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MINUTE ON THE MTFS FOR THE PRIME MINISTER

I attach a draft of your minute for the Prime Minister. The
fiscal numbers are provisional; they will need to be checked when
/Xf | we have the PSDR figure for February (due tomorrow) and your final

, decisions on the figures to be published.
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DRAFT MINUTE TO PRIME MINISTER ON MTFS 40 / J W f /
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With PSDR figures now available for the flrst 5 3 v montﬁ’///f

the year - the last figures we shall have efo e the Budget

- I am in a position to let you have{éhéﬁ?%L_~“’g; the 6;989
WWW /’W /m‘}/f ,u%/

("47./;5?12

2% This will be the tenth occasion on which we have set out

the MTFS in the Red Book.

I propose to use this opportunity
v,‘n—wﬁ,ﬁy\ J} be CL()V\[W‘"? W W /Z:';'W‘:j

omicC

to highlight the

u <:]our pursuit of sound financial
policies coupled with supply-side reforms. I will stress
that, although the details of the MTFS have changed over the
last decade as the economy has evolved, the essence of the

strategy has remained unchanged.

a/ﬂ-& /’../ /( AAA5 VI A7 &/} \y
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3. At the centre of the MTFS, as always, is the OVer—rldlng :

requirement to bring down the rate of inflation. Z?his—means

P

(o]

ives

been aiming-for;—as—it—has doneinm _;371:%;\\\3

have taken firm action since the summer to bring the economy f

back onto track, and the decline in money GDP growth which I /|
propose to aim for over the medium term should bring about a

decisive reduction in inflation.
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Fiscal policy

4. £§£_lnnks-as—%heu§£r/;é PSD? in
Eﬁnﬂwé% higher than ~ e

Statement. We have a surplus of [£16 billion] with one month

S
to go, though with the usual #surge® of Eﬁﬁ:bwggg in the

final month the figure for the year as a whole is 1likely to
56)"\8{4;\ h'mri'
turn out [;;ighaiii lower. I intend to publish a figure of

1988-89 will turn out

the time of the Autumn

[£14 billion], which as usual is slightly on the cautious

side.

5. Last Year I set out the principle of a balanced budget as
the norm for fiscal policy, and I intend to reaffirm it this

year. 1&1 do not believe that we should aim for the maximum
. UMnéLsVs
possible repayment of debt, because that would simply ( delay
hee i)

the reductions in taxation to

build on the supply side improvements already achieved.‘ But
given the size of the present surplus, and the need to
maintain a prudent and cautious approach, I am sure we should

only aim to return to balance graduallyo ovi ©& ¥Y“?J(fﬂ7éﬁ”é-

6. The tax and national insurance package we have agreed

will ena@ﬁfkm to budget for a PSDR of ¢£12 billion] in
543
1989-90, the ame E%ski&n 198 1?2 “ifter allowing\qu?? 3

fax l\/

burden between the two yearsi.the package merely offsets the

N L",‘

privatisation proceeds This implies no change in the

fiscal drag in the systgéj% Thereafter I propose to show a
gradual return towards budget balance, and thus a number of

~ f+~gd3¢1 we ,;;,uf(ﬁﬂuué
further years of debt repayment. G%!Q i

\L /\
restrain%ajf the growth of public expenditure, this should

enable us to bring down the tax burden over the medium term.
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Monetary policy

7. The MTFS will once again emphasise that the task of
exerting downward pressure on inflation falls to monetary
policy. It will also make it clear again that short-term
interest rates are the essential instrument of monetary
policy; that interest rate decisions are made on the basis of
a comprehensive assessment of monetary conditions, with
particular weight given to the behaviour of MO in relation to
its target range and to exchange rate; and that the
Government is not prepared to accommodate increases in

domestic costs by exchange rate depreciation.

8. I intend to set a target range for MO growth in 1989-90
of 1 to 5%, as foreshadowed in last year's MTFS; gi%/gs the
same as the range for 1988-89. Although the 12 month growth
rate of MO is likely to start the year above the target
range, the tightening of monetary pﬁlicy si:se the summer
should bring it back within the range n by

We have already seen a sharp Lé? deceleration, with the

annualised six month growth rate now well within the range.

9. For subsequent years I propose to show a declining path
for monetary growth in line with that shown in last year's
MTFS. The range -1 to 3% for the final year (1992-93) should
be consistent with money GDP growth of around 5%, and hence a
decisive fall in inflation from the average rate of the last
five years.

3
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Capital market liberalisation

phro
10. I shall be announcing on Budget day a substantial
liberalisation of the London sterling capital market. I am

abolishing the queue for bond and equity issues which has
been operated by the Bank of England since 1946, opening up
the market for sterling paper and at the same time
simplifying its regulatory regime. I am also making some
consequential changes in the taxation of deep discount and
other bonds. Taken together all these changes will give
greater flexibility to those who issue capital in London; and

wider choice to those who invest here.

4
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FSBR CHAPTER 1

I attach amended proofs of Chapter 1, taging on board your earlier

comments.

2% There are some small changes to the numbers tableslislsa: In
addition, Mr Culpin has suggested a neater and version of

the section on excise duties, amalgamating é{l \ﬁg unchanged

duties into one line and specifying which VED ra re being
changed. Which version do you prefer? <%§;j>
A
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Table 1.2 does not take account of the latest revisions to the
ecast, and will anyway have to be amended in the light of your
sions on the PSDR. I will show you the revision numbers as

\~<§§§gPossible. Note that I have reinserted footnote 2 which
you a earlier deleted; classification changes have changed the
GGE figures by more than a £100 million in 1988-89, and so we
would prefer to retain this standard footnote.

4. The p<§§§% must go back to the printers by noon tomorrow
(Thursday), ould be grateful for comments by 11 am.
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Table 1.1 The Budget measures!

N

£ million yield(+)/cost(—)

1989-90 1990-91

Changes from Changes from Changes from

a non-indexed an indexed an indexed
SR base base base

National insurance @ Y
x employee contributions refofmge reduced —980 —980 —28080

Income tax
personal allowances and basic rate Nt i ed —1465 e —
car benefit scales increased + 160 + 160 + 200
Excise duties

petrol, derv etc — —545 — 580

duty on unleaded petrol reduced, duty increased

for 2 and 3 star petrol —40 —40 —100
vehicle excise duty +40 =150 =170
tobacco — —235 =250
alcohol : @ —255 —280
a &
x Value Added Fax > '
X non-domestic construction etc S +315 " +54 3

Life assurance tax regime reformed

—200@ -20 +45
o

Corporation tax j— i
small companies’ profits limits/increased X % i =55
AR NS, oy, e
X Other tax changes — 1§60 = 1,25 —55
Pensioners’ earnings limit abolished? :
> e
Total —2150 -1808 \\ ) . —3490
=g O 7
! These measures, and the basis of the costings shown, are described in 2 Public expenditure cost of £ 190 milliop 1\9@—90::'1:1 £ 375 million in
detail in Chapter 4. 1990-91 will be met from the Reserve\Se £,
* = Negligible. — = Nil.
L eev = Nk a.;,p’lulc»b/& ;j
k
\L’U AN gi §
g S
' (-

0
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Table 1.1 The Budget meusures!

2N

V b A4 million yield(+)/cost(—)
1989-90 1990-91
Changes from Changes from Changes from
a non-indexed an indexed an indexed
base base base

National insurance

employee contributions re reduced —980 —980 —2808Q
Income tax

personal allowances and basic rat —1465 z G

car benelit scales increased + 160 + 160 +200

Excise duties
Mosk dutesg uw\d-w.w%ad =

duty on unleaded petrol reduced, duty increased
for 2 and 3 star petrol —-40 — 40 —100

Vehicle excise duby rates G baxis, busas +40 +40 )
and Some lomes \wcreosad

Value Added Fax \

non-domestic construction etc | = +315 © 5438

Life assurance tax regime reformed i‘, =2 (}@ =20 +45
Corporation tax ,, 1‘}

\
small companies’ profits limits increased \ b o 2 =35
{

— S 1[00 - 1ps oes

1225 - 1320

Otlier tax changes

Pensioners’ earnings limit abolished? \

Total \ —2150 -1 spp \\)) — 3490

\ ;
" These measures, and the basis of the costings shown, are described in, * Public expenditure cost of,[l90 90 and £ 375 million in
detail in Chapter 4. ( 1990-91 will be met from the Reser S ter 5.
* = Negligible. \ — = Nil.

<.~ = Nok a.Pﬁcr-,cx‘a(Sl

Or* [mil,;/ {m» e M’j - zw
[ G VED.. .
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1.01 The objective of the Government’s economic policy is to defeat
inflation and to maintain a vigorous and enterprising economy, with
sustained growth of output and employment.

The Financial Statement and Budget Report (FSBR) supplements the
cllor’s Budget Statement. It presents the Medium Term Financial
(MTES); describes developments in the economy over the past

1des forecasts to mid-1990; sets out the tax and national insurance
the Budget; summarises the Government’s spending plans; and
s for the public finances for the year ahead.

The Medium Term 1.03 Ch scribes the MTFS, which provides the framework for the
Financial Strategy Government’s economic policy. The objectives of the MTES and the central

role of mone policy have remained unchanged throughout the 1980s, a
period of substantial economic progress. Monetary policy is designed to
reduce money GDP growth and thus inflation over the medium term, with
the ultimate objective of achieving stable prices; in this year’s MTFS
money GDP growth falls to around 5% per cent over the next four years.
Monetary policy is buttresseehby a sound fiscal policy, with a substantial
budget surplus in both 1 nd 1989-90;/gradual return to a balanced
budget is projected over t dium term, with both taxes and public
expenditure declining as a share DP. The MTEFS is complemented by
policies designed to improve working of markets and the supply
performance of the economy.

S
The economy 1.04 Chapter 3 describes the main @ments in the economy in 1988
and the prospect until mid-1990. ;

et riovernse ofi e

e i "\ _¢conomy grew strongly again in 1988,/Zwith the largest fall in
bj % LPU Cawr)) unemployment since the war. GDP is forecast to gr

cent in 1989, e 19T =22c e .
Inflation 1s forecast to be on a downward trend in

Tax and national 1.05 Chapter4 sets out the tax and national insurance proposa
insurance measures Budget. They include reform and reduction of employee hatidna
e L contributions, indexation of the main income tax thresholds_1
to personal equity plans and employee share schemes, géftorm
of life assurance ppensions, and unit trusts, measures to :

O O d
petrol, and tion of the earnings rule for pensioners. The measuré %
~summarised in Table 1.1. &

ic expenditure 1.06 Chapter5 summarises the Government’s spending plans, as set out in
the public expenditure White Paper. This chapter also provides the latest

e B UDGET SE RSP EBEEEFIED
BUDGETES ECRET—BUDGEN YIST ONLY 5
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ector finances 1.07 Chapter 6 presents the complete financial picture for the public sector.
The public sector debt repayment is forecast to be [£14 billion] in 1988-89.

A further debt repayment of [ £12 billion] is forecast for 1989—20, equivalent
to 47 billion net ot privatisation proceeds, the same as in 1988—89. The

: forecast takes account of the measures in the Budget which are expected to
reduce taxation and national insurance contributions by £1:9 billion, after

adjusting for the net cost of indexing direct and indirect tax rates and
allowances. Table 1.2 shows the main components of general government
receipts and expenditures.

@
%
D
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Table 1.2 The finances of the public sector!
U £ billion £ billion
198889 1989-90 1988-89 ~1989-90
1988 Latest Forecast 1988 Latest Forecast
)/\ Budget? estimate Budget® estimate
RECEIPTg/ EXPENDITURE
Inland Revenue: Department
Income tax 42-1 43-5 47-1 Social security 485 47-4 51-0
Corporation tax® 19-8 18-8 220 Health 20-7 218 232
Petroleum revenue tax 1:2 1:3 1-3 Defence 19-2 19-0 20-1
Capital gains tax 2l Education and science 18-0 18-4 19-6
Inheritance tax 10 Home office and legal departments 70 7:2 8-0
Stamp duties 2:6 Transport 51 48 5-4
Total Inland Revenue 761 Scotland 85 87 9-0
Customs and Excise: Wales 3:5 36 3-8
Value added tax 29-8 Northern Ireland 5:1 56 5:5
~ Petrol, derv duties etc. 87 Other departments 22-8 2.7 2341
Tobacco duties -0 5-1 Privatisation proceeds =50 F =0 =510
Alcohol duties ) 4.7 Reserve 35 — 3:5
Betting and gaming duties b4 0-9 Public expenditure planning
Car tax 13 -4 14 total 1569 151-1  167-1
Customs duties 16 147 1-8
Agricultural levies 0-1 0-2 0-1
Total Customs and Excise 479 499 52-5
Vehicle excise duties 2-8 2-8 2:9
Oil royaltics 0-6 0-6 0-6 Q
Caglony £ b o 0 Gengral government gross
Local authority rates* 19-0 189 204 nte%est g 175 182 16:6
Other taxes and royalties 2:3 27 2:8 her adjustments 86 9. 9.5
Total taxes and royalties 141-2 1448 1557
National insurance and other O@
contributions 316 32-8 346
Interest and dividends 5:6 66 6:7 o
Gross trading surpluses and rent 35 33 3:5
Other receipts 2:9 3:3 3-4
General government General government
receipts 1849 1908 203-8 expenditure 183-0 1785 193-2
Receipts, expenditure and debt repayment Q @ o
£ billion ~ ,f(\\
1988-89 \\ 1UR9- %)
1988 Budgeta' Latest estim Forn ast
General government receipts 184-9 190-8 &") )
General government expenditure 183:0 178-5
General government debt repayment 2:0 12:3 @
Public corporations’ market and overseas debt repayment 1:2 17 >\L H
Public sector debt repayment 32 14-0 U
"In this and other tables constituent items may not add up to totals because of rounding.
2On current definitions. \
3 Includes advance corporation tax (net of repayments): b1S ) 60 A4

— also includes North Sea Corporation tax after ACT set off and Lurpamuon tax on gains.

*In this and other tables c

1 ¥ Lm_ga‘ receipls in.Scotland are included swith local k

jty rates.
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CHANCELLOR cc

1989 FSBR CHAPTER 2

I attach the proofs of Chapter 2 as they have returned from the

printer, with a few additional amendments marked.

2, There is a choice to be made in paragraph 2.13, over whether
the private sector's financial position should be described as

"likely to move back towards surplus" or as "likely to move closer

to balance". The second version is the one that has been in

recent drafts. But we expect in the longer term (though not
necessarily in the MTFS period) that the private sector financial
position will move right back into surplus. "Back

surplus" may thus be more accurate than "closer to balance".

;\T;



o

@

e

v I fi’ﬁ.fi.r.?sf“ffvi!«# g
M§~u (j ot b ;ﬁaifly )
PR T / ;
3. I was asked (in a comment on paragraphs /2.10 to 2.11) why

1991-92 growth of money GDP is % per cent under that in 1988 MTFS.
In fact it is % per cent higher than in the 1988 MTFS, which is

consistent with what is said in those paragraphs. Co dve f ey, DS@J
—_— So Awvepnd AdeY

( ngﬁ ) ?ii;i-‘atﬁli’“‘ ‘p\)
4. The latest forecast/data revisions have left us with the

following nominal/real GDP and inflation paths (still subject to

further change):

1988-89 1989-90 1990-91 1991-92 1992-93

|25 0% g
Money GDP 11 7% 6 6 5%
Real GDP: non-North Sea 43 2% 2 3 ;!
total //li 2% 2 2% 2%
Inflation: GDP deflator s 5% 4 3 2%
s S /
5. The proofs have to be returned to the printers at noon

tomorrow (Thursday) and this is the last opportunity for
substantive amendment so I would be grateful for any further

comments you may have by early tomorrow.

