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FSBR CHAPTER 4: INDEPENDENT TAXATION

For the record, the Chancellor said, in the course of a discussion
about Budget Day pamphlets, that he thought there was a étrong case
for including a section on Independent Taxation in Chapter 4 of the
FSBR, setting out a clear summary account of the reform in
reasonable detail. Please could you include something in the next

draft, for him to look at?

A P HUDSON
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TREATMENT OF EXPENDITURE MEASURES IN FSBR

The Chancellor was grateful for your minute of 17 February. He
agrees that the expenditure changes should be charged to the
Reserves. And he is generally content with your recommendations
about how they should be shown in the FSBR.

21 However, he feels that an alternative presentation 1in
table 1.1 should be used. This would be retain the title 'The
Budget Measures', but would delete the side-heading 'Tax
Proposals', and would not have a separate side-heading for
'Expenditure Measures'. Instead, the figures for covenants and
maintenance and for forestry would be shown net, with a footnote on
the lines 'Figures are net of consequential increases in public
expenditure'. The groué?%f the various items in table 1.1 has, of

course, yet to be decided.

e

A C S ALLAN

s ) Tl My Sir P Middleton i m
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BUDGET SECRET: TASK FORCE LIST

2.16 The Government has decided not to reduce
this scale this This

taxes on

year. cautious approach takes

.Mrwﬁ&vgfﬁM;b‘ account of the uncertainties in the revenue forecasts and
= N I ' L minimises the risk of tax increases being required later
?,ﬁﬁufsﬁr on if revenues prove less buoyant than expected. The PSBR
he o~ WA i1 for 1988-89 is set at = iF Ui Iion,, aheat ita o[ | pev csfit
\Qvffﬁﬁbmﬁ”' of GDP, little changed from the expected outturn in 1987-
f%“;wsﬂx}/pv 88. Thereafter the PSBR is projected at zero, a balanced
go ™ budget, which is equivalent to the objective of 1 per cent
N\%‘&fvm; / of GDP after adding back privatisation pProceeds. The PSBR
\.(mﬁwﬁ% v/ to be set in future Budgets will as usual be reviewed in
12, the light of Circumstances at the time.
Version B of paragraphs 2.15 and 2.16
-

Assumptions

2.15 The PSBR is now assumed to be zero over the medium
term: a balanced budget. This is a prudent and cautious
level and can be maintained over the medium term. ‘In
practice, there are likely to be fluctuations around this
‘level from year to year./VThe recent strength of the
economy and the buoyancy of government revenue have led
j s S budgeﬁ surplus over the last Year; and without the
tax reductions announced in the Budget there would have

been, on current forecasts, a surplus of [over £7 billion]
in 1988-89. Cowirvy 4 practutit apprcad Ak hy, ~luaps feont o
Chovetenste g b m1B gy, put 8 M pom 04 Y redihin Loy b aaed,
2.16 The PSBR for 1988-89 is set at [ 1, little changed
from the expected outturn in 1987-88. The PSBER to be set
in future Budgets will as usual be reviewed in the light
of circumstances at the time.

2.17 For the period to 1990-91, the public expenditure
pProjections in Table 2.4 use the figures for the public
expenditure pPlanning total shown in the public expenditure
White Paper (Cm 288); gross debt interest Payments are
lower than Projected in the White Paper, reflecting lower
government borrowing while other adjustments are a 1little
higher. It is provisionally assumed that general
government expenditure will grow by 1 per cent
terms in 1991-92. Decisions

will be taken in the 1988 Survey.

in real
On expenditure in 1991-92
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FSBR CHAPTER 2: MTFS TEXT AND FISCAL PROJECTIONS

The purpose of this note is to seek provisional decisions on the
medium term fiscal projections to be included in the MTFS and on
the MTFS text. A draft of the whole MTFS is attached.

MTFS text

2 The early part of the text (up to paragraph 2.13) has been
revised following your meeting of 18 February. The later sections
on fiscal policy and the conclusion are new. There are virtually
no numbers in the fiscal tables, and the text is provisional.
Tables will be filled in and the text revised in the light of your
comments and reactions to the fiscal projections. The preferred
versions of the various charts are included in the text.
Alternative versions are attached at the end. Points to note on

the text include:

i) paragraph 2.09 does not refer to the pre-Christmas G7
agreement : to do so would take another sentence.
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ii) the words in square brackets in paragraph 2.11 and 2.12
are possible additions to the draft you suggested.

iii) in paragraph 2.13 you deleted the word ‘"desirable" in
the second sentence; we have suggested "right" as a

replacement.

iv) we have as agreed deleted the last sentence of the
previous version of paragraph 2.13, which allowed for
the case where therc was heavy intervention towards the
end of a financial year, which it would not be sensible
to seek to sterilise immediately. We will need to make

~~ it <clear in the budget briefing that the statement on

L// this last point in last year's Mansion House speech
still stands. We are also hoping that we will be able
to include a more complete and detailed description of
funding policy in the planned EPR article we are
writing, though this will not be published until April.

(v) two alternative versions of paragraphs 15-16 are
offered. The first version makes use of the argument
that a zero PSBR is equal to the Government's long term
objective of 1 per cent of GDP adjusted for

privatisation proceeds.

Fiscal projections

3% We have prepared fiscal projections with the help of the
revenue departments over the last week. These projections are
still provisional, but the issues that they raise are fairly

firmly established.

4. The prospects for 1987-88 and 1988-89 were discussed in Mr
Sedgwick's submission to you of 18 February, and are subject to
change as further information arrives. The current submission
takes account of your objectives for the PSBR in 1988-89 ie it
assumes revenue lower than in Mr Sedgwick's submission. Final
decisions on the later years will have to wait until the details
of the 1987-88 and 1988-89 revenue numbers have been settled.
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(a) General government expenditure

5. As agreed at your meeting of 4 February, the expenditure
figures show the planning total as published in the PEWP for
financial years 1988-89 and 1990-91. For 1991-92, the planning
total is assumed to increase by 1% per cent, giving a rise of

about 1 per cent in general government expenditure.

6. Combining planning total figures as in the PEWP with the
higher money GDP growth adopted in the MTFS implies a bigger fall
in the ratio of general government expenditure to GDP than that
shown in the PEWP (and also a bigger fall than 1likely to be
achieved in practice). In addition, using planning total figures
as in the PEWP in conjunction with revenue figures based on a
higher rate of growth of money GDP can cause the prospect for tax

cuts to be overstated.

7. We can alleviate both of these problems to some extent by
shading up the components of general government expenditure that
are outside the planning total: debt interest and other
adjustments. But there is a limit to what we can do given our
need to be able to justify in public any changes since the PEWP.

8. The expenditure figures shown in the PEWP were:
£ billion 1987-88 1988-89 1989-90 1990-91
X Planning total 147.3 156.8 167.1 ¥76-1
2% Debt interest 17.8 18.0 18,0 18.0
3. Other adjustments 7:5 8.0 8.0 8.0
4. General government

expenditure 372..6 183.0 193 .2 202.1
Memo:
Implied unrounded
sum of 2+3 25.3 26.2 26, % 26.0
9. The table below shows the broad implications for debt

interest of revising the PSBR path from the flat +£1 billion a
year that underlies the PEWP figures.
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.‘E billion 1987-88 1988-89 1989-90 1990-91

New PSBR path [-3] [-3] 0 0

Cumulated change in
borrowing from PEWP

(end year) -4 -8 -9 -10
Implied reduction in

debt interest -0.1 -0.5 -0.8 -0.9

10. Taking account of the implication of lower borrowing, we are

thinking in terms of the following rounded expenditure figures for
the MTFS:

(£ billion) 1988-89 1989-90 1990-91 1991-92 “w“”\
1. Planning total 157 167 176 184 )'§K> 4
S . A
2. Debt interest 18 ADIE i il iR £
{ A 2
3. Other adjustments 8 g 9 +| 9 LAV
; sl /a5
4. General government 183 193 201 209 gl =,
expenditure L sl / Aﬂ :
(s 25 LS g
11. In rounded'terms the general government expenditure figures
are unchanged from the PEWP in 1988-89 and 1989-90, but £1 billion
lower in 1990-91. They imply the following ratios of GGE

excluding privatisation proceeds to GDP (to be published in
Chapter 5 for the period up to 1990-91):

1988-89 1989-90 1990-91 1991-92

GGE excluding privat-
isation proceeds
as percentage of GDP* 41(42) 40%(41%) 40(41%) 39%

*PEWP ratios shown in brackets.

The ratio for 1987-88 is now put at 41%, compared with 42% in the
PEWP; thus this path of expenditure gives a fall in the ratio in
each year from 1987-88 to the end of the MTFS.
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. (b) Revenue

12. After taking account of the Budget package (as in the
scorecard of Thursday 18 February), and also of:

(1) an assumed PSBR path flat at zero after 1988-89

fad) forecasts of 1likely expenditure levels, given MTFS

economic assumptions
(iii) central forecasts of revenue, given MTFS assumptions,

our current projections of general government revenue and
expenditure, and of the available fiscal adjustments are:

(£ billion) 1987-88 1988-89 1989-90 1990-91 1991-92

General government
expenditure 173156 183.4 192.0 201.5 243,39

General government
receipts (pre
fiscal adjustment) 174.0 187.3 198.3 207.0 28757

Public corporations'
market and overseas

borrowing -0.9 -1.2 -0.5 -0.1 0
Cumulated fiscal

adjustment - - 6.8 5.6 5.8
PSBR -3.4 =51 0 0 0

The implied annual fiscal adjustments are (to the nearest

1 '‘billion) "%
1989-90 1990-91 1991-92

7 -1 0
The implied non-North Sea tax burden is as follows:

Non-North Sea taxes as percentage of non oil GDP

1987-88 1988-89 1989-90 1990-91 1991-92

pre-package 3.5 3§*2\ 39,3 . 39.0 39.2

post-package D7 o 38. 1 ) { 38. l ) S1L.3 37.0
W e L
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13. The large underlying rises in the tax burden between 1987-88
and 1989-90 reflect the effect of real fiscal drag on income tax
payments, very strong growth in corporation tax rcceipts, and also
large increases in local authority rates. Thereafter the
pre-Budget tax burden is projected to be static: although real
fiscal drag continues to boost income tax, sluggish profits and
rising depreciation allowances cause corporate tax receipts to
weaken. Adjusted so as to remove the effect of tax cuts in
successive budgets, the non-oil tax burden can be seen to have

shown strong underlying growth since 1985-86:

Non-0il tax burden at constant tax rates

1983-84 1984-85 1985-86 1986-87 1987-88 1988-89

35..5 35,6 35.4 35.9 36.6 38.1

(NB the adjustments made to derive the tax burden at constant tax
rates are only approximate.)

14. Your decisions on the PSBR to be shown in 1988-89 mean that
the revenue total published for that year will be below the
forecasters' central estimate. Taking that adjustment on into
later years will reduce published revenue in those years, and will
also reduce the projected fiscal adjustments. On the other hand,
using the PEWP planning total figures, rather than realistic
forecasts of expenditure, tends to raise the projected fiscal
adjustments, particularly in the later years of the MTFS.

15. The net effect of taking on both the adjustment to revenue
and the PEWP planning total path (with the upward adjustment to
other components of expenditure discussed in paragraph 7) is to
~reduce substantially the annual fiscal adjustment projected for
§éwi31989—90, and to raise the annual fiscal adjustments shown for
LoV later years. The cumulative fiscal adjustment over the three
years to 1991-92 is the same as the forecast fiscal adjustments
shown in paragraph 12. The annual fiscal adjustments and tax

burdens (pre and post package) are shown below:
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Fiscal adjustment and tax burden with adjusted revenue and PEWP

planning total

1988-89 1989-90 1990-91 1991-92

/ &Y
Annual fiscal _1_ _i_ letle
adjustments 4 0 2
Non oil tax
burden: pre package 38.5 38.9 38.5 38.7
post package <137T§§ 37.6 37 .0 0

16. Reducing the annual fiscal adjustment in 1989-90 and raising
that in 1990-91 so that both lie within the £1-3 billion range we
might normally expect to show in the MTFS will require only a
limited amount of smoothing of revenues. Taking the MTFS period
as a whole we will not want to "hide" revenue (beyond the

adjustment to revenue made in 1988-89).

17. It is worth noting that adopting last year's MTFS assumption
about revenues - that post-Budget non-North Sea revenues would
grow in 1line with non-North Sea GDP - will not be helpful this

year:

- as the tax burden figures in paragraph 1%5imply, a flat
tax burden gives a very high (£4 billion) fiscal
adjustment in 1989-90.

- a flat tax burden over the whole MTFS period will give a
rather high cumulative fiscal adjustment - some
£2-3 billion above what we would actually forecast.

18. If we want to describe the revenue projections as an

assumption, a variant on last year's practice would be to assume
that pre-budget non o0il revenuesrise in line with non-oil money
GDP. This gives the following path for the fiscal adjustment and

the non-oil tax burden.
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1988-89 1989-90 1990-91 1991-92

Annual fiscal

adjustments 2 IE 1l

Non-o0il tax

burden: pre package 38.5 38.5 38.5 38.5
post package b 372 37.0 36.9

The disadvantages with this are:

- the cumulative fiscal adjustment is on the low side
(although it could be shaded up to £5 billion rather
than 4 by marginal changes to the expenditure

projections)

- it will permit approximate calculations to be made of
the third and fourth year effects of the package.

19. Last year was the first time the MTFS revenue projections
were described as an "assumption", and there is no need to
describe them as such again this year. Relatively small amount of
smoothing of the forecast path of revenue would leave us with a
run of fiscal adjustments of

1989-90 1990-91 1991-92

This would imply a small (0.2 percentage point) fall in the tax
burden (post-package) in 1989-90. It would not be too difficult
to explain this in terms of the published second year revenue

effects of the package.

20. In order to proceed further with the fiscal projections it

would help if you can give your views on the following:

- Do you want to the revenue path to be derived as an

"assumption" this year?

- If not, should we work towards a fiscal adjustment path
of 392

- g@ﬁ

v 4,0, ] S J DAVIES
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M&UM TERM FINANCIAL STRATEGY

2.01 The Medium Term Financial Strategy (MTFS) continues
to provide the framework for the Government's economic

policy, as it has done since 1980.

