help us a bit more on that?
I thought it was supposed to come out with the PBR.

Q260 Chairman: When you are going to announce Mr CunliVe: The O’Donnell Review is dealing with
the end of the cycle? a range of complex issues, and I think I expect it to
Mr CunliVe: We will do work on measures of come out in the New Year.
capacity in the economy, and when they show that,
on a very broad range of capacity measures, the Chairman: Again, if you could have some further
economy seems to be on trend, then I think we will information on that on Thursday that would be

useful to us. Thanks for your time this morning.announce that.
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Q263 Chairman: May I open the meeting by but still at a reasonable level; and house price
growth moderating. That is the picture of greaterwelcoming you, Chancellor, to the Committee.

Chancellor, your Pre-Budget Report presented a balance than we presented to the House of
Commons last week.generally very upbeat view of the outlook for the

economy, but as the MPC and the Governor of the
Bank of England always remind us when we see Q265 Chairman: With regard to the housing
them, forecasts are all about assessing risk and market, do you think there is going to be a soft
probabilities. What are the main risks you forecast landing?
for the future? Mr Brown: I have never used these phrases. The
Mr Brown: As I think I said when I gave the Pre- most important thing I can see is that we have said
Budget Report, which was only a few days ago, in the Pre-Budget Report that we expect house
there are clearly risks associated with both currency price growth to moderate, and there are pretty
movement and imbalances in the world economy, good signs that that is exactly what has been
it is too early to judge what the pace of the US happening.
recovery is going to be over the next period of time,
and there has been a disappointment about the rate Q266 Chairman: There has been a much sharper
of growth in the euro area. Therefore, as before, rise than expected in public borrowing this year.
there are considerable economic uncertainties. Your oYcial, Jon CunliVe, said when he was here
Equally, there are geopolitical uncertainties, which this week that it was “within the standard error for
we all know about, particularly since 11 September. fiscal forecasting”. Is that not a very weak and lame
That is why we will always be vigilant in what we excuse for the £10 billion overshoot?
do and that is why, as I think you will see when Mr Brown: I do not think so because what we have
we go through it this morning, the statements and seen in the last few months is a rise in the amount
the forecasts we make are made on cautious of money we have had to spend on Iraq, and indeed
assumptions. more widely on anti-terrorist activities. It could

hardly be foreseen two years ago, or even one year
ago, that the commitment to Iraq would have toQ264 Chairman: Do you think there are any risks

in the imbalances in the domestic economy? be so big. Equally, what you have seen is average
earnings on the revenue side growing at a slowerMr Brown: I think there is greater balance in the

economy now than at the time of the Budget; house rate than we had expected. I think you will find that
the final figures for last year and this year areprice rises and consumer demand, as again I said

in the Pre-Budget Report, are moderating and we coming in at something of the order of 3.5% or
3.6% compared with what had been previoushave always expected that, while consumer demand

and public investment had to be important motives forecast at around 4.5%. The rise in borrowing is
completely explicable. Equally, I think you have toof economic growth during the period when, first of

all, world trade had virtually stalled and therefore look around the world and you have to take a
proper international perspective on what isexport markets were very diYcult for every

economy and when of course there was very little happening. Our deficit, at its highest in the figures
that we announced last week, is 3.4%. The deficitsgrowth in the world economy as a whole and

manufacturing and industrial production was in Germany and France are above 4%; ours is 3.4%;
the German deficit is above 4%; the AmericanaVected, having gone through that period, we can

now see consumer demand and house prices deficit rises to 5%; the Japanese deficit is at 7%. In
fact, if you look for the next few years, themoderating, and we see the economy being able to

sustain more balanced growth. You can see in our American deficit remains at 5%, the Japanese
deficit remains above 5%, and our deficit goes fromprojections for the coming year that business

investment, which is already rising, rising even 3.4% and comes down, whereas these deficits
remain very high. I think you have also got to lookfaster; manufacturing output, which is already

rising, rising even faster; industrial output as a at this historically. In every previous economic
cycle the figures that have been recorded at thewhole rising faster; consumer spending moderating
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worst points for borrowing in the cycle are: in the Mr Brown: First, on the forecasts of growth, if we
had been, as indeed we were, meeting here just afterearly Nineties it was 8%, not 3.4%, and in the
the Budget and I had exactly the same questionsSixties, Seventies and Eighties the figures being
about the British growth rate for this year and yourecorded were 6 and 7%. In historical terms, to
or your colleagues—not you because I do not thinkhave fiscal policy supporting monetary policy
you were at that meeting—were repeating what theduring a period when there has been a world
independent forecasters were saying, whatdownturn and to have a borrowing requirement of
everybody else was saying about what was likely to3.4% is perfectly aVordable, and indeed our plans
happen to the British economy over the year, andare perfectly aVordable.
it is true to say that this Committee and some of its
members were sceptical about what we said about

Q267 Mr Walter: Chancellor, in your statement to British growth this year, in comparison with the
the House, and I think quite correctly, you said that forecast in the Budget and the reality now, people
we have had the longest period of peace time know that our forecast that growth would be 2 to
growth since 1870. However, the Governor of the 2.5% has been met. Equally, we are confident that,
Bank of England has argued that it would be as we look round the world at what is happening
unwise to expect that remarkable performance of as people move out of one of protracted period of
recent years to continue. He has pointed to the fact low world growth, there is going to be growth in
that the large margin of spare capacity that we had the world economy. On the question of exports,
in the early 1990s has now largely gone and that what has actually happened in the last two years to
the exchange rate trend is particularly unhelpful. It trade I think has been one of the most interesting
is almost inevitable, and I am quoting his word, features of this downturn, and therefore I think is
that there will be more volatility in both output and quite important to look at what happens as a result
inflation in the figure. Do you agree with the of this stalling of trade afterwards. Even in the
Governor? early 1990s when the world economy was in
Mr Brown: He is talking about the very things I recession, world trade continued to grow. Over the
was talking about at the beginning, that there are last two years, world trade has failed to grow in
global uncertainties and currency imbalances to one of the years, and then in 2002 grew for the first
which we have been subject. Since 1997, we have part of the year and then stalled in the second part
had: an Asian Crisis; a Russian crisis; an oil shock of the year, and so we have had a period of low
where the oil price when to $35; we then had an IT world trade growth. We think world trade growth
bubble that essentially was a bubble that burst and will come back relatively quickly. As far as the
caused huge problems for us; we had an American exchange rate with the euro is concerned, I think
recession with all of its eVects throughout the whole we are in a better position than we were a few years
of the world; we had the spill-over in economic ago and therefore I do not think it is an unrealistic
terms from the disastrous events of September 11th. estimate. I think the 6.75%, by the way, is volume,
We have shown, as a British economy, that, even but I stand to be corrected on that.
with these things happening, we have been able to
maintain growth. What the Governor was referring

Q269 Mr Walter: Let us look at it again andto was the likelihood that there will be continued
perhaps you could confirm whether or not that isand perhaps, in some cases on the currency issues,
volume. It says that there is a percentage changemore pressures upon us in the years to come. I do
on a year earlier but we are still looking atnot think anybody who studies economics or
eurozone growth in your forecast of 1.75%, whichpolitics can take anything other than a view that
is considerably more than that of the Europeanyou have got to be vigilant in the face of both
Central Bank, and a growth in UK export marketsunexpected and perhaps also unpredictable events
of 6.15%. Given the decline in the dollar, thatfacing your economy. The question, however, is:
surely must have some eVect on the diVerenceare we operating the correct monetary and fiscal
between 1.75% and 6.15%. What sort ofpolicy to deal with these potential issues, and I
assumptions are you making about the dollarthink we are.
exchange rate?
Mr Brown: I will ask Mr CunliVe to come in on the

Q268 Mr Walter: Just looking at your growth dollar exchange rate. I do not think we publish
forecasts, they tend to be higher than most others. these assumptions at all. I do not think it would
You are looking for 2004 at 3 to 3.5% growth and be wise to do so. As far as the euro growth rate is
for 2005 at 3 to 3.5% growth. The Bank is below concerned, there are a number of people who think
you, the OECD is below you, the consensus is the euro area will grow faster than 1.75% next year,
below you, all at below 3%. If we look at your and I have seen a number of forecasts that suggest
forecasts for the world economy, you are talking that euro area growth could be higher than that, I
about 6.25% growth in UK export markets, whilst think at 1.75%. Given that we have had 0.4%
at the same time indicating that eurozone growth growth this year in the euro area, people do expect
is only going to be 1.75%, and this is for next year. there to be greater growth next year and it is not
Given that 59% of our exports go to the eurozone, an unrealistic forecast for next year. As I say, as

far as trade is concerned, we expect trade to be ahow do you account for the diVerence?
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bigger feature of the recovery. Our exchange rate the £27 billion figure. I think it is an ABI figure
but it is not an oYcial government figure. I do notin relation to the euro area has improved since the

position we were in a few years ago. accept it.
Mr CunliVe That figure is for growth in the UK
export markets. The figure that we have in the PBR Q274 Mr Walter: Would you place a figure on it?
this year for 2003 is 3.75% and that is growth in Mr Brown: No, I would not place a figure on it and
UK export markets at a time when the euro area I think these figures change so much from time to
has been very depressed. If we think the euro area time, dependent on a number of things that are
growth is going to go from 0.5% to 1.75%, and going on in the economy. If you look at what has
remember this is UK export markets worldwide, it happened since 1997, millions of people have taken
is not unreasonable to think that the UK export out ISAs; there is a very considerable amount of
markets might grow by 6.5 to 7% next year. money. I think someone can give me the exact

figure that has been deposited in ISAs, and they
have been successful. At the same time, householdQ270 Mr Walter: What you are predicting is an
wealth has grown by 50% since 1997, mainly as aincrease in our exports to the eurozone?
result of the increased valuation of people’s homes,Mr Balls: We actually have world trade growth
but wealth has grown very substantially since 1997.overall rising by 4% this year and then 7.75% next
I will say that the ratio, by the way, is not theyear. We have UK export market rising by 3.15%
lowest it has been but it is higher than it was in thethis year and 6.15% next year. It is clearly the case
late 1980s and is rising; the money deposited inon our numbers that UK export markets are
ISAs is £120 billion, so it is a considerable amount.growing less fast then world trade overall. If you
The issue of course that has worried us all and oncome back to our budget numbers, we actually had
which we are trying to reach a consensus isworld trade and UK export markets rising at the
pensions.same rate. That would suggest, as you say, that the

fact that we have a slightly slower growth path for
Q275 Mr Walter:Why did you reduce the cash ISAthe euro this year and next is likely to mean that
allowance and why did you actually not make thatUK export markets are rising less fast than world
public that you were reducing it?trade overall. Despite that, we are still seeing a
Mr Brown: I will ask Mr Holgate to report on that.recovery in exports, as in the budget forecast. I
Mr Holgate: I think the interest in this has arisenthink in a sense your point about the slower path
from an observation alongside anotherof euro growth is reflected in a slightly slower path
announcement that the ISA limits are expected tofor UK export markets relative to world trade. The
come down from £7,000 and £3,000 to £5,000 andkey number is world trade recovering by 7.75%
£1,000. There is no new announcement on this.next year. By historical standards, that is the kind
That expectation was set out some years ago, andof growth rate we would expect to see.
this is merely continuing to be the assumption as setMr Brown: I do not think 7.75% is an unreasonable
out when the ISAs were first increased to £7,000, Ifigure, again looking back on past history, and
think. There is nothing new about that at all.particularly since world trade did stall for virtually

two years.
Q276 Mr Walter: So we can anticipate that ISAs
will disappear in a matter of three or four years?Q271 Mr Walter: Can I move on to a diVerent
Mr Holgate: I do not think that follows, not leasttack? The recent mix of record borrowing, slower
because they were given a 10-year pledge whenspending and the savings ratio—
introduced, so I think they will still be here forMr Brown: Can I just correct you? It is not record
some considerable time to come.borrowing. That is a complete myth.
Mr Brown: I am happy to give you a note on this
showing that this was known information in the

Q272 Chairman: Answer the question. public arena before the Pre-Budget Report. I will
Mr Brown: I thought that was the question. send the Committee a note on this.

Q277 John Mann: On capital spending in the publicQ273 Mr Walter: There has been talk of a £27
sector, forecasting in the final quarter a major surgebillion savings gap in the UK. Do you think that
in year-end spending, is it not about time thatthere is a major savings gap in the UK economy
Treasury got on top of more recalcitrant,and could you quantify it? Secondly, could I ask
antiquated government departments that do notyou this? You did not make the announcement in
plan their spending properly?your PBR publicly that you had reduced the cash
Mr Brown: Are you wanting us to spend more? AreISA allowance to just £1,000. Do you think that is
you insisting that more is spent on capitala good way of encouraging the less well-oV to save?
spending?Mr Brown: I think what we have done cumulatively

on savings is an encouragement to the less well-oV
to save. I think the introduction of the Baby Bond Q278 John Mann: What I am suggesting is that the

planning out of capital spending is yet again beingis a good way forward. The work we are doing on
piloting a savings gateway for people on low weighted to the year-end, which is an eYcient way

for you to plan spending.incomes is very important for this. I do not accept
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Mr Brown: Because we now have three-year at the problems that are likely to exist over a period
of time and to try to deal with them is veryspending plans, we believe that we are finding a

better way of getting round what was this end of important. In other words, it is not simply a
national employment policy that we are pursuing;year, last minute dash to get spending in before a

particular date in February and March. I think we it is also a local and regional employment policy
that is going to be important. As far as the barriersare dealing with that. The truth is that public

investment has been very low for a long period of to growth are concerned and how they can be
overcome for the longer term so that we can haveyears and departments were used to a situation

where, even when public spending on investment a higher rate in each region of sustainable growth,
you are absolutely right to identify planning as anhad been announced, it would probably be

cancelled at the next annual spending round. I issue. Perhaps the Committee may wish to go into
this in some detail at a later stage but there arethink we are now getting to the situation where we

are taking a more long-termist view of this; I think major reforms that the Treasury and the
Department of the Deputy Prime Minister arepublic investment has risen very substantially. The

contribution public investment is making to the involved in that are trying to make the planning
system more flexible, more able to respond, and ofeconomy is now recognised and we are talking to

departments all the time about how they can make course business planning districts are available in
your constituency and in other areas where you cansure that their investment plans go according to

plan. I think your point about departments getting have fast-track, physical planning decisions that
can actually help speed up economic growth. Init right is taken on board and I am sure every

member of the Select Committee is monitoring that addition, we have these 2,000 enterprise areas. The
one issue you did not mention in terms of bothindividual departments are saying exactly that to

them. growth and the labour market is skills. I do think
this is an increasingly important issue for the
British economy. We published the Skills WhiteQ279 John Mann: On pensions and company fund
Paper in the summer. We now know that there aredeficits, the Committee were led to believe that
five million adults without literacy skills and abecause of the identified data about the health of
larger number of adults without numeracy skills.corporate pension funds there would be a report
We have a number of initiatives to try and helpcoming. When I asked Treasury oYcials about this
those people who are unqualified to becomeon Tuesday, they appeared to be rather mystified.
qualified. The rate of unemployment forI wondered what the progress was on reporting
unqualified adult males of working age with noon this.
skills whatever is very high indeed, and so we haveMr Brown: Mr Holgate has done some work on
got to do something about that. The employeryour question. He is able to bring you up to date
training pilots that we have innovated, the modernon our question on Tuesday.
apprenticeships that are now expanding, the directMr Holgate: We will add this to the note that we
learning of the University for Industry, all theseowe the Committee from its Tuesday hearing. I
things are available, including the work of thehave learnt that there is a Pensions Statistics
Employment Service, to help people gain the skillsReview Committee that comprises industry experts
that are necessary. I think that all these initiativesand oYcials from various government departments.
are going to be important to your constituents.They have an action plan, you will be pleased to

know, and one of the action points is to consider
whether, and if so how, a statistical digest or fact Q281 John Mann: You have used fiscal incentives,

Chancellor, and I would suggest very successfully.sheet could be produced, bringing together all the
available pensions statistics. That is being taken I have had the largest fall in unemployment in my

constituency over the last year of any constituencyforward.
in Britain.
Mr Brown: I think that is due to the quality ofQ280 John Mann: We look forward to receiving
the MP!that. In my own constituency we are approaching

full employment. Indeed the identified problem is
going to be that for the first time in 40 years there Q282 John Mann: We have also had the lowest

intervention by the Small Business Service. Shouldwill be a general labour shortage. In identifying
what the levers are to growth, it would appear that we not be weighting far more towards fiscal

incentives and far less towards this rather old stylethe major issues are land, labour market flexibility,
planning and transport infrastructure. We tend to public sector intervention in terms of generating

jobs and growth?measure what is measurable. What intention do
you have to try to begin to identify how we measure Mr Brown: I think what you are saying about the

importance of small business creation is recognisedthese levers of growth so that in any short-term
downturn we can look to what to do to ensure that by the Government, more so than under the

previous government, if I may say so. Thewe remain at full employment?
Mr Brown: At a local and regional level, the encouragement that we are trying to give to small

business creation in areas that have traditionallyencouragement we are giving to the Regional
Development Agencies and to local employment been high unemployment areas can be seen through

the 2,000 enterprise areas. The encouragement weservices to look at the local labour markets, to look
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are giving to local authorities to involve themselves authorities. We will look initially at football
supporters’ trusts. We are not against doing furtherin helping small business creation I think is also

very important. You may have seen the growth work. We have been quite influenced by the work
of this All-Party Football Committee in the Houseincentive where a local authority that is involved in

helping create new businesses in its area will get of Commons, which has taken evidence from a
large number of people. That has revealed thatsome return from the National Business Rate

where previously there was no tax incentive for that there are some problems. We believe that football
clubs are very much part of the local community.local authority to be involved in that business or

small company creation. All these things are We are sad when we see a number of football clubs,
either through over-extending themselves or forincreasingly important. I think any constituency

that has high unemployment ought to look at the other reasons, getting into huge diYculties, and
that aVects community spirit and communitydiVerential rate of small business creation because

that is one of the important barometers as to activity. We are conscious that this issue of football
supporters’ trusts should be looked at first, and thatwhether they can increase jobs in the constituency

in the years to come. is what we are going to do.