Sho

S J DAVIES
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Strategy

Development of the MTFS

2.01 This is the tenth occasion on which the Government has set out its
Medium Term Financial Strategy (MTES).

2.02 Since its inception in 1980 the MTES has provided a nominal
framework within which the Government pursues its objective of bringing
down the rate of inflation. The MTES has been complemented by policies
designed to improve the working of markets and the supply performance of
the economy. 'T'he objectives of the MTEFS and the central role of monetary
policy in reducing inflation have remained unchanged throughout the 1980s;
but the precise form in which the nominal framework has been expressed
and the indicators used in the assessment of monetary conditions have
changed as the economy has itself evolved.

2.03 The original version of the MTES specified the nominal framework in
terms of broad money—the aggregate known at the time as £ M3 and now
simply as M3—which had shown a stable relationship with money GDP in
the second half of the 1970s. M3 initially had two roles: it was used to
describe the Government’s strategic objective for growth of nominal
magnitudes in the medium term; and to act as a target in the short term, and
thus as a guide to setting interest rates. However, following the abolition of
exchange controls and other measures of financial liberalisation the earlier
relationship between broad money and money GDP changed. It became
necessary to give more attention to money GDP itself and to take account of
other monetary indicators in setting interest rates.

2.04 The nominal framework has been expressed in essentially its present
form for the past six years. A medium term path for money GDP has been
shown in all versions of the MTES since 1982. M0 was introduced as a target
aggregate in 1984, initially alongside M3, and since 1987 has been the only
monetary aggregate for which a target range is given. The importance of the
exchange rate in the assessment of monetary conditions was discussed in the
1982 MTES, and restated regularly in subsequent versions.

2.05 Since the introduction of the MTES, objectives for fiscal policy have
been described in terms of the public sector borrowing requirement (which
has now become a public sector debt repayment). With the PSBR at almost
5 per cent of GDP in 1979-80, a major reduction in the deficit was an
essential component of the strategy in the early years of the MTFS. Since
then, the public finances have been transformed and are now in substantial
surplus; this has allowed the Government to move from a medium term
objective of deficit reduction to a long term objective of a balanced budget.

i RUDGFT SECRET—BUDGETLISTONLY o,



BUDGET SECRET—BUDGET LIST ONLY

BUDGET SECRET—BUDGET LIST ONLY



A
4 BUDGET SECRET—BUDGETLISTONLY 0788
2 The Medium Term Financial Strategy B ;

Economic performance since 1980

2.06 As a result of sound financial policies coupled with supply side reforms,
substantial economic progress has been made during the 1980s. Inflation in
recent years has been brought back to levels not experienced since the 1960s.
The increase in the RPI excluding mortgage interest payments is likely to
have averaged about 5 per cent in 1988-89, compared with over 15 per cent

: \ in the first year of the MTFS. The growth of GDP has averaged around 3
; %t‘i\ per cent a year since 1980-81, while productivity performance has improved
Q A 0\ sharply compared both with the UK’s record in the second half of the 1970s
: h and with the performance of other industrial countries. Latest figures put the
VA mﬂu_m r workforce in employment'{almost above its 1980-81 level and at an
Oupeinidiy oo all time high. Industrial profitability has recovered to levels not seen for/20

years. The UK has acquired one of the largest stocks of net overseas assets of )

any country. (dp\/w/
alacest)

Chart 2.1 Money, GDP output and inflation 25

25 :
Percentage changes on a year earlier
20 - 20
15 |- = 15
10 - 10
5 1
= "

0 0
5 I L ! I 1 ! l 1 L 5
1979-80 1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 1988-89

estimate

2.07 The early years of the MTFS saw a sharp decline in money GDP
growth. Output fell in the first year but started to recover in 1981; as output
accelerated money GDP growth settled down between about 7 and 93 per
cent a year. Since 1986, the growth of money GDP has risen somewhat,
with higher output growth matched by an upward movement in inflation.

2.08 As in other industrial countries, recent growth of demand in the UK
has been much stronger than expected; here this has occurred in the face of
high real interest rates and a substantial tightening of fiscal policy. Private

K X sector investment has surged—growing by owver Apg} cent over the past
two years. And several years of rising asset prices and increased consumer
borrowing have helped to stimulate household expenditure. The collapse of
stock market prices in October 1987 did not dampen demand in the way
that had been widely expected.

BUDGET SECRET—BUDGEFHSTONLY 9
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2 The Medium Term Financial Strategy

Objective for money GDP

2.09 The Government’s intention remains to bring down inflation further
over a period of years and ultimately to achieve price stability. To this end,
it plans to reduce the rate of growth of money GDP over the medium term;
monetary policy will be directed to achieving this. Money GDP growth in

. 198889 is estimated to have overshot the path published in last year’s MTES
3 }’7_ by percentage points; but current prospects, discussed in Chapter 3,
are for a substantial slowdown in demand in 1989 and the first half of 1990,

P in part the result of the tightening of policy during 1988. Money GDP

V]

usk ov& ) growth in 198990 is forecast to bé/ﬁ-bout 1X percentage pointg higher than
envisaged in last year’s MTES. P

2.10 It s the Government’s policy not to accommodate inflationary
impulses. To the extent that faster money GDP growth reflects supply side
improvements it is sensible to raise the money GDP objective to
accommodate the faster potential growth; but to the extent that faster
growth of money GDP reflects only higher demand with no supply side
improvement, the Government will take action designed to return to its
planned path for money GDP growth over the medium term.

2.11 As compared with last year the Government has revised its view of the
likely real growth rate over the medium term, taking account of a slower
projccted decline in oil output. The medium term trend in output growth
consistent with declining inflation is now put at 23 per cent, compared with
21 per cent assumed last year; the medium term trend in non-North Sea
output growth consistent with declining inflation is put at 3 per cent.

Table 2.1 Money GDP growth, output and inflation'

1988—-89 1989—90 1990-91 1991-92 1992-93

Money GDP b -] A 6 6 54
Real CDP: non-North Sca S kY2 25 %, 2 3 3

total \3/; Al 2 23 23
Inflation:  GDP deflator B3 5% 4 3 21
! Percentage changes on previous financial year. The figures for 1989-90 output and inflation. The projections in the table make no allowance for
are forecasts; the figures for subsequent years show the Government’s any effect of the replacement of local authority domestic rates by the
medium term objectives for money GDI und consisieni assumptions for Commiunity Charge on recorded growth in money GDP or the GDP

deflator.

2.12 Table 2.1 sets out the Government’s revised objectives for money
GDP. The aim is to get back by 1991-92 onto the path implied by last year’s
money GDP objectives, after allowing for the higher trend output growth
now assumed. The new path is intended to be consistent with reducing
inflation to 3 per cent by 1991-92, as envisaged in last year’s MTFS. There
will inevitably be some fluctuation around the path for money GDP.
Moreover, the split between output and inflation implied by it is subject to
unavoidable uncertainty; illustrative assumptions are shown in Table 2.1.
Following two years of rapid growth, output is likely to grow somewhat
less than trend in the next two years.
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Chart 2.2 Private and public sector borrowing
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2.13 The flows of saving and investment in the economy over the medium
term are also uncertain; and thes€ inherent uncertainties are compounded at
present by the discrepancies iny'the macroeconomic statistics discussed more

have moved from large surplus into substantial deficit, and this has led to the
balance of payments current account moving into deficit despite the public
sector’s move into surplus.|It seems likely that these trends will reverse
themselves over the medium term, and the private sector’s financial position
is likely to move [back surplus/ cleserto-balanee]. In particular, the
personal debt/income ratio, which has been rising fast, should tend to
stabilise, as borrowers and lenders become more cautious about allowing
further increases: this will imply higher net personal saving.

20

Per cent of GDP

| | | | | | L | | | | | -5

1974-75

1976-77 1978-79 1980-81 1982-83 1984-85 1986-87 1988-89
estimate

Monetary policy

2.14 The task of exerting downward pressure on inflation falls to monetary
policy, conducted within a sound fiscal framework. Experience in the UK
and elsewhere has shown that direct quantitative controls, once thought to
be a possible instrument of monetary control, are not only inefficient and
distortionary, and so undesirable, but also ineffective in today’s sophisticated
financial markets. Even a decade ago, markets were learning quickly how to
circumvent such controls; their proficiency in doing so would be much
greater now. The further liberalisation announced today, including the
abolition of the Control of Borrowing Order (see box), removes one of the
last vestiges of post-war controls on capital markets.

BUDGET SECRET—BUDGEFHST-ONLY— 1
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Further Measures Libéralising the Financial Markets

The removal of controls in financial markets since 1979 has
contributed to greater competition and efficiency in the allocation of
capital, Further liberalisation was announced in the Budget. The
Control of Borrowing Order (COBO), which, with its antecedents,
goes back to the immediate post-War period, is to be revoked and its
parent legislation repealed. A General Consent has been issued by the

7&5&&% (other than local authorities) to obtain the Bank of England’s
consent to the timing of Eh'gﬁissues. The Bank will no longer operate
a new issues queue in the equity and bond markets. COBO itself will
remain in place, solely for local authorities, only until new controls
on their borrowing, contained in the Local Government and
Housing Bill, come into force. The regulatory regime for sterling
commercial paper and short-term corporate bonds is also to be
significantly liberalised, creating a single regime for sterling paper
with an initial maturity of up to 5 years. In addition, the restrictions
preventing certain borrowers, including foreign sovereigns and
private companies, from making sterling issues in this maturity range
will be removed.

Treasury, which means that it will no longer be necessary for(nevg? v

&

2.15 Here, as in other countries, monetary policy is implemented by

changing the level of short-term interest rates. The process of financial

liberalisation has increased the power of interest rates as a policy instrument.

They can now fulfil their function as the price of money and credit
unhampered by quantitative controls. At the same time, the rise in

borrowing and holdings of liquidity, which followed liberalisation, means

that interest rates now act on a wider base.

Interest rates in-the-Ui&

Per cent

20 Year Gilts

1980 1981 1

Fo}

982 1983 1984 1985 1986 1987 1988

20
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2.16 Decisions about interest rates are made on the basis of a comprehensive
assessment of monetary conditions. The evidence of a range of indicators has
to be appraised and balanced. But the assessment gives particular weight to
the behaviour of narrow money in relation to its target range and to the
exchange rate. Attention is also paid to the behaviour of broad money or
liquidity. Short-term interest rates fell from 9 per cent in early 1988 to touch
74 per cent for a fortnight in May. Thereafter, they were raised steadily to
reach 13 per cent by the end of November, where they have remained.

2.17 Longer term interest rates have been stable despite the rise in short
. rates. 20 year gilts yields have fluctuated between around 9 and 9% per cent
@//’tﬁr&:gmﬁtvh%ljn year, and currently stand near the middle of this range.
This relative stability has been a feature of recent years. Since the sharp

decline in 1982, the trend in long rates has been gently downwards, with
only minor fluctuations.

2.18 Narrow money, as measured by MO, has continued to have a reliable
and predictable relationship with money GDP. Reflecting the higher
growth of money GDP, the 12 month growth rate of MO has been above
the target range throughout 1988—-89. M0 grew particularly rapidly between
March and September last year, but has slowed sharply since the autumn in
response to the higher interest rates in the second half of 1988. Its estimated
annualised growth over the last six months seasonally adjusted iqunder 3
per ccnt})the lowest since the middle of 1987.

Chai't 2.4 MO grthh rate

14 14
Percentage changes
12 - 2 6 month growth rate 412
/, \\
= ,’ \\ -
/ e
10 + Py o — 10
’ N g
£ ,/ \ o
’ 12 month growth rate \\
8 - \ -1 8
L \
\\\ i
\
6 [ mmrememeeeeeneees N -6
2 12 month growth target range \
B _'_';'_'_':_';'} """"""""""""""""""""""""""""""""""""""" o s 7
L \\
4 < - 4
\
- \ -
2 [ ememeseeseeeees —2
USSPV SNE ST S RTRPRELE JRRETORSEES ]
= | | L ! | ! ! ! ! ! | | ! "
J F M A M J J A S (@) N D J F
1988 1989
i 2.19 For 1989-90, a target range for MO of 1-5 per cent has been set, the
Nt LAY X same as the illustrative range for that year in last year’s MTFS. Measured by
r;,;-a} A a A the 12 month growth rate, it is likely to begin the year above the target
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range. But as the deceleration over recent months continues, it will come
back within it. The ranges given in Table 2.2 for later years are illustrative
and show a steady fall consistent with the declining path for money GDP
growth.

Table 2.2 Growth of M0!
1988—-89 198990 1990-91 1991-92 1992-93
7% 1to5 0to4 0to 4 =1 to:3

11988-89: forecast per cent change on previous financial year;

1989-90: target range for 12 month growth rate; 1990-91 onwards: illustrative ranges.

2.20 The exchange rate is a key influence upon, and a key indicator of,
monetary conditions. It has to be considered together with all the evidence
of domestic indicators in making monetary policy decisions. Monetary
policy has the overriding task of defeating inflation: the Government is
accordingly not prepared to accommodate increases in domestic costs by
exchange rate depreciation@erling has risen slightly against the
deutschemark over the past year. The dollar has also risen against the
deutschemark, though it has shown little change against the yexz:Z

2.21 Exchange rates are also important in international economic
relationships. The improved co-operation between the G7 countries, who
share a common counter-inflationary objective, has been clearly beneficial to
the international community.

Chart 2.5 Sterling exchange rates

120
=1 115
-1 110
-1 105

Sterling exchange rate index (1985=100)

-1 95
-1 90
-1 85

Deutschemark/Sterling rate

Dollar/Sterling rate =) 195

<1 '1:50

1982

1983 1984 1985 1986 1987 1988



BUDGET SECRET—BUDGEFLISTONLY— 0794

2 The Medium Term Financial Strategy

25

20

15

10

2.22 In assessing monetary conditions, the interpretation of broad money,
or liquidity, requires considerable judgment. There have been significant
changes in the relationship between broad money and spending over the
years. Because it is used as a store of value as well as for transactions
purposes, what matters, so far as subsequent inflationary pressure is
concerned, is not its growth rate alone but the extent to which people are
prepared to hold interest-bearing money balances rather than to spend them.

Chart 2.6 Growth rates of monetary aggregates

: 25
Percentage changes on a year earlier

M, Broad money (M4) .

1
AN, "
S

.
ot Ve

Narrow money (MO0)
Target ranges for MO
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1974
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Funding policy 2.23 The Government will continue to conduct its own financial affairs so as
to have a broadly neutral impact on liquidity. That is embodied in the policy
of funding the net total of maturing debt, the PSBR, and any underlying
increase in the foreign exchange reserves, by sales of debt outside the
banking and building society sectors. Should this total be negative, then
‘unfunding ’ will be required; that is, the authorities will make purchases of
debt. Gilts bought in by the Bank of England are normally held in its Issue
Department. The Government is taking powers in this year’s Finance Bill to
enable the National Loans Fund to acquire these gilts for cancellation.