2.02 It is intended to bring inflation down further over
a period of years, and ultimately to achieve price
stability. Accordingly, economic policy is set in a
nominal framework. Monetary and fiscal policies are
designed to keep the growth of money GDP on a downward
trend over the medium term. The MTFS is complemented by
policies to improve the working of markets and the supply
side of the economy . By encouraging enterprise,
efficiency and flexibility, these policies improve the
division of money GDP growth between output growth and

inflation, thus assisting the creation of jobs.

2.03 Money GDP growth has come down from over 20 per cent
at the start of 1980 to under 10 per cent last year. At
the same time inflation has fallen from over 20 per cent
at its peak in 1980 to around 4 per cent last year. In
real terms the economy has grown steadily at around 3% per
cent a year on average since 1983, and is set for a
further year of growth at around 3 per cent, with

inflation remaining around 4 per cent.

Chart 2.1 Money GDP output and inflation
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Table 2.1:

BUDGET SECRET: TASK FORCE LIST

Objectives and the framework of policy

2.04 Policy is directed at maintaining monetary conditions
that will bring about a gradual reduction in the growth
of money GDP over the medium term. Table 2.1 shows the
intended medium term path for money GDP, although there
will inevitably be fluctuations around it in the short

term.

Money GDP Growth#*
1987-88 1988-89 1989-90 1990-91 1991-92

9% 7% 6% 6 5%

* Per cent change on previous financial year. See Table

2.3 for assumptions on output and inflation. The figure
for 1988-89 is a forecast; the figures for subsequent
years describe the Government's broad medium term

objectives.

2.05 Money GDP growth is expected to be around 9% per
cent in 1987-88, higher than forecast in last year's FSBR.
The main reason for this was substantially stronger real
growth, which is currently estimated at 1% per cent above
last year's forecast; inflation (as measured by the GDP
deflator) is also estimated to have been a little higher

in 1987-88 than was forecast last year.

2.06 For 1988-89, money GDP growth is forecast to be
7% per cent. Real growth is forecast to slow down from
its 1987-88 level, but to remain higher than projected in
last year's FSBR. The current forecast for the increase
in the GDP deflator in 1988-89 is similarly a little above
the projection in last year's MTFS.

2,07 For the later years, the growth of money GDP is
projected to decline at the same rate as envisaged last
year. The medium term growth projection for the economy
as a whole is unchanged from last year's MTFS, as is the

medium term decline in inflation.
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2.08 A declining path for money GDP growth, as in
Table 2.1, requires firm monetary policy supported by
prudent fiscal policy. Fiscal policy is reviewed each
year at budget time. Short-term interest rates, which are
varied more frequently, are used to keep monetary

conditions on track.

Monetary Policy

2.09 As the Chancellor made clear at the Mansion House

last year, the Government is committed to maintaining a

stable exchange rate, with the rate against the

\\\\\ deutschemark being of particular importance. This

Stﬂ%L prov1des an_ important financial discipline, and is also
575/'/(” '

'y period o;\

helptul to lndustryfgf There was

o ﬁ | \ fenera grrency~stabiltity following the a ment betweenl
Qj@““ﬁt '3 he major indusStrial nation at the meéting in Paris in
Ikggﬁ?L¢i e Xfebruary 1987.\ Despite the subs quent~fall in‘the dollar
ﬁﬂbﬂﬂfﬂ | owards/ “the end of 1987, and \despi i i nt market
WL% YE(/j pressure at tim, sterling has _Meen [kept] broadly stable
M“Tf e aintaining/thi ERET £ S S i providef{ the
v//‘“// Aoasdss for the declining path for money GDP growth and

inflation. ,///TT“TT~=§\\ 77
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2.10 Achieving these objectives implies a reduction in
monetary growth over the medium term. For MO, which has
continued to be a reliable indicator of monetary
conditions, the Government is setting a target range for
1988-89 of 1-5 per cent [2-6 per cent]. This is the same
as indicated in last year's MTFS. [This is the same as
last year's range.] The ranges given in Table 2.2 for
later years are illustrative, but show a steady fall
consistent with the declining path for money GDP growth.

2.11 Interest rate decisions are based on a continuous
and comprehensive assessment of2E%&i—the—inditﬁturs~gfgz
monetary conditions so as to ensure that inflationary
pressures are not accomodated. This means, in particular
that increases in domestic costs will not be accommodated

by a decline in the exchange rate.

Chart 2.3 Velocity of monetary aggregates
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Growth of MO*

1987-88 1988-89 1989-90 1990-91 1991-92

5 [1-5] 1-5 0-4 0-4
* Per cent change on previous financial year. 1987-88 is
a forecast. 1988-89: target range. 1989-90 onwards:

illustrative ranges.

Lot

there is no explicit target
of monetary

2.12 While,/] as last year,

the assessment

range for | broad money,

conditions ¥ takeg ‘the behaviour off broad money, or

liquidity, into account.

2.13 With the increasing overlap between activities of

banks and building societies, ‘\iéﬁz;izﬁisnﬁieg? to

concentrate on measures of broad m ne_)“fﬁat——tncfude

deposits held with both. Nox—is-itfright}-in funding
jc isti i and

salesto—builtding societies. the authorities will seek

fin—2988=897)to fund the total of maturing debt, the PSER,
ManCMASL AN 000 et

and any nethoreign exchangelTarket iﬂfﬂfﬁfﬁﬁf°nsby sales
of debt outside the banking and building society sectors.

Chart 2.4 Private and public sector borrowing
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. Fiscal policy

4)
//”/,éfﬁ\\\\ 2.14 It is now expected that there will be(ﬁét repayment
V(HﬂAi:)} of public debt in 1987-88, compared with a borrowing

requirement of arpund 1 per ,cent of GDP, forecast a year
e e Do
ago. This 1q ~-he [%zrsﬁ_(tlme there has been a budget

surplusé%?aee—&969a?éF__Ihe__bosxewrng——aequ&ammnﬂrfaétar
privatisation proceeds w&kbdu;«u;&ﬁhﬂﬂrqnukng«v
% per cent of GDP, smaller immmelation=to—@PP than in any |

year since 1969-70. |

Chart 2.5 Public sector borrowing requirement and privatisation [
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The PSBR path 2.15 The Government's 1lgng term objective for the PSBR is
for it to equal 1 per cént of GDP. The recent strength of
the economy and the buoyancy of government revenues have

”[jjvui xj}H? already reduced borrowing well below this level; and on
present forecasts tax ductions of [over £7 million]
Cﬁyu .ff-““@\ would have been needed in‘order to achieve a PSBR of 1 per

cent of GDP after adding priivatisation proceeds./
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2.16 The Government has decided not to reduce taxes on
. this scale this This cautious approach takes
account of the untertainties in the revenue forecasts and
minimises the isk of tax increases being required later
on if revenues prove less buoyant than expected. The PSBR
for 1988-89 1is
of GDP, little
88. Thereafter the PSBR is projected at zero, a balanced
budget, which is equivalent to the objective of 1 per cent
of GDP after addiﬂg

to be set in futu*g/éudgcts will as usual be reviewed in
Tk A
G [,\60“'( O.V\DA
wwlk Wit &
wakii PE9S
2.15 The PSBR is now assumed to be zero over the medium
term: a balanced budget. This is a prudent and cautious
level and can be maintained over the medium term.
practice, there are likely to be fluctuations around this
level from year to yearﬁ #B'xe recent strength of the
economy and the buoyancy of government revenue have led

to a budget surplus over the last year; and without the

t at -| | billion, equal to -[ ] per cent
nged from the expected outturn in 1987-

ack privatisation proceeds. The PSBR

the light of circumstances at the time.

Version B of paragraphs 2.15 and 2.1

tax reductions announced in the Budget there would have

been, on current forecasts, a surplus of [over £7 billion]

in 1988-89.@])3 2 SV L‘,Q\kl

L Aok
[ *t De \
v a' ' AL
ﬁ;VB, 1m.l$n 2.16 The PSBR for 1988-89 is set at [ ], little changed
P from the expected outturn in 1987-88. The PSBR to be set

evo %t i : ey :
sV in future Budgets will as usual be reviewed in the light

K SN of circumstances at the time.

F}?VQ%gzum;tion 2.17 For the period to 1990-91, the public expenditure
ij projections in Table 2.4 use the figures for the public
L<W i Y«{ expenditure planning total shown in the public expenditure
Xﬁ‘ White Paper (Cm 288); gross debt interest payments are
XJ Q{L\ lower than projected in the White Paper, reflecting lower
£ government borrowing while other adjustments are a little
e g higher. 1t is provisionally assumed that general
government expenditure will grow by 1 per cent in real
terms in 1991-92. Decisions on expenditure in 1991-92

will be taken in the 1988 Survey.
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2.18 The assumptions about output growth and inflation
that underlie the revenue projections are shown in Table
2.3. They are consistent with the figures for money GDP
growth in Table 2.1, 0il prices are assumed toggé?-in
' in 1988-89 and thereafter to remain

broadly unchanged in real terms.

Output and inflation assumptions

Percentage change on previous financial year
1987-88 1988-89 1989-90 1990-91 1991-92

Real GDP

Non North Sea 5 3 3 3 3
Total 4% 2% 2% 2% 2%
Inflation

GDP deflator 5 4% 4 3% 3

Gel
VG;JJ

Table 2.4

Public expenditure

2.19 <§;e Government's j cg;vé is to reduce public
spending as a proportion o§~”£ational income. With a
balanced budget, this red ”ﬁion in public expenditure will
create room for reduct}éﬁs in the burden of taxation,
helping to improve/ﬁﬁéther e supply side of the economy.

Public expenditgré is considered more fully in Chapter 5.@

General government expenditure

£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

Public expendiEure
planning total

Gross debt

interest

Other adjustments

General govgrnment
expenditure

of which

Privatisgtion

proceeds

General government
expenditure exclud-
ing privatisation

proceeds
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1

.2 General government expenditure, and its components, are rounded to
the nearest €1 billion from 1987-88 onwards. General government
expenditure is assumed to grow by 1% in real terms in 1991-92.

3 See the public expenditure White Paper (Cm 288), Table 1.8.
Proceeds are assumed to be the same in cash terms in 1991-92 as in
1990-91.

For 1986-87 to 1990-91, the figures are taken from Table 5.1.

Revenue

2.20 The growth in government revenues [’- 7%ver
Lthe medium Lerm will depend on the(§iowth of i;;;mes,
spending and prices, as well as on policy decisions. On
the unchanged policy assumptions set out above, [general
government receipts are expected to increase somewhat less
than money GDP. Government revenues from the North Sea
are projected to decline as oil output falls. Non-North
Sea revenues are projected to grow at around the rate of

growth of non oil money GDP.]

Table 2.5 General government receipts
£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

Taxes on incomes,
expenditure and
capital

National insurance
and other
contributions

Interest and
dividends

Other receipts

General ?overnment
receipts

of which 2
North Sea tax 4.8 5 4 4 3 2]

- General government receipts, and its components, are rounded to
the nearest £1 billion from 1987-88 onwards.

4 Royalties, petroleum revenue tax (including advance payments) and
corporation tax from North Sea and gas production (before advance
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corporation tax set-off). This does not correspond exactly to tax
receipts in the same financial year in respect of North Sea
production. See footnote 3 to Table 6B.3.

Public sector borrowing

221 The projections of government expenditure and
receipts are brought together 1in Table 2.6 to provide
projections of the general government borrowing

requirement (GGBR), the PSBR and the fiscal adjustment.

2.22 Changes since the 1987 MTFS are discussed in the
Annex to this chapter.

Table 2.6 Public sector borrowing®

£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

General government
expenditure

General government
receipts

Fiscal adjustment 2
from previous year

Annual fiscgal
adjustment

GGBR

Public corporations'
market and overseas
borrowing

PSBR 3.4 <F. ] -[ 1 0 0 0

Money GDP at market
prices 387 426 457 487 516 545

PSBR as per cent
of GDP 0.9 -[ 1] -[ 1 0 0 0

Rounded to the nearest £1 billion from 1987-88 onwards. Further
details for 1987-88 and 1988-89 are provided in Tables 1.2 and 6.7.

Means lower taxes or higher expenditure than assumed in 1lines 1
and 2.
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Conclusion

2.23 l:;;ney GDP growth has been higﬁbr than fore t over
the last year, with real groﬁth in: e economy
substantially above expectations. Bo;h/hominal and real
CDP growth are forecast to decline Ver the next year.
Q}RQ& The assumptions on which the dium-term projections are
based may have to be modi@}ed"in th§ light of events. But
the government remains committed to reducing money GDP
growth over the medi term, and to reducing the ratio of
\&\ﬁﬁfvrd public expenditgré/izi taxation to GDP. The MTFS provides
the financial - framework within which the policies to

achieve Epééi/;bjectives are seEi:g
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AXWX TO CHAPTER 2

Money GDP

Table 2A.1

Monetary
aggregates

Table 2A.2

Fiscal

projections

Expenditure

Changes since the 1987 MTFS

2A.1 The growth rate of money GDP is expected to be
higher in both 1987-88 and 1988-89 than envisaged in laslL
year's MTFS, with growth in the GDP deflator % percentage
point higher in both years. Thereafter inflation is
projected to decline at the same rate as last year. The
projection of output growth over the medium term in the
whole economy is unchanged from last year's MTFS.

Money GDP growth
Differences from 1987 MTFS projections, percentage points
1987-88 1988-89 1989-90 1990-91

+2% +1 +35 +%

2A.2 The growth in MO in 1987-88 has been within its
target range throughout the year. The target range for
1988-89 [is the same as the illustrative range given last
year]. The illustrative ranges for subsequent years are

[also] the same.

The growth of MO

Per cent changes on a year earlier
1987-88 1988-89 1989-90 1990-91

1988 MTFS - ) [1-5] 1-5 0-4
1987 MTFS 2-6 1-5 1-5 0-4

2A.3 Table 2A.3 shows changes in the fiscal projections
since the 1987 FSBR. Additional information on 1987-88 is
given in Chapter 6.

2A.4 The expected undershoot on the planning total in
1987-88 is described in Chapter 5. General government
expenditure is also lower in 1987-88 than projected last
year, reflecting the lower planning total. The planning
total for 1988-89 onwards is as in the public expenditure
White Paper (Cm 288), which incorporates higher figures
than assumed last year. The general government
expenditure figures for the future have also been revised
up; but to a lesser extent than the planning total, as the
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lower path now adopted for the PSBR implies substantially

lower debt interest payments.