Q283 John Mann: I have two final questions. On Q285 Chairman: Chancellor, I would like to ask
the North Sea, do we not risk a premature and you about the output gap. The Treasury’s optimism
unnecessary sharp decline in exploration from the of both growth and fiscal policy resets heavily on
existing players since the proposal is for new an estimate of the output gap, which is at the top of
players in the market? the range of estimates. When we on this Committee
Mr Brown: I think the incentives for existing asked the experts, they were all over the place as
players that we increased a year ago are very high to what the output gap is. Is there not a danger that
indeed now. We increased the capital allowances the policy is now resting too heavily on that
available to exiting companies in the North Sea, estimate?
and that is mainly the large companies, to develop Mr Brown: I do not think we are over-optimistic
new fields. We increased the overall tax rate in the about the output gap at all. I will ask Mr Balls, as
North Sea on corporation tax, but we put much of the Chief Economic Adviser to the Treasury, to
that money back by increasing the investment give us some information about Treasury thinking
allowances available in the North Sea. As far as on the output gap.
new companies coming into the North Sea are Mr Balls: The output gap we estimate to be around
concerned, we are conscious that to exploit some the same profile as at budget time, which is what
of the remaining reserves in the North Sea may you would expect because we have the same profile
require, indeed interest, a diVerent type of company for GDP for next year as at budget time. We have
from some of the big major players. It is to not really changed the overall shape of our
encourage them to come into the North Sea as new economic forecast. It is an output gap which, for
companies in the North Sea that we are oVering to the public finances, is based upon a cautious view
give them some incentive that would help cover the of the trend growth of the economy at 2.5%. We
cost of their exploration activities. It is an incentive use 3.75 for our overall economic forecast for just
to persuade new companies to come into the North 2.5%. There has been new information, which has
Sea, but clearly there were big incentives already arisen in the last few months as a result of the ONS
available for existing companies in the North Sea. revisions to the national accounts in the summer.

That showed, as we set out in box 2.4 in the Per-
Budget Report, that over the period 1997–2001, theQ284 John Mann: My final question is about an
actual trend of output growth in the UK economyindustry that is in major financial crisis at the
was not 2.6%, as we thought at the time of themoment, and that is the Scottish and English
budget, but actually 2.94%, with strongerfootball industry, which warranted eleven very
productivity growth in that period than we hadimportant words in your pre-Budget statement. Is
expected. We could have decided, on the basis ofit your intention to come up with some proposals
that history of 2.9%, to revise up our view of thein your consultation over football supporters trusts
trend growth, and therefore that would have led toto allow us to say what is, after all, a very
a larger output gap. We decided not to do that butimportant potential exporting earnings sector in the
to stay with our central view at 2.75, lower thanBritish economy?
2.9, and also to stay with 2.5% for further publicMr Brown: As for the state of the football industry,
finances, lower than 2.9. We made a deliberateobviously a number of decisions have just been
decision to ignore, if you like, the stronger evidencemade in the last few days about the access to
from the past and to stick with a more cautiousbroadcasting and football matches, and that will
view. That is why we ended up with this same pathaVect the economics of football in the years to
for the output gap and going forward. It is quitecome. As far as what we as a government can do,
conceivable, on the basis of the past and thesethere are some questions about the Inland Revenue
trends continuing, that it will turn out that growthtreatment of football supporters’ trusts that we
will be stronger in future trend terms and thereforehave to look at. There have been some questions
it may well be that we are being pessimistic aboutraised about football clubs when they go into

liquidation and their treatment by the public the output gap rather than optimistic, but we
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judged it would be imprudent and incautious to Q286 Chairman: Moving on to fiscal policy, in
November, the OECD talked of the danger of thetake that view at this time. There is a long

discussion in Annex A, which looks in detail at the UK fiscal arithmetic needing, as they says, a
“destabilising adjustment later on” in the absencelabour market, as to why, in the end, looking at the

range of factors, what has been happening of corrective action through the upswing. How do
you respond to those comments?to average earnings, to employment, to

unemployment, to capacity indicators, we were led Mr Brown: We are meeting our fiscal rules and will
to believe that the right judgment was to stay with continue to meet our fiscal rules. I think a lot of
the output gap path we have. There is clearly an this debate, if I may say so, has been quite insular,
output gap at the moment; it has closed steadily up partly because people are not focusing on levels of
to the period at the beginning of 2006. That is what borrowing that genuinely are taking place in other
underpins our forecast of 3.5%. Some people might countries, and the deficits in European countries
describe that as optimistic but I think, on the basis are now quite high; the deficit in America is indeed
of the data, you could actually equally make the a great deal higher and will continue to be a lot
case that it is pessimistic. We decided to continue higher for some years to come. First, from the
to take a cautious view. international perspective, people should see the
Mr Brown: May I just repeat the reference to box British position as being both sustainable and
2.4 on the National Accounts and trend growth? I prudent. Equally, at the same time, you need only
think this has relevance to the fiscal position as look at our figures in the historical context to see
well. While trend growth in the period 1997–2001 that at this point in the cycle they are relatively low.
was 2.94, our assumption is 2.75, but our fiscal I think part of the problem in this debate is that
projects are based on 2.5, and indeed for 2007–09 other governments in the past have held to a
our fiscal projections are based on 2.15%. I do not balanced budget rule; in other words, they expect
think we can be said to be anything other than either every year or over the cycle the budget to be
cautious about our projections for growth and how totally in balance or in surplus. A lot of the debate
we then build these into the fiscal figures. in this country appears to start from the
Mr Balls: May I just say one other thing, with your assumption that it is somehow wrong to borrow at
permission, Chairman? Until 1997, government in all. Our two rules are the golden rule, which is that
the UK did not publish estimates of the output gap current expenditure is covered by revenues over the
and they did not publish estimates therefore of the cycle, and the sustainable investment rule that with
cyclically-adjusted fiscal balances, and so it was not a low level of debt—and our debt is lower than
possible to reach a judgment as to where you were most countries—it is prudent to borrow for
in the cycle and what, adjusted for the economic justifiable investment expenditures. Therefore, to
cycle, the fiscal position was. We made a decision record figures where you do borrow is part of our
in 1997 to move to a new framework. We have kept policy because we wish to invest properly in the
with the same fiscal rules now for six and a half infrastructure of this country. There was a period
years. Throughout that period we have published when governments committed themselves to a
estimates of the output gap and also our full balanced budget, then towards a balanced budget,
estimates for the first time, which allow people to then to balanced budget over the cycle, then
judge, adjusted for the economic cycle, the towards a balanced budget over the cycle, then
underlying structural fiscal position. I do not think towards a medium-term balanced budget. Each
it is true to say that we rely more than in the past government that did that failed to meet their own
on the output gap or give the impression that that rules. The interesting thing about what we have
is somehow an imprudent thing to do. In fact, it is done and what we are able to report is that we
a far more transparent and open thing to do to continue to meet our rules, and we do so on the
provide people with the information. It is not basis of what I think is a prudent approach to fiscal
possible to run a fiscal policy which adjusts for the policy for the medium term.
cycle and gives you an underlying structural view
unless you produce in detail estimates of the output

Q287 Mr Fallon: Let us go back to your owngap. It has never ever been done before. If you look
failure, Chancellor, and the mess you have madeback to the late 1980s, the debate at that time was
of public sector borrowing. Perhaps you would justwhether you should revise the trend growth rate of
correct what you told the Chairman a few momentsthe economy in 1987, 1988 and 1989 from then
ago when you tried to explain away your £102.5% up to 3, 4 even 5%. That was a non-
billion error on what happened a year ago, that thetransparent debate, which was not reflected in the
forecast of £27 billion was actually made in Aprilbudget documentation because there was no
when the war had already started, not before itobligation at that time to publish estimates of
began. Would you also then confirm that Table 13trend. It is a strength of the system in the UK that
shows that the interest payments on your £10there is now an open public debate about the trend
billion mistake will be £0.5 billion this year, £1.6growth rate, the level of the output gap, when the
billion next year and £1.0 billion the year after, andcycle started, when the cycle ended. It is a more
so a total of £3.1 billion for your £10 billioneducated analytical and transparent approach to
mistake?fiscal policy, which leads to these debates, so I think
Mr Brown: I do not accept that for a minute. Youthat you should see it as strength rather than any

sign of weakness. are telling me—



9229512003 Page Type [E] 15-01-04 01:20:59 Pag Table: COENEW PPSysB Unit: 1PAG

Ev 44 Treasury Committee: Evidence

18 December 2003 Rt Hon Gordon Brown MP, Mr Ed Balls, Mr John Cunliffe, Mr Nicholas Holgate,
Mr Andrew Lewis and Mr Jonathan Stephens

Q288 Mr Fallon: You do not accept that you made Q291 Mr Fallon: Do you recall a document,
Chancellor, called Planning Sustainable Publica mistake between £27 billion and £37 billion?
Spending: Lessons from Previous Policy experience,Mr Brown: I do not accept that I made a mistake.
which you published in November 2000, threeYou are telling me that we could have anticipated
years ago?everything that was to happen in Iraq at the point
Mr Brown: I am not sure that I wrote everyat which we prepared the budget in March and
paragraph of that myself but I do recall that thereApril. I can tell you that the costs of the operations
was such a document,on terrorism, which are not simply Iraq but anti-

terrorism expenditure, have been higher than we
would have anticipated, higher than probably you Q292 Mr Fallon: You will recall the sentence: “By
would have anticipated, even with the gift of requiring policy to pass this ‘stress test’ the chances
hindsight. I believe that we are justified in reporting of repeating earlier errors are reduced
to the House that the overall bill over two years for accordingly.”
Iraq and for terrorism is substantially higher. I Mr Brown: Absolutely, and we have not repeated
think we are also right to point out, as I did, that past errors. If you want me to explain the diVerence
one of the reasons why the other side of the between past errors and the present situation—
equation, that is revenues, have been lower—
spending has been higher because of these things Q293 Mr Fallon: No. I want you to confirm that
but revenues have been lower—is because of what that is what you said about the cautious case. I
has happened to average earnings. As far as debt want to draw your attention to 2.74 of your own
interest payments are concerned, I think you would Pre-Budget Report for this last week where you
be the first to acknowledge that we have the lowest say: “Drawing on this margin means the average
share of debt interest payments as a percentage of surplus on the current budget in the cautious case
GDP since 1915 but the figure is around 2% of is no longer positive . . .” That means you are in
GDP. The previous government that you danger of breaking your rule, does it not?
represented was paying more out in debt interest Mr Brown: Our rule is the golden rule, Mr Fallon,
payments than they were putting into education as and we are meeting our golden rule and we are
a result of running such a high borrowing meeting our golden rule as reported in the PBR. We
requirement over a period of years and such a high are not breaking our golden rule. I saw some of the
level of national debt. We have rectified that questioning that was taking place earlier this week
situation where I think, for each of the three or four and I really ought to explain to the Committee that
years that we are reporting, debt interest payments the golden rule is achieved based on cautious
are around 2%. I just give the Committee the assumptions. What are these cautious assumptions
figures: 2001–02, £2.19 billion; 2002–03 £1.98 that I believe the Committee should take into
billion; 2003–04 £2.02 billion; 2004–05 £2.11 account? First, as Mr Balls was saying, we assume

for fiscal purposes that the growth rate is 2.5% and,billion, 2005–06, £2.04 billion, and of course the
as I said, in future years, after 2007, 2.15%.higher percentage reflects also estimates about what
Whereas we have evidence about growth trends ofare the likely interest rates in that period. I would
2.9, and we have an audited assumption of a trendcompare that with the 5%s and 4%s that were being
growth rate of 2.75, we are actually only assumingrecorded in previous years under your own
for fiscal purposes 2.5% and then, later in the year,government. I think our position on debt interest
2.15%. In addition to that and because our fiscalpayments is one of a high level of prudence.
projects are prudent and based on a cautious set of
assumptions, we do not include an allowance for

Q289 Mr Fallon: Will you also confirm, higher employment. Although there are 1.7 million
Chancellor, that the average forecast that the extra jobs in this economy, we have not taken into
Treasury has published this morning for next year’s account in any one of our projections since 1997
borrowing is £36.9 billion against your own the extra revenue we will get or the lesser amounts
forecast of £31 billion? of social security benefit that we have to pay. Our

oil price assumption is $24.90 over the course of theMr Brown: No, I do not accept that. Whose
year. The oil price at the moment is $29-$30, andaverage forecast is that?
of course that has a considerable bearing on North
Sea oil revenues. We do not make any assumptions

Q290 Mr Fallon: The average economic about indirect benefits from our spend-to-save
independent forecast that the Treasury published programmes. We have a pretty cautious VAT
this morning—Forecast for the UK Economy—for assumption where the VAT income as a proportion
next year’s borrowing is £36.9 billion, whereas you of spending falls by 0.5% a year and we do not take
forecast that as only £31 billion. Are you wrong into account privatisation revenues that are not
again? actually out there and explained as something that
Mr Brown: I think these may have been published is likely to happen. We have brought this from the
yesterday actually. When you look at the cautious past experience, we have brought it from the
assumptions that we make about borrowing, then projections that were made in the past. That is why
I would have thought that people will come closer you cannot make a comparison with the 8% deficit

of the early Nineties for two years when you areto our figure over the coming months.
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talking about a 3.4 deficit in Britain, which is very talked about the cautious margin. Through the first
phase of the economic cycle, when our rule was toconsiderably lower than other countries at the

moment and it is based on cautious assumptions. meet the golden rule adjusted for the cycle, we have
deliberately over-achieved in the early phase theThe cautious case is looking even more at what

might happen if, for example, we have misjudged golden rule. We did that by instituting a cautious
case, which was put in to ensure that in the earlythe output gap, but we need the golden rule. We

need the golden rule on cautious assumptions. Our phase of the cycle, when you did not know the path
to output and the revenue, you over-achieved.requirement is to meet the golden rule.
During that period, we were regularly criticised for
building up a war chest, for using cautiousQ294 Mr Fallon: But the surplus that you are
assumptions. The reason why we did that and ranforecasting to meet the golden rule is now, you will
I think the first run of three surpluses on netconfirm, within the oYcial margin of forecasting
borrowing since the 1960s was precisely so thaterror. It is also only possible, is it not, Chancellor,
over the whole cycle we could build up a marginbecause you have actually—and you have not told
in the early years so that if the world changed in theanybody this—changed the way you have added up
way that people did not expect, a global downturn,the surplus; you count current surpluses and
global patterns of tax revenue, you had built up adeficits as a percentage of GDP this year and you
margin for caution so that you could still meet yourare putting them in cash terms in 2005–06, which
fiscal rules. The reason why past governments haveconveniently gives you a larger number.
never been able, over the cycle, to meet their fiscalMr Brown: That is absolute nonsense. You really
rules is because they did not take that deliberatelyhave to be better informed. That is nonsense. I
cautious approach. What we are now doing in theknow that this was stated in the IFS report to you.
fiscal finances set out here is showing that post-
2005 we again build up that margin, so that by the

Q295 Mr Fallon: We took evidence on it end of the forecast period we again meet the golden
Mr Brown: And they also made an assumption rule on the cautious case. It is not something that
about the numbers of top-rate taxpayers that was you do after the fact; it is something you do in
totally false, and I hope the Committee will get an advance in order to build up a prudent margin.
apology from them for giving you completely Those paragraphs explain exactly why, having
wrong figures. But equally on this question of the done that, you can then meet the golden rule in the
0.2% of GDP, which is the margin, it is stated in cycle, which is what we are doing.
all our publications that this is the way we will
calculate it over a period of time. Perhaps I should

Q296 Mr Fallon: Chancellor, were you aware thatask Mr Balls to read out the publications that
your oYcials confirmed to us on Tuesday thatstate this.
government oYcials, for accounting reasons, askedMr Balls: There are two diVerent places, as we
the Rail Regulator at the last moment to switch railreference in the Pre-Budget Report. It may well be
funding from the current to the capital account inthat you do not always read the footnotes, but if
order to help you meet your rule and that becauseyou read the footnote 8 on page 34 and if the IFS
the Auditor General has now ruled that Networkhad read those footnotes, they also would have
Rail’s debts have to be shown in the wholespotted these references. First of all, on page 24, in
government accounts, oYcials have confirmed to usBudget 2000, when we assess the golden rule over
that you have now postponed publication of thosethe cycle between 1997 and 1999, we set out that
whole government accounts from 2005–06 tothe average annual surplus on the current budget
2006–07 when a future Chancellor presumably willwas 0.7% of GDP. Then in the book the Treasury
have to meet the bill?published two or three years ago on pages 162 and
Mr Brown: But you know perfectly well on the first164 we set out performance against the golden rule
case, Mr Fallon, that the decisions about thesince the early 1970s. In that document we stated
funding of Network Rail are a matter for thethat in each of the last two full economic cycles to
Regulator. We are not in a position to interfere1997 current spending consistently exceeded
with eth regulator.current revenue by an amount averaging over 1.5%

of GDP. The only time so far where we have
assessed the golden rule over a cycle in Budget Q297 Mr Fallon: He says he was approached by

oYcials.2000, we used the method of looking at the average
surplus as a percentage of GDP and then in the Mr Brown: There is obviously dialogue between the

Regulator and other bodies before he makes hisbook we publish where we set out how the
framework operates, going back over 30 years, we decisions, but you know perfectly well that these

are decisions that are made by the Regulator. Asalso use that methodology. The accusation that we
have changed our methodology is just untrue. It is for the fact that he has allocated or suggested an

allocation for capital expenditure, this has beenclearly referenced in the document for people who
want to read it on page 34. The other point is just happening since 2001 that capital expenditure is

regarded as important when looking at theto explain the cautious case, paragraphs 2.73 and
2.74, which you set out to explain exactly why we requirements of Network Rail. There is nothing

sinister about this at all. It is also completely untruehave done what we have done and why, in the
public spending document, you reference that we of course that the whole government accounts have
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been delayed because of the railway issue. We said Q300 Mr RuZey: Projections for public finances
are on the assumption that tax allowances andwe would publish whole government accounts

based on a series of pilots, and we hope to do so thresholds are indexed in line with inflation, as you
know. Would you agree that typically earnings risein 2005. That was the statement that we made. In

the Pre-Budget Report we said that, having looked by more than inflation?
Mr Brown: We are following exactly the policy thatat all the diYculties facing us, in particular the issue

of the prudential borrowing requirements of local was followed by the previous government, and in
fact the policy that has been followed since 1976.authorities, we propose now to do that in 2006. I

do not think there is anything sinister about that I thought there was an all-party consensus on
that policy.either. You may wish to look for conspiracy

theories, but the Regulator has the power to make
his announcements independent of government, Q301 Mr RuZey: Yes, but—
and that was how he was set up. Equally, the whole Mr Brown: There is an all-party consensus, thank
government accounts (a) are going to be published you.
for the first time and (b) are going to be based on
the best information available to us by getting the Q302 Mr RuZey: Your doing this in a spectacular
prudential borrowing requirements of local way means actually that a higher proportion of
authorities included in them. That is the proper people’s earnings fall into the higher tax bracket
explanation for what has happened. over the period covered by your Red Book for the

PBR. What was the income tax gross of tax credits
as a share of GDP last year?Q298 Mr Fallon:We are not looking for conspiracy
Mr Brown: I think there are figures available thatcharges. What we are looking for is more
Mr Holgate can give you.transparency, the answer to all these diVerent

fiddles, rather than you selecting assumptions that
Q303 Mr RuZey: Do you know, Chancellor, foryou want audited by the NAO is to allow the
2003–04?National Audit OYce free rein to audit any of the
Mr Brown: There are figures available that Mrassumption in your PBR that it chooses to do so.
Holgate is just going to give you.Why will you not let the inspectors into the