2.24 Now that the public sector is repaying the debt it is possible to devote
more attention to the structure of the remaining debt, both to secure lower
expected servicing costs and to improve the quality of debt by reducing
reliance on borrowing in the form of liquid instruments. Attention will also
be paid to smoothing the profile of redemptions. The reverse auction
conducted in January 1989, the first of its kind, enabled the authorities to
make substantial purchases of gilts maturing in 1989-90, a year when
maturities will be particularly heavy.

pg oS 2.25 In general, however, the Government decides what types and maturity
I

(F of debt to repurchase or issue, depending on current relativities and expected
future yields. In 1988—89, the Government took the view that, on this
criterion, its longer term debt looked relatively expensive borrowing.
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Accordingly, much of the buying-in of conventional gilts required by the
full fund policy was of longer maturity issues, so as to secure greater future
debt interest savings. The fact that the Government has been a net
repurchaser of long term debt and the emergence of a downward sloping
yield curve have created favourable conditions for longer term borrowing
by the private sector. The increasing volume of fixed rate sterling borrowing
by companies has been a welcome development.

2.26 Indexed debt has the advantage of reducing uncertainty, to both the
Government and investors, about future real yields. In circumstances when
the Government believes it will reduce inflation in a way that is not yet fully
reflected in market yields, index-linked borrowing becomes particularly
attractive to the Government as compared with conventional gilts. Net
sales of indexed gilts continued in 1988—89, despite the reduction in total
gilts outstanding, and about one eighth of all gilts outstanding are now in
indexed form.

Fiscal policy

2.27 It 1s now expected that the net repayment of debt in 198889 will total
about £[14] billion ([3] per cent of GDP), compared with a forecast in last
year’s Budget of £3 billion. Even allowing for the fact that privatisation
proceeds are now expected to be some £2 billion higher than forecast a year
ago, this means that the fiscal stance has been considerably tighter than
planned, reflecting in large part the strength of economic activity which has
both boosted tax revenues and depressed public expenditure.

Chart 2.7 Public sector borrowing requirement!

12

Percentage of GDP

- 10

| 1 | | 1 1 ! 1 1 | I | 1 1 4

1971-72

75-76 77-18 79-80 81-82 83-84 85-86 87-88 88-89 89-90

estimate Budget

1 Negative values indicate a public sector debt repaymen.
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2.28 The long term objective of fiscal policy remains a balanced budget.

Table 2.3

This provides éZelean and simple rule, with a good historical pedigree. It
constitutes a firm buttress for monetary policy in the struggle against
inflation, while enabling the burden of public debt, and with it debt interest,
steadily to diminish as a proportion of the economy as a whole. And it
means that as public expenditure declines as a share of CDD, su (0o can the
burden of taxation.

2.29 (The Government intends to moveg\from the present surplus towards a
balanced budgetgradually over the medium term. The PSDR for 198990
has been set at £12 billion; this is equivalent to £7 billion net of
privatisation proceeds, the same as in 1988-89. The projected PSDR path
thereafter is shown in Table 2.7. As usual, the PSDR to be set in future
Budgets will be reviewed in the light of circumstances at the time;fas tax
rates are set on the basis of medium to longer term objectives the PSDR will
tend to be increased by GDP growth above trend, and to be reduccd by

below trend GDP grow;}}i

Public expenditure

2.30 The Government’s objective for expenditure is to maintain a
downward trend over the medium term in the ratio of general government
expenditure to GDP. Firm control of Public expenditure, coupled with the
strength of economic activity has caused the ratio of GGE excluding
privatisation proceeds to GDP to fall by 7 percentage points since 1982-83.
This is the largest and most sustained fall since the immediate post-war
period and it has brought the ratio back to levels not experienced since the
mid 1960s. The Government is determined to build on this achievement.

General government expenditure (excluding privatisation proceeds)
as a per cent of money GDP!

196364 364 1973-74 423 1983-84 453
196465 353 1974-75 481 1984-85 461
196566 37% 1975-76 481 1985-86 441
196667 383 1976-77 46 1986-87 433
196768 42} 1977-78 423 1987-88 | #s, 411
1968-69 403 1978-79 431 198889 " (39>
196970 404 1979-80 431 1989-90 39%
1970-71 403 1980-81 46 1990-91 39

1971-72 41 1981-82 461 1991-92 383
1972-73 41 1982-83 463 1992-93 38

! 1988-89: latest estimate; 1989—90: forecast; 1990-91 onwards: MTES projections.

2.31 Projections of government expenditure are shown in Table 2.4. For the
period to 1991-92, they incorporate the public expenditure plans shown in
the public expenditure White Paper (Cm 601-621); the projections of gross
debt interest payments and other adjustments are consistent with the latest
economic projections and assumptions. It is provisionally assumed that
general government expenditure will grow by 1 per cent in real terms in
1992-93; decisions will be taken in the 1989 Survey.

BUDGET SECRET—BUDGET LISTONLY 17
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Table 2.4 General government expenditure’

£ billion, cash

1987-88  1988-89 198990  1990-91 199192 . 1992-93

Public expenditure planning total 1457 150-6 167 179 192 200
Gross debt interest 17-7 185 2 161 15 143 14
Other adjustments 8-3 100 | 10 104 94 94
General government expenditure? 171-7 1788 194 205 216 223
Privatisation proceeds Syl 7-0 5 5 5 5
General government expenditure

excluding privatisation proceeds 1769 185-8 199 210 221 228

1 For 198788 to 1991-92, the figures are taken from Table 5.1.

Revenue

2 General government expenditure, and its components, are rounded to
the nearest £1 billion from 1989-90 onwards; except for debt interest
and other adjustments which are rounded to the nearest £} billion, as in
Chapter 5. General government expenditure is assumed to grow by 1%

in real terms in 1992—93.

2.32 The Government’s objectives for taxation are to reduce tax rates and
bring down the tax burden. Much progress has been made in reducing rates
and reforming the structure of the tax system; and the tax burden has fallen

from the peak of 1981-82.

(the share of public expenditure has )

‘ emergence of a budge
=0 over the medium term shou

t surp

to be reflected in a gradual fall in the tax hurden.

ug the Government’s success in bringing down

o far been reflected mainly in the
lus.?Mox}f?ig back towards a balanced budget

Id)enable continued public expenditure restraint

Table 2.5 Non-oil taxes and national insurance contributions as a per cent of

non-oil money GDP!

196364
196465

196566

1966—67

Lk B 196768
SR M 1968—69
o 1969-70
1970-71

1971-72

1972-73

29
29}
314
32

33}
35}
363
36}
343
321

1973-74
1974-75
1975-76
197677
1977-78
1978-79
1979-80
198081
1981-82
198283

33}
353
35}
36

35

34}
35}
36}
383
381

1983-84
1984-85
198586
198687
1987-88
1988-89
1989-90
1990-91
1991-92
1992-93

373
373
37
3734
374
373
373
23 36&
36¥
354

11988—89: latest estimate; 1989—90: forecast; 1990-91 MTFS onwards: MTFS projections.

2.33 The growth in government revenues over the medium term will depend
on the growth of incomes, spending and prices, as well as on policy decisions.
Government revenues from the North Sea are projected to decline relative to
money GDP as oil output falls. After taking account of the tax reductions
announced in the Budget, non-North Sea revenues are also projected to grow at
a little under the rate of growth of non-oil money GDP.
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Table 2.6 General government receipts

£ billion, cash

198788 1988-89 1989-90 1990-91 1991-92 199293
Taxes on incomes, expenditure and capital 133:2 144-8 L1 1516 b 163 ¥ 178 177 Q|
National insurance and other contributions 290 32:4 4 34 o % 38 # 40 39
Interest and dividends 6-1 6-& = i 76 6 6
Other receipts 56 $:26-5 X6 6 VA p 43
General government receipts 1739 1909 & 204 214 224 230 2
of which
North Sea tax? 47 2732 3 23 3 3

! General government receipts, and its components, are rounded to the
nearest £ 1 billion from 198990 onwards.

2 Royalties, petroleum revenue tax (including advance payments) and
corporation tax from North Sea oil 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.

Public sector borrowing

2.34 The projections of government expenditure receipts are brought
together in Table 2.7 to provide projections of the general government
borrowing requirement (GGBR), the PSBR and the fiscal adjustment.

2.35 Changes since the 1988 MTFS are discussed in the annex to this

chapter.

Table 2.7 Public sector debt repayment!

£ billion, cash

1987-88 198889 198990 1990-91 199192  1992-93

X' General gavernment receipts 173:9 1909 204 214 224 23? 2
General government expenditure 171-8 178-8 194 205 216 223
Fiscal adjustment from previous years? = == = == 1 2

X Annual fiscal adjustment? — — — 1 1 2 ¢4
GGDR 21 12 10 8 6 3

Public corporations’ market and

overseas debt repayment 1-6 2 2 1 0 0
PSDR 37 14 12 9 6 3

X Money GDP at market prices . 426 4775 567 1\ 5402 574 3 602 2

- PSDR as per cent of GDP 0-9 3 21 13 1 1

! Rounded to the nearest £ 1 billion from 1989-90 onwards. Further details
for 1988—89 and 1989—90 are provided in Tables 1.2 and 6.9

Conclusion

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

2.36 This tenth issue of the MTEFS has reviewed the greatly improved
economic record of the 1980s. It has reafirmed the Government’s
commitment to reducing inflation and to the policy of lower taxes and
lower public spending as a share of GDP. The MTES provides the financial
framework within which the policies to achieve the Government’s objectives

are set.
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Annex to Chapter 2

Money GDP

X

Table 2A.1

Monetary aggregates

Table 2A.2

Fiscal projections

Expenditure

Receipts

Changes since the 1988 MTFS

2A.1 The growth rate of money GDP is expected to be higher in both 1988-89
and 1989-90 than envisaged in last year’s MTFS, with growth in the GDP deflator

Ypercentage points higher in 1988—89 and 14 points higher in 1989-90. Inflation is
projected to get back to last year’s path by 1991-92. The projected trend in output
growth over the medium term in the whole economy is } percentage point higher
than in last year's MTFS, reflecting a slower decline in oil output.

Money GDP growth
Differences from 1988 MTES projections, percentage points
1988-89 1989-90 1990-91 1991-92

+3% Vo +1% Ve 0 +1

2A.2 MO has moved above its target range during 1988—89 but it has been
growing more slowly since the autumn. The target range for 1989-90 is the same as
the illustrative range given last year. The illustrative ranges for subsequent years are
also the same.

The growth of M0

Per cent changes on a year carlier

1988-89 1989-90 1990-91 1991-92
1989 MTES 73 = 04 04
1988 MTFS 1-5 =5 04 04

2A.3 Table 2A.3 shows changes in the fiscal projections since the 1988 FSBR.
Additional information on 1988-89 is given in Chapter 6.

2A.4 The undershoot on the planning total in 1988—89 is described in Chapter 5.
The planning total for 1989-90 onwards is as in the public expenditure White Paper
(Cm 601-621), which incorporates higher figures for 1990-91 and 1991-92 than
assumed last year. The general government expenditure figures for the future have
also been revised up since last year; but to a lesser extent in 1990-91 and 1991-92
than the planning total, as the path for PSDR now assumed implies lower debt
interest payments.

2A.5 Revenues in 1988-89 have been much higher than forecast, in large part
reflecting higher money GDP growth in both 1987-88 and 1988-89. Because of
some lag between the accruals and payments of taxes, the buoyancy of the
economy over the last year will still be contributing to the growth of revenues in
1989-90. In spite of the effect of the Piper Alpha and other accidents on oil output,
North Sea revenues in 1988-89 were almost exactly as forecast. The projections of
North Sea revenues for later years are little changed from the 1988 MTFS.

20 BUDGET SECRET—BUDGETLISTONLY



BUDGET SECRET—BUDGET LIST ONLY

BUDGET SECRET—BUDGET LIST ONLY



" BUDGET SECRET—BUDGET LISTONLY— - 0869

Annex to Chapter 2

Revenue and expenditure!
Table 2A.3

Changes from 1989 MTEFS projections, £ billion
1987-88 1988-89 1989-90 1990-91 1991-92

Expenditure
1 Planning total -1 -6 0 +3V,  +872)s
2 Other25 +1 +2 + ¥ Y 0 -2
3 General government
expenditure 0 —4 + / Vo +3/s o+ /C et
Receipts®
4 North Sea taxes 0 0 0 0 0
5 Other taxes and contributions il +,5<my2‘ +7% +78 +8%
6 Other? —1 +1)a  +1} AN
7 General government receipts 0 +6 +93%. +87. +9)a
8 Implied cumulative fiscal
adjustment* — — ‘/3 — &3  bE-|
9 Public corporations’ market and
overseas debt repayment® +1 ik e 0 =75l
10 PSDR +1 +11 +12 +9 +6

! Rounded to the nearest £} billion. Classification changes since the 1988 FSBR are included but their effects on both
expenditure and receipts is small.

% Includes changes in debt interest and other items.

> The allocation of tax receipts between North Sea and other is affected by the treatment of advance corporation tax set off.
*Line 8 = lines9—10—3+7.

3 Public corporations’ market and overseas debt repayment is deducted from the planning total, and included in the PSDR, but
not in general government expenditure. Changes in it are therefore added to line 2 and subtracted in line 9.
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Table 2.4

General government expenditure’

£ billion, cash
1987-88  1988-89  1989-90  1990-91  1991-92  1992-93

Public expenditure planning total 145-7 150-6 167 179 192 200
Gross debt interest 17-7 18; 2 164 5. 143 14
Other adjustments 83 100 | 10 104 94 94
General government expenditure’ 171-7 178-8 194 205 216 223
Privatisation proceeds 5-1 7-0 5 5 5 5
General government expenditure

excluding privatisation proceeds 1769 185-8 199 210 221 228

1 For 198788 to 1991-92, the figures are taken from Table 5.1. 2 General government expenditure, and its components, are rounded to

the nearest £1 billion from 1989-90 onwards; except for debt interest
and other adjustments which are rounded to the nearest £} billion, as in
Chapter 5. General government expenditure is assumed to grow by 1%
in real terms in 1992-93.

Revenue

2.32 The Government's objectives for taxation are to reduce tax rates and
bring down the tax burden. Much progress has been made in reducing rates
and reforming the structure of the tax system; and the tax burden has fallen
from the peak of 1981-82.(Bu )The Government’s success in bringing down
the share of public expenditure has so far been reflected mainly in the

emergence of a budget surplusQMbeﬁg back towards a balanced budget

Sl

over the medium term should)enable continued public expenditure restraint
to be reflected in a gradual fall in the tax burden.

Table 2.5 Non-oil taxes and national insurance contributions as a per cent of
non-oil money GDP'
196364 29 197374 331 1983-84 373
196465 293 1974-75 353 198485 373
1965-66 313 197576 354 1985-86 37
196667 32 197677 36 198687 374
196768 33% 1977-78 35 1987-88 373
196869 354 1978-79 34} 1988-89 374
1969-70 363 1979-80 354 1989-90 37}
1970-71 36} 198081 361 1990-91 23 3k
1971-72 343 1981-82 383 1991-92 36X
1972-73 324 1982-83 38} 1992-93 354

11988-89: latest estimate; 1989—90: forecast; 1990-91 MTFS onwards: MTFS projections.

2.33 The growth in government revenues over the medium term will depend
on the growth of incomes, spending and prices, as well as on policy decisions.
Government revenues from the North Sea are projected to decline relative to
money GDP as oil output falls. After taking account of the tax reductions
announced in the Budget, non-North Sea revenues are also projected to grow at
a little under the rate of growth of non-oil money GDP.
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Table 2.6 General government receipts

£ billion, cash

198788 1988-89 1989-90 1990-91 1991-92 1992-93
Taxes on incomes, expenditure and capital 133-2 14484 ISﬁ ks 163 ¥ 173y 17721
National insurance and other contributions 29-0 324 4 34 3P 3 F 49 39
Interest and dividends 6-1 6-& 3 7 76 6 6
Other receipts 56 52.6.5 . Xb 6 At y 42
General government receipts ! 1739 1909 & 204 214 224 239 2
of which
North Sea tax? 4.7 2737 3 272 3 3

! General government receipts, and its components, are rounded to the

nearest £ 1 billion from 1989—90 onwards.