2A.5 Revenues in 1987-88 have been much higher than
forecast, in large part reflecting higher money GDP growth
in both 1986-87 and 1987-88. Beccausc of the lag between
accruals and payments of taxes on corporate profits, the
buoyancy of the economy over the last year will still be
contributing to the growth of revenues in 1988-89. North
Sea revenues in 1987-88 were slightly higher than
forecast, as the oil price for much of the year was well
above the assumed 1level of $15 a barrel. On the
assumption that oil prices remain close to recent levels,

0il revenues in 1988-89 are now forecast to be much as

projected a year ago.
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Revenue and expenditure
Changes from 1987 MTFS projections f£billion
1986-87 1987-88 1988-89 1989-90 1990-91
Expenditure
1 Planning
total -1 -2%
2 Other 1 +%
3 General govern-
ment expenditure 0 -2
Receipts
4 North Sea taxes 0 +%
5 Other taxes and
contributions +3 +4
6 Other +3 +1
7 General govern-
ment receipts +1 +5%
8 Implied cumula-
tive fiscal
adjustment - -
9 Public corpora-
tions' market
and overseas
borrowing 0 0
10 PSBR -1 -7%
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. Chart 2.5 taken back to 1971
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. Chart 2.5 Bar chart back to 1971
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FSBR: CHAPTER 5

The attached draft of the public expenditure chapter for the

FSBR has been prepared on the same lines as last year's version.

2. A stronger 1link to the rest of the FSBR has been inclu-
ded in the first paragraph and the explanation of the differ-

ences between the planning total and GGE has been omitted.

38 The structure of the tables is also unchanged apart from
some modifications to Table 5.1 where the ratio of public spending
to GDP is given in terms of general government expenditure exclu-
ding rather than including privatisation proceeds and the real
terms figures relate to GGE excluding privatisation proceeds
ra therfuthanieteo ¥ Ethet Spltannang - totalk: We have reverted to the
1986 FSBR 1listing of departments and included those spendiny
over £10 billion and the territories because the 1987 FSBR selec-

tion, chosen after Varlous exchanges of" v1ew, did not have much

e -

coherence and 1ncluded a very large block for "other departments"
We could, if you wished, go further and include the other two
programmes of over £5 billion in 1988-89, namely Home Office
and legal departments and Transport. This reduces the "other
departments" from 22 per cent to 14 per cent of public expendi-
1E]0 =t
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4. The figures for the estimated outturn for the 1987-88 plan-
ning total are based on GEP's February assessment and will,
of course, continue to change over the next few weeks. As last
year, GEP will send a submission to the Chief Secretary giving
him the results of an early March re-assessment of the estimated
outturn asking him to clear a planning total for publication
in the FSBR. The figures for and references to individual depart-
ments will be cleared with departments nearer the time. The
figures for debt interest, national accounts adjustments and
GGE will also continue to change as the Budget figuring is final-

ised.

5 We are sending Chapter 5 to the printer on Friday. Tt

would therefore be helpful to have your comments as soon as

s

MRS R J BUTLER

possible.
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- Table 5.1 Public expenditure

ok biaavi b

OKW \3”“’ £ billion
, 1986-87 1987-88 1988-89 1989-90 1990-91
gﬁia_ Outturn Estimated Plans Plans Plans
%‘ﬁﬁ% : outturn
Department
DHSS - social security Lh L (L6.3] L8.5 BT 53.6
| DHSS - health and personal social services 17.9 [19.7] 20.7 20T 28T
| Defence 1831 (18.7] R 20,8 2006
Education and science 19T (17.1] 18.0 18.6 19.2
Scotland, Wales and Northern Ireland 1544 [16.4] Y Lo 175 17.9
Other departments 32.0 [33.2] 3L.9 36.2 36.7
Privatisation proceeds =44 [-5.0] -5.0 -5.0 ~550
Reserve 315 0 1055
Public expenditure planning total 139.2  [1k6.4] 156.8 1671 176:1
General government gross debt interest¥ 176 ke L3751~ 4 1F) [17]
Other adjustments* 8.0 [8.1] (8.4] [8] (9]
General govermment expenditure® 164.8 [171.6] [183.0] [193] [201]
General govermment expenditure excluding
privatisation proceeds
In real terms (base year 1986-8T) [169.2] [168.2] [171.4] [173.5] [17k.h]
As a percentage of GDP [43%] [41%] [b1%] [s0%x] [kO]
¥1989-90 and 1990-91 figures rounded to the nearest £1 billion
r-—"" Q
Changes since previous Budget S.QK' Since the 1last FSBR, extra resources
have been allocated to priority services such
as health, education, law and order, defence
and inner cities. Provision for social security

and local authority current spending has also

been increased.
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Budget measures

In parallel with the abolition of tax

relief on new covenants between individuals,
including covenants to students =- see paragraph
'}
h.A>/the penental contribution scale is being
revised thor Stadiog
q-ed-aced‘*by—["“-]—per—cen-s for those starting eeurses

from the 1988-89 academic year onwards. This
will cost some £20 million in 1988-89, rising
to £80 million 1in 1991-92. In parallel with
the change in the tax treatment of forestry -
see paragraph h.ﬁere will be an increase
in grants to forestry estimated to cost about
£x million in 1989-90 rising to £y million in
1991-92. The expenditure arising from these
changes will be charged to the Reserve withim—

wnd el it add

the Planning Totals.

5.06 The latest estimw
w

subject to some uncertainty, suggest that,‘-t-he

A

1987-88 outturn

[W y 52 Planning—total—outturn—in—3987=88 is 1likely to
i W{sw \ be about £[146.L4] billion, £[2.2] billion below
e W} the plans shown in the 1987 public expenditure

W % e White Paper and the 1987 Budget and £[0.9] billion

‘\, . ?\/‘" \r)’"') below the outturn figure shown in the 1988 public
S

i \
K n S - expenditure White Paper. A breakdown is shown
VRN AP

\~ (\)) S in Table 5.2.
d'(\'% A P é

S

/?G(v of—£3.5 billion This—is—higher than the net
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2ab1e 5.2 Comparison of plans and estimated outturn for 1987-88

1987-88 £ billion

Plansl Estimated Outturn
outturn minus
plans
Central government@ 108.3 [109.5] [+1.2]
Local authority? Lo.2 [k1.0] [+0.8]
of which:
relevant expenditure 31.0 [32.2] [+1.3]
other current L.g [5.2] [+0.1]
capital 4.3 [(3.7] [-0.6]
Nationalised industries and =
other public corporations 1.6 [1.0] [-0.6]
Privatisation proceeds =50 [-5.0]
Reserve 3.5 [-3.5]
Public expenditure planning total 1k8.6 [146.4] [-2.2]

lplans from The Government's Expenditure Plans 1987-88 to 1990-91, Cm 56, adjusted
for classification changes.

2Excluding finance for nationalised industries and other public corporations

5.08 The major changes between plans and esti-

mated outturn for particular programmes are

a net increase of £[1.2] billion in central

government expenditure mainly due to an

increasea in expenditure by DHSS on Health

o :
(rf%&itia e an{qJJJﬁ” and Personal Social Services (of £[0.6] billion
Setb&ﬂwﬂk) and higher net payments to the European
ard dentth 24 )
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. ' Communities (£(0.8] billion) offset by lower
payments by the Intervention Board for Agri-

1t Prod ()5 bt
cultural Produce (£[0.3]) billion))/r

ng:c‘ on The /\,Ia,r»o,/:rv
an of £[1.4]) billionAar local author-

ity current expenditure

o net unluawuu/cﬁ-f[?'é]hlLév : 2

expenditure more than offset by higher—than
expected capital receipts—of-local suthorities

£[1.0] ®ixlion

better thanm—expected results for nationalised
industries and other public corporations,

by £[0.6] billion, due principally to higher

profitability of British Steel and increased

capital receipts from New Towns £[0.2] billion

5.09 T ; ) L buti ‘) 3
o£-£[0.9] Bi33s 5 the 1988 publi "y
Weite Paper are-
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—a—dgeerease—of—£70 midlion—inm—Yocal —suthor—
-ity—eapital-expenditure

Table 5.3 Puolic expenditure by spending authority

£ billion

1986-87 1987-88 1588-89 1989-90 1990=-91

Outturn Estimated Plans Plans Plans
outturn
Central government* 104.6 [109.5] 1142 120.2 1247
of which:
Voted in Estimates 73.4 [77.0] 81.0 8.6 87.6
other S1.2 [32.6] 332 35.6 STl
Local authorities* 37.9 [41.0] k2.6 44,0 45.2
of which:
relevant expenditure 29.4 [32.2] 33.2 34.3 35.4
other current 4.8 5.1 5.4 o 5.9
capital 3.7 [3.7] 4.0 4.0 3.9
Nationalised industries 0.4 [0.4] 0.7 0.0 -0.4
Other public corporations 0.8 [0.6] 0.8 1.0 1.0
Privatisation proceeds 4.4 [-5.0] -5.0 -5.0 -5.0
Reserve 7 35S T.0 10.5
Public expenditure planning total 139.2 [146.4] 156.8 167.1 176.1

*¥Excluding finance for nationalised industries and other public corporations

Public expenditure by 5.10 Central government spending makes up
spending authority about three quarters of the planning total.

About T0 per cent of this is voted by Parliament



Supply Estimates

U Lidavi L AD

through the annual Supply Estimates and covers
the expenditure of government departments for
thelr own activities as well as their funding
of other bodies such as the National Health Ser-
vice. Most of the remamlnder consists of social
security payments paid out of the National Insur-
ance Fund. Spending by local authoritles accounts
for about one quarter of public expenditure.
Nationalised industries and other public corpora-
tions account for the remainder of the total.
Table 5.3 gives outturn figures for the last
two years and the plans as published in the public

expenditure White Paper.

s i For 1988-89, the plans set out in the
public expenditure White Paper have now been
translated, where appropriate, into detailed
control totals in Supply Estimates. The total
Estimates provision for 1988-89 for which the
Government is seeking Parliamentary eapproval
is shown in Table 5.4. The main Estimates for
1988-89 are published in a series of booklets
on 15 March 1988 with a Summary and Guide (Cm
[ ]) which explains the Supply procedure and
summarises the Estimates. It also explains how
they relate to the public expenditure planning

total.



Table 5.4 Supply expenditure

UUINE dazeavd b ik

Sede Of the £[108.3] billion included 1in the
Supply Estimates, £(83.0] billion is direct public
expenditure. The remaining £[25.3] billion does
not feature directly as public expenditure because
it consists of grants to 1local authorities and
finance for other bodies whose spending is counted
as public expenditure. [Nearly 60] per cent
of the money voted in Estimates is subject to
cash limits, which provide the Govermment with

greater control over its cash expenditure during

the financial year.

£ 'bililion
1986-87 1987-88 1988-89
Expected outturn Final Expected Provision

in 1987 Budget outturn outturn

Main Supply Estimates 99.1 99.1 [104.5] [108.3]
Supplementaries and net underspending 2.8 a2l X
Total Supply expenditure 101.9 101.5 [105.7]
(public expenditure element) LTT3) (ETT-2) 1 it Te )]
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... David Waller looks at Trusthouse Forte’s renewed interest in Savoy Hotel group

- ‘Share split is still main barrier ==

“..the Savoy, which combines

grandeur with homeliness, lux-
ury with simplicity, and good
taste and comfort so skilfully

that it may be called the best-

loved hotel in the world.”

So wrote Compton Mackenzie'

in 19563, the year in which the
compelling charms of the Savoy

roup of hotels - which include

laridge’s, the Connaught and
the Berkeley .~ first attracted
the attentions of an unwelcome
predator v - i

As events this week show,
the group’s charms to predators
— in this case, Trusthouse Forte
— are not, much diminished
many years later, = '

:On . Monday night, THF
received an affidavit from the

Savoy, which in turn prompted

a caustic response from THF.
The details of the exchange are
obscure - partly because the
affidavit has not been pub-

lished, partly because of the

complexity  of the issues at
stake ~ but out of the mist of
speculation it emerged that Sir
ugh Wontner is to.retire from
the Savoy board, after more
than 47 years as a director, 36
of which were as chairman.
“Why they chose to’reveal
this in an affidavit, I do not
know,” 'said THF chief execu-
tive, Rocco Forte, yesterday. “It
will be interesting to see
whether he gives up his apart-
ment at Claridge’s. If- he' did,
the company would benefit to
. the tune of £500,000 a year.”
THF's pique is wholly under-
standable. In apparent defiance
of the fundamental principle of
capitalist society, that owner-
ship should be wedded to con-

]
R

trol. THF owns 69% per cent of
Savoy’s equity capital and yet
has absolutely no influence on
the management of the group.
The reason is that TIF owns
only 42'» per cent of the
Savoy's high-voting ‘B’ shares.

The split of the company's
share capital into ‘A’ and ‘B’
shares must rank as one of the
most effective defence manoeu-
vres in UK corporate history.
The original split took placé in
1956 at Sir Hugh’s initiative,
and from that time on the com-
pany has been able to preserve
its independence against all
comers.

The move was a belated
response to separate takeover
attempts from Mr Charles Clore
and. Mr Harold Samuel some
two years earlier. Then, as
now, it was a battle between
the Establishment and the Out-
sider. Clore ~ the Brunel of
financial engineering - and
Samuel made an assault on the
sensibilities, as well the
watering-holes of the English
upper classes. The Establish-
ment rallied to its own.

In time, the pair would be
absorbed into polite society: as
chairman of Land Securities, Mr
Samuel was to become the
post-war property world's most
prominent figure, and Mr Clore
was to acquire wealth, and
respectability, in proportion as
the Sears Group grew in size.

But in the autumn of 1953,
City gentlemen were scandal-
ised at Samuel's plan to turn
the Berkeley Hotel in Piccadilly
into an office block.

Sir Hugh - then just plain Mr
Wontner - responded ‘with an

ingenious plan whereby owner-
ship of the Berkeley was to be
removed from the publicly
quoted company and vested in

Wontner: director of
the Savoy

Sir Hugh

charitable trust. Later ruled as
a “an invalid use of manage-
ment power” by a Board of
Trade inspector, the so-called
“Worcester Buildings” scheime

‘was never implemented.