Treasury to sort this out and improve the
Q304 Mr RuZey: Are you familiar with thecredibility of the way you draw up these accounts?
contents of the table?Mr Brown: Mr Fallon, when we introduced our
Mr Brown: I am familiar that there are figures innew monetary and fiscal regime, you opposed our
the Pre-Budget Report that we are just about tonew regime. Our regime was the first time that the
read to you.National Audit OYce was brought in to audit the

assumptions. I have just gone through the major
Q305 Mr RuZey: These should be at yourassumptions audited by the National Audit OYce.
fingertips.
Mr Brown: I think Mr Holgate has these at his

Q299 Mr Fallon: You chose those. fingertips.
Mr Brown: They are: the trend growth rate,
employment, the oil price, indirect savings and Q306 Mr RuZey: So they are at his fingertips and
VAT assumptions. These are major issues that the not at your fingertips? That is very reassuring.
National Audit OYce now report to us. None of Mr Brown: The percentage of income tax as a
this was ever done under the previous government. proportion of national income, is that it?
That is one of the reasons why, of course, the Mr Holgate: It was 10.7% in 2002–03.
deficits went so high in the early 1990s, because
assumptions were built into the figures that were Q307 Mr RuZey: Yes, and it goes all the way up
never actually realistic assumptions. I think, when to 2008–09 in this table to 11.6. The significance of
you look at our assumptions on both growth, that figure is that there is quite a lot of fiscal drag
employment, oil price, VAT and privatisation, in that and the longer fiscal-drag continues, the
these are realistic assumptions and we have greater the impact each year as the higher rate
innovated by using the National Audit OYce. Of threshold, and I quote from the IFS, “moves down
course we can review this from time to time but I into the more densely populated parts of the
think it would be unfair of the Committee not to income distribution”. That is true, is it not?
welcome the advance in transparency that this Mr Brown: There is fiscal-drag. Fiscal drag is
Government has made for the first time in dealing something that happens under every government.
with monetary and fiscal policy. It is not something that is unique to the Labour
Chairman: Chancellor, I see that the IFS has been Government.
in contact with us and they have changed their Mr RuZey: Let me tell you why it is diVerent,
figures for higher rate taxpayers from six million Chancellor. You make a point that it is a very
to four million with apologies for any confusion. I important question, thanks to fiscal-drag and the
wonder if you could give us relatively brief answers. freezing of the personal allowance this year, for
I want to finish by 11.20 because we have Treasury which you are responsible. The eVective higher rate

threshold, the basic rate plus the personalQuestions.
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allowance in nominal terms this year, is £35,115; it Q315 Mr RuZey: The House of Commons Library
has done some research that I commissioned onhas actually fallen from 161% of average earnings

when we were in power, 1996–97, and it is biting cautious assumptions about fiscal-drag. Starting
with 2003–04, the eVective higher rate threshold isdown to lower paid people to 143% in 2003–04 in

income distribution. How many higher income £35,115. Using your tax benefit reference manual
for 2003–04, next year’s threshold, 2004–05, will betaxpayers were there in 1996–97?
£36,130. Extrapolating that on a 2% real earnings
growth, which everyone would consider to be aQ308 Chairman: Let us get the sense of the
reasonable assumption, and we know why you doquestion. Chancellor, that does not mean the Select
not publish those going forward, that gets inCommittee has been in power.
2008–09, to the end of the period covered by yourMr Brown: I think Mr RuZey is describing a
Red Book, to £39,881. What I want to know is howsituation where—
this aVects people in the real world. You have a
heavily advertised interest in public sector workers,

Q309 Mr RuZey: In 1996–97, how many higher do you not, Chancellor? Tell me: does a sergeant
rate taxpayers were there? this year, with four years’ service completed, pay
Mr Brown: I think Mr RuZey is describing a the top rate of tax this year?
situation where people are better oV under this Mr Brown: First of all, you are wrong about
Government, and therefore they are earning more. average earnings, Mr RuZey. Let us get back to
The rate of increase in the average household real facts. You are assuming, and want to continue
income has been 3% in real terms. If I am right, the to assume, a 2% above inflation rise in average
figure was 2.1 million. earnings each year, but the fact of the matter is that

average earnings rose last year by 3.6% and this
year by 3.5%, only 1% above inflation in real terms.Q310 Mr RuZey: How many higher rate taxpayers
These forecasts that you are trying to base all yourwere there in 1996?
figures on are completely speculative and I amMr Brown: I think I have got the figures.
afraid you are just repeating the mistakes that the
IFS made and appearing to present them as House

Mr RuZey: You should know this. Tax is a big of Commons figures. These are exactly the figures
issue for people. You do not know. that the IFS gave.
Mr Holgate: Households on average are £825 per
year better oV. Q316 Mr RuZey: I will make these figures available

at the end of this meeting. Let us just talk about
this year. I am referring to the Tax BenefitQ311 Mr RuZey:Mr Holgate, (a) I did not ask you
Reference Manual because the threshold is, as Iand (b) that is not the question. I asked the
say, £36,130, for 2004–05, your own figures, no-oneChancellor a question and I want to know how
else’s assumptions. Is a police sergeant with fourmany higher rate taxpayers—
years’ completed service paying top-rate tax or not?Mr Brown: You will be pleased to know, Mr
Mr Brown: I think it is diYcult to tell what the riseRuZey, I was absolutely right; the figure is 2.1
in earnings is.million, as I said.
Mr RuZey: It is standard rate published—
Chairman: We have a question and answer session

Q312 Mr RuZey: What is it this year, estimated here. We do not interrupt one another. Chancellor,
from the Inland Revenue? you answer the question. If you have any problem,
Mr Brown: The figure for 2002–03, which was the see me.
latest figure that we have, is estimated to be 3
million.

Q317 Mr RuZey: Is that sergeant paying top-rate
tax or not?

Q313 Mr RuZey: The figure is 3 million for last Mr Brown: You are talking about 2004–05. I do
year, not this year? not know what the rise in earnings of that sergeant
Mr Brown: We have estimates for 2002–03, but I is going to be between now and 2004–05. Now you
cannot be sure that that will be the outturn. want to look at 2003–04.

Q318 Mr RuZey: That is because you are notQ314 Mr RuZey: What is the estimate?
answering the question, and so I am just going toMr Brown: I would prefer to stick with the estimate
have to try another way.for 2002–03 as 3 million. That is a reflection, of
Mr Brown: Mr RuZey, your case is collapsingcourse, of the rise in people’s standard of living
because it is based on a whole series of assumptionsunder this Government, and it could only have
in the Institution of Fiscal Studies report when theyhappened if people were seeing a real rise in
tried to suggest that there were six million peoplehousehold income of about 3% on average a year,
who were going to be in the top rate tax bracket.and so you should be congratulating us on the fact

that more people are earning more and have been
earning more consistently every year under this Q319 Mr RuZey: We have already heard that that

correction has been made.Government.
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Mr Brown: Mr RuZey, you endorsed the IFS Q327 Mr RuZey: I am not withdrawing anything.
Mr Brown: He cannot sustain his allegations aboutreport with quotes in the Daily Mail saying how

terrible it was that this was about to happen. We the present year.
now find that the figure was not six million that the
IFS wanted to put to this Committee; they wanted Q328 Mr RuZey: The question is you do not know
to put a figure of four million. anything about public sector pay, you do not know

what sergeants earn, you do not know what UPS5
Q320 Mr RuZey: That has been corrected, and you earns. Final question: can you tell me what the net
know that. taxes and social security contributions as a share of
Mr Brown: Mr RuZey, I think you have got to GDP, the tax burden, was in 2002–03, what was
doubt whether the four million figure is accurate as that figure?
well. Look at the components of income tax. You Mr Brown: I think the figure that we are reporting
wish to suggest that there is only one reason that is 35.9%.
income tax revenue is going to rise.

Q329 Mr RuZey: What does it rise to by 2008–09Q321 Mr RuZey: I did not say it was all fiscal drag,
in your own table, B11?and the record will show that.
Mr Brown: As the country becomes moreMr Brown: Can I finish my answer and then Mr
prosperous.—RuZey can say exactly what he wants to say? The

reasons that income tax revenue will rise are not
simply fiscal drag; they depend on what is likely to Q330 Mr RuZey: Ah, so you are not taxing them
happen to bonuses; they depend on the numbers through the teeth then?
of people likely to be in work; they depend on Mr Brown: As the country rises more prosperously
the interest that is paid and the tax receipts from it is 38.2, which is lower than it was—
interest that is paid. It is a wholly erroneous
assumption that is made, both by the IFS and by Q331 Mr RuZey: It is higher than the one you
Mr RuZey that there was one cause and one cause inherited and you know it.
alone of— Mr Brown: Chairman, let me just finish, lower than
Mr RuZey: I did not say that and the record will the peak figure reached by the Conservatives and
show that. You are making it up, as usual. it is very diYcult for them to complain about a 38.2

figure when they went to 38.9.
Q322 Chairman: Chancellor, can you finish? Chairman: Chancellor, this is a non-partisan
Mr Brown: There are many reasons why these Committee.
figures for income tax revenue are high but I think
this Committee should now be very cautious,

Q332 Mr RuZey: On income tax as a share ofhaving been misled earlier this week, about how
GDP, on the prudent assumptions which have beenmany people are likely to be top rate tax payers—
made by the IFS, in your own table, B11, on the
national tax burden, does it not show that this is aQ323 Mr RuZey: Corrected.
tax time bomb that is ticking away for middleMr Brown: Having been misled earlier this week,
England? Tax is going up and more people arethey should be cautious about making forecasts
being dragged into the higher rate threshold?about years ahead which depend on a whole series
Mr Brown: Mr RuZey, I can only refer you to—of assumptions, including about average earnings

but were certainly not true last year and are
certainly not true this year. Q333 Mr RuZey: You are denying that, are you?

Mr Brown: I can only refer you to the last Budget
statement of the previous ConservativeQ324 Mr RuZey: A teacher, upper pay scale,
Government when they predicted that tax as aUPS5, is that teacher now paying top rate tax in
share of GDP under their policies would rise—2003–04?

Mr Brown: There are many diVerent rates of
earnings for teachers, depending on performance Q334 Mr RuZey:What did you inherit in 1996–97?
related pay, depending on whether they work in Mr Brown:—would rise to 37.9% on one measure
London or elsewhere. and 39.3%.

Q325 Mr RuZey: Non London, no bonus.
Q335 Mr RuZey: What tax did you inherit inMr Brown: Each of these conditions have got to be
1996–97? You probably do not know that either.taken into account before you can make a
Mr Brown: What I am telling you, Mr RuZey, isjudgment about these figures.
not only did we inherit a big deficit but the
projection that was made by the previousQ326 Mr RuZey: You do not know that either.
Government was not—Okay.

Mr Brown: We have now got to a situation,
Chairman, where he has had to withdraw his Q336 Mr RuZey: What was the tax bill that was

inherited? Was it under 36%?allegations about future years—
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Mr Brown: You are very interested in projections. Q340 Angela Eagle: Now my colleague, John
Mann, was talking earlier about how in his area he
was pretty close to full employment. In areas like

Q337 Mr RuZey: I think you will find it was. mine up in Wallasey we still have a persistent rump
Mr Brown: You are very interested in projections, of people who are finding it very diYcult to get a
that the projection would rise to 39.3% on one job. One of the things I certainly see as I talk to
measure and 37.9% on another measure. The last people and come across them is that NVQ level 2
Conservative Government was predicting an is a good start but it does not always equip people
equal rise— to get into more meaningful employment and up

the employment level. It has always seemed a
weakness to me of the New Deal that we do notQ338 Mr RuZey: I think B11 speaks for itself,
have higher levels of qualifications as possibilitiesChancellor.
in it. Are your changes going to allow this to comeMr Brown:—in the tax take as a percentage of
into the system?GDP.
Mr Brown: The Skills White Paper when it cameMr RuZey: You are condemned by your own
out in July said that while the concentration of thefigures.
Government is ensuring that people who do notChairman: Angela, over to you. It is Christmas. have any functional literacy and numeracy skills
can get to NVQ 2, we will also help people get to
skills level 3 and quite a lot of our skills budget isQ339 Angela Eagle: The employment record has
devoted to that. I think as things develop over timebeen remarkable to date with 1.7 million new jobs.
we will want to concentrate on getting people notYou made an interesting announcement,
just basic skills but getting people better skills thanChancellor, in the Pre-Budget Report about your
that. I think you will be interested in not just theview of the future of the New Deal and how it is
New Deal attempts to help people get skills but thegoing to help deepen and broaden the commitment
employer training pilots that are going successfullyto full employment. Could you say a bit about how
and they are mainly helping people who have leftyou see changes to the New Deal achieving that in
school at 15 or 16 who have no skills of their ownthe future and obviously let us know what would
who are, therefore, for the first time acquiring skillshappen if the New Deal was abolished?
through the workplace. That is another mechanismMr Brown: The New Deal, I am pleased to say, has
by which people while still in work can get the skillsbeen one of the most successful employment
that perhaps enable them to get a better job.programmes that any Government has been

involved in. There are two million people who have
had the benefit of the New Deal and there are one Q341 Angela Eagle: Can you explain a conundrum
million people already in jobs as a result of the New that I think if I had been arriving from Mars on
Deal. We believe that looking forward the New the day after the Pre-Budget Report with only a
Deal will have to move in two directions. One, it general view of economics might have puzzled me
will have to be more flexible to deal with local and that is all of the comments on the deficit and
employment conditions that Mr Mann raised a few yet this seeming contradiction that at the same time
minutes ago. Secondly, it will have to do more to as having a deficit you were finding an extra one
concentrate on the level of skills that persons who billion pounds to assist both child-care and
are unemployed or people in work indeed can children in general?

Mr Brown: I think that is because we believe thatobtain to meet the needs of a modern economy. So
our plans are aVordable and it was right to honourwe see, first of all, more discretion given to the local
our promise that we would reduce child poverty byemployment service so that where there are local
25% by 2004 and by investing in the childlabour market needs, whether it is in the travel to
element—and by the way, so you can be sure aboutwork problems that people have in rural areas or
this, every one of the figures was announced on thewhether it is in the particular skills mix of a local
day and there was no dubiety about that—byeconomy, they could intervene and use their
raising the child element we were able to do morediscretion to help create better facilities and better
about the position of lower and middle incomeopportunities for people to get to work. Then we
families and seven million children benefited fromwish to build upon the New Deal this greater
it. It is because we believe our borrowing iselement where a person who is unemployed is
aVordable and the right thing to do at thischecked for the skills that they have, given
particular point in the cycle and we feel that it isassistance, there is to be a work and skills focus,
part of our commitment as a Government to tackleinterviews and courses which will enable people to
the problems of child poverty that we inherited thatacquire skills that they need and, therefore, we deal
we put this extra billion pounds also into tacklingwith the situation in our economy where one of the
the problems of child poverty.reasons that people are unemployed and cannot get

jobs is that they do not have any literacy or
numeracy skills. The New Deal would become Q342 Angela Eagle: Are you confident that this
more sophisticated, more local and flexible and extra money will get you to your target of getting
more orientated towards giving people the skills rid of 25% of child poverty in the next two or

three years?that are necessary for their employment future.
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Mr Brown: We have got to do this by 2004, the “Measurement diYculties mean that the real
measure is almost certainly highly misleading”. I25%, and we are looking at how we can cut poverty

by 50% amongst children by 2010. There is an issue think we can get a consensus on that but it is
unlikely that the measurements which are used atabout the calculation involved of child poverty.

Before housing costs there is absolutely no doubt the moment can pick up all the improvements
which would be taking place in the quality of thein our view that we meet the 25% cut in poverty

since we set the target to be achieved by 2004. I service. I have looked carefully at the National
Health Service and if you look at what has beenthink it is true to say that many of the pressure

groups involved in this who have done an happening overall, outpatient attendances have
risen from 11.5 million to 13 million; electiveenormous amount of work over the years have

welcomed the announcement we made as the admissions from 4° million to 5° million and
emergency admissions to 4 million and finishedcontribution towards meeting that target.
consultant episodes have risen from 11.6 million to
12.8 million. Of course the other things which areQ343 Angela Eagle: Can I just move on to public
happening in the health service is by being able toexpenditure and we have these figures quoted by
treat people in GP surgeries rather than hospitalssceptics—who try to argue that increases in public
and by being able to conduct operations at theexpenditure are always wasteful—about the 47%
same time on a day basis and not having to havevolume growth that we have seen in public
people staying in the hospital for a long period ofexpenditure in the last few years but output
time, our productivity figures do not pick up thismeasures of only 15.5% increase in the output that
very substantial increase in the quality of servicewe get for the 47% volume growth. This is used as
that is available to people. I have a number of otheran argument then to say that somehow value for
figures in the health service if people would wantmoney is not being achieved. I know you have
them.instigated a review to see how output is measured

but I worry that public sector output, particularly,
for example, children being higher qualified or Q345 Mr Beard: Goldman Sachs go on to say that
health being better are not really revealed in labour costs are not the main problem, less than
economic measurements of output. Do you share one half is due to the combined eVect of faster
the same worry and what can you do to try to get growth of average pay and lower growth of labour
a handle on how much value we are getting for the productivity. The rest reflects an acceleration in
extra money that is going into the public services? non labour costs. Is this because with the bulk of
Mr Brown: It is clear that the existing indicators things that are now being contracted for there is so
which have been used for years do not reflect much competition for, say, the building industry
properly the quality improvements which are that that is driving costs up?
taking place. If a fall in class sizes reduces Mr Brown: I think when you are dealing with issues
productivity, by definition that is a problem in the health service, for example the drugs bill has
because the quality of teaching is undoubtedly gone up by more than 10% in the last year, that
likely to be higher. The same problems arise in is, however, a reflection of people’s demand for the
relation to the health service and that is why Tony highest quality drugs. We are looking at that and
Atkinson, the Professor who is an expert in these what we might be able to do about it. Equally at
matters, has been asked to conduct an inquiry into the same time, if I can just give you one example,
public sector productivity and I believe that will the number of statins, which is the anti-cholesterol
give us a better measure that we can debate. The drug that is available to adults, has risen from six
report will be published and we can debate about million in 1997, the number prescribed, to 19
public sector productivity. million today. It is hardly surprising that a drug

which avoids illness and keeps people out of
hospital is a costly one for the National HealthQ344 Mr Beard: Following on from that, the Pre-
Service. There have been issues in relation to that.Budget Report says on page 182: “Real
On PFI I think perhaps the Committee may wishGovernment spending on current goods and
to look at this in more detail later. All the evidenceservices as measured in the national accounts has
of the projects in building hospitals is that theyaccelerated a lot less than nominal spending over
have come in as better value for money than wasthe recent past”. Then Goldman Sachs echo the
achieved under the old regime. I would not say thatsame message saying: “The bulk of the increase in
was contributory to higher inflation.cash spending has been eaten up by a significant
Mr Balls: If I can give you just one example on therise in public sector costs. Over the last five years
education side. In the national accounts at thepublic sector costs have risen by 6% a year
moment education output is measured by pupilcompared with a rise of 1.5% a year in the private
years, the number of pupils you teach per year, so ifsector”. Should we take these predictions of high
you have more classroom assistants or smaller classlevels of inflation in the public sector seriously and
sizes that does not show up in any way as anwhat is being done to ensure that we get value for
increase in output or productivity. That counts asmoney for the increased public expenditure?
just higher costs. If you have better test results andMr Brown: This is the issue and the importance
better success that does not come in. Also, on yourthat we attach to reform as we make investment.