2 Royalties, petroleum revenue tax (including advance payments) and
corporation tax from North Sea oil 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.

Public sector borrowing

2.34 The projections of government expenditure receipts are brought
together in Table 2.7 to provide projections of the general government
borrowing requirement (GGBR), the PSBR and the fiscal adjustment.

2.35 Changes since the 1988 MTFS are discussed in the annex to this

chapter.

Table 2.7 Public sector debt repayment!

£ billion, cash

198788 198889 1989-90  1990-91 1991592+ .£1992-93
General government receipts 173-9 190-9 204 214 224 239 2
General government expenditure 171-8 178-8 194 205 216 223
Fiscal adjustment from previous years? — = —_ — 1 2
Annual fiscal adjustment® — — — 1 1 24
GGDR 21 12 10 8 6 3
Public corporations’ market and
overseas debt repayment 1-6 2 2 1 0 0
PSDR 37 14 12 9 6 3
Money GDP at market prices . 426 4775 547\ 540 2 5743 602 3

~ PSDR as per cent of GDP 0-9 3 24 13 1 1

! Rounded to the nearest £ 1 billion from 1989-90 onwards. Further details 2 Means lower taxes or higher expenditure than assumed in
for 1988—89 and 1989—90 are provided in Tables 1.2 and 6.9 lines 1 and 2.

Conclusion

2.36 This tenth issue of the MTFS has reviewed the greatly improved
economic record of the 1980s. It has reaffirmed the Government’s
commitment to reducing inflation and to the policy of lower taxes and
lower public spending as a share of GDP. The MTFS provides the financial
framework within which the policies to achieve the Government’s objectives

are set.
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Annex to Chapter 2

Money GDP

X

Table 2A.1

Monetary aggregates

Table 2A.2

Fiscal projections

Expenditure

Receipts

Changes since the 1988 MTFS

2A.1 The growth rate of money GDP is expected to be higher in both 1988-89
and 1989-90 than envisaged in last year’s MTFS, with growth in the GDP deflator

ercentage points higher in 1988-89 and 14 points higher in 1989-90. Inflation is
projected to get back to last year’s path by 1991-92. The projected trend in output
growth over the medium term in the whole economy is } percentage point higher
than in last year’s MTFS, reflecting a slower decline in oil output.

Money GDP growth
Differences from 1988 MTEFS projections, percentage points
1988-89 1989-90 1990-91 1991-92

+3% Vo +1} ¥ 0 +1

2A.2 MO has moved above its target range during 1988-89 but it has been
growing more slowly since the autumn. The target range for 198990 is the same as
the illustrative range given last year. The illustrative ranges for subsequent years are
also the same.

The growth of M0

Per cent changes on a year earlier

1988-89 1989-90 1990-91 1991-92
1989 MTEFS 7% 1-5 04 04
1988 MTEFS 1-5 1-5 04 0—+4

2A.3 Table 2A.3 shows changes in the fiscal projections since the 1988 FSBR.
Additional information on 1988-89 is given in Chapter 6.

2A.4 The undershoot on the planning total in 1988-89 is described in Chapter 5.
The planning total for 1989-90 onwards is as in the public expenditure White Paper
(Cm 601-621), which incorporates higher figures for 1990-91 and 1991-92 than
assumed last year. The general government expenditure figures for the future have
also been revised up since last year; but to a lesser extent in 1990-91 and 1991-92
than the planning total, as the path for PSDR now assumed implies lower debt
interest payments.

2A.5 Revenues in 1988-89 have been much higher than forecast, in large part
reflecting higher money GDP growth in both 1987-88 and 1988-89. Because of
some lag between the accruals and payments of taxes, the buoyancy of the
economy over the last year will still be contributing to the growth of revenues in
1989-90. In spite of the effect of the Piper Alpha and other accidents on oil output,
North Sea revenues in 1988-89 were almost exactly as forecast. The projections of
North Sea revenues for later years are little changed from the 1988 MTFS.

20 BUDGET SECRET—BUDGETHST ONLY



N e BUDGET SECRET—BUDGET LISTONLY—

Annex to Chapter 2

69

\ Revenue and expenditure!
Table 2A.3
Changes from 1989 MTFS projections, £ billion
1987-88 1988-89 1989-90 1990-91 1991-92
Expenditure
1 Planning total -3 -6 0 +3)s  +E%Y2
2 Other?3 +1 +2 +Y Y 0 =2
3 General government 25
expenditure 0 —4 +/ yz_ +3Y5 +ﬂ (A 2%
Receipts®
4 North Sea taxes 0 0 0 0 0
5 Other taxes and contributions +1 +84Y,. +71 +78 1 8)5
6 Other? —1 +1)p +1¥ +1Ye  +1
7 General government receipts 0 +6 +93V. +8F%. +9ra
8 Implied cumulative fiscal
adjustment? — — ‘/3 )3 we—|
9 Public corporations’ market and
overseas debt repayment® +1 +1 +1 0 +1
10 PSDR +4 +11 =12 +9 +6

' Rounded to the nearest £} billion. Classification changes since the 1988 FSBR are included but their effects on both

expenditure and receipts is small.
2 Includes changes in debt interest and other items.

3 The allocation of tax receipts between North Sea and other is affected by the treatment of advance corporation tax set off.

*Line 8 = lines9—10—3+7.

5 Public corporations’ market and overseas debt repayment is deducted from the planning total, and included in the PSDR, but
not in general government expenditure. Changes in it are therefore added to line 2 and subtracted in line 9.

BUDGET SECRET—BUDGET LIST-ONLY
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1989 FSBR: CHAPTER 5

I attach a copy of the amended proofs of Chapter 5 of the FSBR
which, pending final decisions, uses the estimated outturn figures
for 1988-89 recommended to the Chief Secretary in Mr Richardson's
minute of 6 March.

2% The text of paragraph 5.06 has been modified slightly in the
light of the latest figures and comments from Departments on the
descriptions for their programmes.

8 There will be further changes to the figures for GGE, GDP and
the GDP deflator in the next day or so which will affect the last
few lines of Table 5.01. The final figures will be incorporated
into the proofs on Saturday.

4. The proofs have to be returned to the printers at noon

tomorrow (Thursday) and this is the last opportunity for
substantive amendment so I would be grateful for any further

@gm/

MRS R J BUTLER

comments you may have by 1l0am tomorrow.
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5 Public expenditure

Changes since previous

5.01. The Government’s expenditure plans for the next three years were set
out in the 1988 Autumn Statement (HC 695) and in detail in the 1989 public
expenditure White Paper (Cm 601-621). They are summarised in Tablec 5.1.

5.02. The planning total for 1989-90 remains unchanged from the level

Budget shown in the last FSBR; the planning total for 1990-91 has been increased
by £33 billion. In both years, extra resources have been provided to meet
the Government’s priorities, including substantial additional sums for health,
law and order, defence and roads. Provision for local authority current
spending and the UK’s net contribution to the European Communities is
also higher.

Table 5.1 Public expenditure

£ billion

198788 1988-89 1989-90 1990-91 1991-92

Outturn Estimated Plans Plans Plans

outturn
Department
Social security 463 47-4 51-0 55-3 587
Health 19:7 247 25:2 24-4 254
Defence 189 19-0 20-1 212 221
Education and science 17-1 18-4 19-6 20-2 20-8
Home Office and legal departments 65 72 8:0 8-4 8:6
Transport 4-6 4-8 54 5:5 527
Scotland 81 87 9-0 9-1 9:7
Wales 3:3 36 3-8 39 4-0
Northern Ireland 4-9 56 5-5 5-7 5:9
Other departments 21-4L 2172 23-1 237 252 3
Privatisation proceeds —=5:1. =7-0) =0 —5:0 =5:0
Reserve 3:5 7-0 10-5
Public expenditure planning total 145-7 1506 1671 179-4 191-6
General government gross debt interest! 177 1832 165 15 144
Other adjustments! 83 XF 10| 929- 10 104 94
General government expenditure 171-7 178-8 193-5 205 216
General government expenditure
excluding privatisation proceeds:
in real terms (base year 1987-88)? 176-9 173:5 176-3 179-6 183-2
as a percentage of GDP 411 39} 2 39 4 39 384 %,

11990-91 and 1991-92 figures rounded to nearest £ % billion. ~——— e N R i
2 Using GDP deflator and money GDP on the same basis as in Table 2.1. / ':

Y,

et (
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5 Public expenditure

Public spending trends
n

Budget consequences

1988—89 outturn

Table 5.2

BUDGET SECRET—BUDGEFHISTONLY

5.03. General government spending, excluding privatisation proceeds, has
fallen from 463 per cent of GDP in 1982-83 to 139/] Jper cent in 1988-89. The
expenditure plans to 1991-92 are consistent with the Government’s policy of
reducing the share of national income taken by total government spending.
The move to Budget surplus has reduced the burden of debt interest, and the
fall in unemployment has iade savings possible in the social security,
employment and training programmes. These savings, together with higher
housing receipts and reduced agricultural market support have made room
for increases in priority programmes within the declining trend of total
expenditure relative to national income.

5.04. The public expenditure cost of abolishing the earnings rule for state
retirement pensioners (£ 190 million in 1989-90 and /375 million in 1990—
91) will be charged to the Reserve, and will not add to planning totals. The
public expenditure cost of extending VAT to non-residential construction
and property development was incorporated in the plans set out in the 1988
public expenditure White Paper.

5.05. The latest estimates for the outturn for the planning total in 1988—89,
which are still subject to some uncertainty, suggest that it is likely to be
£150-6 billion, £6-3 billion below the plans shown in the 1988 public
expenditure White Paper and the 1988 Budget (of which £2 billion
represents increased privatisation proceeds) and /£2-8 billion below the
outturn figure shown in the 1989 public expenditure White Paper. A
breakdown is shown in Table 5.2.

Comparison of plans and estimated outturn for 1988-89
1988-89 /£ billion

Plans! Estimated Outturn
outturn minus
plans
Central government? 1143 1144 +0-1
Local authority? 426 429 +0-3
of which:
relevant expenditure 33:2 345 =+
other current 5-4 53 =0+
capital 4-0 31 0:9
Nationalised industries and
other public corporations 1-4 0-3 =
Privatisation proceeds 55:0 =0 7120
Reserve 35 =35
Public expenditure planning total 156-9 1506 —63

! Plans from The Government’s Expenditure Plans 1988—89 to 1990-91 (Cm 288), adjusted for classification
changes.

2Excluding finance for nationalised industries and other public corporations.
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5 Public expenditure

5.06. The major changes in 1988-89 between programme plans in the 1988
White Paper and the estimated outturn are: NS Ranid Bodsy grone f‘

central government: increases ar1s1ng from NHS pay settlements/_(,(:O 9
billion), a capital grant of )60 4 bﬂhon associated with the sale of Rover
to BAe and finance for fh:et\regaplit(ahsatlon of Shorts Brothers prior to
privatisation (£0-4 billion), areLoﬁ%et by reductions in social security
expenditure (£1-0 billion) due-mainly to the fall in unemployment; lower
payments by the Intervention Board for Agricultural Produce (£0-4
billion) and lower expenditure on employment programmes (£0-4
billion);

local authorities: an overspend of £1-2 billion on planned current
expenditure and a net underspend of £0-9 billion on capital expenditure,
reflecting higher gross spending (,£1-2 billion) offset by higher receipts
(£2-1 billion);

nationalised industries and other public corporations: an underspend of £1-1

3 billion mainly by the electricity supply industry (£0-6 billion,reflecting
L, latest information on timing of tax payments), British Steel ( ,40 -3 billion
S e hlgher profitability prior to prlvatlsatlon) and British Rail (£0-3

V\\«WAM i t,u \bxlho
\\ %WWM ')vaWJL‘/ WA Lot

Table 5 3 Publlc expenditure by spending authority

£ billion
1987-88 1988-89 1989-90 1990-91 1991-92
Outturn Estimated Plans Plans Plans
outturn
Central government! 109-4 114-4 1237 131-2 136-9
of which: }
Voted in Estimates 76-9 80-9 86-9 92:2 96-4
other 32:5 335 36-8 39-0 40-5
Local authorities! 40-7 429 44-0 45:5 471
of which:
relevant expenditure 32-0 345 B5:2 365 375
other current 5l 5:3 6-2 6-7 7-1
capital 36 3:1 26 2:4 2:5
Nationalised industries 0-3 -0-1 - —0-4 1-0%
Other public corporations 0-5 0-5 0-9 1-0 11
Privatisation proceeds =51 —=7:0 =50 =520 £=5:0
Reserve 3:5 7-0 10-5
Public expenditure planning total 145-7 150-6 167-1 179-4 1916

! Excluding finance for nationalised industries and other public corporations.

% The increase in 1991-92 refleacts the disappearance from the public expenditure figures, following privatisation, of the substantial negative external finance of
the electricity industry.

Public expenditure by 5.07. Central government spending makes up about three quarters of the
spending authority planning total. About 70 per cent of this is voted by Parliament through the
annual Supply Estimates and covers the expenditure of government
departments for their own activities as well as their funding of other bodies
such as the National Health Service. Most of the remainder consists of social
security payments paid out of the National Insurance Fund. Spending by

60 BUDGET SECRET—BUDGET-LISTONLY
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Supply Estimates

local authorities accounts for about one quarter of public expenditure.
Nationalised industries and other public corporations 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.

5.08. For 1989-90, the plans set out 1n the public expenditure White Paper
have now been translated, where appropriate, into detailed control totals in
Supply Estimates. The total Estimates provision for 1989-90 for which the
Government is seeking Parliamentary approval is shown in Table 5.4. The
main Estimates for 198990 are published in a series of booklets on 14 March
1989 witli a Summary and Guide (Cm 633) which summarises the Estimates
and explains how they relate to the public expenditure planning total. It also
describes the Supply procedure.

5.09. Of the £116°5 billion included in the Supply Estimates, £90-2 billion
is direct public expenditure. The remaining £26-3 billion does not feature
directly as public expenditure because it consists of grants to local authorities
and finance for other bodies whose spending is counted as public

0 )x.f . expenditure. About/twe-thirds of the money voted in Estimates is subject to
cash limits, which provide the Government with greater control over its
cash expenditure during the financial year.

Table 5.4 Supply expenditure

£ billion
1987-88 1988-89 1989-90
Expected outturn Final Expected Provision
in 1987 Budget outturn outturn

Main Supply Estimates 104-5 104-5 108-3 1165

Supplementaries and net underspending 09 1-0 2-4

Total Supply expenditure 105-3 1055 110-7

Public expenditure element 755 79-6 85-0
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1989 FSBR:

FROM: A C S ALLAN
DATE: 2 March 1989

e

cc PS/Chief Secretary
PS/Financial Secretary
PS/Paymaster General
PS/Economic Secretary
Sir P Middleton
Sir T Burns
Mr Anson
Mr Scholar
Mr Culpin
Mrs Lomax
Mr Riley
Mr Sedgwick
Mr S J Davies
Mr McIntyre
Miss Simpson

CHAPTER 5

The Chancellor was grateful for your minute of 1 March. He had

the following comments on the amended proofs of Chapter 5:

(1)

(ii)

(iii)

He agreed with Mr Anson that the last sentence of
paragraph 5.01 should be deleted.

He also agreed with Mr Anson that "(£x million in
1989-90)" should be added after "state retirement
pensioners" in paragraph 5.04.

The manuscript addition to paragraph 5.06 should

refer to "the electricity supply industry" rather

than "electricity".