But it was enough to deter Mr
Samuel from proceeding with a
full bid. He sold his 20 per cent
holding to the Savoy board at

'§£3.2s6d a share, a substantial
. premium to the average price of

52 a share he paid when accu-
mulating his stake.
One of the enduring mysteries

of the affair is how the Savoy
board managed to raise the
51,346,000 required to buy him
out, and how it managed to
obtain the permission to do so
from the Bank of England at a
time of strict controls over
lending. :

Cazenove, the blue-blooded
stockbroker, was retained to
find a way of avoiding any fur-
ther close shaves: the upshot of
the consultation was the issue
of 85,000 new ‘B’ shares which
carried 860,000 votes. The
same number of votes was car-
ried by all the 850,000 ‘A’
shares, with the result that the
‘A’ shares represented 97.7 per
cent of the company's equity
and carried only half the vote.

There was no jiggery-pokery:
the ‘B’ shares were issued pro-
rata to one's holding of ‘A’
shares so that sharehold-
ers'proportional voting rights
were maintained; however, the
new shares could be sold inde-
pendently- of the ‘A’ shares and
the Savoy board and friendly
trusts swiftly snapped up any

‘loose ‘B’ shares. They now have .

50% per cent of the total voting
rights. 3

By the 1970's, a new predator
appeared on the scene in the
form of Victor Matthews of
Trafalgar House; afler numer-
ous lunches with Sir Hugh, he

- passed -his sizeable stake on to

Maxwell Joseph of Grand Met-
ropolitan, who saw the folly of
seeking control and sold out. to
Rothschild Investment Trust,

which in turn sold the block on
to the Kuwaiti Investment
Office. e

In 1981, THF made its £68m.
bid. Just as Samuel had pointed-
to the-declining profitability of.
the Berkeley (it made £114,000.
in 1945, and only £6,000 in,
1954), Lord Forte hit out at the
Savoy's trading record and,
what it claimed was the “muti-
lation” of its capital base. !

Although Forte planned noth-
ing quite so heretical as the
conversion of the Berkeley, hig
offer met. with the contempt
that had_ once been turned
towards lHarold Samuel.
Although ennobled, _Forte
encountered. the patrician fro-
ideur afforded to one who had
started life running a milk bar
in Regent Street. £

THI"s strategy was to accu‘g
mulate a majority of the ‘A’
shares, then press for control at
separate meetings of the two
classes of shareholders. The
courts ruled this out, and THF
is now figliting a war of attri-
tion. o s

The legal action started:last
year is designed to disenfran-
chise a 5.77 per cent block of
‘B’ shares issued in 1970 when
the Savoy bought the' Hotel
Lancaster Hotel in Paris. =~ |

Owned through convoluted
channels by supporters of the
Savoy Board, the removal of
the stake would leave the
Savoy directors with 44%: per
cent. of the votes 2 ainst THF's
42% per cent. THE nopes it
could then clinch contrel
through market purchases.

A
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Daily Telegraph

Ritblat’s walk on
the safe side ™

JOHN Ritblat is leaving no one
in any doubt about his views on

the DTI investigation into
British Land. Last week he
despatched a press release

containing an outright denial of

any involvement in insider

dealing and disapproval of the

NTI's conduct.

The property mogul then
wrote to a number of friends,
shareholders and agents,
hammering home the point.
Enclosed was another copy of
the release and a handwritten

Jetter restating his position just

in case anyone was still
harbouring any improper
thoughts.

Sariy Wail

Counting
the cost
of Black e

Thuirsday, February 18, 1988

FINANCIAL [IMES

| Societies planning to become
 ples could face big tax bills , -

BY DAVID BARCHARD

'BUILDING SOCIETIES planning

to convert themselves into pub-
lic companies could face huge
bills for capital gains tax and
stamp duty unless there are
changes in the law.

Individual societies’ total tax
liabilities would probably be
greater than a single year's
profits.

The Building Societies Associ-
ation has raised its concerns
with the Treasury and . Inland
Revenue and is now awaiting a
response.

“We are reasonably hopeful
that the Inland Revenue will
agree to some changes as the
present situation means that
the cost of conversion would be
too great,” the association said
yesterday. ;

The Revenue is understood to
have told societies that it has
considered the issue and put it
1o ministers.

At present. building societies
have mutual status, which bars
them from seeking equity capi-
tal and means they are subject

to restrictions on their activi-
ties imposed by the Building
Societies Act 1986. The same
act gave them the option of
converting to public limited
companies.

Such a move is now being
¢ontemplated by several lead-
ing societies. If they go ahead
they would cease to exist as
mutual bodies and be succeeded
by limited companies, with
assets, including premises and
goodwill, .transferred from the
old legal entity to the new one.

As the law stands, the new
companies would be liable to
capital gains tax of 35 per cent
on the indexed gain on the mar-
ket value of their business
premises and goodwill. They
would probabiy also have to
pay stamp duty of 1 per cent as
well as capital duty on the
issue of new shares for the
company.

One City accountant said yes-
terday that he believed the
Hzlifax, thé biggest UK society
with gross assets of about

£31bn, would probably face a
tax bill of about £360m if it
converted.

The main problem would be
the definition of the societies’
tax liabilities for their goodwill
as going business concerns. One
way of defining goodwill might
be te assess it as their earnings
ovei several years.

Tax liabilities could be less-
ened if building societies were
to transfer their assets to an
existing company, perhaps a
subsidiary created in advance
to succeed them.

Mr David Gilchrist, general
manager of the Halifax, said
vesterday that the society had
not yet worked out what its tax
liability would be if it became a
limited company.

He said: “The income tax
treatment of members’ deposits
held with us would not change
as the same composite rate
applies now to both banks and
building societies.”

Leeds Permanent floating

rate note doubled, Page 31

Monday...

THE body count in the
City's post-Crash jobs
massacre is going to
get worse.

Chris Chaitow of Morgan
Grenfell Securities cal-
culates gloomily that
the City earned at best
£1.75m a day in Janu-

ary in daily client
commissions in the eq-
uity market.

That is a dramatic slump
on his earlier £2.85m °
estimate but small
punters, who pay some
five times as much per
bargain as the institu-
tions, have since fled
the market.

Miserable

And January looked al-
most rosy compared to
stock market turnover
so far this month. That
miserable £1.75m tally
is just 45pc of es-
tir d daily i
sions last year.

Stephen Lewis, director
of economic research
at Phillips & Drew,
reckons the industry’s
total costs run at
£750m a year. At the
current rate equity
commissions generate
just £437m, And gilts
business, corporate fi-
nance and market mak-
ing will be hard put to
filt the gap.

The City will slim down
more during Lent.

NICK GILBERT

FINANCIALTIMES

Equitable Life cuts 198

reversionary bonus rates

8Y ERIC SHORT

EQUITABLE Life Assurance
Society, the world's oldest
mutual life assurance company,
has surprised the life assurance
industry by reducing its rever-
sionary bonus rates for end-
year 1937.
.. It has done so on both its
with-profit life and its pension
contracts.
" All other life companies that
have to date reported their
end-year bonus rates have
maintained their reversionary
bonus rates. I
Under a traditional with-
profit life and pensions con-
tract the overall profits from
the underlying fund are given
to policyholders in the form of
bonus additions to the benefits
determined by the company-ap-
pointed actuary. L "
. Bonuses come in two main
forms: a reversionary bonus
which is added to the contract
benefits each year and a termi-
nal bonus added when a con-
tract matures or becomes a
death claim. . | » zoipeteed
Reversionary bonuses reflect
the underlying return on.the
funds and are linked to the
interest rates. As such, they are
inherently - stable. Terminal

bonuses, on the other hand,
reflect the underlyving capital
appreciation and tend to be,
more volatile. >

_Actuaries have held rever-
sionary bonus rates steady over
the past five years, relying on
higher equity returns and the
ample reserves held by the
funds to offset the fall in inter-
est rates. ;

Various actuaries have for
some years warned that rever-
sionary bonus rates could not
be held at current levels indefi-
nitely in the face of falling
interest rates. Until now, no
appointed actuary had taken
the decision to reduce bonus
rates in the face of marketing
pressures. ¢

Mr Roy' Ransom,. assistani
general manager and joint actu-
ary of Equitable Life, said the
decision to cut rates was part
of- the. company’s . long-term
strategy. It had not been influ-
enced by the stock market fall
last October and did not reflect
a decline .in underlying invest-
ment performance: i :

The aim was to provide con-
sistently good returns for all
policyholders reflecting the

10

underlying performance. He
had no intention of using up
reserves to hold up an unsup-
portable bonus level.

Mr Ransom said policyholders
should concentrate on the
whole bonus package, not a sin-

gle item. Pay-outs on policies.

maturing now were still slightly
higher than corresponding
pay-outs a year ago.

He said Equitable Life still
occupied a high position in the
with-profit performance tables
— in individual pensions con-
tracts it is a leader. :

Nevertheless; it is doubtful if
it could have cut its rates when
other companies were keeping
theirs steady if it relied on
independent intermediaries for

'\business. A W
* But the company .is one of the

very few that does not pay
commission to third parties. It

relies on its own sales force for -

its business. . ¢ .

Mr Ransom claims that t'hev

field staff have accepted the
situation and do not- see any
“negative points” in the bonus
structure. To date, inquiries for
policyholders have been related
to_ seeking information rather
than complaining over the cuts.

.
IS S

*
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FROM: A C S ALLAN {
DATE: 29 February 1988

MR S J DAVIES cc PS/Chief Secretary
PS/Financial Secretary
PS/Economic Secretary
Sir P Middleton
Sir T Burns
Sir G Littler
Mr Anson
Mr Scholar
Mr 0Odling-Smee
Mr Peretz
Mr Sedgwick
Mr Turnbull
Mr R I G Allen
Mr Grice - =
Ms Turk i /V{/J ( ém
Mr Cropper
Mr Tyrie
Mr Call

FSBR CHAPTER TWO: MTFS TEXT AND FISCAL PROJECTIONS

- The Chancellor was grateful for your minute of 23 February, and the
s draft of Chapter 2. I attach a marked up copy of those pages on
which he had comments.

2 He saw no need to q%ive the Fevenue path as an "assumption"
this year, and was content for you to work towards a fiscal
adjustment path of 3, 1, 2.

A CSI

/

A C S ALLAN




RA7.59 CONFIDENTIAL

REDRAFTS OF 2.19 AND 2.23

2.19 Continued restraint in total public spending is a wvital
element of the Government's economic strategy. Reductions in
borrowing and hence in the burden of debt interest, coupled with
strong economic growth, have enabled the Government to increase
spending on priority programmes while at the same time achieving
its objective of reducing public expenditure as a proportion of
nat&mal income. This in turn has created room for reductions in
taxation, helping to improve further the performance of the supply
side of the economy. Public expenditure is considered more fully
in Chapter 5.

2.23 The strength of the economy coupled with fiscal prudence has
enabled the Government to achieve a balanced budget on a
sustainable basis. The Government remains committed to continuing
with the policies which have helped to bring this about, and to
maintaining the progress towards lower inflation, lower taxes and
lower public spending as a share of GDP in the medium term. The
MTFS provides the financial framework within which the policies to

achieve these objectives are set.



E 2.08 A declining path for money GDP growth, as in
‘ Table 2.1, requires firm wmonetary policy supported by
prudent fiscal policy. Piscal policy ir reviewed each

year at budget time. Short-term interest rates, which are

varied wmore frequently, are used to keep monetary
conditions on track.

Monetary Policy

y/
2.09 /) As the Chancellor made clear at the Mansion House
last ’Yearfi the Government is committed to maintaining a
stable exdﬁange rate, with the rate against the
deutschemark being of particular importance. This

provides an important financial discipline, and is also
helpful to 1ndustry:jk Phe 25 an extended pertod—o
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XY~ == ~wih
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he——maies——&aduetrisT"ﬂEtt;nslat—the—ne;%%hg—in—Paf%s—in
February 1987. —Despite—the-subseguent fall in thedollar
owards—the—end—of-1987, and despite-significant market
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BOa = e gentsrhenmark—over—the whole O ne

i i 11 zprovide_s the
-S;;gguﬁfog the declining path for money GDP growth and
inflation.
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4

VELOCITY OF MO

Qe rguinn )
2.10 Achieving these objoc;:;;;wi;p*ios a reduction in

monetary growth over the medium term. For MO, which has
continued to be a reliable andicator of wmonetary
conditions, the Government is setting a target range for
1988-89 of 1-5 per cent [2-6 per cent]. This is the same
as indicated in last year's MTFS. ([This is the same as
last year's range.) The ranges given in Table 2.2 for
later years are illustrative, but show a steady fall
consistent with the declining path for money GDP growth.

2.11 Interest rate decisions are based on a continuous

and comprehensive assessment of {all-the—indiecators—eof}
monetary conditions so as to ensure that inflationary
pressures are not accomodated. This means, in particular

that increases in domestic costs will not be accommodated
by a decline in the exchange rate.

Chart 2.3 Velocity of monetary aggregates
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"!a'.r 2.2s

Growth of MO*

1987-88 1988-89 1989-950 1990-91 1991-92

- [1-5) 1-5 0-4 0-4
* Per cent change on previous financial year. 1987-88 is
a forecast. 1988-89: target range. 1989-90 onwards:

illustrative ranges.

2.12 While, as

range

last year, there is no explicit target
for broad money, the assessment of monetary
conditions takei the behaviour osf broad money, or
liquidity, into account.

2.13 With the increasing overlap between activities of

banks and building it is sensible to

concentrate on measures of broad moneyA that include
deposits held with both. [: i

PoliQ¥_to—die%ihgv&eh—between~ea%§§z§§7debt—to__banks{ and
sales—to—be%ié§ag—eeeie%iee——4égt;e authorities will seek

-4+n—1988-89 to fund the total of ring debt, the PSBR,
and any netAforelgn exchange arkg intervention, by sales
of debt outside the banking and building society sectors.

societies,

Chart 2.4 Private and public sector borrowing
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Chart 2.5
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Fiscal policy

a
2.14 It is now expected that there will qupet repayment

of public debt in 1987-88, compared with a borrowing

requirement of aéound 1 pej cent of ﬁgP §§5f°°°t a year
rwe b
ago. This 13A.the &rat timeA theréuhas been a budget

surplus,

-adding—>back-privatisation-proceede—will-be—equal—to—under

& per cent of GDP, smaller in-melatiom—to—GPP than in any
year since 1969-70.