It does say in that same paragraph, if I may say so: point about non wage costs, if you take all of the
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improvements in school buildings all around the been a culture in departments which did not expect
that if you announced an investment it wouldcountry in the last six or seven years, all those new

buildings do not count as output either because it actually necessarily happen. That has changed and
I think we are moving forward now.does not aVect the number of pupils who are in the

schools. The fact the schools are better equipped,
they have got facilities, are safe to be in and clean, Q348 Mr Beard: Chancellor, moving to the PSA
that does not count at the moment in the way in targets, on page 144 of the Pre-Budget Report it
which output is measured. It is clearly a pretty says: “This Pre-Budget Report announces the
perverse way of measuring the output of education. abolition of service delivery agreements for the
What we are trying to do with this review is 2004 spending review removing over 500 lower level
independently to get to a better measure of output input and output and process targets”. Does that
rather than all those things which we know are real mean that there are fewer national targets or fewer
improvements simply being counted as inflation targets overall?
which is just a ridiculous way to go about it. Mr Brown: There are fewer targets overall. The
Mr Brown: I hope the Committee will be able to general move was after a period in which it was
take an interest in the progress of this review. It is essential, if we were going to break from what
clearly important, whatever the partisan nature of people used to call postcode lotteries that we set
the politics, to have the best measures possible in national standards. We want to give local
public sector productivity. managers, as we said, increased flexibility to

determine outcomes and be accountable at a local
level. Certainly input and process targets that weQ346 Mr Beard: The planned increase in spending
have for a period of time, actually mainly not theof the National Health Service is 7.1% and in
Treasury had but departments had for a period ofeducation 6%. How is that going to aVect the
time, are of less relevance as you move forwardincrease in spending in other departments? How
with these public investment proposals and thewill it aVect or constrain spending on transport or
greater flexibility for local managers will be adefence if those are to persist?
feature of the spending review when it comes outMr Brown: The settlement that we made last year
in the next few months.when we raised National Insurance to pay for the

National Health Service was that health service
expenditure would rise by 7.5% in real terms each Q349 Mr Beard: Does this greater flexibility for
year to 2008 and that is built in to all the figures local managers not mean that they will be setting
that we have produced for this Committee today in local targets and, therefore, they will have to be
the Pre-Budget Report. The assumption on which monitored and there will be more people doing the
the spending review is based for other services than monitoring at local level than now?
health is 2.5% growth in current expenditure and Mr Brown: That may or may not be the case. I
that will form the basis of the discussions around think what is going to happen is there is going to
the spending review. We have given the cash be a greater demand for more information to be
figures now. published at a local level so that people can see for

themselves what is happening to a local service. I
think a lot of people have been influenced by theQ347 Mr Beard: Is it, as we move towards the end
experience in New York where real timeof the cycle, becoming more and more diYcult to
accountability takes place, where police results arecontrol public expenditure than it was?
published almost on a weekly basis and on such aMr Brown: I think it is always an issue that you
regular basis that people can see at first hand whatwant to have the best controls over public
is happening in terms of results and outputs andexpenditure. I think having broken from the annual
everything else. I think increasingly people will lookcycle, which was a very disparate set of
at the local hospital and the local educationrelationships between Treasury and departments in
authority and want to see in real time what isthe past where departments tried to spend money
actually going on and what results have beenin the last month of the year simply to use up the
achieved. It was necessary for the first stage of ourmoney, and where annual spending arrangements
public investment programme that people saw thatwere made which in capital investment terms were
we were breaking from the postcode lotterynever really kept because people did not believe
syndrome of the past but clearly the more localfrom one year to the next that if a roads project
flexibility and the more local accountability there iswas agreed it would happen because something
the better it is for everyone.would come in in the middle which would say that

this had to be cancelled in favour of spending on
defence or the health service or some other issue Q350 Mr Beard: Chancellor, why in your view is

now the right time to switch both the measure andwhich arose, we have kept fairly well to our three
year plans with departments. I think the pressures the target for inflation?

Mr Brown: The reason that we are switching theon the reserve have been mainly issues relating to
overseas matters and to the fight against terrorism inflation target is that we believe the new target is a

better measure of inflation. We said in 1997, funnilyand I think our investment plans—and we had this
conversation with Mr Mann earlier on about enough, that we would consider this but thought

that while the new Bank of England arrangementthat—are now moving ahead, although there had



9229512003 Page Type [E] 15-01-04 01:20:59 Pag Table: COENEW PPSysB Unit: 1PAG

Ev 52 Treasury Committee: Evidence

18 December 2003 Rt Hon Gordon Brown MP, Mr Ed Balls, Mr John Cunliffe, Mr Nicholas Holgate,
Mr Andrew Lewis and Mr Jonathan Stephens

was being established we should stick at that time that. The truth is that the retail price measures that
we have in Britain were not good ways ofwith the measure which was known and well

understood. We always said in 1997 that we reserve measuring that. The truth also is that they are
finding it very diYcult to get to a solution. I cannotthe right to come back and look again at what the

inflation target should be. Now there are distinct give you the date on which they are going to reach
a solution on this and, therefore, simply to delayadvantages to us in having an internationally

comparable measure but there are also distinct in the hope there would be a new announcement in
two or three years’ time or one year’s time wouldadvantages to us in having a measure that is far

more comprehensive in the way it includes diVerent not have been appropriate.
groups who spend money in the British economy
and it takes into account the real spending patterns
of people rather than the theoretical spending Q355 Mr Plaskitt: At the point where you madepatterns of people, so what is called the geometric

the change on the old measure, RPI, inflation wasrather than arithmetic measure is a better means of
at or slightly above target. At the point where youjudging inflation as we move forward.
made the change to the new measure it produced
an inflation rate considerably below the target.

Q351 Mr Plaskitt: There is the argument about Does not the change in the measure and the target
which is the better measure but why change it now, amount to a loosening of monetary policy?
why not last year or why not next year? Mr Brown: I think you have to look at the position
Mr Brown: Since 1997 we have always said that we not as it is today in terms of the diVerence between
would look at changing this inflation measure. I the CPI and the RPIX today, you have got to look
think if I am right to the House of Commons in as the Bank of England will tell you, as they
October 1997 when I brought the first report on the reported in the previous inflation report, that the
euro I said we were considering changing the relevant comparison is what will be happening two
inflation measure for good reasons of British years ahead. They will be setting interest rates
economic policy as well as an interest in having the based on their assessment of what is the likely level
same inflation measure as the euro area. of inflation two years ahead. Interestingly enough,

the 2% of the CPI and the 2.5% of the RPIX come
Q352 Mr Plaskitt: There is always an argument for together so two years ahead CPI is expected to be
having a better measure of inflation and the more 2% and RPI is expected to be 2.5%.
accurate measure of inflation but you had the
choice of when to make the change.
Mr Brown: Yes.

Q356 Mr Plaskitt: Nevertheless it was still the case
that on the day the switch was made the Bank wasQ353 Mr Plaskitt: You have chosen to make the driving towards one target and was bang on it and

change now. Was there something in particular then suddenly it was driving to another target and
about the latter end of 2003 which made this the it was oV it. Will that not have an impact on the
right time to make that change? decisions the Bank makes over the next few months
Mr Brown: It was that we said at the beginning in about the appropriate interest rate to deliver the
1997 we should give the new system with the Bank now 2% target?
of England, running an independent assessment of Mr Brown: I think that is for the Bank to commentinterest rates based on inflation targets set by the on but it is a perfectly manageable process asGovernment, time to bed in, establish credibility. I Professor King, the Governor of the Bank ofdo not think anybody now is in any doubt that that England, has said. It has the added advantage thathas been a good system for Britain. It has it is an internationally recognised measure ofestablished a legitimacy and credibility that is inflation.widely respected and, given that we had considered
in 1997 moving to a new inflation target but
thought it was better not to disrupt at that time the
existing arrangements, this is as good a time as any Q357 Mr Plaskitt: The Bank has commented on it.
to move to the new inflation target. Mr King says you have moved the goalposts.

Mr Brown: No. He did not actually say that and I
think that was corrected by Mr Healey, ourQ354 Mr Plaskitt: The CPI itself is likely to be
Minister, when this was debated in the House ofreformed in the way it is calculated shortly. Was
Commons. What he said was he had to deal withthere not a case for waiting until that reform was
the perception that people may feel that thecompleted?
goalposts have been changed, he did not himselfMr Brown: I think that is a very interesting point
believe that. Remember, so we are dealing with thisand I am grateful to you for raising it to give me
in a way that the people will understand, the Bankthe chance to deal with that. It is clear that
of England looks two years ahead, that is how theyinternationally people have found diYculty in
say they look at things, and two years ahead bothmeasuring for inflation purposes the eVects of
the CPI and the RPIX are on target. It is hardly ahousing and the costs of mortgages. What has been
disruptive element for monetary policy making ifsought for in the euro area but also more generally

is an acceptable and incredible way of measuring that is the case at the moment.
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Q358 Mr Plaskitt: I am afraid it is back to football years down the line, they expected it was going to
be 5%, and negotiated according to that basis. Webecause Mr King was reported in August as saying

“When defending a free kick from David Beckham had this British problem where inflation rose, wage
negotiators got it into their head that inflation wasyou do not expect someone behind you to move the

goalposts”. going to rise even more and wage negotiators
negotiated far higher rates of inflation than wereMr Brown: What he actually said was it will not

make very much diVerence to monetary policy at even existing in the economy at that time. Since
1997 people’s expectation of inflation is 2.5% underpresent because looking ahead two years we will see

the diVerence between the two measures around the RPIX so people think that the Bank of England
will meet its inflation target and I think that is thehalf a point, two to 2.5%, which is the sort of order

of magnitude of the change in target that many of major diVerence aVecting wage negotiators since
1997. Whereas forecast five years on for inflationyou discussed. I think the Committee’s feeling is

looking ahead two years or so a change in the before the Bank of England was made independent,
whether even with a 2.5% or less target, inflationtarget is not likely to be a big factor in setting

monetary policy. I repeat what he said about was actually going to be 4.5% five years down the
line, now people see that inflation with a 2% target,football—and of course he is a very big supporter

of Aston Villa football team so he knows about as it will be, will actually be inflation hitting 2%
down the line. I think that is what should influencewhat happens between the goalposts, usually, goals

being scored against that team— people as they look at wages. Now of course pay is
set to recruit, retain, motivate and these are factors
which have to be taken into account but I thinkQ359 Mr RuZey: They won last night.
when wage negotiators know that an inflationMr Brown: They won last night and they are
target of 2% is a target which will be met then somethrough to the semi final, if I am right, in the
of the problems that have bedevilled the BritishCarling Cup. The fact of the matter is that he was
economy in the past, people trying to catch uptalking about the perception then, not about the
thinking that inflation is going to be much higherrealities.
than even that reported at the time, can melt away.

Q360 Mr RuZey: It is an issue.
Q363 Mr Plaskitt: A final one. Of course theMr Brown: I think it is true to say that Aston Villa
expectation is important but if the expectationare second bottom of the league.
moves down from 2.5 to two, does it not follow,
and are you anticipating, that the nominal level ofQ361 Mr Plaskitt: In Benefits Agencies up and
wage settlements, certainly in the public sector, willdown the country you have staV administering
also take a step down?changes in the rates of benefit being paid and they
Mr Brown: Let us wait and see because I am notare working to RPI, as you said in your Pre-Budget
being prescriptive in announcing a pay policy.statement. You are expecting the wage negotiators
What I am saying, however, is that the bestin the unions to be looking at CPI not RPI. Will
measure of inflation that we have got and we arethat work, having the two rates of inflation going
working to is one which suggests that working toat the same time?
an inflation target of 2% and achieving an inflationMr Brown: We were intent not to disrupt the way
target of 2% is what is good for Britain.pensioners saw the social security benefits or the

pension rise and so it is on the same basis. There
Q364 Mr Mudie: Chancellor, the big question foris no doubt if we think the better measure of
me today is where the hell is Gus O’Donnellinflation in the economy is CPI at 2% then it is right
because I had looked forward to meeting him todayfor us to inform people throughout the wage
because we had a spirited discussion on yourbargaining system that we believe that is a better
revenue forecast last year and he pinned himself tomeasure of the inflation that is happening in the
certain figures that proved wrong and I was lookingeconomy.
forward to meeting him. Where is he? He is
otherwise engaged, is he?Q362 Mr Plaskitt: Do you hope that by switching
Mr Brown: He is running the Treasury. He isto CPI you can slow the rate of wage growth in the
Permanent Secretary. I am sure that if you havepublic sector?
specific questions for him to answer he will be veryMr Brown: I think when we made our decisions
happy to answer them.that led to the Bank of England becoming

independent, one of the problems that we had seen
Q365 Mr Mudie: I am sure he will but I just wantin the British economy—I do not think there
an assurance from you. I had a similarly spiritedshould be any party diVerence on this—was that
discussion with Mr CunliVe and Mr Lewis.what used to happen in the British economy which
Mr Brown: They have returned.was the cause of the extreme cycles that we had was

you would have a burst of inflation for one reason
or another and then people would try to catch up Q366 Mr Mudie: They have pinned themselves to

figures and I have promised to see them in threewith that so you would then have a second burst
of inflation through wage negotiations when people months if God spares us all. Can I have your

assurance they will be here?did not expect that inflation would be 2.5% a few
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Mr Brown: If you demand it, Mr Mudie, they will Q370 Mr Mudie: When you say maternity, that
be here. implies one of the parents at least is in work.

Mr Brown: No.

Q367 Mr Mudie: I shall demand. I would like to
go through something. When you were last before Q371 Mr Mudie: They tend not to be the children
us we both got into hot water because I raised in severest poverty, those are usually ones where no
foundation hospitals, which was not well received parent is in work.
in some quarters, so I thought I would be Mr Brown: Can I just come in to correct that. You
uncontroversial today and have a trawl through are right, maternity pay can only be paid to those
university finance but I have given that a go today. people who have been in work but the maternity
Mr Brown: You will disappoint your admirers. grant, the £500, is paid to any mother irrespective

of whether she has been in work or not. It is a one-
oV payment which is worth about £10 a week.Q368 Mr Mudie: Pardon?

Mr Brown: I am joking.

Q372 Mr Mudie: I just want to take you away to
just see your thoughts and where you are going onQ369 Mr Mudie: Child poverty. I think that is a
it. You see with pensioners I think there is nogreat target and I think we are going well with it.
alternative, I do not see, other than you rescuingI would just like to go through with you in terms
proper pensioners from poverty because certainlyof how do you compare, if you like, your strategy
as they grow older, the work opportunities, thewith child poverty, in other words helping with the
physical opportunities, mean that they have to lookpoorest child and targeting that with the sort of
to you for help. One of the things which worriesapproach you have done with pensioners where you
me is should we be giving—I am not saying wehave specifically targeted the poorest for the first
should not be giving—there is a choice in terms ofsix years and it has had an amazing eVect? I am
how to move children out of poverty and one ofnot sure I detect the same specific targeting. I see
the choices is how do we spend the money, do wea great deal of money going into child poverty but
give it to a parent or do we transform that intonot necessarily targeted as specifically as you do at
enabling that parent to move themselves out ofpensioners.

Mr Brown: I think the principle underlining our poverty oV benefit and a diVerent lifestyle?
approach to children is that every child should be Mr Brown: Absolutely.
recognised in the tax and benefit system and,
therefore, we should have a decent level of child

Q373 Mr Mudie: You put a billion quid into this.benefit and, therefore, there is a minimum that is
Did any debate take place within Whitehall as touniversal below which nobody should fall. In
whether it should have gone in as an increased taxaddition to that universal minimum we should have
benefit or would it have been better targetingmore money available for those who need it most
maybe even more funds into the New Deal forand when they need it. I think you will find that
unmarried mothers or single parents, etc?the two elements of our policy, certainly where
Mr Brown: It is getting that balance right. You arethere are lower income families, are we are able to
absolutely right we have got to get that balanceprovide more in terms of the child tax credit but
right because in the end what we want to ensure isequally at the time that considerable expense is
we have families where someone or in some caseshaving to be laid out for the first time when the
two people are earning suYcient money that theychild is an infant, nought to one, there is more
are able to bear the costs of bringing up themoney available then as well. So there are two
children with the support of the state but not reallyelements of the children’s policy as far as getting
dependent on the Government. We aremoney to people who need it most, it is more

money for those people who are poorer and equally encouraging more people to move into jobs. There
more money for those when they need it most are 200,000 lone parents who have moved into
which is at that very young age. If you look at the work since we came into power and half of them
actual figures, the child benefit is just over £16 a have benefited, as I understand it, and would not
week, I am right to say. With the family element have gone into work had it not been for the New
and the child tax credit, most families, five million Deal for lone parents. If that lone parent goes into
or so, nearly six million, will be getting £27 or work, even if they are working part-time, that is 16
more. Then the poorest child, that is the mother of hours or just over 16 hours, they could be £50 to
the poorest child, she will be receiving £54 for that £100 a week better oV so the rewards for work are
child, so not £16 or £27 but £54 and for a child, higher than they have ever been as a result of the
nought to one, in that first group with all the integration of tax challenges.
maternity allowances and the help, the maternity
grant that is available as well, it could be as much

Q374 Mr Mudie: Chancellor, was considerationas £100 a week for the first year for that child. It
given to using that million rather than giving it asis a policy which recognises the needs of poorer
a tax benefit to pump priming policies andfamilies but also recognises the needs of people who

are very young. initiatives to persuade them?
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Mr Brown: We are doing both, if I may say so. In Mr Brown: There is a regular exchange of views but
the Budget we announced that we would have a on this we were all committed as a Government to
new scheme to help lone parents get into work meeting that target in child poverty. It was not a
where for the first year they are at work in certain question of us having to decide whether or not to
circumstances we pay them an extra £40 a week. So meet the target, we wanted to meet the target and
we are giving them an incentive to get back into that was a decision of Government collectively.
work and giving them extra money and we are
paying for that money from the New Deal. Equally