AC
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PS/Paymaster General
PS/Economic Secretary
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Sir T Burns
Mr Anson
Mr Wicks
Mr Scholar
Mr Culpin
Mrs Lomax
Mr Sedgwick
Mrs Butler
Mr S Davies
Mr Gilhooly
Mr Mowl
Mr Macpherson
Miss Simpson
Miss Wallace
Mrs Chaplin
Mr Tyrie
Mr Call

Sir A Battishill - IR
Mr Beighton - IR

Mr Isaac - IR

Mr Painter - IR

Mr Calder - IR

Unwin - C&E

Mr
Mr Jefferson Smith - C&E
Mr

P R H Allen - C&E

FSBR CHAPTER 1

The Chancellor was grateful for your minute of 8 March. He

the following comments.

(1)

had

On excise duties, he would prefer the order in

Table 1.1 to be

- Duty on unleaded petrol

- Vehicle Excise Duty rates
- Other duties unchanged.

He accepts that this will mean an increase in

the



(iii)

BUDGET SECRET

figures for the cost of the unleaded petrol changes
measured from an indexed base, and a reduction in the
figure for the yield from the VED changes.

Given that the "other tax changes" had got as large
as -£160 million in 1989-90, he wondered whether we
ought to disaggregate Schedule E after all; but after
further advice he accepted that the existing

treatment can stand.

Amend paragraph 1.05 to read "...improvements to
personal equity plans and employee share schemes,
reform of the taxation of life assurance, changes to

the taxation of pensions and unit trusts...".

A C S ALLAN
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MR MOWL cc PS/Chief Secretary
PS/Financial Secretary
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PS/Economic Secretary
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Sir T Burns
Mr Anson
Mr Wicks
Mr Scholar
Mr Sedgwick
Mr Riley
Mr Culpin
Mrs Lomax
Mr S J Davies
Mr Hibberd
Mrs R Butler
Mr Pickford
Mr Gieve
Mr Patterson
Mrs Wright
Mrs Todd
Miss Simpson
Mrs Chaplin
Mr Tyrie
Mr Call

Mr Calder - IR
Mr Vernon - C&E

FSBR CHAPTER 6

The Chancellor was most grateful for your minute of 8 March. He
has no further comments on the text. He would be in%eriséggQin
due course for any explanation you have about why theh‘ evel of

non-North Sea profits in 1987 has been revised down so much.

A C S ALLAN
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The Chancellor raised a number of questions on the latest draft.

25 Paragraph 4.02 and notes 1 to 5 of the Annex. Et ist” lithe
higher 1level of age allowance' because 'higher age allowance'
could be interpreted as the married couple's age allowance.

35 Paragraph 4.11 the Revenue want 'in practice' inserted,

since most employees are taxed on a receipts basis not by statute
but simply because their accrued earnings are in practice equal to

their receipts.

4. In Table 4.1, FSBR theology prevents stamp duty being added

to the 'Income tax and corporation tax' category. For stamp duty
to be allowed in, the LAPD measure would need to affect directly
not only stamp duty but also income tax and corporation tax.

5% All the Chancellor's other comments have been taken on board.
6. The Chancellor may want to know that the long term yield by
'Life assurance - pension measures' has been changed from around

£250 million to around £% billion. The Revenue felt the former
implied too great a degree of accuracy.

/Vl‘ck rz«:t_k’\_ﬁ

N I MACPHERSON
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The Chancellor was grateful for your minute of 8 March. He

the following comments.

(1)

On

duties, he

Table 1.1 to be

He

Other duties unchanged.

Duty on unleaded petrol ...
Vehicle Excise Duty rates

accepts that this will mean an increase in

had

would prefer the order in

the
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figures for the cost of the unleaded petrol changes
measured from an indexed base, and a reduction in the

figure for the yield from the VED changes.

Given that the "other tax changes" had got as large
as -£160 million in 1989-90, he wondered whether we
ought to disaggregate Schedule E after all; but after
further advice he accepted that the existing

treatment can stand.

Amend paragraph 1.05 to read "...improvements to
personal equity plans and employee share schemes,
reform of the taxation of life assurance, changes to

the taxation of pensions and unit trusts...".

A C S ALLAN
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I attach the latest printers' proof of chapter 3 of the FSBR. The
latest numbers are shown in manuscript. (Versions of the charts
that use the latest numbers have been superimposed on the printers'

versior. )

7. A corrected version of the chapter has to reach the printers
today. This is the last opportunity to make changes to the layout
of the chapter - design and location of tables, charts, etc. I
would be grateful for your comments as soon as possible.

The recorded numbers

3 Following the CSO's major revisions to the recorded data we
no longer have adjusted national and sectoral accounts. The "box"
has been transformed into a conventional FSBR annex - rather 1like
the one in the Autumn Statement - that sets out the latest CSO data
(which will not have been published by budget day) and how we are

interpreting it.

47, Because there are still considerable inconsistencies in the
CSO's numbers this version still has some features not in recent
IAFs that we want to keep;

- the box with the health warning about the data, at the bottom

of the summary page;
T a different format for certain tables, notably table 3.5 on
‘VFL/ the current account (which shows the balancing item - though
w&’ see paragraph 8 below) and table 3.6 on investment;

,7/"
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§ » = "compromise" GDP is the wunweighted average of the three
/ measures until 1987, and calculated by using the growth in

/
/
/

v GDP(0) in 1988.

5. As far as the third of these is concerned, the practice in past
Treasury published forecasts (though not in the 1980s) has been not
to use the unweighted average of the three measures on occasions
when these have been of vrequal reliability. Growth of the
expenditure measure of GDP in 1988 still 1looks implausibly low,
notwithstanding the large upward revisions that the CSO have found.
The low growth of GDP(E) drags down the unweighted average of the
three measures. Many outside forecasters have been using GDP(O)

forH1988:

Charts and tables

6. The attached draft has the table with the exchange rate and cost
competitiveness (table 3.2) as well as the long standing labour
cost chart (chart 3.10).

7. I attach as well some charts showing RPI inflation (less MIPs)

“ﬁk and consumer price inflation in the rest of the G7. Of these I

“t&“f\ prefer version A (which goes to 198901 - the figure for which

p\ is only partly forecast - and which uses monthly datq} There is,

Vﬁ €§> however, no obvious slot for such a chart in chapter 3.

Vo . . ol

8. I attach alternative versions of chart 3.9 starting in 1979 or

1980. Would you prefer either of these to the ovne beginning in

\@\ﬂ\] 1982 (the starting date used for this chart in the Autumn

6 Qﬁ\ Statement)? An earlier starting date with high rates of inflation

o v shows the latest observation for total RPI inflatlon in a more

o4
O‘\(f(ﬂ\(\ favourable light. N {m; leegiiae sfﬁgj ¢ J,a,xml{ﬁf l(‘Cun W Cum ¥ & /” /’)

\‘\—_ Itfw\j & & 4" 2

9. We could revert to a more traditional form of table 3.5 (version
attached), with all the components of the current account that we
have shown in published forecasts as well as the balancing item for
. past years. More detail on the current account could make it a
little easier to explain our forecast. (K6 sk %\/(f\gﬂv‘ % @ 0w

<'10. Which version of the productivity table would you like? I
attach a copy of Jim Hibberd's minute of yesterday.

i i i | \/
< H F- N ol
"lf’ﬁ \ PEARG

(ff\
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Money GDP and the GDP deflator

11. Now that we have final versions of the figures that we shall
publish for 1988 it has been possible to finalise money GDP and the
GDP deflator for financial years. The table below compares these

with the Autumn Statement numbers.

Money GDP GDP deflator
AS FSBR AS FSBR
1988-89 11 i 6% 7%
1989-90 8 8(9«%) 5 5

The very high growth of the GDP deflator in 1988-89 is in large
part the effect of the fall in NS production which changes the
composition of the total GDP deflator. We are paying the price
this year for using a deflator rather than a fixed weight price
index. As the CSO has "recorded" the GDP deflator for three of the
four quarters of 1988-89 there is no way that we can avoid the high
growth for the year as a whole.

The oil price
125 Because spot prices have been persistently high this year we

are now using an average North Sea oil price of $16 rather than the
$15% we had been assuming. It was not possible to describe the
latter as "close to recent levels". Many commentators will assume
from this form of words that we have used an even higher price ..
The effect on the published numbers is negligible.
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Summary |

3.01 GDP is forecast to grow by around 2, per cent-in 1989; this is below the
average of recent years and comes after two years of above average growth.

R PI inflation should fall to 54 per cent by the'end o s =
g @)

Demand and activity 3.02 GDP is estimated to have risen by 4} per cengyecorded domestic
demand rose by 64 per cent i-1988; with invcstm"én‘f'rising by 12'per cent X
and consumption by 64 per cent. Business investment is forecast to continue
to grow strongly this year, and consumer spending to slow sharply. For 1989
as a2 whole total domestic demand is forecasg to rise by 24 per cent. GDP
growth in 1989 is forecast at Per cent (Per cent for non-oil GDP)&H&

asimiler growth: peat]( 3) Lt gtk g Fee
Af 2 w' . -
Inflation 3.03 Retail prices rose by 63 per cent in the ycar to the fourth quarte

1988. R PI inflation is forecast to fall to 54 per cent by the fourth quarter of
this year and to 44 per cent by the middle of 1990.

Labour market 3.04 Employment has risen sharply over the past year to an all time high,
 and unemployment fell by 530,000 in the year to January. Unemployment is
_C‘,\\{(,ﬁ most unlikely to contmﬁe’?—&u at the same rapid rate in 1989.

World economy 3.05 GNP growth in the main industrial economies was about 4 per cent
last year; it is forecast to ease to 3 per cent in 1989. World trade in
manufactures rose by 10 per cent in 1988, and is forecast to rise a further 8
per cent this year.

UK trade and current 3.06 After a sluggish start in early 1988 export volumes of manufactures
account picked up quickly; in the second half of 1988 they were 5 per cent higher
than a year earlier. Import volumes rose even more rapidly, boosted by
strong domestic demand, especially business investment. The current
account moved into large deficit in 1988; it is forecast to show a similar
deficit in 1989 as in 1988, and to fall thereafter.

Assumptions 3.07 The forecast assumes that fiscal and monetary policy are operated
within the framework of the Medium Term Financial Strategy. It assumes
that North Sea oil prices and the exchange rate remain close to recent levels.

There have been major inconsistencies in the recorded national and sectoral
accounts. For its assessment of recent developments the Treasury has used the
latest CSO data, which incorporates some substantial revisions to previous
published estimates. The annex to this chapter assesses the latest data. The
CSO will publish a full set of national accounts on March 17.
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Summary

3.01 GDP is forecast to grow by around 2 per cent in 1989; this is below the
average of recent years and comes after two years of above average growth.

R PI inflation should fall to 5% per cent by the end of ar. =

Demand and actlvxty ~3.02 GDP is estimated to have risen by 44 per cen mestic
£ : . demand rose by 64 per cent in-1988; with investmentrisi 12 percent X
and consumption by 64 per cent. Business investment is forecast to continue A
to grow strongly this year, and consumer spending to slow sharply. For 1989 i N
as a whole total domestic demand is forecast to rise by 24 per cent. GDP '
growth in 1989 is forecast at 2 per cent (24 per cent for non-oil GDP), with | dv 5
a similar growth rate through the year. |

3.03 Retail prices rose by 63 per cent in the year to the fourth quarter of
1988. R PI inflation is forecast to fall to 54 per cent by the fourth quarter of
this year and to 4} per cent by the middle of 1990.

Labour market 3.04,Employment has risen sharply over the past year to an all time highs
"“andWinemployment fell by 530,000 in the year to January, is
—(—’a““'ﬁ most unlikely to contmﬁé?&ll at the same rapid rate in 1989.
World economy 3.05 GNP growth in the main industrial economies was about 4 pef cent
last year; it is forecast to ease to 3 per cent in 1989. World trade in

manufactures rose by 10 per cent in 1988, and is forecast to rise a further 8
per cent this year.

UK trade and current 3.06 After a sluggish start in early 1988 export volumes of manufactures
account picked up quickly; in the second half of 1988 they were 5 per cent higher
than a year earlier. Import volumes rose even more rapidly, boosted by
// A K strong domestic demand, especially business investment. The current e
A \\°"“ account moved into large deficit in 1988; it is forecast to show a similar— ¢

) 7 / ——— deficit s 1989 as in 1988, and to fall thereafter.
o~
/ Assumptions 3.07 The forecast assumes that fiscal and monetary policy are operated

within the framework of the Medium Term Financial Strategy. It assumes
that North Sea oil prices and the exchange rate remain close to recent levels.

There have been major inconsistencies in the recorded national and sectoral
accounts. For its assessment of recent developments the Treasury has used the

g latest CSO data, which incorporatef some substantial revisions to previous
published estimates. The annex to this chapter assesses the latest data. The
CSO will publish a full set of national accounts on March 17.

22 BUDGETSECRET—BUDGET LISTONLY—



3 The 'ecox‘1y: recent developments and prospects to mid-1990

BUDGETSECRET—BUDGET LISTONLY—

1469

-

Recent developments

15

World economy

3.08 Real GNP in the major seven economies is estimated to have grown
by 4} per cent in 1988, compared with 3} per cent in the previous year and
an average growth of 34 per cent a year from 1982 to 1987. Domestic
demand grew at about the same rate as GNP in 1988. Growth was
particularly strong in Japan and the US in the first half of the ycar.

Chart 3.1 Major seven economies’ real GNP and industrial production

Percentage change on a year earlier

3.09 Business investment grew rapidly in all the major seven countries in
1988 (averaging almost 12 per cent); and export growth was also strong

per cent). Investment was boosted by rising profitability,
increased capacity utilisation and high levels of business confidence. Growth

in private consumption was about 3} per cent, little changed on 1987.

3.10 World trade in manufactures was boosted by high investment, and

probably grew by around 10 per cent, the fastest annual growth rate since
1984.

3.11 Capacity utilisation in manufacturing rose strongly in 1988, to levels at
or above the previous peaks reached in 1979 and 1980. Unemployment fell
significantly in North America and the UK.

3.12 Non-oil commodity prices, partiéularly of industrial materials and
metals, rose sharply in the first half of 1988. After significant falls from the
mid-year peak they have risen again in recent months. Oil prices drifted
downward for much of 1988, but have firmed since November.

-BUDGETSECRET—BUDGET HISTONLY
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Chart 3.2 Real commodity prices
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3.13 In the fourth quarter of 1988 consumer price inflation averaged 34 per

cent in the major industrial countries, only } per cent higher than a year

earlier. But there have been some recent indications of increased inflationary
( pressures. Interest rates have risﬂm all major seven economies except Japan
W For major countries as a whole the average

Increase was about 2 percentage points.

3.14 Continued progress in rcducing current account imbalances was made in
early 1988, with significant reductions in both the US deficit and Japanese
surplus. But little or no further progress was made in the second half of the year.

< (Forecast)
3.15 Table 3.1 shows the forecast for activity and inflation in the major
seven countries, and for world trade.
Table 3.1 World economy
Percentage changes on previous year
Forecasts
- 1987 1988 . 1989 1990 H1
Major seven counm'esLl
Real GNP 3} 4} 3 2}
Real domestic demand 33 4} 3} 2}
Industrial production 31 6 4;\‘2. 21 7
Consumer prices 3 3% 4%’* % x ¥
; ~
World trade, at constant prices
- 3. ’
i LIOLU:\ o ( R Total imports 54 8} 6/ 5 X
L RS, "{"‘PM' / - Trade in manufactures 73 10 8 53
we, Uk, and Camnd e
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€

Relative costs and prices

Table 3.2

Trade volumes (goods
other than oil)

3.16 GNP growth is expected to slow through 1989 as the investment cycle
passes its peak and as the effects of tighter monetary policy work through.
The forecast growth of 3 per cent is close to estimates of productive
potential. The slowdown is expected to be more marked in North America
than in Continental Europe.