Public sector borrowing requirement and privatisation
proceeds

=——_PSBR -
=== PSBR excluding privotisation £
proceeds
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The PSBR path
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Version A of paragraphs 2.15 and 2.16

2.15 The Government's long term objective for the PSBR is
for it to equal 1 per ce GDP. The recent ngth of

the economy and th oyancy of government—Tevenues have
already redu

borrowing well w this level; an

ey 1 GO

=



T T e SRS VRS AibDT

this scale this Yo&r. This cautious roach takes
. account of the u ertainties

nt than expected. The PSBR
billion, equal to - r cent
from the expected ou rn in 1987-
€@ PSBR is projected Zero, a balanced

sation proceeds. The PSBR
et in future Budgets-“will as usual be reviewed in

e light of Circumstances at the time. e B

/fafq-o(vrrwlw‘ ablw
MJWAJP,U‘#“
2.15 The PSBR is now assumed to be zero over the medium
term: a balanced budget. fThis jig a prudent and cautious
level and can be maintained over the medium term. /In
0aﬂwLﬂ4oJ} Practice, there are likely to be fluiguations around this

tpwwiﬁxnbh~ level from Year to year76&;%§zeurg§égf strength of the

&e economy and the buoyancy of government revenue have led
jpwtmfhb'ﬁk}, to a budget surplus over the last Year; and without the
¢ya1wdlm14”ﬁ tax reductions announced in the Budget there would have
C?Tiﬁjﬁ?%ggwés been, on current forecasts, & surplus of [over £7 bilii:n]

in 1988-89, iy e goduslub wWhid hoe ddorsyo betn a
o ok 4 &P WMJ}&&MTFS)W'MQ%ZZ::%@WMLMWJ'
2.16 The PSBR for 1988-89 ig 8et at [ ], little changed
from the éxpected outturn in 1987-88. The PSBR to be set

in future Budgets will as usual be reviewed in the light
of circumstances at the time.

Version B of paragraphs 2.15 and 2.16

Assumptions 2.17 For the Period to 1990-91, the public expenditure
Projections in Table 2.4 use the figures for the public
expenditure Planning total shown in the public expenditure
White Paper (Cm 288); gross debt interest payments are
lower than Projected in the White Paper, reflecting lower
government borrowing while Other adjustments are a little
higher. It is Provisionally assumed that general
government expenditure will grow by 1 per cent in real

terms in 1991-92, Decisions on expenditure in 1991-92
will be taken in the 1988 Survey.



2.18 The assumptions about Output growth and 4inflation
that underlie the revenue projections are shown in Table
'_ 2.3. They are consistent with the figures for money GDP
; growth in Table 2.1. O0i] prices are assumed to memain

: DG Ptdes in 1988-89 and thereafter to remain

Table 2.3 Output and inflation assumptions

Percentage change on previous financial year
1987-88 1988-89 1989-90 1990-91 1991-92

Real GDP

Non North Sea 5 3 3 3 3
Total 4 2% 2% 2% 23
Inflation

GDP deflator 5 4% 4 3% 3

Public expenditure

2.19 The Go nment's objective is t

reduce public
income. With a
public expend re will
burden

8~€£ —
e

f taxation,

ide of the e omy .
Public expenditure if considered more fully i apter 5.

Table 2.4 General government expenditure

£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

Public expendi}ure
Planning total

Gross debt
interest

Other adjustments

General government
expenditure

of which
Privatisgtion
proceeds

General government
expenditure exclud-
ing privatisation
proceeds




‘e

1.

For 1586-87 to 1990-91, the figures are taken from Table S.1.

.2 General government expenditure, and its components, are rounded to

he nearest £1 billion from 1987-88 onwards. General government
expenditure is assumed to grow by 1% in real terms in 1991-92.

3 See the public expenditure White Paper (Cm 288), Table 1.8.

Proceeds are assumed to be the same in cagh terms in 1991-92 as in
1990-91.

Revenue

)d 2.20 The growth in government revenues [i:-n-aa-sh—uasg over

the medium term will depend on the growth of incomes,
spending and prices, as well as on policy decisions. On
the unchanged policy assumptions set out above, [general
government receipts are expected to increase somewhat less
than money GDP. Government revenues from the North Sea
are projected to decline as oil output falls. Non-North

Sea revenues are projected to grow at around the rate of
growth of non oil money GDP.)

Table 2.5 General government receipts

£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

Taxes on incomes,
expenditure and
capital

National insurance
and other
contributions

Interest and
dividends

Other receipts

General ?overnnent
receipts

of which 2
North Sea tax 4.8 5 4 4

General government receipts, and its components, are rounded to
the nearest €1 billion from 1987-88 onwards.

Royalties, petroleum revenue tax (including advance payments) and
corporation tax from North Sea and gas production (before advance



et

Conclusion

2.23 Money GDP growth ha
the 1last year, wit
substantially a expectations. Both
GDP growth forecast to decline
The as ptions on which the

‘:%5 may have to be modifi
€ government remai

en higher than forecast over
real growth 4in t

economy
minal and real
er the next year.
jum-term projections are
in the light of evente, -But
committed to reduci money GDP
growth over the medium term, and to redu
pPublic expenditdre and taxation to
1l framework with
achieve “these objectives

g the ratio of
. The MTFS provides
wvhich the policies to
set.
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FSBR CHAPTER 4

I attach a draft Chapter 4 of the FSBR, plus Table 4.1 and the

Annex.

2 It would be very helpful to know if you ontent with
the narrative section. This describes in su

significant tax changes. You will see that in the ca

and forestry the reader is referred to Chapter 5 fo
the parallel public expenditure measures. Non-tax and

expenditure measures - such as disclosure of
details - will not be mentioned in the FSBR.
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You asked us to include a section on independent taxation,

b

dettai (Mr Hudson's minute of 15 February). This is currently

NOT TO BE COPIED

ing out a clear summary account of the reform in rcasonable

nd of the narrative section. The printers should be able
all on to one page. If you wished, it could be put
in a or all printed in heavy type, in either case without
paragraph numbers. We think it comes most naturally at the end

of the narrative.

4, You will to note that we have shortened and revised

the “farst : par

the introduction to the Annex to Table 4.1.
We have moved a om suggesting that the Inland Revenue and
Customs and Excis pt different approaches to costing tax
changes. The new on all taxes other than VAT and excise
duties is designed you maximum freedom of maneouvre to

include, or not inclu umptions about behavioural response
in the FSBR.

Y The attached draft of Table 4.1 takes behavioural effects

into account in costing the CGT changes and independent taxation
(both the effects on income tax d CGT receipts). This . is
explained in the accompanying -1}-—. Behavioural assumptions

have also been made in the case Gfgfg%e BES costings, although

these are largely guesswork. They ar®\ not explained in the notes,
which simply say that the.cost depend@ ake-up and is highly
uncertain.

&
61 Papers will be coming forward this week on the behavioural

effects which may be expected as a result of other tax changes,

such as increasing the car scales and abolishing ief for home
improvement loans. We shall offer you advice ther these
should also be taken into account and explained in t R, though
on the whole we doubt if they warrant this. Qiji)

g ‘
79
CAROLYN SINCLAIR <§;>§
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& support for an early change to a new and more up-to-date system.
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The present system of taxing husbands and wives, under which a married

woman's income is treated in law as if it belonged to her husband, has been
unchanged since the earliest days of income tax. Green Papers published in
1980 and 1986 have considered how thc system might be reformed. There

is general agreement that the present law is no longer acceptable, and wide

A major reform of the system is.therefore proposed to give husbands and
wives independence and privacy in their tax affairs and remove the tax
penalties on marriage which can occur under the present system. The new
syst 1 be introduced from 6 April 1990 to give the Inland Revenue

time the necessary preparations.

From 6 April 19 husbands and wives will be taxed independently on their
income and c e capital gains. This will mean that:

husband and\wife 1 become independent taxpayers each with their
own allowance d rate-bands to set against their own income (from
whatever source); each will be responsible for handling their own tax

affairs with the Inland Revenue;

every taxpayer will be eno a personal allowance, equivalent to
the existing allowance for sirgle people;

o

there will be a new married’ co

S

difference between the present

ple's allowance (equal to the
allowance and the single
allowance). This will be set first ag&inst the husband's income, but

any unused amount may be transferred to the wife;

married women will qualify in their own right for the higher levels of
personal allowance for taxpayers aged 65-79 se aged 80 or
over. Higher levels of married couples allowa apply where

either partner in a couple is aged 65-79 (or aged 80

there will be transitional protection for the small num uples

whose allowances would be reduced as a result of the ch he

BUDGET SECRET NOT TO BE COPIED
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wilfe’s capital gains will be taxed independently; each

a husban

spouse will be entitled to the same exempt amount as a single person;

the existing exemptions from capital gains tax and inheritance tax on

@@ transfers of capital between husband and wife will continue;

the new system will mean that a number of provisions, including the

wife's earnings election and separate assessment, can be abolished.
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How the figures in Table 4.1 have been calculated

@% Table 4.1 gives the direct effects of changes in taxation. Estimates are

rounded to the nearest £5 million. "Negligible" means less than £3 million.

The direct effect of a tax change is the difference between the yield of the
tax which Would arise on the basis of the rate of tax, allowances, etc
prevailing before the Budget (the pre-Budget regime) and the yield after
thel¢h proposed in the Budget (the post-Budget regime).

In the c @T and the excise duties the calculation takes into account,
s e

effect of the tax change on the paltern of consumers'

§

where po

L\IVVJAA“a aA expenditure an
no allowance f
3 consumers' expendit

methodology is in

esulting impact on other expenditure taxes but makes

ary effects: in particular, it is assumed that total

.

oes not change. A fuller description of the

conomic Trends, March 1980. First round behavioural

responses are also taken into account in the case of some direct taxes.

Table 4.1 shows the expected change in receipts of tax resulting from the
Budget proposals. Additional ation is provided in the commentary
below for those proposals wher Othe fect on tax liabilities in the first
complete year to which the change{applies (full year effect) is substantially
different from the effect on receip@@her 1988-89 or 1989-90; or

where the impact of the proposal is ex to build up over a period of

years. O

The figures in the first column of Table 4.1 show the direct effect of the
Budget proposals on receipts in 1988-89. Budget proposals are compared
with a non-indexed base - that is, with the get regime of

allowances, thresholds and rates of duty at 1987-88 le

The figures in the second column show the direct effect\of
proposals on receipts in 1988-89, measured against an index

indexed base for 1988-89 is obtained by increasing 1987-88

thresholds and rates of duty by 3.7 per cent, the increase in the %
the year to December 1987.
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@ 1989-90, also measured against an indexed base. For this comparison, both
@ the Budget proposals and the indexed base for 1988-89 have been further

indexed by the forecast movement in the RPI between the fourth quarters

0l 1987 aund 1988 (shown in Table 3.13).

5; %The estimates shown in Table 4.1 do not reflect changes in the tax base

o arising from changes in money incomes and in the general level of prices
and other economic variables which may result from the proposed tax
change. These secondary effects are, of course, taken into account in
estimating the impact of thg tax change on the PSBR. The base for the
post t forecast of each fax (given in Table 6B.3) takes account of the
effec and secondary, of all the measures announced in the Budget.

Table 4.1 es include certain measures announced and implemented

before Budge ese are the tax treatment of entertainment and gifts

lS (1@0 costing £100 orXlessprovided for an employee by someone other than his
WW} employer, and the\correstion to the treatment for capital gains tax of
losses incurred in ersonal equity plan. [Other possibilities.] These

measures are reflected in the baseline for costing the effect of tax changes

in the Budget.

ides a commentary on the Budget
proposals in Table 4.1. The paragraph numbers refer to the lines in this

table.

@
%
O
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there will be a single her rate of 40 per cent.

Income tax 1 and 2. The basic rate ., reduced to 25 per cent and

30

(o
The cost figures in the tabl items 1 and 2 assume

that the changes in items 3-8 Rave been made first.
Item 1 includes the saving in public expenditure on
mortgage interest relief to those below the tax

threshold. The effect of the consequential change in the

rate of advance corporation tax (ACT) i@ in line
[4§] of Table 4.1. @

allowances are twice those due under statutory

7. The increases in the main income tax pers@;

indexation (based on the increase of 3.7 per cent '\Q

RPT in the year to December 1987). %
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The administrative arrangements for the assessment and
collection of tax from members of Lloyds will be
reformed. [The legislation will first take effect
for the Lloyd's 1986 Account, which closes at the end

of 1988].

[The entitlemen discretionary share option schemes
to approval“and to the asgggiaféa'tax relief Y;lk”be

approvals will be wi

Ch ill be made to the rules (Section 79 Finance
Act verning unapproved employee share schemes.
The pr :c;égﬁirge (to income tax) on the whole of any
growth i lué of certain employee-acquired shares is
to be replaced in most cases with a new, more narrowly

targeted charge that will arise only if and to the extent

@
%
DY

BUDGET SECRET NOT TO BE COPIED

BUDGET LIST ONLY




BUDGET SECRET
BUDGET LIST ONLY

BUDGET SECRET
BUDGET LIST ONLY _

NOT TO BE COPIED

NOT TO BE COPIED



282

30.

S

325

BUDGET SECRET NOT TO BE COPIED
BUDGET LIST ONLY

that value is shifted preferentially into the employee

shares. This relaxation will also apply to shares in
"qualifying" subsidiaries. These changes will take
effect from 26 October 1987 when draft Clauses
incorporating the proposed changes were published for

consultation.

Subject to certain conditions, employees will be exempt
from tax on any benefit resulting from priority in
applying for public offers of shares given to them by
irtue of their eﬁbloyment. The change will apply from
September 1987.

un option without prejudicing their
eligibili€y for the tax relief associated with such

schemes.

The limit below which redundancy and certain other lump
sum payments are e 1ll be increased from £25,000
to £30,000. The r rates of tax which apply to the
next £50,000 of such E? nt will be abolished.

o
Legislation will be introd ensure that the Inland

Revenue continue to have pow <>to make an income tax
assessment, on certain types of income assessable on the
"current year" basis, in the course of the year in which

the income is received.

The "top-slicing" relief which applies tax charged
on premiums for leases and certain other ts will be
withdrawn.
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36. Schedule B will be abolished with effect from 1988-89.
With effect from 15 March 1988 (subject to transitional
provisions extending to 5 April 1992) the right of
occupiers of commercial woodlands to elect to be
assessed to tax on their profits or losses under
Schedule D will be abolished. The eventual net annual
saving is estimated at [£10 million]. [Provision for

increased forestry grants will be introduced as from

L 1, buiding up over this period to an annual
<g§53>ncrease of £10 million.]
SH es will be made to the tax rules for personal

nsi relatingto the payment by DHSS of

co ing-out rebates. ]

38. The ra zzégéﬁ on refunds of employee pension
contributfehs will be increased from 10 per cent
to 20 per cent.

39. Minor amendments are to be made to the 1987 legislation

which dealt with e tion of pensions tax reliefs.