Q379 Mr Mudie: Can I go on to housing now. Infrom last week I was able to announce on child
your very first sentence to the Chairman youcare, which matters to that group of people who
mentioned about house prices moderating. I justwant to get into work but are worried about
want to know what exactly you mean bywhether they can meet their responsibilities to their
moderating. I want you to tie it to Kate Barker’schildren at the time they are working, an initiative
“Sharp house prices in almost all parts of the UKon child care grant. An employer can give £50 a

week free of tax and the individual who receives the fuel concerns about aVordability” Can you just say
£50 does not have to pay tax on it as well if it is a few words about the definition of moderating in
used for registered child care. At each point we are the context and also her view on aVordability? Are
looking at the relative balance between the they in diVerent time contexts?
incentives for work that we can give and the help. Mr Brown: We are talking about what happens
I believe we have got a duty to every child in the over the next year or two and we are talking about
country. house prices, when we say moderating, the growth

rate slowing down. We do not make predictions
about particular percentages here. What Ms BarkerQ375 Mr Mudie: I understand all that and I
is talking about is the long term challenge of theapplaud all that but I am specifically coming back
housing market where demand outstrips supplyto the institutional point. We used to believe in
and she is talking about a real terms rise in housejoined up government, it seems to have disappeared
prices over 30 years, under all governments, overfrom our recovery in the last two or three years. Is
these 30 years of three times as much as Germanythere a committee set up operating across
and France. House prices have risen faster indepartments which deals with children’s issues?
Britain. There has been more volatility in houseMr Brown: Yes.
prices in Britain and there is a problem about both
supply and perhaps, as Professor Miles is lookingQ376 Mr Mudie: So that there is a pooling of
at, the nature of the mortgage market as well. Shemoney, pooling of ideas, pooling of initiatives, an
has identified a number of issues already in herintegration of ideas and which department takes
interim report on the planning side and we talkedthe lead on that?
about that earlier. She identified also a gap in theMr Brown: There is a committee on children which
private rented market and we said in the Pre-you may or may not agree is the right thing to do
Budget Report we would look at this question ofthat I chair. I work with David Blunkett at the
whether the tax incentives available to individualsHome OYce who has also taken a very big interest
should also be available to real investment onin this.
property development investment trusts. She will
report finally in the Budget. It is undoubtedly the

Q377 Mr Mudie: Keep him away from it. case that a lot of the stop-go problems that the
Mr Brown: Equally the key departments are the economy has had over the last 40 years have been
Department of Work and Pensions and the influenced by what has been happening in the
Department for Education and Skills. The new housing sector and we really want to get to the
strategy for children, there was a Green Paper on bottom of some of these issues.children’s services, is trying to integrate many of
the services available to children. Child care is
increasingly an important part of this but so too Q380 Mr Mudie: A man with a wonderfully
are the children centres that we have announced Scottish name, Tom McPhail, you will remember
and the very fact that we could have every young the great Celtic player of that name, from
child of three and four in nursery education now is Hargreaves Lansdown, I would like to quote what
a considerable advance because all the evidence is he said. “It is hard to reconcile the Chancellor’s
that what happens in the early years of a child’s life stated ambition of controlling the housing market’s
is going to have more influence on the potential disproportionate influence on the economy with a
being realised than what happens later. proposal that will allow billions of pounds of

pension fund money to wash into the housing
Q378 Mr Mudie: This is a question you will market”. The question arising from that is does this
probably not answer but did you take your move not risk reigniting house price inflation?
suggested child tax benefit, a billion quid, to that Mr Brown: I think that is wrong, actually.
committee and have any discussion about
priorities? Did anybody dare argue that they could
use it better or did you just decide? Q381 Mr Mudie: Mr McPhail is wrong, is he?
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Mr Brown: Yes, despite his name. What I think we Q384 Chairman: You will be spending on your
credit card over Christmas?are looking at is a very particular issue that the
Mr Brown: I am very prudent in all things.private rented sector in Britain is very low, it is far

lower than in Germany, France or America. To
Q385 Chairman: Okay. Chancellor, you may knowsome extent what happened a century ago the
that the Committee will commence an inquiry intoprivate rented sector was very big, there has been
regional productivity in the New Year.a century in which it has declined I think to less
Mr Brown: Yes.than 10% of housing. We are looking at how you

can get more money. In fact, there is a broad
Q386 Chairman: Our experts have told us that theconsensus. In fact, Shelter, I think, has issued a
productivity gap between the UK’s best and worstreport saying it is necessary to get more incentives
performing regions is similar to that between Westinto the private rented market so that we can have
Germany and East Germany and the UK has themore private rented housing available and we are
greatest variation in regional productivity in thelooking at how it can be done. We have not
EU with productivity accounting for 60% of thesecommitted ourselves either to billions of pounds of
diVerences. How important is it to narrow thatincentives or to expecting there will be billions of gap?pounds of property investment by pension fund Mr Brown: It is and we have a document on

companies. regional productivity that was published in 2001,
perhaps the Committee may wish to look at that
and interview some of the people who did thatQ382 Chairman: Two questions, Chancellor, before
report and are now building on the work. It iswe wind up. Just to add to the one by George on
important, of course, if we are going to havethe housing market. You have attached a high
balanced economic growth in this country, thatpriority to reforming the UK housing market.
every region works to its fullest potential. I thinkGiven the rate at which people switch mortgages
some regions with the help of Regionalhow long will it take in your opinion for a
Development Agencies and with the help of newsubstantial move to fixed rate mortgages in the
policies could achieve more.UK? The second point on that is how long do you

expect it to be before any reform produces a Q387 Chairman: Our advisors say that the UK has
detectable diVerence in terms of smoothing the the greatest variation in regional prosperity in the
operation of the macro economy? EU. Do you recognise that?
Mr Brown: These are very big questions. The Mr Brown: I think that was in our document.
reason I cannot give you a full answer is we have Mr Balls: In the 2001 document we showed that if
asked Ms Barker and Professor Miles to look at you move from the level of the region to the sub-
these issues and report to us. I am hoping that we region, which is called NUTS 2 in classification
will have quite detailed reports by the time of the terms, we have greater variation at that level in the
Budget and I hope the Committee, which has UK than in any other country in the whole of the
obviously taken an interest in the credit card European Union of the 15. It is in our document
market, may wish also to take an interest in the of 2001 that there is greater sub-regional variation

in the UK than anywhere else, including Italy.mortgage market. Professor Miles’ report will be
available for people to look at.

Q388 Chairman: Okay. Can I thank you,
Chancellor, for your appearance this morning and

Q383 Chairman: Okay. say to my colleagues and yourself and the public
Mr Brown: I am not going to draw conclusions at have a Merry Christmas.
the moment but I think the Committee will want Mr Brown: Thank you very much. I hope you all

have a Happy Christmas.to look at what will be quite interesting reports.
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Memorandum submitted by the CBI

(A) The Pre-Budget Report in Isolation

Tax initiatives

1. The CBI welcomes the following measures or potential measures:

— Extension of the R&D tax credit to include the direct costs of software and power.

The following measures to improve conditions facing SMEs and entrepreneurs:

— New Enterprise Capital Funds, to tackle the equity gap for investments of up to £2 million.

— The increase in the number of firms eligible for enhanced first year capital allowances.

— Enhanced income tax relief for Venture Capital Trusts and higher annual investment limits
for both these and for the Enterprise Investment Scheme.

— The review of the Small Firms’ Loan Guarantee Scheme.

— Lower rates for the VAT flat rate scheme, and simplified administration, for start-ups.

— The increase in the statutory audit threshold.

— The publication of proposals to simplify pension schemes, and the decision to invite the
National Audit OYce to look into the eVect of the proposed £1.4 million lifetime cap.

The following measures in the environmental tax area:

— Extension of the scope of the climate change levy discount.

— The 80% discount in Northern Ireland from the aggregates levy, until 2012.

— Confirmation of consultation on how landfill tax revenues will be recycled to business.

— The three year “certainty period” for “alternative fuels”’ enjoying a duty diVerential (though
the CBI would have preferred a five year period).

Enhanced tax relief for new companies engaging in North Sea exploration.

— The ability of local authorities to share in additional business rate income, potentially rewarding
“business-friendly” councils.

— The employee and employer tax relief for employer-funded childcare.

— The new 100% capital allowance for renovation of vacant commercial premises in the 2000
Enterprise Areas.

— The possible introduction in future of “real estate investment trusts”, following the publication of
Kate Barker’s report on housing supply.

2. The CBI is, however, concerned about the following issues:

— The threat that, if the NAO finds “against” the Chancellor on the lifetime cap, the whole pensions
simplification project would be abandoned.

— The application of transfer pricing rules to within-UK transactions on same basis as international
transactions. This will result in significant additional administration costs for business.

— The surprise re-emergence of the proposal for a spirits industry stamping scheme. If enacted, this
is likely to add significantly to the legitimate industry’s costs. A voluntary approach to tackling
fraud should be attainable and would be far preferable.

— The possibility of a change in the basis on which dividend income is taxed, in the case of owner-
managers of small incorporated businesses.

— Other measures described as “protecting tax revenues” (eg rules relating to VAT and to the
Construction Industry Scheme). The CBI of course fully supports the Government’s eVorts to
clamp down on evasion, fraud and other clear abuses. We will nevertheless wish to examine what
is proposed in detail, to make sure that unintended consequences for genuine, legitimate business
activity are kept to a minimum.

3. We also believe that the PBRwas amissed opportunity in some respects. On what is probably themost
pressing issue of the day, we would have liked to have seen an indication of a more fundamental change of
approach to pension provision, with consideration given to greater fiscal incentives and/or reduced
disincentives. Reduction or elimination of insurance premium tax, in the case of businesses’ insurance
policies, is also clearly justified on grounds of economic principle, as well as making a small but welcome
dent in the high cost of cover. And for SMEs, the CBI is again disappointed at the lack of action on: the
unfair rules governing the corporation tax treatment of “associated companies”; the unfair tax treatment
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of the incidental costs of raising equity finance; and the tax treatment of equity investments in smaller quoted
companies, which are generally disadvantaged compared with their unquoted counterparts. Extension of
the 100% ICT allowance, beyond 31 March, would also have been beneficial.

Spending allocations and initiatives

4. The CBI welcomes the following initiatives:

In the area of spending reform and eYciency:

— The review of procurement processes, to be headed by Alan Wood of Siemens.

— The new framework for the achievement of cost savings in transaction services, back oYce services
and procurement processes.

— The abolition of many targets.

— The proposed relocation of 20,000 civil service jobs from London and the South East.

The extension of the employer training pilots to a third of the country.

Economic forecasts and the public finances

5. The Chancellor’s forecast for GDP growth is very close to the CBI’s (2.0%) for 2003, but is a little
optimistic for 2004 and 2005 compared with ours (2.8% and 2.7%).

6. On government borrowing, the Treasury’s projections are more realistic than previously, though
borrowing still falls a little more sharply than in the CBI forecast (CBI: 2.9% of GDP in 2004–05 and 2.7%
in 2005–06). We believe that the Treasury is quite right at this point in the economic cycle to avoid major
tax increases, and instead allow borrowing to take the strain. However, we note that the policy stance has
changed significantly in recent years: the latest forecast of a £37 billion deficit can be clearly contrasted with
the forecast deficit of just £1 billion when the Treasury projection for the current fiscal year was first made
five years ago. And we believe that it is far more likely than not that a sizeable discretionary fiscal tightening
will be required in due course—if not in the present economic cycle (or in the present parliament), then in
the next.

Other initiatives

7. On the change in the inflation target, HICP has some advantages and some disadvantages compared
with RPIX. We would, however, be concerned if the timing of the move added to the diYculties faced by
the MPC in setting and explaining their interest policy over the coming months and years.

8. We also note that the change amounts to a slight relaxation of the inflation target, of perhaps 0.2
percentage points. In the short term, this may allow theMPC to set interest rates marginally lower than they
otherwise would. But there is no reason to believe that the change of target will in itself aVect the “neutral”
level of real interest rates. Over the very long-term, the average level of real interest rates can be expected
to be no diVerent under the new regime, so inflation and nominal interest rates will average some 0.2
percentage points higher than they otherwise would. As the tax system does not allow fully for the eVects
of inflation (with eg income tax levied on nominal interest payments, and inflation allowed to erode the real
value of capital allowances), the Exchequer should ultimately gain from the move, even if benefit payments
and tax thresholds continue to rise in line with the RPI.

9. On housing, we welcome the Barker Review which recognises the problem of housing supply and the
part played in that by planning restrictions, and hope that appropriate policy action will result. We also
welcome the possibility of “real estate investment trusts”. But we hope that neither the Barker nor theMiles
review will result in any new tax on the property sector, nor in any unnecessary regulatory intervention in
the markets.

10. Following the Allsopp report on statistics, we hope that a set of useful regional statistics can be
developed, and that these can be used amongst other things to help in the drive for greater pay flexibility in
the public sector. But it is vital that any resulting compliance cost for business is not disproportionate.

(B) Views on the Direction of Fiscal Policy

The overall approach to spending, borrowing and taxation in the current parliament

11. The CBI has welcomed the extra government spending allocated to the transport infrastructure,
training, education, scientific research and other expenditures improving the economy’s long-term growth
and competitiveness.

12. Otherwise, we have some concerns about the increasing share of government spending in GDP, or
more precisely, the consequences for the wider economy of the need to finance that policy:

— The increase in the overall tax burden already seen will be hindering UK competitiveness and may
be curbing the incentives to work and save.
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— The increases in spending on means-tested benefits and tax credits may be further undermining
these incentives.

— The obvious possibility of further tax increases at some point in future is a threat to consumer and
business confidence today.

— The increase in the government’s share of activity and employment necessarily means a smaller
share for the market-driven private sector. To the extent that the latter is potentially more
productive, average productivity across the economy will be held back.

— “Crowding out” of productive business investment could also become an issue as the global and
UK recoveries gather pace, though for the time being there are many other factors holding back
this investment.

The increase in business taxation since 1997

13. A significant proportion of the net tax increase caused by Budget action since 1997 has fallen on the
business sector, including investors in business. We believe that this is not justified:

— On a long-term view, as taxes levied on business are likely to impact disproportionately on
investment rather than consumption, and can distort decisions about the production process.

— Especially over the past few years, when the industrial sector was being fiercely squeezed by other
factors, while households’ ability to borrow and spend grew rapidly. The shape of tax policy has,
in other words, exacerbated the imbalances in the UK economy.

The general shape of business tax policy

14. In themost recent years, the focus of business taxation has shifted away from taxes on profits, towards
taxes unrelated to profits and thereby adding to the business cost base (eg employers’ national insurance,
and transport, “green” and property taxes). This is a concern because taxes unrelated to profits can:

— make some otherwise viable businesses and activities unviable; and

— be more economically distortive than taxes directly related to profits.

The increased use of targeted tax incentives and disincentives to achieve specific policy goals

15. Tax policy under the present Government has been marked by the much greater use of fiscal policy
to achieve specific policy goals, aside from simply raising more revenue to pay for public spending
programmes. Key examples include:

(i) Tax incentives as part of the “meeting the productivity challenge” policy agenda.

(ii) Tax disincentives to achieve environmental policy goals.

(iii) Tax credits to reward and help workers in low-paid jobs.

(iv) Tax credits to help with the cost of children and childcare.

(v) New benefits and means-tested tax credits to help low-income pensioners.

16. Of these, (i) and (ii) have themost bearing on business. In principle, theCBI accepts that tax incentives
and disincentives may be the best way to achieve some policy goals; we are by no means opposed to them
per se. We would however stress the following points:

(i) The government should not neglect other, ultimately complementary, objectives.

(ii) Tax policy should be based on the principle of “neutrality”: the system should not favour one type
of activity over another, except to correct a clear “market failure”.

(iii) The government should maintain a tax system that is relatively stable, does not add unnecessarily
to complexity or compliance costs, and confers certainty on all aVected.

(iv) Tax policy should be consistent, both in its objectives and in its implementation.

Attention to other, ultimately complementary, objectives

17. Improving UK productivity will require, amongst other things, greater investment in fixed and
intangible assets. But that requires:

— An adequate incentive to invest, in turn provided by after-tax profitability.

— Ultimately, suYcient funds at the national level, in turn dependent on business, household and
government saving (although in the short term net overseas investment into the UK can make up
for a domestic savings shortfall).

18. And this in turn means that:

— Any tax adding to business costs, or any other policy reducing after-tax profitability, can work
against the objective of raising UK productivity, unless the revenues are specifically returned to
business or otherwise used for investment purposes. By the same token, tax cuts partially reversing
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recent increases in business costs—such as employer pension provision or insurance—should not
necessarily be viewed as a “worse use” of Treasury funds than tax cuts more obviously related to
the productivity goal.

— The same principles apply to fiscal measures aVecting the reward to save. In general, policy has
reduced the reward for saving in recent years (abolition of dividend tax credits, extension ofmeans-
tested state retirement benefits, proposed lifetime cap on pension funds, widening of the
inheritance tax net, etc). A reversal of this policy direction would be welcome, even if it “used up”
revenues otherwise available for alternative tax reductions.

The principle of “neutrality”

19. The “default” tax system should involve a wide tax base with no “special” allowances, while also
being even, with no specific activities or expenditures penalised. By minimising distortions in the choice of
activity, this simple system would be entirely consistent with the goal of maximising economy-wide
productivity. “Targeted tax incentives”, as well as taxes on specific activities, are departures from this
framework and so need to be clearly and objectively justified.

20. By and large, the CBI believes that the targeted incentives introduced by the Government so far can
be justified objectively:

— The case for R&D tax credits is based on the clear economic rationale that without a policy
incentive, the return to the developer would fall short of the return to society as a whole, leaving
“too little”R&D to be carried out. Cash flow considerations, and the fact thatmost other countries
have positive R&D incentives, provide further justification.

— Cash flow considerations can justify whatmight otherwise be regarded as “concessions” for SMEs.

21. However, one clear danger with this approach is that the greater the number of targeted tax
incentives, the more likely it is that misjudgements will be made, resulting in ineYcient activities being
positively encouraged over more eYcient alternatives.

Stability, certainty, complexity and compliance costs

22. The second danger with the Government’s approach, of shaping and reshaping the tax system to
achieve various policy goals, is that it complicates the tax system, adds to administrative costs and renders
the environment for undertaking business less certain. CBI members have become increasingly concerned
about these policy eVects in recent years.

23. Where targeted tax incentives are introduced, the Government must be clear not only that the change
is justified on the grounds of economic principle, but also that the benefit will clearly oVset all related costs,
including the cost of complexity and compliance. We hope that the Government will continue to carry
forward the model of consultation.

Inconsistency in policy

24. One further, but crucial, concern is the apparently inconsistent approach of the Government as it
reshapes the tax system. While it has recognised the case for specific tax incentives in some areas, to oVset
“market failure”, it insists on maintaining and even extending specific tax disincentives in other areas, even
where these are themselves a cause of “market failure”.