3.17 Growth of world trade in manufactures is expected to slow to about 53
per cent by mid 1990, still above the trend rate for the period 1973 to 1987.

3.18 The forecast slowdown in world economic growth suggests that recent
commodity price inflation should abatc; commodity prices are forecast to

remain constant in real terms. With world demand slowing, consumer price
inflation in the major seven economies is forecast to fall back to about 3
cent by mid-1990.

3.19 Little further progress is expected in reducing the current account
imbalances in nominal terms in 1989.

UK trade and the balance of payments

13.20 UK manufacturing unit labour costs rose slightly faster in 1988 than in

1987; productivity growth did not fully offset a continuing high level of pay
increases. Unit labour costs in the other major countries grew on average at
a similar rate to the UK, although sterling’s appreciation resulted in a rise in
the UK’’s relative unit labour costs. But cost competitiveness still remains
more favourable than in 1985, before the fall in world oil prices. The
maintenance of competitiveness in the year ahead will depend on success in

continuing o restra%it cost increases.

The exchange rate and cost competitiveness

Sterling index Relative unit labour costs
(1985 = 100) (1985 = 100)
1985 Q4 101-4 104-0
1986 Q4 85-1 83-2
1987 Q4 927 9396 X
1988 Q4 96-7 984

3.21 After erratically low figures in the first quarter of 1988, thc volume of
UK manufactured exports has since risen strongly as world trade has
continued to expand. In the second half of 1988 the volume of exports of
manufactures was 5 per cent higher than a year earlier. Manufactured export
volumes are forecast to rise by 74 per cent in 1989, close to the projected
growth of world trade. A slightly faster rate of growth is forecast for non-
manufactured exports.

—BUDBDGETFSECRET—BUBDGET LISTONLY-
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Table 3.3 Visible trade

Porccdoge
Pes,cezichangcs on previous year

Allhg-oods Goods less oil
Export Import Terms of Export Import Terms of
volume volume ~ trade! volume volume trade!
1987 5 7 1 6% 8 1
1988 b 13 2 3 144 21 x
1989 Forecast 5§ 54 13 74 ,3'41/,_ -1 %

! Ratio of export average values to import average values.
P g P! g

26

11

10

Table 3.4

[
(V72 mncrease

3.22 Non-oil impotts rose much faster than exports, by 144 per cent in
1988, reflecting the strength of domestic demand and capacity shortages in

some industries. Imports of capital and intermediate goods rose fastest; the
the growth of imports of consumer goods in 1988 was entirely

attributable to passenger cars. Further high investment (which is 1mport
intensive) is likely to sustain continued high levels of capital goods imports
in 1989. Nonetheless the slow-down in overall domestic demand and the
extra capacity available from the current investment boom means that

import growth may slow significantly in 1989, to 5 per cent.

Growth of import volumes by category of manufactured
goods —\\_____,__.-—-———j
PevttnYoge chomptn 1986 1987 1988
13 ) <
Consumer goods 9 7 17
Capital goods =4 104 22
Intermediate goods 9 13 23
Semi-manufactured goods 6 10 12

Chart 3.3 (§hare of UK exports in total world trade in manufactures ' \ }\éﬂo&dy L,,L() '-["é U
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Chart 3.4 Share -of imports of goods (excluding oil) in total domestic demand )
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_—~_ Oil trade 3.23 The oil trade surplus fell by just under £2 billion in 1988 to £2}

i \\ billion. This was a result of lower sterling oil prices, a decline in production
(mainly due to the Piper Alpha disaster) and increased domestic demand for

oil. The temporary shutdowns in the Brent and Fulmar fields are expected to

contribute to a further fall in production in 1989. Production is forecast to

ise a little from mid-1989 as output recovers from the effects of the

Trade prices and the 3.24 The terms of trade have improved somewhat over the past year, with

terms of trade the higher exchange rate more than offsetting the effects of falling oil prices.
No significant change is forecast in the non-oil terms of trade this year,
although the oil terms.of trade may improve considerably, since the
temporary shortage of North Sea quality crude, following the various
accidents, is likely to raise its premium over other crudes.

3.25 The surplus on invisibles is provisionally estimated to have fallen by

£ 114 billion to £6 billion in 1988:This was mainly due to a decline in thé. ! E
Grplus i services, offset in gart by - The invisibles

surplus is forecast to be L£7Xpillion in 1989 as improvements in the services X
and IPD balances are projected to be only partially offset by increased net

ey ¥ A o 0
s | o hv
. ~current accounp is estimated to have been in deficit by £143 { &,

eI &

th balancing item¥The deterioration rel
ESBR was mainly due to the unexpected strength of domestic de

utilisation in some industries.




1474

3 Tli'ej’omy: recent developments and prospects to mid-1990

= v
Vv
; L Vi
’ g ade T \ Pl (¥
" { PP } )
’/.,. ) S \f» . %‘ g v . ,.\kJ \\‘J
) AV N\
. . Table 3.5 Currentaccount
£ billion
Visibles Invisibles Current Balancing
- balance it
b W @LV‘ item
: U G& 1987 —-10 73 =3 124
W oK 1988 —204 6 143 .5
b 1989 forecast =24 7 - 144

W
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Personal sector
expenditure

Chart 3.5 Ratio of personal sector wealth to income

Cgrom recent levels with the slow-down in growth of domestic demand, the
Lsd

3.27 Though the current account deficit is expected in due course to fall

eficit for 1989 as a whole is forecast to be unchanged.

mup of{{ of

Demand and Activity

rot
3.28 The economy probably grew by 44 per cent in 1988. Growth was
strong throughout the non-oil economy; manufacturing output rose‘lg_y)@ I

per cent, construction output by 8 per cent and output of the service |

v
industries by 5 per cent. Problems with recent estimates of the expenditure :
measure of GDP mean thas@;rowth in domestic demand in 1988 may, at%?C

per cent, bcm vndliio R waate)

3.29 Consumer spending is estimated to have risen by 64 per cent in 1988, a
little faster than in 1987. With growth in real personal disposable income at 4
per cent in 1988, the personal saving ratio once again fell. The fall in the
personal sector saving ratio in recent years is due to a number of factors.
First, there has undoubtedly been greater consumer confidence as a result of
sustained growth, falling unemployment and rising wealth. Second, greater
wealth itself (especially housing wealth) has led to a perceived need for lower
savings relative to income. Finally, financial deregulation and innovation has
led to greater competition in credit markets, enabling people to borrow
more relative to income.

i
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3.30 Consumer spending is forecast to rise much more slowly this year than
last, growing by 2 per cent between the second half of 1988 and the second
half of 1989. The slowdown in retail spending growth at the end of 1988 and
the fall in retail sales volumes in January indicate that personal spending is
already moderating. The personal sector is now a net payer of interest.
Higher interest rates are therefore likely to reduce new horrowing and
increase savings. 'L'he personal sector savings ratio is forecast to recover
slowly.

3.31 The housing market was particularly buoyant in the first half of 1988.
But there are now clear signs that it is easing. Building society mortgage
lending commitments have fallen markedly from the hlgh levels of last

[ summer, and there is increasing evidence that house prices in the South East
\ |

have stopped rising,( House price
i inflation is likely to be very low through 1989, and total private housing
/ investment is expected to decline.
4%

Company expenditure 3.32 Business investment rose sharply in 1988, by #Zper cent. A strong surge )(
and incomes in investment is consistent with expectations outlined in CBI Surveys and
DTI Investment Intentions Surveys. The same surveys point to further
strong growth in 1989. Over the past [5] years total business investment has
grown over twice as fast as total consumption.

Table 3.6 Gross fixed domestic capital formation

Percentage changes on previous year

Weights
i Forecast
1987 1988 1989

Business! 3 6#6 14{({; yg XX
Private dwellings etc? 274 13t 49t -sh2
General government® 13 .1 I—4 3
Total fixed investment 100 124 4 4ly
lincludes investment by public corporations;
%including total transfer costs of land and existing buildings;
Yexcludes purchases less sales of land and existing buildings. .‘\

’ M
3.33 Stockbuilding is estimated to have been ntﬁgbtqne( in the second

half of 1988 than in the first half. But it is likely to be lower in 1989235 the
growth of domestic demand slows down. [The long run downward trend in
the total stocks—GDP ratio is expected to continue.]
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Chart 3.6 Total stock-GDP ratio
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3.34 Non-North Sea industrial and commercial company sector profits are
estimated to have risen by about 20 per cent in 1988; since 1984 profits (net
of stock appreciation) have risen on average by 22 per cent a year.
Manufacturing profit margins rose particularly strongly. In 1988, the rate of
return of non-North Sea industrial and commercial companies rose for the
seventh successive year.

G Chart 3.7 Companies’ real rate of return e
Per cent

ol 2 All industrial and commercial companies 12

10 -

N\
£ Excluding N. Sea \ / 4

2 4 | 1 1 | 1 1 1 1 1 | | | 1 | | 1 | 1 | | 3| 1 | | 2
1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986 1988

30 BUBGET SECRET—BUDGET LISTONLY-




(

/\

/ \

3 TB'egomy: recent developments and prospects to mid-1990

I T has
Savingf and investment | 3.35 Table 3.7 shows that, as a share of GDP, total saving{ﬁaxe’remained v
J . 3 3y . v ) \/\‘/
__~ unchanged since 1986, with rising company and public sector savmg/

— N
“‘*\“w—-’“’\/ﬂw’~/ offsetting falling personal sector savingf. L\ \(’\\( ;U
’rﬁv\ g P /X
\ Table 3.7 Saving A U (5\
\ erg‘gcntag-o—of GDP at factor cosgf ;
\ Personal Coupany Total / Public Total
\\ sector sector private  / sector national
\ 1985 75 13 12 204 / 10 21-4
1 1986 550 130 & 1943 / 113 20:x6
1987 44 3.6 145 ($-j 18'&1/ 18% 20} ¢
g \ 1988 25 (- b 144 $3 169 / 3%6 204§
\

\ 3.36 The fall in private sector savingyf since has come at the same time
as a steep rise in private sector investment. The fesult has been an increased
call on overseas savings and hence a current account deficit.

Chart 3.8 Private sectoﬁn;estment and saving
22 e 22

~— Percentage of money GDP at factor cost
20 +—
18
16 |-
14 |
Bk e Private sector fixed investment 5 A
Vi S’
/
= L -
o L—L 1Lt 1010 o oy,
/‘ 1964 1966 X?GS 1970 1972 1974 1976 1978 1980 1982 1984 1986 1988
A s s
\ "7?—% [ \US Prospects for demand and activity G4
; q : :
\ [ o2 3.37 Growth of domestic demand is forecast to fall sharply from a-/
'-‘ estimated 64 per cent in 1988 to 24 per cent in 1989, because of the slow-
[ ho down in consumptionfand investment growthfand iding. x X<
f I, Domestic demand is forecast to rise by only 1/per cent between the second
{

halves of 1988 and 1989, with GDP rising by 2 per cent in 1989, and 2 per
cent between the second half of 1988 and the sccond half of 1989. Declining
North Sea production and the temporary effects of recent accidents may
reduce GDP growth by  per cent in 1989, but the recovery from these
accidents is forecast to produce higher growth of total GDP than non-North
Sea GDP in the year to the first half of 1990. Manufacturing output is

g forecast to grow slightly less fast than non-oil GDP through 1989, following

/ftwo years} of very rapid growth in/1987 and 1988{. Xxaox
31



Table 3.8 Domestic demand and GDP

3 Théﬂ)my: recent developments and prospects to mid-1990

Percentage changes on a year earlier

Forecast
1988 1989 1990 H1
Domestic demand 64 2} 14 X
Exports of goods and services' -1(1d) 41 (6) F5X( 7
Imports of goods and services' 12(13) 4434 3 3& (25\5
GDP!< 41 (5) 2(2h) 2} (2)
Manufacturing production 7 33 11

! Non-oil shown in brackets.

2 Average'ymeasures.

-
o
e uwv‘ Inflation
\ . . . . .

: 3.38 The annual rate of retail price inflation was 64 per cent in 1988Q4, a
little higher than forecast in the Autumn Statement. Excluding mortgage
interest payments, RPI inflation was 5-1 per cent.

4 Chart 3.9 : RPI Inflation i
Percentage changes on a year earlier
- E
12 12
10 —10
8 |- 3 s
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3.39 According to CBI data, pay settlements in manufacturing rose to just
under 7 per cent in 1988Q4, about 1 per cent higher than a year earlier, with
service sector settlements slightly higher. Average earnings rose by 8% per
cent in the year to December, with earnings in manufacturing boosted by
continued high overtime. Labour costs in manufacturing rose [2}] per cent

in 1988.
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Chart 3.10 : Unit labour costs in manufacturing

Percentage changes on a year earlier
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6%1(\ \]"Jyv \{ _ 3.40 UK manufacturing industry’s profit margins increased significantly

v ¢ o again in 1988, for the sixth year running. The forecast deceleration in W
~\ g domestic demand and activity in 1989 is expected to lead to some fall in \,/
V\/(é‘h ; margins though from record high levels. 4_\\{

W\ P

0| \(gv/fr“ﬂ 110

15

g
At TR
Table 3.9 Costs in manufacturing

Pevcendrge

Peffent changes on previous year

Unit labour Cost of materials Estimated total Output

costs and fuel! unit costs? prices' ,
1987 1 5 13 43 '
1988 Lﬁw @ 43 21 43 /
1989 Forecast i , 43 4 ﬁ\'\“ = TR 5;\“/
! Producer prices excluding food, drink and tobacco industries. 2 Including costs of bought-in go'ods\ser;ic?/‘ R e v

5 43/4, e o G0,

3.41 Retail price inflation is likely to moderate to 5} per cent by the final
quarter of 1989 as the effects of past increases in mortgage interest rates star
to drop out and as retailers’ profit margins are squeezed following the
deceleration in consumer demand.
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Table 3.10 Retail Prices Index

Percentage changes on previous year

Weight in Forecasts

1988 1988Q4 1989Q4 1990QQ2
Food 16} 4 o - il : /;V‘&'Y" ‘:,L 4
Nationalised industries 5% 7 (6 /V/ 43
Housing 15% 161 g 4
Other 63 43 41 41
Total 100 6} 54 41

3.42 The GDP deflator, which measures the pricc of domestic value added
(principally ,urrfb‘fbour costs and profits per unit of output), is forecast to
P

have risen @

Productivity and the labour market

r cent in 198889 and to rise by 5% per cent in 1989-90.

3.43 Recent revisions to data suggest that the workforce including those on
training programmes rose by 1-5 million in the two years to September 1988
and 2-8 million since March 1983. Excluding those on training programmes,
the increase was 1-4 million in the two years to September 1988 and 2-4

million since March 1983.