40. Interest will be charé> ere an employer or contractor
delays payment to the Inlgnd Revenue of amounts deducted
under the PAYE or subcontr eduction schemes beyond
19 April immediately following, the deduction year. This
interest charge will not be introduced before 1992.

5 March 1988 the ceiling above
///§e/f52§i§$%?yments for
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58. The capital gains tax annual exempt amount for 1988-89
will remain at £6,600 for individuals, and £3,300 for
most trusts.

59. Retirement relief currently exempts business gains up to
£125,000, subject to certain qualifying conditions. From
6 April 1988, half of any business gains between £125,000
and £500,000 will also be exempt, subject to the same

conditions.

§S§§S> 4 July 1987, disposals of shares in Building and
rative Societies will not qualify for indexation

15k
61 Fr;iié;j> 1988, the capital gains tax exemption for

homes i for dependent relatives will cease to be
availabl Thére will be special provisions to ensure
that exemption continues where a dwelling would have

qualified for this exemption on a disposal before

1988-89.
62. The PRT oil allowa outhern Basin and onshore
fields given developm onsent on or after 1 April 1982

is to be reduced to 100,000 tonnes per chargeable period,

with a cumulative total of

lion tonnes. The yield

figures in table 4.1 relate “to this proposal only. At
the same time, it is proposed<io abolish royalty on these
fields. These two measures have cumulative cost of
around [£40 million] in the first five years {in part
because it is estimated that they will @aherate certain
developments], but in the long run the cted

to be broadly revenue neutral.

63. For disposals of oil licences in undeveloped ere

the consideration includes a work programme or

licence interest, that work programme or other 1li
interest will be deemed to have a nil value.
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All tariff-related expenditure incurred by an asset owner
will be allowed against his PRT liability on tariff
income arising from third party use of those assets,

even though his principal field has ceased production.

No cost will arise until after fields owning assets

used by others cease production.

The estimated cost of the proposed rate structure in
paragraph 4 for 1990-91 is £210 million, measured
gainst the indexed base. For 1991-92 it is

<§§Si> 0 million. The estimated full year cost
a tbutable to transfers in 1988-89 is £200 million.

66.

Value added 68.
tax

o relly

b
i

Th 000 exemption limit on transfers to political

parti on or within one year of death is

abolis <§£§E>Budget day.

Changes are proposed to stamp duties and the reserve tax
on shares in a UK and a non-UK company where the shares

are paired and can only be transferred as a unit.

< .-- to_ the civil penalty system so

o

\><>A
- from 16 March, the ra g{EE> nalty for late
registration will relat <>o the length of the

Amendments will be
that

delay;

- default interest (to be introduced in late 1989)
will not be charged on tax which j subject
to late registration penalty:

imposed following issue of a warning let
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8l. The duty on leaded petrol will be increased by [5.5]

:: per cent or [5.6p] a gallon (inclusive of consequential
<§§;§> VAT). The duty on unleaded petrol will remain unchanged
//f?2§> so that the tax differential in favour of unleaded

AW
‘\§><;£§>> petrol will rise to [10.6p] a gallon.

82. The duty on derv will be increased by [5.7] per cent,
equivalent to [4.9p] a gallon (inclusive of
consequential VAT).

> e will be no change in the rates of duty on gas

(o) d fuel oil.

84. Thﬁff//§5fjc duties on cigarettes, hand-rolling tobacco
and &j i1l be increased by [3.7] per cent or [3.4p]

a pack b2£é§Q>cigarettes and [1.9p] a packet of 5 small
cigars ( inclusive of consequential VAT).
85. There will be no change in the duty on pipe tobacco.

Vehicle excise
duties 86. There will be change in the duties on
cars, light wvans motor cycles, buses, coaches

&

and most lorries.

871 & Brom: | 16 March 1988'<> 6:) Fatesssiof L idutys wEtor
the heaviest rigid lor<§es will rise by about
10 per cent bringing them more into 1line
with rates for articulated vehicles of similar

gross weight.

88. From 1 June 1988 a new tax will be
introduced for heavy goods vehi special
types) capable fo carrying very on wide
or heavy loads. The rate of VED hese

special types will be raised to £1,600 se
vehicles cause as much wear and tear 1
heaviest HGVs but currently pay a restri d

HGV rate (£130).
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MR ODLING-SMEE cc RESH Taas
S el eBnRnRs
SHp GElhittler
Mr S Davies

FSBR: THE MTFS TEXT

Sir Peter Middleton was grateful for your minute of 26 February
in which you set out Mr Davies' suggested revision of paragraph
2.05 to provide more explanation for the money GDP overshoot 1in
1987-88. Sir Peter has himself slightly revised Mr Davies' version;
the paragraph would now read as follows:

"Money GDP growth is expected to be around
%% in 1987-88, higher than forecast in last
year's FSBR. The division of money GDP growth
" between output growth and inflation was better
than forecast, a further sign of improvement
in the supply performance of the economy.
Output growth is currently estimated at 1%
points above 1last year's forecast; inflation
(as measured by the GDP deflator) is estimated
to have been about % point higher than
forecast.”
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MEDIUM-TERM FINANCIAL STRATEGY

We have now seen the draft of the monetary policy section of this
year's medium-term financial strategy, which we are to discuss at
our meeting with you on Wednesday morning. There is only one
point of any substance that we would wish to raise, namely the
position of the DM exchange rate target. Because this is, of
course, central to the approach, I thought that you might find it
helpful to have, ahead of our meeting, the attached note setting
out our considerations.
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MEDIUM TERM FINANCIAL STRATEGY

il The present draft of the MTFS (paragraph 2.09) elevates
stabilty of the exchange rate, in particular against the DM, to
the position of the over-riding intermediate objective of monetary
policy. There are subsequent references to "interest rate
decisions being based on a continuous and comprehensive assessment
of monetary conditions" (2.11), and to monetary indicators being a
part of that process (2.10 in relation to MO and 2.12 in relation
to broad money). But the text as a whole, despite a reference to
the need for "a reduction in monetary growth over the medium term"
makes it clear that other indicators are subordinate, and that in
resolving any conflict in the short term, priority would be given
to the exchange rate objective.

2 This further reformulation of the monetary policy framework
effectively completes the process of moving from a situation in
which the exchange rate was in principle disregarded, through one
in which it was accepted as one indicator of monetary conditions,
to one in which it has become not simply an intermediate objective
of policy but the over-riding objective.

3 We see a danger in going as far as this for two reasons.
First, there are a number of different - and not implausible -
scenarios in which an over-riding DM3 objective could become
inappropriate, in either direction, ie it is too simple a rule.
And secondly, we think it possible to have most of the benefit of
a commitment to exchange stability against the DM without
targetting it so explicitly and unequivocally: this would reduce
the embarrassment and damage to the credibility of policy if the
DM3 target should in practice become inappropriate.
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There are at least three scenarios in which this might

happen -

(1)

(ii)

An intcnsification of the present conflict with domeslic
policy considerations.

Tactically, the proposed policy framework means that, in
circumstances - like now - when the other evidence points
to the need for tighter monetary conditions, monetary
policy is put in baulk by the DM3 ceiling. Of course we
understand the argument which says that this is simply a
short-term situation and that, provided the policy is
persisted in, it will all come out in the longer-term
wash, But the longer the domestic/external conflict
persists, and the more intense the conflict, the harder
that position is to sustain. It is at least conceivable
that domestic cost pressures will develop a momentum in the
initial phases of the policy which will make it very
difficult to sustain in the longer run - without severely
damagingly restrictive policies - when the exchange rate
pressure finally reverses.

A steep rise or fall in the dollar

In a sense we have been fortunate that the dollar fell as
it did in the latter part of last year. This meant that
sterling's effective rate rose despite the DM3 cap, so that
some part at least of the upward pressure on the exchange
rate was allowed to come through as an influence
restraining domestic cost pressures. But this was pure
chance. The dollar's recovery since the end of the year
has meant that exchange rate influences ovefall have
contributed to an easing of monetary conditions, despite
sterling's stability against the DM. It is possible that
the dollar's recovery may go further, which, with
sterling's rate against the DM effectively fixed, would
mean an additional inflationary impulse from the exchange
rate. More likely the dollar will weaken -

perhaps substantially - in which case the exchange rate
will tend to support the domestic counter-inflationary



ECRET

ultimate objective of policy; but it is not difficult in
present circumstances to envisage a situation where the
upward movement in sterling's effective exchange rate was
excessive in terms of its implications for competitiveness
and the balance of payments. The point is that the
overall outcome with one exchange rate relationship fixed,
is essentially unpredictable; and we may well find that we
are, for considerable periods at least, deprived of the
freedom to offset, if necessary, the overall exchange rate
influence on monetary conditions through changes in
domestic influences - notably interest rates.

(iii) A steep rise or fall in the o0il price

An over-riding DM target could similarly constrain our
ability to adjust domestic monetary policy and the
effective exchange rate to large and protracted movements
in the o0il price, as we were able to do very successfully
in 1986.

5 It will no doubt be argued that the draft MTFS approach need
not preclude adjustment of the DM target - up or down - if that
were called for by a fundamental change in circumstances; and
that is no doubt true. But in market terms, except in rather
extreme circumstances, this would now be seen as a failure on the
basis of the obviously deliberate change in the MTFS language
(more so than if we joined the EMS explicitly because the EMS
arrangements clearly provide for such adjustment), and because of
this, and because of its inevitable "one-step" nature, such
adjustment will tend to be delayed.

6 Some of these potential difficulties might be overcome,
without necessarily sacrificing the pursuit of a stable exchange
rate against the DM, by describing the policy framework along the
following lines -

(a) The aim of policy will continue to be to maintain monetary
conditions which produce sustained, gradual, downward
pressure on inflation;
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(b) monetary conditions will be assessed in the light of domestic
indicators, including both narrow and broad money, as well as

the exchange rate;

(c) within that overall framework we will continue - as in the
past year - to aim to maintain a stable exchange rate, in
particular against the DM.

The effect of this presentation would be to make a DM target an
intermediate objective of policy, but not the sole or over-riding
objective. It need not limit our ability to pursue the exchange
rate objective. Nor, in our judgment, would it weaken
perceptions - either in the market or the wider economy - of our
intention to adhere to the DM3 target, but it would help to reduce
the damage to confidence if there are good reasons for departing

from that target.

7 Ultimately, of course, it is not what we say about the policy
framework, but what we do about policy itself, that matters.

That is not the immediate issue; but we are concerned that what
is said about the framework should not inhibit timely action when
it is agreed that policy adjustment is necessary.
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FSBR CHAPTER ONE

The Chancellor was grateful for your note of 25 February, and the
.. draft of Chapter 1. I attach a marked-up copy of the pages on which
he had comments, together with a redraft of table 1.1.

2. The Chancellor agreed with you that the order of rates and
allowances should, in this table, follow the Scorecard order. This
could be followed in table 4.1, but that would mean that there
would be an unhappy Jjuxtaposition of the abolition of the higher
rates with the abolition of minor personal allowances. He would be

grateful for views.

o

A C S ALLAN
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RE-DRAFT OF TABLE 1.1

Income tax

personal allowances -1395
basic rate -2500
higher rate thresholds - 300
higher rates - 835
car scales 8230
P11D limit - 50
home improvement loans + =80

covenants & maintenance (3) =

Independent taxation W

Capital gains tax

rebasing -
rates + 70
Inheritance tax - 110

Corporation tax
capital gains - 25

small companies rate *

Excise duties

oils + a
VED oy b
tobacco T (e
alcohol + d
Other tax changes (3) +#5

-4210
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1.01 The objective of the Government's economic
policy is to defeat inflation and to maintain a

W-dyaan&c and ente;grising economy and—honee==tire

- sustained growth of output and
employment.

1.02 The Financial Statement and Budget Report
(FSBR) supplements the Chancellor's Budget

Statement. It presents the Medium-Term Financial

conomy over the past year; provides forecasts to

Q§§§>§ Strategy (MTFS); describes developments in the

<§iﬁ$d—1989; sets out the tax proposals in the

The Medium Term

Financial Strategy

iy

The economy

o e oA
anee T4

.diwn inflatio

et; summarises , the ,Government's spending
P and sgzsgizﬁg:::ébékiioa—-eé the public

fx for the year ahead.

1.03 ¥ Chapter 2 describes the MTFS which provides
the framework for the Government's economic
policy. Monetary and fiscal policies are
designed to keep the growth of money GDP on a

downward tr-qggbwer the medium term, so bringing

>
Eolicbes, including new measures in the Budget,

e MTFS is complemented by

Ato encourage ise, efficiency and
flexibility and t the growth of output and

employment. O

1.04 Chapter 3 describes the main developments
in the economy " in 1987 and the prospect until

mid-1989. The economy grew sfrongly in 1987)Aa§d’

ik
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Tax measures 1.05 Chapter 4 sets out the tax proposals in the

: 9 BUDGET SECRET NOT TO BE COPIED

Budget. They continue the Government's programme
. of tax reduction and reform. They include~ithe

dependent taxation of husband and wife)
i}ncrease in personal allowances,)@ rcduction of
2pa&n'22§ basic rate of income tax,)\the abolition

of rQ@%s of income tax above 40%&huu£4uuinc;ease-

oo of el graine

G,{_ ) Lﬂhﬂh#‘ie hd 3 ) 7 5
ol the G Geatimedd :

d¥‘“4~£b%*uﬂ # 12 i *g‘hhhf:T\The

RN a: ‘Umeasures are summarised in Table 1.1.

Public expenditure(zijizi» Chapter 5 summarises the Government's
spending plans ~Public—expenditure—is—planned-

w#admm% 2N e :
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88, the first géfjhs since 1969-70. A’) surplus
of £3./billion‘i for 1988-89. This
takes account of th proposals in zhe Budget
reduce zeowenwes Dby f£4

which are B  expect
billion, V%he net cost of indexing

Akﬂ4t“MJ tax rates and allowances. Table 1.2 shows the
uulbﬁik’ main components of general government receipts

and expenditures.
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FSBR: CHAPTER FIVE

The Chancellor was grateful for your minute of 24 February and the

. e Oraftof S Chapte thibi I attach a copy with the Chancellor's and

Chief Secretary's comments marked (only those pages on which they

had comments).