25. Here, we note the increased dependence on various stamp duties, culminating in the recent rise in duty
on leased business property. We do not understand why the Government accepts that a rise in productivity
resulting from extra research spending is worthwhile and deserves to be encouraged by policy, yet apparently
believes that the same rise in productivity resulting from relocation within the UK is not so worthwhile and
deserves to attract a specific tax penalty.

26. The Government’s approach to savings is also diYcult to understand. The policy of successively
reducing the reward for saving not only runs counter to the stated goal of increasing private saving, it is also
at odds with economic principle. “Neutrality” in savings is achieved by a “pure” version of the traditional
UK approach to pensions, with savings made out of pre-tax income and returns building up within the fund
free of all tax, but tax levied on the final value when it is withdrawn. The “pure” approach to ISAs, where
savings aremade out of after-tax income but all returns are tax-free, also achieves “neutrality”. It is therefore
incorrect to view the Government’s approach as one of removing “unwarranted tax breaks”. Policy has,
rather, been to move away from “neutrality”, back towards the “double taxation” of saved income.

December 2003
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Memorandum submitted by Mr Robert Chote, Institute for Fiscal Studies

THE PBR AND THE PUBLIC FINANCES: A PRELIMINARY REACTION

Gordon Brown conceded in his Pre-Budget Report that government borrowing would be around £10
billion higher this year than he predicted in April’s Budget, even though economic growth is roughly in line
with the forecasts he made then. Adjusting public sector net borrowing for the state of the economy, the
underlying fiscal position in 2003–04 looks weaker than at any time since Mr Brown became Chancellor.

But even without explicit tax raising measures or reductions in spending plans, the Treasury expects the
structural position to improve significantly over the next five years. It argues therefore thatMrBrown’s fiscal
rules are met over the current economic cycle and that he is on course to meet them over the following cycle.
It is reasonable to ask if this is a prudent judgement to make.

It is worth stating at the outset that in no fundamental sense is there a crisis in the public finances. By
international and historical standards, public sector net debt is modest and not increasing explosively.
Financial markets are not concerned by the prospect of default or of resort to inflation to reduce the burden
of the debt.

General government net debt (2003)
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But we also have to assess the public finances against the more stringent benchmark of the rules that Mr
Brown set himself under the Code for Fiscal Stability in 1998:

— The golden rule states that the government should only borrow to invest. This implies that tax
revenues should equal or exceed current (or non-investment) spending. Sensibly, the rule does not
have to be met every year, only on average over the ups and downs of the economic cycle.

— The sustainable investment rule states that public sector net debt should be kept at a “stable and
prudent” level, currently defined (pretty arbitrarily) as nomore than 40% of national income. This
constrains the debt-financed investment the government can undertake, although it can also
sponsor investment through the Private Finance Initiative without adding to net debt.

With public sector net debt currently below 33% of national income and public sector net investment
planned to only to rise to 2.2% of national income in the medium term, the golden rule currently appears
the more binding.

Current expenditure and receipts
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We calculate the current budget balance by deducting current expenditure and depreciation from current
receipts. In the Budget the chancellor predicted that the current budget deficit would be at its deepest in
2002–03 at £11.7 billion, recovering steadily thereafter. But rather than shrinking by 30% to £8.4 billion this
year as he predicted in April, over the first seven months of the current financial year the current budget
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deficit has been running at double last year’s levels. The Treasury expects the deterioration to be less severe
during the remaining five months, but it still expects the deficit for the year as a whole to be almost 65% up
on last year at £19.3 billion.

Current budget balance
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The predicted deterioration in the current budget balance this year and over the remainder of the forecast
period reflects a combination of deliberate policy changes announced in the PBR and other changes in
forecasts of revenues and spending.

Changes in current budget balance forecasts since Budget 2003
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Policy changes

During the current financial year the main policy change is £2.5 billion in extra spending on Britain’s
commitments in Iraq (comprising £2 billion carried forward from the previous financial year plus £500
million of extra resources announced in the PBR). In later financial years the main changes are extra
spending on the child tax credit and measures to boost productivity, oVset by extra revenues from tackling
tax evasion and avoidance.

NET IMPACT OF DISCRETIONARY POLICY MEASURES ANNOUNCED IN THE PBR

£ million 2003–04 2004–05 2005–06

Iraq etc "£2,500 "£300 0
Child tax credit increase 0 "£885 "£925
Anti tax evasion 0 !£370 !£560
Other "£20 "£155 "£290
Total "£2,520 "£970 "£655

In addition to the impact of deliberate policy measures, forecasts for current spending have been raised
by £2–3 billion a year over the forecast period. Themain contributing factors are higher-than-expected take-
up of the child and working tax credits, higher expected debt interest payments, higher social security benefit
spending (reflecting higher RPI inflation following the move to the new inflation target, partially oVset by
a lower assumption for future unemployment) and accounting adjustments.

Again excluding the impact of deliberate policy measures, the main changes to the Treasury’s forecasts
for current revenue over the next few years are:

— an upward revision reflecting the fact that equity prices have risen by 20% since the Budget, not
merely in line withmoneyGDP as assumed. (This boosts expected future receipts from stamp duty
and capital taxes);
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— a downward revision reflecting the fact that wages and salaries have grown less quickly than the
Treasury expected, reducing current and future expected receipts from income tax and national
insurance;

— a downward revision reflecting the fact that consumer spending has grown less quickly than
expected, reducing VAT and excise duty receipts (although VAT receipts per pound of consumer
spending have been coming in unexpectedly strongly this year after a number of years of
unexpected weakness).

— A downward revision from other factors, including lower housing transactions (aVecting stamp
duty) and lower-than expected oil production.

NON-POLICY RELATED CHANGES IN CURRENT REVENUE FORECASTS

£ billion 2003–04 2004–05 2005–06 2006–07 2007–08

Stock market !£0.5 !£1 !£1.5 !£1.5 !£1.5
Low wage growth "£3.5 "£4 "£4 "£3.5 "£3
Weak consumer spending "£0.5 "£0.5 "£1 "£1 "£0.5
Other "£2 "£0.5 "£1 0 !£1
Total "£5.5 "£4 "£4 "£3 "£1

So what do the revisions imply for the Treasury’s chances of meeting the golden rule?

The Treasury focuses on performance over what it thinks of as the current economic cycle. As at the time
of the Budget, it believes that this began when the economywas running at its sustainable level in 1999–2000.
Output then moved above trend briefly and returned to its sustainable level in 2002–03. In the current
financial year the economy is thought to be running 1.4% below capacity (a negative “output gap”). The
gap is expected to shrink over the next three years until the economy is back at its trend level in 2006–07.
We can therefore think of the current cycle as the seven financial years running from 1999–2000 to 2005–06.

The pattern of the output gap is virtually the same as published in the Budget, despite significant upward
revisions to estimates of GDP over the summer. This has been accomplished by raising the estimated trend
rate of growth in the economy in the period 1997H1 to 2001Q3 from 2.61% a year to 2.94% a year. But the
Treasury has left its projection of trend growth between 2001Q3 to 2006Q4 at 2.75%—and continues to
assume 2.5% for projecting the public finances.

Output gap
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NB: Financial year averages, so mini-cycle prior to 1999–2000 not visible.

The golden rule implies that the aggregate current budget balance over the seven years of the economic
cycle should be in balance or in surplus. In recent Budget and Pre-Budget Report speeches, Mr Brown has
quantified the government’s room for manoeuvre by aggregating the past and forecast cash values of the
current budget over the cycle. So in his 2003 Budget speech, for example, he noted that:

“We meet our golden rule over the cycle—not just achieving a balance but with an estimated
surplus at £32 billions.”

As a result of the increased borrowing forecast for this and the next two financial years, the predicted
aggregate surplus has since declined. As the Pre-Budget Report noted:

“By 2005–06, when the current cycle ends under the assumptions used in these projections, the
accumulated total surplus over the economic cycle will be £4° billion.” (Para B37).

The forecast over-achievement of the golden rule in the current cycle has declined evenmore over the past
two-and-a-half years. In Budget 2001—two years into the seven year cycle—the Treasury projected a
cumulative surplus of £100 billion between 1999–2000 and 2005–06.
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Projecting over-achievement by such a large amount early in the cycle could be regarded as prudent, given
the considerable uncertainty in forecasting the path of the public finances over the following five-year
period. But there is no reason for the Treasury to seek to have over-achieved the golden rule ex post by a
significant amount, unless public debtwere at or near the 40%of national income ceiling and the government
wished to create room for more investment. It is therefore reasonable that the forecast over-achievement of
the golden rule should decline as the end of the cycle draws nearer and as the uncertainties surrounding the
outturn over the remainder of the cycle diminish.However, with the forecast cumulative surplus having been
reduced from £100 billion in Budget 2001 to £4.5 billion in PBR 2003, it is reasonable to ask whether it is
prudent to have exhausted almost all the room for manoeuvre with two-and-a-half years of the cycle still
to run.

Cumulative current budget surplus
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Note: Figures show cumulative surplus at the end of financial year in March.

In this context it is also worth bearing in mind that the “AME margin”—the contingency reserve within
Annually Managed Expenditure—has now been reduced to £0.3 billion in 2003–04 and to zero in the two
following years. In the Budget, the AME margin is typically restored to £1 billion, £2 billion and £3 billion
over the following three years to provide scope for unexpected spending needs. To do the same in the
forthcoming Budget would require the chancellor to find a net £2.7 billion to restore the AMEmargin over
the remainder of the current cycle (£1 billion in 2004–05 plus £2 billion in 2005–06 less the £0.3 billion
remaining in 2003–04). Unless this was oVset by savings or tax increases elsewhere, this would further eat
into the remaining £4.5 billion cushion.

Assessing the rule on this basis was complicated in the PBR speech this year because the chancellor
changed the basis on which he calculates the forecast cumulative surplus without explaining clearly at the
time that he was doing it. This method involves adding up the annual current surpluses and deficits as
percentages of GDP in the relevant years and then expressing the total in cash terms in 2005–06. This is a
more sensible way of assessing the rule, because a pound at the beginning of the cycle is worth more than
a pound at the end of it.

Conveniently, it also happens to give a larger number. As the chancellor said in the PBR speech:

“. . . we have an average annual surplus over the whole cycle of around 0.2% of GDP—meeting
our first rule in this cycle by a margin of £14 billion”.

The degree of overachievement forecast in earlier Budget and PBRs would also have been larger if the
calculations had been carried out on this basis.

Whichever way you calculate the likely over-achievement, the figure is relatively modest when you
consider that the average error in forecasting public sector net borrowing (the current budget balance plus
public sector net investment) one year ahead has in recent years been 1% of GDP or £10 billion in
today’s prices.

Perhaps worryingly for the Treasury, the direction of its one-year ahead forecast errors has moved in a
negative direction since the beginning of this economic cycle. The forecast was around 2% of GDP too
pessimistic for 1999–2000, 1% of GDP too pessimistic in 2000–01, 0.5% of GDP too optimistic in 2001–02
and 1% of GDP too optimistic in 2002–03. If the PBR forecast is correct, the one-year ahead forecast for
this financial year will again have been around 1% of GDP too optimistic.

In past Budgets and Pre-Budget Reports the Treasury has also underlined its room for manoeuvre in
meeting the golden rule by asserting that it would be met if the level of trend output were 1% lower than is
assumed in the central case. (This would reduce the structural current budget balance by around 0.7% of
GDP each year and also aVect the timing of the cycle.) The PBR indicates that the golden rule is no longer
met on this basis (and the sharp-eyed will note that in Chart B2 it has started shading the area beneath the
central case rather than beneath the cautious one).
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But, as the PBR points out, in principle it is reasonable to reduce the caution you seek as you get closer
to the end of the cycle, if you believe it is less likely that you will have to revise your assessment of trend
output.Whether recent GDP revisions meanwe are in factmore confident about the size of the output gap is
open to debate. The current Treasury estimate appears relatively large by the standards of other forecasters.

Deciding how much caution you want to build into your forecasts for the public finances at diVerent
points in the economic cycle is a complicated and opaque question of judgement. It depends in part on how
confident you want to be at any given point that existing policies will be consistent with meeting the golden
rule when the cycle ends. The Treasury is not explicit about this. It could say, for example, that bearing in
mind the size of forecast errors in the past it wished to be 80% certain of meeting the target on unchanged
policies at any given time.

As the end of the cycle approaches, judgements of this sort could have important policy implications.
Imagine that in Budget 2004 the Treasury expected to meet the golden rule exactly but that in PBR 2004 it
unveiled forecast revisions of a similar magnitude to those announced last week—reducing the current
budget balance by 0.9% of GDP in 2004–05 and 0.6% of GDP in 2005–06. This would imply that the
government expected to miss the golden rule by an average of around 0.2% of GDP over the cycle. Do we
really believe the government would tighten policy by an extra 1.5% ofGDP—around 5p on the basic rate of
income tax—for one year simply so it could once again expect tomeet the golden rule on its central forecast?

Questions of this sort underline the problem in focusing on the achievement of the golden rule between
two essentially arbitrary dates. It would be better to pose the following question: are current tax rates and
spending plans consistent with expecting to meet the golden rule in the future over some appropriate
medium term time horizon? There is an analogy here with monetary policy. We do not ask the Bank of
England to try to get CPI inflation to average 2% over a defined economic cycle, but rather to set interest
rates now at a level that will be consistent with hitting the inflation target approximately two years ahead—
eVectively a rolling target.

It is possible to get a snapshot of whether policy is consistent with the golden rule on this basis by looking
at a cyclically adjusted measure of the current budget balance—in other words asking what the deficit or
surplus would be if the output gap were zero.

A year ago, the Treasury expected the cyclically adjusted budget to be in surplus through to the end of
the end of the then forecasting period in 2007–08. In this year’s Budget, it was assumed that this structural
balance would dip into deficit by 0.5% of GDP in 2002–03 (in part reflecting the one-oV costs of the Iraq
war) before rebounding to a surplus of 0.2% of GDP this year.

But higher forecast government borrowing—together with little change in estimates of the output gap—
mean the structural balance is now thought to have been in deficit by 0.6% of GDP last year. It is expected
to widen to 0.8% of GDP this year and to remain in modest deficit for the following two years. Balance
should be restored in 2006–07, with surpluses thereafter of 0.3% of GDP in 2007–08 and 0.6% of GDP in
2008–09. In other words, although the underlying fiscal position looks worse over the next few years, the
underlying budget balance is expected to move back into surplus on unchanged policies and therefore to be
consistent with meeting the golden rule on a forward-looking basis.

Cyclically adjusted current budget
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To assess whether the Chancellor can credibly claim that policy is consistent with the golden rule on this
basis we need to ask whether he is correct about the relative extent to which past and expected changes in
the budget balance reflect cyclical and structural components, and—if he is—whether it is realistic to expect
the structural budget position to move from a deficit of 0.8% of GDP to a surplus of 0.6% of GDP over five
years on unchanged policies.

The IFS has been concerned in the past that the chancellor may be over-optimistic about the extent to
which tax revenues will recover as the economy moves back towards trend. In particular, we wondered
whether it was sensible to assume that corporation tax revenues would rise to 3.4% of GDP in 2007–08, a
level achieved in the past (on a comparable basis) only when the economy was running well above potential
or when the stock market boom was boosting the profits of the financial sector. We argued that assuming
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a return to the long-run average of 2.9% of GDP might be more prudent. In the PBR, the Treasury has
reduced its medium term forecast for corporation tax revenues to 3.2% of GDP in 2007–08 and 2008–09.
We will revisit this question in next month’s Green Budget.

The PBR also underlines the uncertainty currently surrounding trends in the yield of VAT as a proportion
of consumer spending. The Treasury assumes that the ratio of VAT to consumer spending falls by 0.05
percentage points a year. In the first three years of the current cycle the decline was in fact 0.11 percentage
points a year, resulting in overly optimistic VAT forecasts. But recent data suggest that the ratio this year
may be increasing by 0.3 percentage points to 9.6%. Customs and Excise is not sure why and is therefore
reviewing the assumption. It will have a new estimate to be audited by the National Audit OYce before
the Budget.

One notable feature of the Treasury’s fiscal projections is the apparently spontaneous tightening in policy
by 0.3% ofGDP a year in 2007–08 and 2008–09—the basis uponwhich one can argue that the fiscal position
will be strengthening into the next economic cycle.

One explanation is “fiscal drag”, which forces us to look more closely at what we mean by “unchanged”
tax policies. Projections for the public finances are based on the assumption that tax allowances and
thresholds are indexed in line with inflation. But earnings typically rise by more than inflation, which means
that over time a higher proportion of people’s earnings fall into the higher tax brackets.

In consequence, we see the share of GDP taken in income tax rising from 11.3% in 2006–07 to 11.6% in
2008–09, at a time when the output gap is constant. The longer fiscal drag continues, the greater the impact
each year as the higher rate threshold moves down into the more densely populated parts of the income
distribution.

Thanks to fiscal drag and the freezing of the personal allowance this year, the eVective higher rate
threshold (ie the basic rate limit plus the personal allowance) has fallen from 161% of average earnings in
1996–97 to 143% in 2003–04, which has seen the number of higher rate taxpayers rise from 2.1 million to
3.3 million. The Treasury deliberately does not publish its assumptions about earnings growth looking
forward, for fear of being seen to define a “going rate”. But if we were to assume that earnings rose by 2%
a year on top of inflation (slightly less than the trend rate of increase in productivity), then the eVective higher
rate threshold would drop to 129% of average earnings over the next five years. This would increase the
number of people paying higher rate income tax to around 4.2 million by 2008–09.

The tightening into the next economic cycle is larger than predicted in the Budget in part because higher
forecast inflation in the medium term reduces the indicative cash spending plans for departments in the
Budget as a share of GDP. Current spending is now expected to fall from 38.6% to 38.5% of GDP in
2008–09.

PUBLIC SPENDING: AVERAGE ANNUAL REAL% INCREASE UNTIL 2007–08

Budget 2003 PBR 2003

Total managed expenditure 3.3 3.1
PSNI 10.4 11.6
Current DEL 3.5 3.1
Current AME 2.2 2.2
Current UK NHS DEL 3.9 3.8

Current UK non-NHS DEL 3.3 2.8

In ourGreen Budget nextmonthwewill examine the PBR forecasts inmore detail and assess them against
the benchmark of the chancellor’s fiscal rules. At this stage a number of questions (not all of which we will
try to answer) suggest themselves:

— Are the Treasury’s public finance projections based on a sensible assessment of the size of the
output gap and of the trend growth rate of the economy?

— Is it realistic to expect the structural budget position to improve by 1.4% of GDP over the next five
years on “unchanged” tax and spending policies?

— Is the Treasury’s current tentative projection of 2.8% a year real growth in non-NHS current
spending by departments consistent with the government’s objectives for public services?

— Is it politically realistic to assume a further significant rise in the number of people paying higher
rate income tax over the next five years?