Table 3.11 Changes in employment

Thousands, seasonally adjusted, GB

Employees in Self- HM Work- Workforce
employment employed forces related in
government  employment
Male Female training
programmes
September 1985 to
September 1986 a2 +148 +71 =3 +:55 +188
September 1986 to
September 1987 +145 + 307 +207 —4 +98 +754
September 1987 to
September 1988 +245 + 362 + 125! —4 +3 +7M

! Figures for self-employment after June 1988 are projections based on self-employment growth since 1981.
24 BUBDGETSECRET—BUDGEFLISTONLY
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i Chart 3. lf mrkforce in employment
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; 3.44 Productivity also continued to rise strongly in 1988. Manufacturing
A
(@ % productivity has risen by an average 41 per cent a year since 1979, hlgher
Yo % ALQ 23 than at any time since the 19605,[__nd faster since 1980 than any other major
MS \( L) industrialised country.|Output per head in the non-manufacturing sector has
- L g risen by about 1} per cent a year since 1979. Output per head in
{'\/0 ' S(».h\ manufacturing industry has risen faster in the 1980s than in any other major
J industrialised economy and whole economy productivit rowth has been
~_ y Yp Y8
)f\ ’ go second only to Japan's.

doils’ ¢ 3 e

Table 3.12 Output per head of the employed labour force

Annual average percentage changes

1964-73 1973-79 1979-88
Manufacturing 33 i 41
Non-manufacturing 3 1 1}
Whole economy 23 1
Non-North Sea economy 23 3 12

Unemployment 3.45 By January 1988, seasonally adjusted unemployment in the UK had
fallen for 30 successive months, by over a million in total. This is the longest
and largest sustained fall in unemployment since the war. The fall in
unemployment over the past year is mainly attributable to the strong

” f(‘ﬁ /(\/7 ‘\, ’ growth of output and employmcnt.Excessivc pay settlements are the main
M‘(‘ [ threat to further falls in unemployment.
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Forecast and Outturn

3.46 Table 3.13 compares the main elements of the forecast published in the
1988 FSBR with the outturn or latest estimate.

Table 3.13 Forecast and outturn

1988 Outturn Average
FSBR or latest errors from
e BRI ™ e forecast estimate past forecasts
GDP (pa,éent change
between 1987 and 1988 3 43* 1
RPI ( t change between the
fourth quarters of 1987 and 1988) 4 63 1
Money GDP ( change
between 1987-88 and 1988-89) 71 11 11
Current account of the balance of
payments (1988, £ billion) —4 —14% 3
PSDR (1988-89, £ billion) 3 F i 4
* Output@% 6DP.
/’l ; '
( . '\i g

ML A J r g 3.47 Recorded inflation in the fourth quarter of 1988 was higher than

vV forecast a year ago mainly because of increases in interest rates in the second
half of the year. Real and money GDP growth were both stronger than
forecast. The current account deficit was also larger than forecast, mainly
because of the continued buoyancy of domestic demand, especially business
investment, and associated capacity constraints in some sectors. The PSDR is
likely to turn out substantially higher than forecast a year ago, reflecting
lower government expenditure than projected and greater buoyancy of tax
revenues

o

i ~ 3.48 This year’s forecast is summarised in Table 3.14.
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/’/V/Q\

{\1 le 3.14 (\Economlc prospects: summary
N :
\\/\ ,\}/\ ) Percentage changes on previous year unless otherwise
TR O stated
\ ¥
\ Q w h\x ) @ecast 1______5 Average
QS‘ \j}} €rrors
o AN 1988 1989 1990 from past
d\ H1 forecasts'
V4 S/
/ d GDP and domestic demand at constant prices }5@“ /;".ﬁw
/ Domestic demand 64 23 13 :
/ ot which:
Consumers’ expenditure 6% 1}
General government consumption .4 1
Fixed investment 12 ’ 31
\ Change in stockbuilding (as per cent of GDP) - i
Exports of goods and services | / 41 ¥ 7 2
Imports of goods and services W2 + (2 12 4} 283 2}
Gross domestic product 43 2 2} 1 \
Manufacturing output 7 34 13 24 )ﬁ
s S\ S
Balance of payments current account (4 billxon) *
1990H1 at annual-rate) i —14} sy >J 31
Inflation
Retail price index (Q4 on Q4) 63 5% 4312 1
GDP deflator at market prices (financial year) 5 Ty 5% 3
Money GDP at market prices (financial year) 11 7} 3/q 13
£ billion 477 2 11509
PSDR (financial year)
£, billion | L & 4}
as a per cent of GDP 2 23/ B
! The errors relate to the average differences (on either side of the central figure) between FSBR forecasts and outturn over the last ten years, and apply to the
forecasts for 1989.
2Q20n Q2.

3 AI—M ormual m"&.



Table 3.15 Gross domestic product and its components!

A billion at 1985 prices, seasonally adjusted

Consumers’ General Total Exports  Change  Total Less Less Plus st GDP at GDP index
expenditure government fixed of goods instocks final imports of adjustment satrttal  factor cost 1985=100
consumption investment and expenditure goodsand to factor adjustment ( €OV Tk
services services cost e e )
1984 207-9 74-0 581 971 1-1 4381 967 48-7 0-8 292-5 963
1985 2155 74-0 60-3 1028 0-6 453-1 99-2 49-5 05 3049 1000
1986 227-8 75-4 61-3 1066 0-7 7147 105-5 51,79 —04 31393tk.0 103-0
1987 2401 76-2 664 112-4« 09 495-8 9 113-4 54-7¢ 082 32880 107X 6
1988 2556 76-7 7432 1112 201.9 520051977 1269 56T 4 A58 3429 11242
1989 2644 | % T7.0 /AT U59116.3 P0-0.2 5349 132.8% 586 | 5.2 35633¢9.8 11487
1987 Hi 1176 377 32:4\ 55-7 0-0 24342 54-5 268 0-yo 1624141.8 1063 |
H2 1225 38:5 3492 567 0-9 25288 58-8 280 082 16642 10970
1988 Hi 1259 38-2 3684 55-9 0-7 2577 3 61-2 27-9 281, 17051697 11183
H2 129 7 385 380370 5543 13 2628 4 657 28715 413 17245 1131
1989 H1 131-84 3835 3883 57-9 | 0f 2 26602¢5.% 6548 22289 .. 3722.9 124172 .5 1143 |
H2 1324 5 3884 3932 59902 —04 2689263 .2 66667.0 294 2 322.9 1261753 1158 4
1990 H1 346 133.9 387% 3934 66741.9 —06 2729 ¢ 674% 2995 322.9 171811 uz2 16. %
Per cent changes
1986 to 1987 5% 1 8} 54 0 73 Vo1 ity 43 43
1987 to 1988 6% 3 12 -1 /3 12 3) ANy 4} 43
1988 to 1989 3} ALY Al 4 -3 3 43 3} + © 2 5
1989 H1 to 1990 H1 2 s L AR T 2} 23 2 4 O 24 2}
Crmprvang  wp h 1997

! The [GDP figures jare averages of constant price expenditure,
output and income estimates of GDEz Percentage changes are

Grodhiic 1988 4 baneol o
Na ovdod wusnre

TAANT
calculated from unronded levels and then rounded to the nearest
half per cent. The annex to this chapter assesses the recorded data.

2S
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Annex to Chapter 3
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Table 3A.1
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National and sectoral accounts ;

JA.1 E-mplamed—éfll:e Autumn Statemet;?@»a‘jit has become increasingly

difficult to assess the development of the economy in"the recent past. The

alternative measures of GDP show different growth rates between years and

different paths within years. There are very Wing items in the sectoral
accounts. And the data are subject to large révisions: f

3A.2 The figures for the past in this chapter are the CSO’s latest estimates; there
may be further small changes before the full set of national accounts 3#¢ published
on 17 March. s

3A.3 Revisions to the figures for 1986, 1987 and 1988 have reduced the difference
between the various measures of GDP.

Gross Domestic Product: 1985 prices, seasonally adjusted

1985=100
GDP GDP GDP Compromise
Expenditure Output Income GDP*
1987 108 i107.7 10798 107-32 1077 6
1988 16 110.5 112§t 48 n2.0 112:4 %2~
1987 H1 106:9 3 106-¥ 2 105-9 1063 (
H2 109-3 | 10994 108-6 1094 o
1988 Hi1 _L-Tune.5 1175 220 i11.9 11143
H2 M\(o,q 113-}‘-\- L6123 11312
Growth rates
percentage change
on a year earlier
1987 44 3 497 434 4¢5
1988 2#A2-6 43 425 4.3
1988 H1 a.0f 500 597 540
H2 Yy Vi 37 384 369
% DP is the same-es unweighted average of the three measures to the end of 1987, and uses the growth
of for 1988.

3A.4 Compared with earlier published estimates there have been unusually large
upward revisions to some components of GDP(E), particularly company

isure. Fixed investment has been revised up in both 1987 and 1988, and is
now estimated to have grown by 8% per cent in 1987 and 12 per cent in 1988.
Following these revisions the path of investment is more consistent with the high

level of imports of capital and intermediate goods. T &

inh tusllibs v

ing|1988. The
#s/significantly less rapidly than the output or
income measures—especially in the second half of the year. In this forccastEhe a

3A.5 But despite the revisions, there are still problemsfin.i

compromise measure of GDP is estimated to have grown by 44 per cent in 1988/ e [no A
' o Bt mbasets
39

———

(MCJ)A;!;‘L;C—;} )
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-1

-2

-3

This judgement is based on the widely accepted view that the output measure of
GDP is the most reliable measure of recent activity, and is consistent with the other
indicators of activity including CBI surveys.

3A.6 The income measure of GDP grew by a similar amount in 1988, although its / ‘VU
path through the year was more erratic. In contrast, the expenditure measure o

GDP is estimated to have grown by only 2%3&: cent. g/é E
3A.7 The difference between the estimated growth of the compromise measure of A
GDP and the expenditure measure is shown as the sQatishical aéjustment in ( l 3
Table 3.14. Chart 3.A1 shows the difference between the expenditure measure of

GDP and compromise GDP. The difference for 1988 is still at an unusually high
level.

=

Chart 3A.1 Compromise adjustment

|

1

3
The difference between the compromise and expenditure measures of GDP
5 (as a percentage of GDP, seasonally adjusted) 4
e =12
5 Standard deviation .

Standard deviation

| i | 1 1 1 A B 1 1 1 1
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?/ N ‘ FROM: J S HIBBERD

. v DATE: 8 MARCH 1989

PS/CHANCELLOR OF THE EXCHEQUER cc Sir Peter Middleton

Sir Terence Burns
Mr Sedgwick
Mr Riley

FSBR CHAPTER 3: THE INDUSTRY ACT FORECAST
Your minute of 8 March regarding output per head.

2 The problem we have in providing the productivity numbers the
Chancellor wanted to insert in Table 3.11 relates to the non-
manufacturing component. The definition of this sector is a Treasury
concept. It comprises the private non-manufacturing sector of the
economy ie excluding the output and employment of the non-trading public
sector, the manufacturing sector and the North Sea sector. The data are
specially constructed for us and have not hitherto been available before
1963. It could, in time, be constructed and we can set it in hand. But
we need to liaise with DEmp and CSO for the relevant series and it is
most unlikely we could have it in time for closing the Red Book this
week. The main problem would be in getting consistent estimates of non-
trading public sector employment and output before 1963.

34 There 1is no conflict between this and the usual international
comparisons we make over the 1960s, 1970s and 1980s. These are only at
the whole economy and manufacturing levels, data for which are available
back to 1960. There is nothing immutable about the current formulation
of Table 3.11 and it could easily be recast along the attached lines it
the Chancellor wishes, ie excluding non-manufacturing.

J S HIBBERD



VeERftvw A
Consumer prié} < n UK Gt
o Percentage change on a year earlier Y’L [3 7
I ‘ : £ L L v #
Ft bt e (18] e
REN /lﬁ? \WS\«}”C - 20

/ >
Bl o B

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989



Consumer price index

VELJiIo v

16

14

12 -

10

Fourth quarter on fourth quarter percentage change

1980 1981 1982

1983 1984 1985 1986

1988

16

i§



16

Consumer price index

VErinwe C

|

Fourth quarter on fourth quarter percentage change

1980

1981

1982

1983 1984 1985 1986 1987

1988

1989
Forecast

14

12

10



I ' \'\ ¢
Percentage changes on a year earlier

Chart 3.9 : RPI Inflation

.

0 00 Ve i 2 A G v U OV W 0 U 5V B A 1 1 1 W 08 o ) 0 AT O N 3 O o 1 I VY I O 0 U o O 0 0 00 L 0 0 2 00 P 0 T 1 v O OO O 0 e A B8 o T T | 0
1980 1981 1982 1983 1984 1985 1986 1987 1988
Chart 3.9 : RPI Inflation o
Percentage changes on a year earlier
20 - PA 20
15 |- —15
10 e — 10
| RPI exc mortgage interest
payments
5 5
RN NENENENENREERERE R NN NN RN SN RSN ENA SRS EN NN ERI RN SRR RR R RERE SNSRI AR SN N EE N SRR NSRRI SRR RNUNE NN 0
1980 1981 1982 1983 1984 1985 1986 1987 1988

0
1979



| X

L

L]

Table 3.5 :

Current account

1987
1988

1989 forecast

£ billion
Manufactures Other 0il Invisibles Current Balancing
Balance Item
-7% -7 4 7% -3 12%
-14% -8% 2% 6 -14% 15
=15 -7% 2 7 ~-14% =
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FSBR CHAPTER

COPY NO ZQ_OFJ_L}_COPIES

FROM: A C S ALLAN
DATE: 9 March 1989

cc PS/Chief Secretary
PS/Financial Secretary
PS/Paymaster General
PS/Economic Secretary
Sir P Middleton
Sir T Burns
Mr Anson
Mr Scholar
Mr Culpin
Mr Riley
Mr
Mr
Mr

Sedgwick

Gieve

Gilhooly
Mr Matthews
Miss Simpson
Miss Wallace

Sir A Battishill - IR
Mr Calder - IR

Mr Unwin - C&E
Mr PR H Allen - C&E

4

The Chancellor was grateful for your minute of 8 March. He had

the following points:

(1)

(i1)

(iii)

He would move up Schedule E to the income tax part of

the narrative section.

Should the penultimate indent of paragraph 4.02 refer

to "age allowances" rather than "age allowance"?
-_—

In the text on Schedule E, why do we need the
addition of "in practice" ("not already in practice

taxed on a receipts basis").



(iv)

(v)

(vii)

(v iiis)

(ix)

BUDGET SECRET

The beginning of paragraph 4.12 should be amended to
read: "A number of changes will be made to the
taxation of pensions. In the case of occupational

pensions:".

Chart 4.1 is much too big, and should be reduced to

half its present size.

The Chancellor feels it might be worth changing the
second grouping 1in table 4.1 to "income tax,

corporation tax and stamp duty", so that the

abolition of 1life assurance policy duty can be
brought together with the other two lines on life
assurance companies. But this is not essential if it

causes great problems.

The Chancellor would prefer to have a line at the end
of table 4.1 showing "total Budget changes", as in
table 1.1,

Why do we need the addition of the words "level of"
in the notes to lines 1-5?

Amend the new note to 1line 22 to read R rsay
particular, to spread over 7 years the relief for the
costs of acquiring new business (other than pension
and general annuity business), subject to
transitional arrangements in the first 4 years; and

to reduce the corporation tax rate ..."

A C S ALLAN
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MR RILEY cc PS/Chief Secretary
Sir P Middleton
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Scholar

Mr Culpin

Mr Peretz

Mr Sedgwick

Mr

Mr

5

S Davies
Mowl
Miss Simpson

MINUTE ON THE MTFS FOR THE PRIME MINISTER

The Chancellor was grateful for your minute of 8 March and the
attached draft. I attach a copy incorporating the Chancellor's
comments: we shall update it to take account of the final
decisions on the PSDR.

(L
DK a6 amendsd L”jbua SWFJ,
B, b
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With PSDR figures now available for the first 11 months of the
year - the last figures we shall have before the Budget - I am in
a position to let you have my wusual note on the Medium Term
Financial Strategy.