/

ACS

ALLAN
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Table 5.1 Public expenditure

TN
€ \‘

£ billion

1986-8T 1987-88 1988-89 1989-90 1990-91
Outturn Estimated Plans Plans Plans

outturn

Department
DHSS - social security L. L [46.3] Lg.s 534 53.6
DHSS - health and personal social services 17.9 [19.7] 20371 20T 22T
Defence 18.1 [18.7] 19.2 20.0 20.6
Education and science 15.7 (17.11 18.0 18.6 19.2
Scotland, Wales and Northern Ireland 15.4 [16.L4] 1.1 17.5 1T.9
Other departments 32.0 [33.2] 3k.9 36.2 36.7
Privatisation proceeds -L.4 [-5.0] -5.0 -5.0 -5.0
Reserve ' 3.5 7.0 10.5
Public expenditure planning total 139.2 [146.4] 156.8 61 . J76.1
General government gross debt interest¥ 17.6 (4745] fat.91 [t [17]
Other adjustments* 8.0 [8.1] (8.4] [8] (9]
General goverﬁment expenditure® 164.8 [171.6] [183.0] [193] [201]
General govermment expenditure excluding

privatisation proceeds

In real terms (base year 1986-8T) [169.2] [168.2] [171.h4] [173.5] [17k.h]

As a percentage of GDP [43%] [41%] [b1%] [boX] [LO]

#¥1989-90 and 1990-91 figures rounded to the nearest £1 billion

i
Changes since previous Budget 5.qK' Since the last FSBR, extra resources

have been allocated to priority services such
as health, education, law and order, defence |
and inner cities. Provision for social security ‘

and local sauthority current spending has also

<:F:\______’,,/’ begﬂ increased.
TV RRENIOVS PRGE
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Budget mcasures In parallel with the abolition of tax

relief on new covenants between individuals,

including covenants to students - see paragraph
L= &

X h.Ax the parenta} contribution scale 1is being

A thotw sTudies

redused—by—{tlper_cent for those starting eeusees
from the 1988-89 academic year onwards. This
will cost some £20 million in 1988-89, rising
to £80 million in 1991-92. In parallel with
the change in the tax trealment of forestry -
v see paragraph h.B;:there will be an increase
in grants to forestry estimated to cost about
£x million in 1989-90 rising to £y million in
1991-92. The expenditure arising from these
changewll be charged to the Reserve withim

and il

the Planning Totals.

1987-88 outturn 5.06 The latest estimate whieh—still remain

subject to some uncertainty, suggest thatA-‘bhe-

planning—botal—outtore—in—l1087=88 is 1likely to

be about £[146.4] billion, £[2.2] billion below

the plans shown in the 1987 public expenditure
White Paper and the 1987 Budget and £[0.9] billion

below the outturn figure shown in the 1988 public

expenditure White Paper. A breakdown 1is shown

in Table 5.2. Ofﬁe Mnﬂd}%fs’m
%[14 MMWI%M




‘ 4& 5.2 Comparison of plans and estimated outturn for 1987-88

1987-88 £ billion

Plansl Estimated Outturn
outturn minus
plans

Central government? 108.3 [109.5] [+1.2]
Local authority? 40.2 [L1.0] [+0.8]
of which:
relevant expenditure 31.0 [32.2] [+1.3]
other current k.9 [5.1] [+0.1]
capital 4.3 [3.7] [-0.6]
Nationalised industries and o
other public corporations 1.6 [2.0] [-0.6]
Privatisation proceeds -5.0 [-5.0]
Reserve S [-3.5]
Public expenditure planning total 148.6 [146.4] [-2.2]

lplans from The Government's Expenditure Plans 1987-88 to 1990-91, Cm 56, adjusted
for classification changes.

2Excluding finance for nationalised industries and other public corporations

5.08 The major changes between plans and esti-

mated outturn for particular progremmes are

a net increase of £[1.2] billion in central
government expenditure mainly due to an
increasgf\in expenditure by DHSS on Health

and Personal Social Services of2£[0.6] billion )

and higher net payments to the European




Communities (£(0.8] billion) offset by lover
payments by the Intervention Board for Agri-

cultural Produce (£[0.3] billion)®
Vi

on ih,\l.uuﬁv
an imerease of £[1.4] billionA-hr local auther-

ity current expenditure

%ﬁo i,

W .é[/o:]wwk?u
retegX Tle pot

brderund i X‘EXM

MWJWMA’:M

better thes—expeste=d results for nationalised
industries and other public corporations,
by £[0.6] billion, due principally to higher
profitability of British Steel and increased

capital receipts from New Towns £[0.2] billion




S—decrenss—of—over—L100 _milliop—en—heurtmy

expenditure—by the Departmont—ef—the—FEnvirens

went—

Table 5.3 Public expenditure by spending authority

£ billion
1986-87 1987-88 1988-89 1989-90 1990-91
Outturn Estimated Plans Plans Plans
outturn
Central government¥ 104.6 [109.5] 11k4.2 120.2 12L4.7
of which:
Voted in Estimates 73.4 [77.0] 81.0 8.6 87.6
other 1.0 [32.6] 33,2 35.6 3
Local authorities* 37.9 [b1.0] 42.6 Ly, 0 5.2
of which:
relevant expenditure 29.4 [32.2] 33.2 34.3 35.4
other current 4.8 [5.1] 5.4 TR | 5.9
capital 3.7 [3.7] 4.0 4.0 3.9
Nationalised industries 0.4 [0.4] 0.7 0.0 -0.4
Other public corporations 0.8 [0.6] 0.8 T 1.0
Privatisation proceeds -4} [-5.0] -5.0 -5.0 -5.0
Reserve 35 7.0 10.5
Public expenditure planning total 139.2 [146.4] 156.8 167.1 176.1

¥Excluding finance for nationalised industries and other public corporations

Public expenditure by

spending authority

5.10 C

about three

entral government

quarters

of the

spending makes up

planning total.

About T0 per cent of this is voted by Parliament



90/G.jfw.4568.010

" BUDGET CONFIDENTIAL j?/
/
FROM: D L. C PERETZ
. DATE: 1 March 1988
CHANCELLOR ce Chief Secretary

Economic Secretary
} Sir P Middleton
A SHr R EBUTHS
Sir G Littler

.,~  ; /
/\}ék) ;ﬁ(iﬁy%j }Qﬁéiﬂwj Mr Scholar

Mr Odling-Smee
Mr R I G Allen
A Mr Grice
’ ;?é : Miss O'Mara
/ Mr Cropper

g

1988-89 MO0 TARGET RANGE

We have so far left over a decision on whether to go for a 1-5 per
cent or 2-6 per cent M0 target range next year. It may be sensible

to try to make a decision at tomorrow's meeting with the Governor.

25 We now have more or less final M0 fiqures for February - where
the outturn was distorted downwards by below normal bankers' balances
and Northern Irish notes. I am attaching a note showing the recent

figures, together with our latest forecast for MO growth over 1988.

By The forecast has 12 month MO growth at around 6 per cent in

March and April. This is now fairly certain. The seasonally

unadjusted 12 month growth rate in March is likely to be even higher,
because of the timing of Easter this year and last.

4. The forecast has the rate falling below 5 per cent by July.
That is less certain, and reflects the slowdown of consumer spending

which is in the FSBR forecast.
5 The arguments for 2-6 per cent, the same as this year, are:

- we are more likely to stay within it; and in the early
part of the year it is less likely to be in conflict with

the exchange rate objective

- arguably it is more consistent with the money GDP path,
in the short run, which for 1988-89 is 1 per cent higher

than envisaged in the 1987 MTFS.
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The arguments for 1-5 per «cent, the illustrative range for

1988-89 indicated last year, are:

T

even if we are above the range in the first few months of
the year, sticking Lo 1-5 per cent is a statement of intent
not to accommodate inflationary pressures, and is arguably
more consistent with the medium-term aspirations for money
GDP and inflation

we have said in the past that if outside the range we will
act on interest rates unless other indicators clearly suggest
this is not needed. So being outside the 1-5 range early
in the year would (correctly) increase the presumption
that we will raise interest rates if external factors permit.
This applies whether exchange rate stabilily is taken as
a constraint, or simply as a factor given very heavy weight

in setting policy.

Treasury and Bank officials agree that the arguments in

paragraph 6 are more convincing. So' our advices 1si torgolsforasl-

5 per cent rather than 2-6 per cent.

CccC:

, Lo
e e

D L C PERETZ

Mr E A J George - B/E
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FACTORS UNDERLYING THE MO0 FORECAST

The underlying forecasts for MO0 are made on an end-quarterly basis
and the monthly profile shown in Table 1 derived by interpolation.
End-quarterly forecasts for MO in this year's [I'SBR projections are

as follows:

MO0 Projections : 1988 FSBR
Growth Rates (%)

Level On One Annualised
(£m s/a) Year Previously Quarterly Rate

1988 Q1 15960 5.8 35

Q2 16051 4.8 23

Q3 16179 3516 3.2

Q4 16262 2T -1
1989 Q1 16427 258 4.1
2. Of the factors affecting MO, the main influences are:

(a) interest rates

(Catai) non-durable consumer spending

(iii) consumer prices
3 It is possible to analyse the reduction in the year-on-year

growth rate so as to attribute it to the effects of changes in each
of these items. Doing so and interpolating to a monthly basis yields

the following breakdown:
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@ .
Contributions to MO Growth (expressed as percentage year—on—year growth, seasonally
ad justed)

Contribution of:—

Financial
MO Interest Non—durable Consumer Innovation/
Rates Consumption Prices unexplained
1988 Mar 6.0 10 4.3 3.5 - 2.8
Apr Shexe, 1.0 .2 3T = 3.1
May 55 1.0 LR 3.9 =B
Jun 5.5 1.0 b=t h.2 =Bt
Jul 4.3 1.0 h.1 h.2 ki 9.7
Aug 4.3 0.9 3.6 i - 4.3
Sep 3.9 0.7 3.2 4.0 - 4.0
Oct 3.k 0.6 2.8 3T N
Nov % 0.5 257 Il =3
Dec 2.5 0.k 2.6 3.0 ~ 345
1989 Jan 2.9 0.4 2.4 2.8 =205
Feb 2.9 0.3 205 3.0 =2
Mar 2.8 2 2.4 322 =50
4. It seems clear that the main reason for the declining

year-on-year growth in MO is the projected deceleration in
non-durable consumption in the course of 1988. From the second
half of 1988 onwards both lower increases in consumer prices and
the effects of the recent increase in interest rates also help to
produce slower MO growth. (No great attention should be paid to
the apparent increased effect of financial innovation and the
unexplained item in 1988 Q3. This reflects only erratic behaviour

in the unexplained component a year before in 1987 Q3.)
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TABLE 1: MO FORECAST
Seasonally adjusted

LEVELS £ MILLION % CHANGE % CHANGE
ON PREVIOUS MONTH ON YEAR EARLIER
Notes Bankers' MU Notes MO Notes MO
and coin Deposits and coin and coin
ACTUAL
1988 January 15,620 181 15,801 - 0.3 - 0.3 h.5 4.6
February 15,658 122 15,730 + 0.2 - 0.1 5.7(6.0) 54305 1)
FORECAST
March 15,750 190 15,940 + 0.6 + 1.0 6.3(6.6) 6.0(6.2)
April 15,810 190 16,000 + 0.4 + 0.4 6.0 e
May 15,830 190 16,020 + 0.1 + 0.1 50 55
June 15,855 190 16,045 + 0.2 + 0.2 Bl 5.5
July 15,875 190 16,065 + 0.1 + 0.1 L7 4.3
August 15,920 190 16,110 + 0.3 + 0.3 4.3 4.3
September 15,970 190 16,160 + 0.3 + 0.3 3.9 3.9
October 16,000 190 16,190 + 0.2 + 0.2 3.5 .l
November 16,030 190 16,220 FEOE2 +-0.2 B 255
December 16,060 190 16,250 + 0.2 + 0.2 2l 2.5
1989 January 16,070 190 16,260 + 0.1 + 0.1 2.9 2.9
February 16,130 190 16,320 + 0.4 + 0.4 oD 2.9
March 16,190 190 16,380 + 0.4 + 0.4 2.8 2.8

*¥ Tast month's forecast in brackets.
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FSBR CHAPTER TWO ‘
I attach a new version of FSBR Chapter 2, revised to take on your

comments on the previous version. The Bank of England have seen

this revised version (up to paragraph 2.13 only).

2. Changes from the amended copy returned to me yesterday are
sidelined.
3. Paragraph 2.05 has been redrafted as proposed inZE;r Peter

Middleton's minute to you of 1 Marcﬁzz S rem £}v5(ﬂf, ﬁﬁt;ébéj&&ﬁéun

# 24 [prinry 2
4. In paragraph 2.06 the words "but to remain higher than
projected in last year's FSBR" have been deleted at the end of the
second sentence. This corrects an error in the draft circulated
last week: while non-North Sea output is projected to grow faster
than in last year's MTFS (by % per cent a year) the growth of the
whole economy has not been revised up (except for 1988).
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5. The second sentence of paragraph 2.14 has been amended to say
that 1987-88 "is only the second time since the early 1950s that
there has been a budget surplus" rather than "since the War".
Although PSBR figures are not available for the early paost-war
period, the public sector ran a financial surplus in each of the
three years from 1948 to 1950.

6. Small amendments have been made to paragraphs 2.19. In the
second sentence "are helping" has been substituted for "have
enabled". The reason for the change is that it is not only

reductions in debt interest, but also reductions in spending on
other programmes in relation to GDP, that have permitted the

Government to increase spending on priority programmes etc.

S J DAVIES
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.DIUH TERM FINANCIAL STRATEGY

24

18

6

2.01 The Medium Term Financial Strategy (MTFS) continues
to the

policy, as it has done since 1980.

provide framework for the Government's economic

2402
a period of years,

It is intended to bring inflation down further over

and ultimately to achieve price

stability. Accordingly, economic policy is set in a

nominal framework. Monetary and fiscal policies are

designed to keep the growth of money GDP downward

The MTFS is complemented by

on a

trend over the medium term.

policies to improve the working of markets and the supply
side of the economy . By encouraging enterprise,
efficiency and flexibility, these policies improve the

division of money GDP growth between output growth and

inflation, thus assisting the creation of jobs.