16 December 2003
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Letter to the Committee from Friends of the Earth

At this pre-Budget, the Chancellor can choose to promote a sustainable economy. Therefore Friends of
the Earth, in the run up to the pre-Budget, is proposing a raft of initiatives that would move the UK in a
sustainable direction, across energy, transport, waste, farming and housing issues.

We propose a balanced package of taxation policies, aimed at furthering environmental progress whilst
discouraging harmful activities. Our view is that these taxes need to be linked in a positive loop. In this way
the government can raise revenue through taxation on regressive activities and channel these funds to
promote positive change.

Accelerating the progress of the green tax agendawould help deliver key economic and social policy goals,
as well as environmental ones. A clear and strong strategy for green tax reform at the next Budget will lay
the foundation for a socially progressive and economically dynamic programme for creating jobs, and
deliver the low-carbon low-waste economy, and a greened agricultural sector, promised in Labour’s
manifesto. British companieswould benefit from afiscally-drivenmove away fromusing dirty and ineYcient
technologies towards modern, renewable, resource-eYcient and clean alternatives.

Also these measures would help meet the Government’s social exclusion goals. Poor communities are
worst aVected by a range of environmental threats, including traYc pollution, toxic chemical emissions from
heavy industry and climate change. These neighbourhoods are also frequently deprived of decent services,
public transport, energy conservation and waste minimisation opportunities. Improving environmental
conditions and services will tackle social exclusion.

For over a decade, Friends of the Earth has played a prominent role in promoting the green tax reform
agenda Enclosed is our pre-Budget 2003 Briefing: Time for a sustainable economy.1 This sets out a package
of practical green tax and respending measures to be proposed at pre-Budget 2003 and implemented in
Budget 2004.

I hope you find this briefing both interesting and useful. As always Friends of the Earth is keen to
stimulate and engage in constructive dialogue, and any comments you have on our proposals are most
welcome.

19 November2003

Memorandum from Professor Iain McLean, University of Oxford

In his PBR speech on 10.12.03, the Chancellor said:

“Alongside the Allsopp report published today on regional statistics, the Secretary of State for
Work Pensions and I are also publishing for each region of the country full employment plans.

For 2,000 enterprise areas covering high unemployment communities in 417 constituencies:

in addition to fast track planning and abolishing stamp duty, I can announce—subject to state aid
approval—first year 100% investment allowances to renovate vacant commercial premises.

And I can confirm that as a result of the Lyons Review we will relocate out of London and the
south east 20,000 civil service jobs, to the benefit of the regions and nations of the UK.

Local authorities who successfully promote small business creation should be rewarded for
doing so.

And the Deputy PrimeMinister and I propose that any additional business rate income be shared
with local authorities. Although I will consult further before the Budget, we expect local
authorities to be eligible for an additional £150million in 2005, £300 million in 2006, rising to £450
million a year.”

In the printed Pre-Budget Report, the following paragraphs are of interest:

3.8 The RDAs [Regional Development Agencies] have also been asked, in advance of Budget 2004 and
the 2004 SpendingReview, to identify the top ten institutional and administrative barriers that are hindering
eVective coordination of policy decisions and service delivery in the regions.

3.61 Sustainable economic growth cannot be achieved in all regions and localities of the country through
top-down policy making by central government . . . At the LGA conference in July, the Chancellor and the
Deputy PrimeMinister launched a consultation on theLocalAuthority BusinessGrowth Incentives scheme,
which will give local authorities a direct financial incentive to maximise economic growth in their areas.
Analysis based on historical growth rates shows that the scheme could be worth up to £1 billion to local
authorities over a three-year period, by allowing them to retain a proportion of increases in local business
rate revenues. The extra resources will be entirely additional to local authorities, with no ringfencing by
central government. Furthermore, no business will pay more under the scheme.

1 Not printed. For full text see www.foe.co.uk/resource/briefing/prebudget2003.pdf
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3.62 The Government set out three key principles for the scheme in the consultation document. These
were that the incentive must be applicable to all authorities, that the distribution of benefits must be fair,
and that the scheme should be as intelligible as possible. Following the consultation, two thirds of those who
expressed clear preferences favoured basing the scheme on either the national historic growth model or the
sub-regional model. TheGovernment has decided to take the scheme forward based on the national historic
growth model as this is fairer on local authorities in diVerent regions with similar growth rates.

3.78 The Government recognises the value that regional bodies can add in promoting R&D and
innovation, and in facilitating knowledge transfer. All RDAs are now investing in science and innovation,
with an estimated £240 million invested in 2002–03.

Box 6.4: The Lyons Review of public sector relocation The independent review of public sector relocation
announced in the 2003 Budget is being led by Sir Michael Lyons. The Review published an interim report
in September 2003 confirming that at least 20,000 government jobs could be relocated from London and the
South East. The review’s final report will be published inMarch 2004. SirMichael will shortly be publishing
new evidence, which further demonstrates the benefits for eYciency and quality of public services in
relocating government activities. Work based unnecessarily in London and the South East imposes extra
costs on departments, through higher accommodation and staV costs and lower recruitment and retention
rates, and aVects the delivery of public services . . . relocation is likely to have a positive economic impact
on the areas receiving government activity, with potential benefits for the UK economy as a whole. Sir
Michael will also be exploring other potential benefits of relocation, including a contribution to regeneration
and urban renewal, delivery of the Government’s PSA target for regional economic growth, improving the
visibility and accessibility of government functions and preparing for future devolution. In the light of Sir
Michael’s work the Government has committed to take forward relocation as a key strand of the public
service reform agenda, underpinned by a clear responsibility on civil service heads to realise the benefits of
relocation for their departments, the need for suitable incentives and a tighter coordination of the
Government estate. Work on these elements will be taken forward by the Government over the coming
months.

The document Full Employment in Every Region (at http://www.hm-treasury.gov.uk/media//EAD48/
employment—372.pdf) shows that the employment rate is lowest in the North-East, Northern Ireland, and
London. It puts the low London employment rate down to, among other things, discrimination and cultural
eVects in the Bangladeshi and Pakistani communities, and low employment among newly arrived
immigrants.

The Local Authority Business RateGrowth Incentive scheme is explained on theODPMwebsite at http://
www.odpm.gov.uk/pns/DisplayPN.cgi?pn—id%2003—0268. The Government there explains that it will
apply the “National Historic Growth” model. The most popular option among respondents to the
consultation had been the Sub Regional model. The regional implications of this choice are complex but
your advisers could assist Members should they wish to take up this issue.

Possible questions to Ministers and/or oYcials on matters relating to regional productivity in the Pre-Budget
Report

P1. Given that Inner London has the lowest employment rate in the UK, are you confident that the
transfer of public sector jobs envisaged in the Lyons Review will not simply move (un)employment from
one region to another?

P2 Why did the Government choose the National Historic Growth model rather than the Sub-Regional
model for the Local Authority Business Growth Incentive scheme?

Most of the regional productivity issues raised in the PBR papers are in the two interim reports of
independent reviews also released on 10 December 2003: the Allsopp Review of Statistics for Economic
Policymaking, and the Barker Review of Housing Supply. A separate note on each of these follows.

Christopher Allsopp, Review of Statistics for Economic Policymaking, First Report

The Chancellor commissioned this review in February 2003. Its First Report was published on 10.12.03.
Part of its remit is to advise the Chancellor, the Bank of England, and the National Statistician on the
regional information and statistical framework needed to support the Government’s key objective of
promoting economic growth in all regions and reducing the persistent gap in growth rates between the
regions.

Its First Report contains several recommendations relevant to the Committee’s inquiry into regional
productivity and regional statistics. In particular,

2. Present estimates of regional Gross Value Added (GVA) are not of suYcient quality to support
analysis of the Government’s policy objective to increase growth in the regions. . . . The ONS should take
preliminary steps, including proposing an appropriate timetable for the production of these data, in time
for a statement on progress to be included in our Final Report.
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9. Over the longer term, the ONS should identify and take the necessary steps to integrate Regional
Accounts into the National Accounts framework as fully as possible and to increase the quality of Regional
Accounts data towards that of the National Accounts. . .

12. There is a requirement for estimates of individual components of the expenditure measure of GDP.
The ONS should put together proposals for the following

— extending the sample of the Expenditure and Food Survey, perhaps once a year as part of the
developing Continuous Population Survey, in order to provide a more robust annual regional
breakdown of Household Final Consumption Expenditure;

— the development of fuller regional measure of Gross Fixed Capital Formation that look beyond
apportionment techniques;

— the production of an annual National Accounts measure of Government Final Consumption
Expenditure that takes into account the recommendations in Professor McLean’s Report and
subsequently revisits the fuller government accounts exercise; and

— potential deflation techniques for each measure.

20. Resolution of concerns with population statistics is of crucial importance from the perspective of
regional and local policymakers. We welcome the programme of work set out in the Quality Review of
“International Migration Statistics”, and recommend further that the ONS develops its programme of
research in order to establish how intra-UK migration can also be estimated more accurately.

24. The NUTS hierarchy is now widely accepted across a broad range of statistical and administrative
bodies. It should ideally be the standard, at the very least at the NUTS 1 level, unless there are overriding
operational reasons to do otherwise.

The First Report is a large and, in places, highly technical document. However, here are some. . .

Possible questions to Ministers and/or oYcials

A1 How (and by when) do you plan to have data on regional GVA of suYcient quality to measure
progress on the regional productivity PSA target?

A2 How (and by when) do you propose to implement Professor McLean’s recommendations on
improving the data published in Public Expenditure Statistical analyses on identifiable expenditure in each
region of the UK?

A3 When will better data on internal and international migration become available?

A4 Have you plans to ensure that all Government departments and agencies compile their statistical
information using the NUTS1 boundaries? [Note: the twelve NUTS1 units are the nine English regions;
Scotland; Wales; and Northern Ireland].

Kate Barker Review of Housing Supply: Securing Our Future Housing Needs

The Chancellor commissioned this review in April 2003. Its interim report was published on 10.12.03. Its
remit is to Conduct a review of issues underlying the lack of supply and responsiveness of housing in the
UK [and] . . . If appropriate, identify options forGovernment action, including the use of fiscal instruments.

According to Barker, the supply of new houses in the UK is unresponsive to demand. Relatedly, UK real
house prices have grown at an average 2.5% per annum since 1971, but most strongly in prosperous areas
of the country. This has many consequences. Those related to regional productivity include:

— Home owners in the high priced region are reluctant to move to a low priced region for fear of
being priced out if they want to return, or simply because they expect a lower rate of return or
higher user cost for housing in the low priced location . . . Households in the low priced region
have a larger credit hurdle to clear if they wish to move to the high priced region, even when the
expected rate of return in housing is higher there. This leads to greater unemployment mismatch
and higher unemployment at a national level and will have a permanent downward impact on the
level of GDP. (para 1.37).

— The UK has invested a low proportion of GDP in housing compared to other EU countries and
housing completions relative to the size of the existing housing stock shows relatively low
provision. At current renewal rates houses built today would need to last around 1,200 years.
(para. 2.4).

— There is a possible market failure in the provision of brownfield land for development. The
fundamental problem may be due to the low value of brownfield land which results from the high
costs of developing it, coupled with high existing use values which militate against redevelopment.
(para. 4.17)
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— Outsiders, those who would like a house and who would benefit from development, often have
little or no voice in decision making. Insiders, the existing residents within a community, hold all
the power and influence and often do not want housing for “outsiders”, although housing
development for “local people” is often more acceptable. (para. 8.22).

Chapter 7 considers the taxation of land and housing in the UK. It notes that the development gain the
public sector confers through network developments and planning permissions is inadequately taxed; and
that newhouse construction is zero-rated for VATwhereas repair, maintenance, and improvement is subject
to the standard rate of VAT. It comments briefly on Council Tax and Stamp Duty. Although agreeing that
Council Tax is regressive (falling more heavily on poor householders than on rich ones, and on regions with
low property prices, mostly in the North, than on regions with high property prices, mostly in the South),
it claims at 7.55 that Council Tax has “little impact” on distorting the housingmarket. Chapter 8 shows that
“Section 106 agreements”, whereby planning authorities can impose conditions such as aVordable housing
or contributions to infrastructure on permissions for housing development, are an ineYcient means of
securing these social objectives.

Possible questions to Ministers and/or oYcials

B1. Do the distortions in the housing market identified in the interim Barker report impede progress
towards the HMT/ODPM/DTI PSA target of reducing regional disparities?

B2 Which of the following might make it easier to fulfil that target, and which harder:

— Increasing the total stock of new houses;

— Increasing the stock of new houses in the south-east;

— Changes in the taxation of land and housing (if so, what changes?)

B3 In view of the admitted weaknesses of Council Tax, why does the interim Barker review believe that
it has “little impact on actual housing supply”?

B4 Would you support the scrapping of the “Section 106” mechanism for capturing the social benefits
of development? If so, what would you put in its place?

11 December 2003

Memorandum submitted by Professor Peter Spencer York University

Is there going to be enough tax revenue to sustain the government’s expenditure plans over the medium
term, or will tax increases be necessary to meet the golden rule? This is the central issue that has faced
economic forecasters and fiscal policymakers over the last 18 months.

I have been arguing that the government deficit is a structural rather than a cyclical phenomenon, and
that a policy adjustment will be necessary at some stage. This view is partly based on the observation that
the cyclically-adjusted current account balance is in substantial deficit. The Treasury’s latest calculations
put this at 0.8% ofGDP. If this calculation is anything like correct, it means that the tax take will not recover
in the way the Treasury suggest, even if their ambitious growth forecasts are met.

However, cyclical adjustments to the public finances are highly subjective and it is possible to arrive at a
very diVerent estimate of the output gap and its eVect on government finances. Indeed, in presenting the
November Inflation Report the Governor of the Bank of England commented that he thought the output
gap was close to zero. However, the behaviour of taxes on income and wealth since 1997 suggests that the
surge in the run up to the last election was the result of special factors like the stock market boom that are
not likely to be repeated. Whilst not conclusive, this analysis also suggests that as the economy accelerates,
tax revenues will disappoint.

The Treasury forecast is based on the view that the stupendous tax flows of the millennium represent the
norm to which we will soon return. The precise reasons for the ebbing of this fiscal tide remain unclear, but
the longer it continues, the more apparent it is that the millennium represents a high water mark that we are
unlikely to see again. It is only a matter of time before this reality becomes apparent. This update sets out
my reason for thinking that in the absence of policy adjustments, the golden rule will be broken, perhaps as
soon as 2005.

The Economic Forecast

Since PBR 2002 the economy has performed as well (if not better) than the Treasury forecast, yet the
public finances have gone from bad to worse. The stock market has also performed a lot better than anyone
thought at the time of the Budget. This financial year the current deficit has widened out to £19.3 billions
from last year’s £11.8 billions, despite the recovery in the economy and the stock market and despite big
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increases in National Insurance Contributions and Council Tax. A comparison with the Treasury’s Budget
forecast of £8 billions provides a stark warning of the scale of errors likely in forecasting the public finances,
underlining the need for caution.

PBR 2003 shows the current deficit falling back to just £8 billion next year; to £5 billions in 2005–06 and
then to zero in 2006–07. However, this forecast is based on the view that the economy will grow by 3 to 3°%
in 2004 and again in 2005 and that there will be a spontaneous improvement in the tax take: the cyclically
adjusted deficit falls back to just 0.1%ofGDPnext year. In other words, tax revenues will bounce backmuch
more strongly than the economy. That seems very unlikely.

Although the Chancellor has made the lower half of his growth range this year, the forecasts for the next
two years are much more ambitious. The average consensus forecast has growth next year of 2.6%
accelerating marginally to 2.7% in 2005. The ITEM Club forecast is more optimistic, as shown in Table A.
One of the reasons for our optimism relative to the consensus is that we believe that the move to the new
CPI inflation measure amounts to a relaxation of monetary policy, making it more diYcult for the MPC to
raise interest rates as the economy recovers. Short term, as the Governor of the Bank of England has noted,
CPI starts in the lower half of the target range rather than the top half. Long term, the superior technical
construction of this index means that on our calculations it will remain 0.7 to 0.8% below the RPIX on
average. Reflecting this, the RPIX is growing by 2²% by the end of the Treasury forecast, while CPI stays at
2%. ITEMbelieve that interest rates will remain relatively low, and output growth stronger than consensus.
However, our forecasts of 2.8% for next year and 3.1% for 2005 are still less optimistic the Treasury’s:

Table A

GDP FORECASTS

2002 2003 2004 2005 2006 2007

PBR 2003 1.7 2.1 3–312 3–312 2–212 (")
ITEM 1.7 2.0 2.8 3.1 2.8 2.7
Consensus 1.7 2.0 2.7 2.7 2.4 2.4

One of the reasons for our pessimism relative to the Treasury is that we remain concerned about the state
of the company sector finances and the eVect of pension fund deficits on business expenditure. The revisions
to the National Accounts data this Autumn had the eVect of dramatically reducing the financial surplus of
non-financial companies. The surplus of £16 billions that we were looking at for 2002 was chopped back to
just over £4 billions. Anecdotal evidence suggests that although the stockmarket is recovering, pension fund
deficits remain a serious problem, particularly for small to medium sized companies. Business investment
is unlikely to recover as quickly as the Treasury is suggesting.

The Treasury forecast also leaves me puzzling about the outlook for public sector investment. Budget
2003 forecast a hefty 47% real terms rise in this item in 2003, and the public sector returns for the first three
quarters support this forecast. Public investment helps to explain the strength of the construction industry
this year, and the upward revisions made in the Autumn. However, PBR 2003 puts this growth at just 15%
in 2003, accelerating to 30% in 2004. The money allocated for net investment investment in the current
financial year has also been reduced relative to Budget 2003, by nearly £1 billion.

The Fiscal Arithmetic and The Economic Cycle

However, my main concern about PBR 2003 lies with the fiscal arithmetic rather than the economic
forecast. The Treasury estimate that the economy is currently 1°% below trend and that if an appropriate
adjustment is made for this (PBR Box: B1) the deficit would be 0.8% rather than 1.9% of GDP this year.
However, many commentators have argued that the upward revisions to GDP last Autumn pushed output
up into line with trend, leaving much less spare capacity in the economy.

The judgement that is made about the output gap is critical for both fiscal andmonetary policy. However,
I side with the Treasury in believing that the economy is running significantly below trend. Indeed, following
the ONS’s revisions to the National Accounts, ITEM estimates suggest that the output gap is now larger
than we previously thought—while past GDP growth has been revised up, so too has business investment
and the capital stock, raising our estimate of potential output. The existence of this output gap means that
there will continue to be downward pressure on firms’ profit margins, and is another reason for thinking
that new investment will be delayed.

Having said that, it seems unlikely that the bounce in tax revenues will be as dramatic as the Treasury are
suggesting. The next table sets out the ITEM Club October forecast for government tax revenues alongside
the PBR 2003 figures for public consumption and investment. Receipts grow by 7.2% next year and by 6.5%
in 2005–06. These rates are well above those for money GDP, but are below the Budget assumptions of 7.4
and 7.1%, which we felt were too optimistic. As the table shows, these more cautious assumptions make a
big diVerence to the current balance, which remains in deficit for the duration of the forecast.
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Table B

CURRENT AND CAPITAL BUDGETS

£ billion 2002–03 2003–04 2004–05 2005–06 2006–07 2007–08

Current receipts 396.5 422.8 452 481 510 538
Current spending 394.0 427.3 449 478 503 528
Depreciation 14.4 14.8 16 16 17 18
Surplus on current budget "11.9 "19.3 "13 "12 "10 "8
Net investment 10.7 18.0 23 25 27 31
Net borrowing "22.6 "37.3 "36 "38 "37 "39
(% GDP) 5.9 4.3 6.1 6.3 5.7 5.4
Surplus on current budget "1.1 "1.7 "1.1 "1.0 "0.7 "0.6
Cycle cumulative surplus 4.0 2.3 1.2 0.1 "0.6 "1.2
Net borrowing "2.1 "3.3 "3.0 "3.0 "2.8 "2.8

On this forecast, the cumulative current surplus over the first four years of the cycle is eroded in 2005–06,
turning negative in the following year. The optimistic Treasury forecast suggests that we will push up above
trend in early 2006, meaning that the cycle could end in 2005–06, with a 50–50 chance of breaching the
golden rule, or in the following year, with a much greater probability of violation. Either way, the margin
of error is miniscule.

The narrow error margin is also clear from the PBR 2003 arithmetic. On the Treasury’s central case, the
average annual surplus over the cycle is 0.2% of GDP. But as paragraph 2.74 concedes, in the conventional
“cautious case,” which lowers the level of trend output by 1%, “the average surplus on the current budget
is no longer positive.” That is just a polite way of saying that the golden rule is broken.

11 December 2003

Memorandum submitted by Mr Edward Troup, Simmons & Simmons

1. Small businesses

The introduction of a 10% corporation tax rate in 2000 (reduced in 2002 to 0% on the first £10,000 of
corporate profits and 10% on the next £40,000) has encouraged large numbers (probably several hundred
thousand) of the self-employed to incorporate their businesses. This permits a significant saving of income
tax andNICs as self-employed earnings (taxed at basic rate of 22% plus NICs of 11%) can be converted into
dividends (subject to corporation tax at 10% or 0%) which are not subject to further tax in the hands of basic
rate taxpayers. Paragraph 5.91 of the PBR indicates that theGovernment is proposing to take action against
such businesses to stem the tax losses which are flowing from this.

It was inevitable (and indeed predicted) that such a behavioural change would follow from a reduction in
corporation tax rates2. It is now common practice for accountants to advise the self-employed (taxi-drivers,
hairdressers, plumbers etc) to operate through a company to take advantage of this diVerential in tax rates.
Although the PBR does not provide any details of the proposed legislative action, it appears likely either to
follow the “IR35” approach of deeming the owner manager to have paid him or herself a minimum salary,
or to treat dividends as employment income. Either way this will be complex and involve compliance and
regulatory cost.

If the reduced and zero rates of tax are not achieving their intended result, the Government should not
adopt a complex retaliatory response, but should repeal these measures and, if appropriate, oVer tax
reductions to all small businesses (incorporated or self-employed) in some alternative way.

2. Larger businesses

The PBR set out details of reforms anticipated in August 2003 to remove inconsistencies between the UK
corporate tax system and the European Treaty exposed by recent judgments of the European Court of
Justice. Initially this involves the introduction of transfer pricing rules between related UK companies3.
Other measures are likely to follow (reform of the tax treatment of dividends, losses and interest expense

2 The Chancellor described the reduced rate as a “new incentive for men and women to start their own business” Budget Speech
Tuesday 9 March 1999.

3 Transfer pricing rules operate internationally to prevent UK companies shifting profits into low-tax territories by under-
pricing sales to overseas aYliates (or over-pricing purchases). There is no need to operate such rules between two UK
companies as no tax advantage can be obtained frommis-pricing. European rules treat the application of transfer pricing rules
only to international transactions as discriminating against businesses in other EUMember States. Abolishing transfer pricing
rules internationally would expose the Exchequer to material tax loss. The proposed response removes the discrimination by
extending the existing rules toUK toUK transactions, thus treating international and domestic transactions in the same way.



9229512004 Page Type [O] 15-01-04 01:31:10 Pag Table: COENEW PPSysB Unit: 2PAG

Treasury Committee: Evidence Ev 73

and the rules for taxing controlled foreign companies), although there has, as yet, been no public
acknowledgement by the Government of these other issues.

The Inland Revenue deserves credit for the considerable eVort it has put into mitigating the eVect of the
transfer pricing measures and consulting on their details. However, the fact is that these changes produce
no economic or fiscal benefit to the Exchequer or the economy but simply seek to defend the corporate tax
system against rulings of the ECJ. In doing so they increase the regulatory burden on UK businesses,
damage the competitiveness of the UK tax system and damage our international reputation for having a tax
system favourable and open to international businesses.

It is also regrettable that other potentially worthwhile proposals for the reform of corporation tax, while
still progressing, risk being side-lined while attention is focussed on defending the tax system against the
ECJ.

The issues raised by the European Treaty and the decisions of the ECJ are enormously diYcult. All
solutions—reforming our own tax system, seeking an amendment of the European Treaty or adopting a
more harmonised basis for taxing companies in Europe—are either politically or practically impossible or
undesirable. Nevertheless this problem cannot be wished away. The Government’s current approach of
incremental defence—acknowledging and seeking to deal with single issues without addressing the wider
problems—risks aggravating an already diYcult situation.

All likely options and outcomes—including the possibility of moving an amendment to the European
Treaty to seek to defend national corporate tax systems—need to be examined in a more public debate.

19 December 2003

Memorandum submitted by Mr M.R. Weale, National Institute of Economic and Social Research

1. The Pre-Budget Report acknowledges that the fiscal position is considerably worse than had been
forecast in the Budget last Spring. The deficit now exceeds the 3% Maastricht limit. It should however, be
remembered that, had Britain joined the Euro, an excess deficit would not have immediately led to the threat
of financial penalties. These can be imposed only in the third successive year of an excess deficit but,
following the debacle over the deficits in France and Germany, it is not clear that fines ever will be imposed.

The Golden Rule and the Cycle

2. The Report nevertheless claims that the Government is “on track” to meet the Golden Rule, that, over
the cycle the current budget should be in balance or in surplus.

3. It has to be remembered that the importance of the Golden Rule is political rather than economic. An
economist would more probably have recommended instead either i) that taxes should be set at a level to
keep expected future taxes constant independently of whether that leads to an immediate surplus or a deficit
or ii) that the budget surplus/deficit should be set so as to oVset fluctuations in private sector saving and to
allow overall consumption to evolve steadily. Nevertheless, given the political importance of the rule
comment about the public finances in the light of it is well justified.

4. The Committee has commented in the past that it is unsatisfactory that the cycle should be defined by
HM Treasury rather than by, say the National Audit OYce. It is nevertheless worthwhile sketching out the
sorts of things which could happen and why political manipulation of the end of the cycle may occur.

5. Government revenues are highly seasonal, with substantial revenues accruing in the first quarter of the
year. This means that it is more likely that the Golden Rule will be broken if the cycle ends in December
than if it ends in March. No economic importance can, of course, be attached to this. It would have been
more sensible to define the rule with reference to seasonally adjusted data, but the point is that it was not.
Judgement is therefore likely to err away from a December end to the cycle.

6. A more general criticism is that the state of the cycle at any point in time cannot be identified with any
reasonable precision until four or five years later (Orphanides and van Norden, 2002). Revisions to early
estimates of the state of the cycle are often of magnitude similar to the estimates of the cyclical deviations
themselves. This can be seen in Chart 2.3 of the End of Year Fiscal Report. The estimate of the output gap
produced for budget 2001 of the economy in 2000–01 was 0.6% above trend. The current estimate is that
the economy was 1.3% above trend. Since the end of the cycle is the point at which output returns to the
trend level from below measurement of the state of the cycle is crucial to the assessment of performance
against the golden rule. But the sort of revision described abovemaymake it impossible, in practice, to know
whether the Golden Rule has been met or not until well after the event.
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Risks Implied in the Government Forecasts

7. Be that as it may, we can consider the Government claim that it is “on track” to meet the Golden Rule
on the assumption that the cycle ends in March 2005. The Government projections show a cumulated
surplus of £14 billion by the end of the period. We explore the margins of error round this using the
information provided by the Government on its forecasting errors. Tables 2.6 and 2.7 of the End of Year
Fiscal Report suggest average absolute errors of 1.1% of GDP in deficit forecasts one year ahead and 1.6%
two years ahead. It is also clear (charts 2.4 and 2.5) that the forecast errors are serially correlated (an error
in one direction in one year is likely to lead to an error in the same direction in the next year. The document
unhelpfully does not say anything about the forecasting record of the Pre-budget Report itself.

8. We take the mean absolute error associated with the forecast for FY 2004–05 to be 1.3% of GDP
(between the 1.1% error for 1 year ahead and the 1.6% error for two years ahead), and we assume there is
an error of 0.6% of GDP associated with the Pre-budget Report forecast for the current year. We assume
that the errors are normally distributed and that the expected error is zero.

9. If the error in the current year is unrelated to the error in the next year, then this implies a 20% chance
of missing the target. If, on the other hand the two move step in step, then the chance rises to 25%. The truth
is probably somewhere between the two, so it is probably fair to say that the Chancellor’s own forecast
implies that the chance of breaking the Golden Rule in the current cycle is between one in four and one in
five. The key point is, however, that calculations like these should be performed by the Treasury as a matter
of course and included in the Pre-budget Report and Budget Statement instead of being left to outsiders to
do less than perfectly.

10. Looking at the medium term the End of Year Fiscal Report draws attention to the very big errors
associated with forecasts three and four years ahead. Since the current budget projections show the current
account simply returning more or less to balance, it is obviously quite incorrect to conclude that themedium
term fiscal position is consistent with the Golden Rule. The most that can be said, if one accepts the
underlying projections, is that the chance of meeting the rule without tax rises or spending cuts is 50%.

11. These calculations are performed on the assumption that the Treasury forecasts are on average
correct, given what is known about the economy at the moment. There are, nevertheless, two surprising
aspects to them.

12. The cumulated growth rate over the next three years is 1% point more4 than would be delivered if the
economy grew at the assumed trend growth rate of 2°% p.a., so it is reasonable to assume that this is the
output gap assumed by the Treasury. The unemployment rate has now fallen to 5%; there may be scope for
further reductions but it is likely to be limited. Output growth might also be possible if inactive people, such
as those who have taken early retirement, are brought back into the labour force.Without these it is diYcult
to see that there is much of a gap to be closed.

13. Secondly, the assumed buoyancy of tax revenue is surprising, even when one takes account of the
assumed output gap. By 2008–09 revenues, as a share of GDP are expected to exceed the peak seen at the
time of the fiscal boom in 1999–2000. The excess is largely attributed to the 2% point increase in National
Insurance contributions. Thus the government is treating what seemed at the time a period of great revenue
buoyancy as a period of normality to which the economy is expected to return. It is not surprising if other
commentators have doubts about this. In particular we note that between 2006 (when the economy is
expected to read trend output) and 2008–09 the government current balance improves by 0.6% ofGDP even
though there is no change to the output gap. Such a change relies almost entirely on revenue buoyancy
unconnected with the cycle. Even if such trends exist at the moment, the projection of them forward is less
than prudent.

International Comparisons

14. The Pre-budget Report makes a great deal of how Britain’s fiscal position compares with those of
other advanced countries. This analysis would be a complete picture if the government were concerned only
with its own finances and not also with the overall state of the economy.

15. It is worth bearing in mind that running up a large national debt is one mechanism by which those
currently economically active can improve their own living standards at a cost to their successors. Other
mechanisms are rising house prices and pay as you go pensions; the eVects of these are similar. Thus looking
at public borrowing alone does not convey a true picture of whether the economy is showing “fairness and
prudence”.

16. There is one simple indicator which suggests, however, that the UK economy is performing poorly
in this respect as compared to its neighbours. In theUKwe save about 15%ofGDP (taking saving attributed
to the public and private sectors together). However we need to save about 20% of GDP to ensure that our
national wealth grows in line with our income; France, Germany and Italy do much better in this respect.
HMTreasury needs to put more work into understanding this shortfall of national saving, either developing
policies to oVset it, or explaining why it does not matter. At present the issue is simply ignored.

4 Taking the lower end of the range provided. This is used in calculating the fiscal projections.
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17. One can, however, see what may happen in discussing reforms to the Stability and Growth Pact.
Countries with high public savings rates are likely to claim that this should be taken into account when
setting limits for public borrowing. So on these grounds, the fiscal straightjacket imposed on the United
Kingdom would be tighter than that faced by Italy.

Conclusions

18. Taking the short-term Treasury forecast at its face value the chance of meeting the Golden Rule in
the current economic cycle is reasonably high (75–80%). There are neverthelessmedium term concerns about
the revenue projections; these have to be seen in the context of the large forecasting errors associated with
medium term fiscal forecasts.

19. It is only but focusing solely on the public sector budget and ignoring the level of saving in the
economy as a whole, that one can conclude the UK’s fiscal position is better than that of the other advanced
countries. A perfectly coherent argument is that countries with low private saving need higher public saving
to make up for it. Seen from this perspective the UK, with its low level of private saving performs badly
relative to major continental countries despite the fact that they have larger budget deficits.
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Memorandum submitted by Mr John Whiting, PricewaterhouseCoopers

I am responding to your note of 18 December requesting some observations on the tax measures
contained in the Chancellor’s Pre Budget Report 2003 (PBR). Given the short timescale available to the
Committee, we agreed that my submitting a general note quickly would be of most assistance, rather than
an in-depth analysis. Accordingly, I set out below comments on some of the major matters arising. As you
will appreciate, this cannot be exhaustive. I also enclose, in case it would be of assistance to the Committee,
a copy of the short summary of the Chancellor’s report that PricewaterhouseCoopers prepared for clients
on the afternoon of 10 December. We also, as a matter of interest, prepare a much fuller analysis for clients.

1. Corporate Tax Reform: Transfer Pricing and Thin Capitalisation

The Government’s recognition that UK–UK Transfer Pricing could impose potentially huge
administrative burdens on business is welcome. The announcement of a further period of consultation is
also a step in the right direction, though it is to be hoped that this will result in further changes.

The few exemptions provided within the proposals so far do little to remove burdens from larger
businesses that have extensive intra-UK transactions.Whilst we recognise that there is a problem here—the
tax system found to be non-compliant with EU rules—progress needs to be made on simplification, in
particular to the Thin Capitalisation area, possibly to bring in a UK consolidated basis. Whilst exemptions
for smaller businesses are welcome, the practical eVect of such exemptions is limited simply because most
small businesses operate only through a single company.

2. Research and Development (R&D)

The announcements on R&D Tax Credits, which follow the consultation process, are welcome. The
widening of the qualifying cost base to include fuel and water consumed and software used directly in the
R&D process is sensible. The wider definition of what qualifies for R&D generally is also welcome.

3. Childcare

There was considerable attention paid to the increased support to be given through the tax system for
employer-supported childcare. Whilst the proposal to allow £50 of childcare vouchers to be given to
employees free of Income Tax and National Insurance Contributions (NICs) is welcome, it must be borne
in mind that currently such vouchers can be provided free of NICs. Thus the income tax exemption is being
given at a cost of a potential increase inNICs.We trust that this £50 limit is not to be applied to the provision
of workplace nursery relief, where the removal of the existing requirement for the employer to have
management responsibility for the childcare provision to ensure that it qualifies for the tax exemption is a
sensible and constructive move.
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4. Pensions

We are pleased to see the pensions reform is being taken forward in a measured way. We still have
concerns over the impact of the £1.4 million “pot limit” but it seems that the proposals in the new
consultative document oVer a much improved transition to the new regime. We are studying the new
consultative document and will in due course make detailed representations on it. One area that we will no
doubt focus on is how widespread this pot limit will become in years to come and whether it will operate
fairly comparing those in final salary pension schemes with those who have to accumulate their own
private pension.

5. Tax and Accounting

We were pleased to see the announcement that companies choosing to adopt International Accounting
Standards (IAS) to draw up their accounts will be able to use such accounts as the basis for their tax
computations. However, consultation and dialogue with the Inland Revenue is essential during the coming
year to identify and resolve the many issues that will arise as companies move towards IAS in terms of the
tax issues that are created on particular items.

6. Residence and Domicile

We note that in para 5.108 in the main Pre Budget Report document there is reference to the review of
the residence and domicile rules. The acknowledgement of the need to simplify and modernise the current
rules for residence to fit with increases in international travel and commuting will be welcomed by business.
At the same time we wholly endorse the need to proceed carefully in this whole area and be convinced of
the merits of change before bringing in reforms in the area of domicile.

7. Small Businesses

Wewere concerned that the Chancellor made a brief announcement in his speech regarding husband and
wife companies, which seems to refer to para 5.91 in the main Pre Budget Report document. Here there is
reference to the Government taking action in Budget 2004 “to ensure that the right amount of tax is paid
by owner managers of small incorporated businesses on the profits extracted from their company”.

This development, coming on the back of concerns about the application of the Settlements legislation
to small businesses, has caused a deal of concern to such businesses and their advisers. Surely it would have
been possible to give a more detailed explanation of what is envisaged? In particular, it naturally arouses
concerns as to whether this is simply an attempt to compensate for the huge numbers of small businesses that
have incorporated in recent years in the wake of the introduction of the nil “starter rate” for corporation tax.

8. Missing Items

There are always things that business, or taxpayers generally, look to be included in a Budget or PBR,
which in the event remains unaVected. Three things are worth highlighting this time:

(i) The Chancellor announced that there would be no change to the VAT treatment of themanagement
costs of many diVerent types of retail funds, for example Units Trusts and OEICs. Given the
regulatory changes in the European Union from 1 January 2004, surely the opportunity should
have been taken to make UK exemptions commensurate with those of other EU member states
and maintain the UK’s competitiveness in this market.

(ii) It is disappointing that there are no details of how UK tax law will apply to the new European
company. Although we are promised that these will be included in Finance Bill 2004, it does delay
the ability of businesses to make use of the single European company.

(iii) There was no update on employee share plans. There are a good number of anomalies created by
the rules introduced in the Finance Act 2003, which could usefully be addressed.

9. Organisation of the PBR Releases

As a final observation, it would be helpful if all tax changes were explained in InlandRevenue or Customs
and Excise Press Releases, not left to the main PBR volume. The references above to paras 5.91 and 5.108
are two examples of this.

I hope the above comments are useful to the Committee. I would be happy to submit further observations
or attend to give oral evidence if that would be helpful

19 December 2003
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