2.03 Money GDP growth has come down from over 20 per cent

at the start of 1980 to under 10 per cent last year. At
the same time inflation has fallen from over 20 per cent
at its peak in 1980 to around 4 per cent last year. 1In

real terms the economy has grown steadily at around 3% per

cent a year on average since 1983, and is set for a
further year of growth at around 3 per cent, with
inflation remaining around 4 per cent.
Chart 2.1 Money GDP output and inflation )
~18
Money GDP
---- Retail prices
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Table 2.1:

&g
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Objectives and the framework of policy

2.04 Eolicy is directed at|maintaini monetary conditions
that wifi}bring&%bout a gradual duction in the growth
term?) Table 2.1 shows the
intended medium term path for money GDP, although there

of money GDP over the medj

will inevitably be fluctuations around it in the short
term.

Money GDP Growth*
1987-88 1988-89 1989-90 1990-91 1991-92

9% 7% 6% 6 5%

* Per cent change on previous financial year. See Table
2.3 for assumptions on output and inflation. The figure
for 1988-89 is a forecast; the figures for subsequent
years describe the Government's broad medium term
objectives.

2.05 Money GDP growth is expected to be around
9% per cent in 1987-88, higher than forecast in last
year's FSBR. The division of money GDP growth between
output growth and inflation was better than forecast, a
further sign of improvement in the supply performance of
the economy. Output growth is currently estimated at 1%
points above last year's forecast; inflation (as measured
by the GDP deflator) is estimated to have been about %
point higher than forecast.

2.06 For 1988-89, money GDP growth is forecast to be
7% per cent. Real growth is forecast to slow down from
its 1987-88 level. The current forecast for the increase
vin the GDP deflator in 1988-89 is a little above the
projection in last year's MTFS. ;
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2.07 For the later years, the growth of money GDP is
| projected to decline at much the same rate as envisaged
last year. The medium term growth projection for the
economy as a whole is unchanged from last year's MTFS, as
is the medium term decline in inflation.

2.08 A declining path for money GDP growth, as in
Table 2.1, requires firm monetary policy supported by
prudent fiscal policy. Fiscal policy is reviewed each
year at budget time. Short-term interest rates, which are
varied more frequently, are used to keep monetary
conditions on track.

R
Monetary Policy akhuﬂdﬂ i P”f

2.09 [Bs the Chancellor [ made-clear at the Mansion House
last_yeagikfge Government Eﬁ—eemmi%%ed] to maintaining a
stable exchange rate, éﬁgiw/ the rate against the
deutschemark EWWeJ This
provides an important financial discipline, and is also

helpful to industry. Sterling has remained stable against
the deutschemark throughout the past year, following the
Louvre accord in February 1987. The discipline of a

stable exchange rate provides the underpinning for the

| declining path of money GDP growth and inflation.

Chart 2.2 Sterling exchange rates
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olw
2.10 Achieving these objectives implies a reduction in

monetary growth over the medium term. For MO, which has
continued to be a reliable indicator of monetary
conditions, the Government is setting a target range for
1988-89 of 1-5 per cent [2-6 per cent]. This is the same
as indicated in last year's MTFS. [This is the same as
last year's range.] The ranges given in Table 2.2 for
later years are illustrative, but show a steady fall
consistent with the declining path for money GDP growth.

2.11 Interest rate decisions are based on a continuous
and comprehensive assessment of monetary conditions so as
to ensure that inflationary pressures are not
accommodated.lThis means, in particular that increases in
domestic costs will not be accommodated by a decline in

the exchange rate.

Chart 2.3 Velocity of monetary aggregates
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. will seek to fund the total of maturing debt,
~and

. resulting
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Growth of MO*

1987-88 1988-89 1989-90 1990-91 1991-92

5 [1-5] 1-5 0-4 0-4
* Per cent change on previous financial year. 1987-88 is
a forecast. 1988-89: target range. 1989-90 onwards:

illustrative ranges.

2.12 While,

range

as last year, there is no explicit target
the of

to take broad money, or liquidity,

for broad money, assessment monetary

conditions continues

into account.

of
sensible to
M4, that
Equally, the authorities
the PSBR,

reserves

of debt

2.13 With the increasing overlap between activities
banks it
concentrate on measures of broad money,

include deposits held with both.

and building societies, is

such as

any net increase in foreign exchange

from market transactions) by sales

outside the banking and building society sectors.

Chart 2.4 Private and public sector borrowing
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Chart 2.5

% of GDP
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Fiscal policy

2.14 It 1is now expected that there will be a net
repayment of public debt in 1987-88, compared with a
borrowing requirement of around 1 per cent of GDP forecast
a year ago. This is only the second time since the early
1950s that there has been a budgct surplus. Even if there
had been no privatisation proceeds at all, the PSBR would
have been under % per cent of GDP, smaller than in any

year since 1969-70.

Public sector borrowing requirement and privatisation
proceeds

104 r‘o

=2

— PSBR
-=- PSBR excluding privatisation

proceeds re

-6
-4

.....
e

-2

-0

; ) L L] T i, 5 T A T T L] T T v T ]
1971 1972 1873 1974 1975 1976 1977 1978 1979 1980 1981 1982 19'83 )9'84 1985 1986 1887

The PSBR path 2.15 The PSBR is now assumed to be zero over the medium

X

term: a balanced budget. This is a prudent and cautious
level and can be maintained over the medium term. . I also
provides a clear and simple rule, with a dgégig%aggree.
In practice, there are likely to be fluctuations around
this 1level from year to year. On the basis of current
privatisation plans, a PSBR of zero implies that, even
without any privatisation proceeds, it would be only

1 per cent of GDP.
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Assumptions

Table 2.3
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2.16 The recent strength of the economy and the buoyancy
of government revenue have led to a budget surplus over
the last year; and without the tax reductions announced in
the Budget there would have been, on current forecasts, a
surplus of [over £7 billion] in 1988-89. Continuing the
gradualist approach which has always been a characteristic
of the MTFS, only part of this room for tax reductions has

| been used. The PSBR for 1988-89 is set at [ ], little

changed from the expected outturn in 1987-88. The PSBR to
be set in future Budgets will as usual be reviewed in the
light of circumstances at the time.

2.17 For the period to 1990-91, the public expenditure
projections 1in Table 2.4 use the figures for the public
expenditure planning total shown in the public expenditure
White Paper (Cm 288); gross debt interest payments are
lower than projected in the White Paper, reflecting lower
government borrowing while other adjustments are a little
higher. It is provisionally assumed that general
government expenditure will grow by 1 per cent in real
terms in 1991-92. Decisions on expenditure in 1991-92
will be taken in the 1988 Survey.

2.18 The assumptions about output growth and inflation
that underlie the revenue projections are shown in Table
2+3% They are consistent with the figures for money GDP
growth in Table 2.1. O0il prices are assumed to average
$15 a barrel in 1988-89 and thereafter to remain broadly

unchanged in real terms.

Output and inflation assumptions

Percentage change on previous financial year
1987-88 1988-89 1989-90 1990-91 1991-92

Real GDP
Non North
Total

Inflation

Sea 5 3 3 % 3 3

GDP deflator 5 4% 4 3% 3




BUDGET SECRET: TASK FORCE LIST

Public expenditure

2.19 Continued restraint in total public spending is a
vital element of the Government's economic strategy.
Reductions in borrowing and hence in the burden of QQEE\N

|interest, coupled with strong economic growth,iéfﬁ helpiggf)
the Government to increase spending on priority programmes
while at the same time achieving its objective of reducing
public expenditure as a proportion of national income.

—

. . & ‘.‘—.\' ) . .
|IThis in turn(is creating room for reductions in taxation,
prov

helping to im further the performance of the supply
side of the economy. Public expenditure is considered

more fully in Chapter 5.

Table 2.4 General government expenditure
£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

Public expendi}ure
planning total

Gross debt
interest

Other adjustments

General govErnment
expenditure

of which
Privatisgtion
proceeds

General government
expenditure exclud-
ing privatisation
proceeds

S For 1986-87 to 1990-91, the figures are taken from Table 5.1.

2 General government expenditure, and its components, are rounded to
‘the nearest £1 billion from 1987-88 onwards. General government
expenditure is assumed to grow by 1% in real terms in 1991-92.

5 See the public expenditure White Paper (Cm 288), Table 1.8.
Proceeds are assumed to be the same in cash terms in 1991-92 as in
1990-91.
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Revenue

2.20 The growth in government revenues in cash terms over
the medium term will depend on the growth of incomes,
spending and prices, as well as on policy decisions. On
the unchanged policy assumptions set out above, [general
government receipts are expected to increase somewhat less
than money GDP. Government revenues from the North Sea
are projected to decline as oil output falls. Non-North
Sea revenues are projected to grow at around the rate of
growth of non oil money GDP. ]

Table 2.5 General government receipts
£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

Taxes on incomes,
expenditure and
capital

National insurance
and other
contributions

Interest and
dividends

Other receipts

General ?overnment
receipts

of which 5
North Sea tax 4.8 5 4 4 3 3

1 General government receipts, and its components, are rounded to
the nearest £1 billion from 1987-88 onwards.

2 Royalties, petroleum revenue tax (including advance payments) and
corporation tax from North Sea and gas production (before advance
corporation tax set-off). This does not correspond exactly to tax
receipts in the same financial year in respect of North Sea
‘production. See footnote 3 to Table 6B.3.

— ——
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Public sector borrowing

4.21 The projections of government expenditure and
receipts are brought together in Table 2.6 to provide
projections of the general government borrowing
requirement (GGBR), the PSBR and the fiscal adjustment.

2.22 Changes since the 1987 MTFS are discussed in the
Annex to this chapter.

Table 2.6 Public sector borrowing1

£ billion cash
1986-87 1987-88 1988-89 1989-90 1990-91 1991-92

General government
expenditure

General government
receipts

Fiscal adjustment
from previous year

Annual fissal
adjustment

GGBR

Public corporations'
market and overseas
borrowing

PSBR 3.4 -[ ] 1] 0 0 0

Money GDP at market
prices 387 426 457 487 516 545

PSBR as per cent
of GDP 0.9 -[ ] -[ 1] 0 0 0

. Rounded to the nearest £1 billion from 1987-88 onwards. Further
details for 1987-88 and 1988-89 are provided in Tables 1.2 and 6.7.

Means lower taxes or higher expenditure than assumed in lines 1
and 2.
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e Conclusion

2.23 The strength of the economy coupled with fiscal
prudence has enabled the Government to achieve a balanced
budget on a sustainable basis. The Government remains
committed to continuing with the policies which have
helped to bring this about, and to maintaining the
progress in the medium term towards lower inflation, Z}né]
6?) [ﬁ4jk lower taxes andféﬁ%giic spending as a share of GDP. The
éD%M&)ﬂbm{Af MTFS provides the financial framework within which the

policies to achieve these objectives are set.

-
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““AKNEX TO CHAPTER 2

Money GDP

Table 2A.1

Monetary
aggregates

Table 2A.2

Fiscal

projections

Expenditure

Changes since the 1987 MTFS

2A.1 The growth rate of money GDP is expected to be
higher in both 1987-88 and 1988-89 than envisaged in last
year's MTFS, with growth in the GDP deflator % percentage
point higher in both years. Thereafter inflation is
projected to decline at the same rate as last year. The
projection of output growth over the medium term in the
whole economy is unchanged from last year's MTFS.

Money GDP growth
Differences from 1987 MTFS projections, percentage points
1987-88 1988-89 1989-90 1990-91

+2% +1 +3 -+

2A.2 The growth in MO in 1987-88 has been within its
target range throughout the year. The target range for
1988-89 [is the same as the illustrative range given last
year]. The illustrative ranges for subsequent years are
[also] the same.

The growth of MO

Per cent changes on a year earlier
1987-88 1988-89 1989-90 1990-91

0-4
0-4

1988 MTFS 5 [1-5]

1-5
1987 MTFS 2-6 1-5 1-5

2A.3 Table 2A.3 shows changes in the fiscal projections
since the 1987 FSBR. Additional information on 1987-88 is
given in Chapter 6.

2A.4 The expected undershoot on the planning total in

1987-88 is described in Chapter -5. General government
expenditure is also lower in 1987-88 than projected last
year, reflecting the lower planning total. The planning
total for 1988-89 onwards is as in the public expenditure
White Paper (Cm 288), which incorporates higher figures
than Fssumed last year. The general government



a, “

Receipts
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expenditure figures for the future have also been revised
up; but to a lesser extent than the planning total, as the
lower path now adopted for the PSBR implies substantially
lower debt interest payments.

2A.5 Revenues in 1987-88 have been much higher than
forecast, in large part reflecting higher money GDP growth
in both 1986-87 and 1987-88. Because of the lag between
accruals and payments of taxes on corporate profits, the
buoyancy of Lhe economy over the last year will still be
contributing to the growth of revenues in 1988-89. North
Sea revenues in 1987-88 were slightly higher than
forecast, as the oil price for much of the year was well
above the assumed 1level of $15 a barrel. On the
assumption that oil prices remain close to recent levels,
0oil revenues in 1988-89 are now forecast to be much as

projected a year ago.
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" **Table 2A.3 Revenue and expenditure %
' Changes from 1987 MTFS projections g£billion
p- 1986-87 1987-88 1988-89 1989-90 1990-91
Expenditure
1 Planning
total -1 -2%
2 Other +1 +35

3 General govern-

ment expenditure 0 -2
Receipts
4 North Sea taxes 0 +
5 Other taxes and

contributions +3 +4
6 Other +3 +1

7 General govern-
ment receipts +1 +5%

8 Implied cumula-

tive fiscal

adjustment - -
9 Public corpora-

tions' market

and overseas

borrowing 0 0

10 PSBR -1 -7%

.
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mentioned in the narrative. We think it is too minor

Q;g;;%§§ to warrant this (it will, of course, appear in Table

4.1 and the Annex).

(b) You wanted to refer to the cost of entertaining overseas

businessmen rather than customers. The Revenue feel
that this is not sufficiently accurate: the relief
curren extends to (and is thus being withdrawn from)
the of entertaining the agent of an overseas
Govern r public authority. Would you be content

with cus d@
o
1E

in" i “the’ .narra

was essential to include a reference
para 4.30) to the fact that there

tec)i: You® iasked

will be an incr in grants for forestry. While not
essential, this is in line with the treatment of covenants
(para 4.10). If we were to take out the cross-reference
to Chapter 5 from the narrative, would you want it to
go in the Annex? Or =do u want the only mention of
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