This will be the tenth occasion on which we have set out the MTFS
in the Red Book. I propose to use this opportunity to highlight
the transformation of the economy that has followed our pursuit of
sound financial policies coupled with supply-side reforms. I will
stress that, although the details of the MTFS have changed over
the last decade as the economy has evolved, the essence of the
strategy has remained unchanged.

At the centre of the MTFS, as always, is the over-riding
requirement to bring down the rate of inflation and not to
accommodate inflationary impulses. Over the past two years, money
GDP growth has exceeded the rate we have been aiming for. 1In part
this reflects a better supply performance in the economy; but it
also reflects stronger inflationary pressures. We have taken firm
action since the summer to bring the economy back onto track, and
the decline in money GDP growth which I propose to aim for over
the medium term should bring about a decisive reduction in
inflation.
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Fiscal policy

The PSDR in 1988-89 will turn out significantly higher th%g(fﬁgg}
£10 billion I forecast at the time of the Autumn Statement. Cjﬂ;
>/ have a surplus of 1516 billion}/with one month to go, though with
the usual surge of spending in the final month the figure for the
year as a whole is likely to turn out somewhat,6lower. I intend to

[
\/ publish a figure of /{214 billion/]/ o Ko 2
¥ |l | - . i
p 4 LastJ’ear I set out the principle of a balanced budget as the norm

for fiscal policy, and I intend to reaffirm it this year. 1I do
not believe that we should aim for the maximum possible repayment
of debt, because that would unnecessarily delay the reductions in
taxation needed to build on the supply side improvements already
achieved. But given the size of the present surplus, and the need
to maintain a prudent and cautious approach, I am sure we should

only aim to return to balance gradually over a period of years.

The tax and national insurance package we have agreed will enable

M me to budget for a PSDR olé—billioﬂin 1989-90,@@&@]1 the

same as in 1988-89, ion
>( proceeds—from—£7-biltlion-to—-£5-bilttion.| This implies no change in

the overall tax _burden between the two years: the package merely

offsets the flscal drag in the system‘l Thereafter 1 propose to
show a gradual return towards budget balance, and thus a number of
further years of debt repayment. Provided we continue to restrain
the growth of public expenditure, this should enable us to bring
down the tax burden over the medium term.

{ Monetary policy

\ The MTFS will once again emphasise that the task of exerting
\ downward pressure on inflation falls to monetary policy. It will

jﬁ also make it clear again that short-term interest rates are the
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essential instrument of monetary policy; that interest rate
decisions are made on the basis of a comprehensive assessment of
monetary conditions, with particular weight given to the behaviour
of MO in relation to its target range and to exchange rate; and
that the Government is not prepared to accommodate increases in
domestic costs by exchange rate depreciation.

I intend to set a target range for MO growth in 1989-90 of 1 to
5%, as foreshadowed in last year's MTFS; this is the same as the
range for 1988-89. Although the 12 month growth rate of MO is
likely to start the year above the target range, the tightening of
monetary policy since the summer should bring it back within the
range before too long. We have already seen a sharp deceleration,
with the annualised six month growth rate now well within the
range.

For subsequent years I propose to show a declining path for
monetary growth in line with that shown in last year's MTFS. The
range -1 to 3% for the final year (1992-93) should be consistent
with money GDP growth of around 5%, and hence a decisive fall in

inflation from the average rate of the last five years.

Capital market liberalisation

I shall also be announcing on Budget day a substantial
liberalisation of the London sterling capital market. I am
abolishing the queue for bond and equity issues which has been
operated by the Bank of England since 1946, opening up the market
for sterling paper and at the same time simplifying its regulatory

regime. I am also making some consequential changes in the
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taxation of deep discount and other bonds. Taken together all
these changes will give greater flexibility to those who issue
capital in London; and wider choice to those who invest here.

[NL]

>4 ) 7 March 1989
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Riley

Sedgwick

Mrs Lomax

Mr S Davies

Miss Simpson

FEESRER

FSBR CHAPTER 5

The Chancellor was grateful for your minute of 8 March. He had no

A C S ALLAN

further comments on Chapter 5.
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Mrs Lomax
Mr Peretz
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Mr Sedgwick
Mr Gieve
Mr Grice
Miss O'Mara
Mrs R Butler
Mr Mowl
Mr Barrie
Mr Savage

Miss Simpson
Mrs Chaplin

Mr Tyrie
Mr Call
FSBR CHAPTER 2
The Chancellor was grateful for your minute of 8 March. He had

the following comments.

(1)

(ii)

In paragraph 2.13, he prefers "back into surplus”.

I am afraid I misread the Chancellor's handwriting in
transcribing his comment on paragraph 2.10. He did
indeed ask "why, then, is the 1991-92 growth of money
GDP % per cent more than in the 1988 MTFS?" He feels
this is not consistent with the point in
paragraph 2.10 that "to the extent that faster growth
of money GDP reflects only higher demand with no
supply side improvement, the Government will take



(iii)

BUDGET OSECRET

Ll

action to return to its planed path for money GDP
growth over the medium term". How do we reconcile
this?

The Chancellor thought the layout of the page with
the box on capital market liberalisation would 1look
better if the box was full width, like the chart;
this would make the page less crowded.

A C S ALLAN
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9 March 1989

PS/CHANCELLOR cCs PS/Chief Secretary
PS/Financial Secrelary
PS/Paymaster General
PS/Sir P Middleton
Sir T Burns
Mr Wicks
Mr Scholar
, Mr Peretz
) v Mr Riley
Mr Sedgwick
Mr Davies
Mr

FSBR CHAPTER 2

The Economic Secretary has seen Mr Davies' latest draft circulated
yesterday.

2 He has reviewed the paragraphs on funding policy (2.23-2.26).
In paragraph 2.25 he would suggest either replacing "criterion"
with "basis" or deleting the words "on this criterion" entirely.

g

S M A JAMES
PRIVATE SECRETARY



mp.pc/Riley/102 Z//’

BUDGET SECRET
& coPY wNo. L OF g cofle

FROM: C J RILEY
DATE: 10 March 1989

SIR P MIDDLETON cc Mr A C S Allan —
Sir T Burns
Mr Anson
Mr Scholar
Mrs Lomax
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Mr S Davies
Mr MacAuslan
Mr Mowl
Mr Savage

MEDIUM TERM FISCAL PROJECTIONS IN THE FSBR

I attach copies of the main fiscal tables covering the medium term
with the numbers we expect to appear in the FSBR. I think we have
managed to meet the various constraints required.

G cudatd ﬁ’m
= 4l

p—— i

(axvu~k. S
C J RILEY



Table 2.1 Money GDP growth, output and inflationl
1988-89 1989-90 1990-91 1991-92 1992-93
Money GDP 11 7% 6 6 5%
Real GDP: non-oil 4% 2% 2 3 3
total 3% 2% 2 2% 2%
Inflation: GDP deflator 7% 5% 4 3 2%

A Percentage changes on previous financial year. The figures
for 1989-90 are forecasts; the figures for subsequent years
show the Government's medium term objectives for money GDP and
consistent assumptions for output and inflation. The
projections in the table make no allowance for any effect of
the replacement of local authority domestic rates by the
Community Charge on recorded growth in money GDP or the GDP
deflator.



‘ .

Table 2.3: General government exp?nditure (excluding privatisation proceeds)
as a percentage of GDP

1963-64 36% 1973-74  42% 1983-84 45%
1964-65 36 XY 1974-75 48549 1984-85 46%
1965-66 37% 1975-76  48% PeR% 1985-86 44%
1966-67 38% 1976577 .- 46 1986-87 43%
1967-68 %642, i e 1987-88 41%
e O
1968-69 40% _ 1978-79  43% 1988-89 39%
1969-70 40% 1979-80  43% 1989-90 39%
1970-71 40% 1980-81 46 1990-91 39 v
1971-72 41 1981-82 A% 46 1991-92 38%J
1972-73 41 1982-83  4Z% 46% 1992-93 38
i 1988-89: latest estimate, 1989-90: forecast; 1990-91 onwards: MTFS

projections.



figures are taken from Table 5.1

: Existing definition: as proposed
in Cm 441, a new definition of the
planning total will be introduced
in the 1989 Survey.

Table 2.4 General government expenditure1

£ billion, cash

1987-88 1988-89 1989-90 1990-91 1991-92 1992-93
Public expendiEure 145.7 150.6 167 179 192 200
planning total
Gross debt interest 17.8 18:3 7 15% 14% 14
Other adjustments 8.4 10.2 10 10% 9% 9%
General govgrnment 17179 1T797Y 194 205 216 224
expenditure
Privatisation 5.1 7.0 5 5 5 S
proceeds
General government 177.0 186.1 199 210 221% 229
expenditure excluding
privatisation proceeds

4 For 1987-88 to 1991-92, the : General government expenditure, -

and its components, are rounded to
the nearest £1 billion from 1989-90
onwards; except for debt interest
and other adjustments which are
rounded to the nearest £% billion,
as in Chapter 5. General government
expenditure is assumed to grow by
1 per cent in real terms in 1992-93.



Table 2.5: Non-oil taxes and national 1nsurance contributions as a
percentage of non-oil money GDP

1963-64 29 1973-74  33% 1983-84 37%

1964-65 29% 1974-75  35% 1984-85 37%

1965-66 31 1975-76  36% 1985-86 37%

1966-67 32 1976-77 36 1986-87 37%

1967-68 33% 2A9TISTR, 35 1987-88 37%

1968-69 35% 1978-79  34% 1988-89 37%{

1969-70 36% “A\IE;;:EB—_*:;;;*\\ 1989-90 37% 0ic

1970-71 36% 1980-81  36% 1990-91 36% &37X

1971-72 34% 1981-82  38% 1991-92 36 26"

1972-73 32% 1982-83  38% 1992-93 35 35 "% LA
o

: nater

1988-89: latest estimate; 1989-90: forecast; 1990-91 onwards: MTFS
projections (after fiscal adjustment).



Table 2.6 General government receipts

£ billion, cash

1987-88 1988-89 1989-90 1990-91 1991-92 1992-93
Taxes on incomes,
expenditure and
capital 1:3:3%2 144.6 11557 165 172 179
National insurance
and other
contributions 29.0 3278 34 35 38 39
Interest and !
dividends Bl 6.6 7 i 7 6
Other receipts 5.6 6.9 8 8 9 9
General government
receipts 173.9 190.9 206 214 225 233
Of which
North Sea tax 4547 352 3 3 3 3

: General government receipts, and
its components, are rounded to the
nearest £1 billion from 1989-90
onwards.

Royalties, petroleum revenue tax
(including advance payments) and
corporation tax from North Sea oil
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.



Table 2.7 Public sector debt repayment1

£ billion, cash
1987-88 1988-89 1989-90 1990-91 1991-92 1992-93

General government
receipts 1713+9 190.9 206 214 225 233

General government
expenditure 1719 1791 194 205 216 224

Fiscal adjustment
from Erevious
years % Pt - - - 1 3

Annual fisgal

adjustment - - - ) 2 3

GGDR 243 12 2 8 6 3

Public

corporations'

market and

overseas

debt repayment X.6 2 2 2 0 0

PSDR 3l 14 14 10 6 3

Money GDP at

market prices 426 472 509 539 LY AS 603

PSDR as per cent

of GDP 0.9 3 2% 1% 1 %
+ Rounded to the nearest f£1 4 Means lower taxes or higher
billion from 1989-90 onwards. expenditure than assumed in lines 1
Further details for 1988-89 and and 2.

1989-90 are provided in Tables 1.2
and 6.9



Table 2A.1 Money GDP growth
Differences from 1988 MTFS projections, percentage points

1988-89 1989-90 1990-91 1991-92
+3% +1% 0 +%




Table 2A.3 Revenue and expenditure1

Changes from 1988 MTFS projections, £ billion
1987-88 1988-89 1989-90 1990-91 1991-92

Expenditure
1. Plannjnggtotal -3 -6 0 +3% +7%
2. Other®’ +3 +2% +1% 0 -1
3. General government
expenditure 0 -3 +1% +3% +6%
" 3
Receipts
4. North Sea taxes 0 0 0 0 +
5. Other taxes and
contributions +3 +43 +7% +8% +6%
6. Other ‘ -1 +1% $3 + +3%
7. General government :
receipts 0 +6 +11 +9 +10

8. Implied cumulativ

fiscal adjustment - - -3% -3% -2%
9. Public corporations'

market and overseas

debt repayment +% +1 +3 +1 +3

10 PSDR +% +11 +14 +10 +6

: Rounded to the nearest £% billion. The above changes include the effect of
classification changes made since the 1988 FSBR. Within expenditure they are
largely offsetting. In 1987-88 classification changes reduce receipts by
£0-2 billion:

. Includes changes in debt interest and other items.

3 The allocation of tax receipts between North Sea and other is affected by
the treatment of advance corporation tax set off.

4 tine B= Sinen 9-1048+7

= Public corporations' market and overseas debt repayment is deducted from
the planning total, and included in the PSDR but not in general government
expenditure. Changes in it are therefore added to line 2 and subtracted in
line 9.
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5 Public expenditure

5.01. The Government’s expenditure plans for the next three years were set
out in the 1988 Autumn Statement (HC 695) and in detail in the 1989 public
expenditure White Paper (Cm 601-621). They are summarised in Table 5.1.

Changes since previous 5.02. The planning total for 1989-90 remains unchanged from the level
Budget shown in the last FSBR; the planning total for 1990-91 has been increased
by £33 billion. In both years, extra resources have been provided to meet
the Government’s priorities, including substantial additional sums for health,
law and order, defence and roads. Provision for local authority current
spending and the UK'’s net contribution to the European Communities is
also higher.

Table 5.1 Public expenditure

L billion

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

Outturn Estimated Plans Plans Plans

outturn
Department
Social security 46-3 47-4 51:0 55-3 587
Health 19T 217 232 24-4 254
Defence 189 19-0 20-1 2162 22:1
Education and science 171 18-4 19-6 20-2 20-8
Home Office and legal departments 6-5 7-2 8-0 8-4 86
Transport 4-6 4-8 5-4 9D 5:7
Scotland 81 87 9-0 9-1 9:7
Wales 323 36 38 39 4-0
Northern Ireland 49 5-6 535 57 5:9
Other departments 21-6 212 231 237 253
Privatisation proceeds =5el =70 =50 =50 =50
Reserve 3:5 7-0 10-5
Public expenditure planning total 145-7 150-6 167-1 179-4 191-6
General government gross debt interest! 177 183 i1 15% 144
Other adjustments’ 84 o2 10+ 104 94
General government expenditure 1719 179\ 1943 205 216
General government expenditure
excluding privatisation proceeds:
in real terms (base year 1987-88)2 1770 1735 1764 179 182
as a percentage of GDP 414 395 39% k74 38%

11990-91 and 1991-92 figures rounded to nearest £ 4 billion.
2 Using GDP deflator and money GDP on the same basis as in Table 2.1.
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D633 CONFIDENTIAL

FROM: S J DAVIES
DATE: 10th March 1989

CHANCELLOR — cc PS/Chief Secretary
PS/Financial Secretary
PS/Paymaster General
PS/Economic Secretary
Sir P Middleton
Sir T Burns
Mr Anson
a. Mr Wicks
B ; b&giﬁfﬁ Mr Monck

o TN, ¢ iZ(O AP VvV Mr Scholar

hloatd , Mrs Lomax

Mr Peretz
Mr Riley
Mr Sedgwick
Mr Gieve A\

g

Mr Grice c
Miss O'Mara VSJ
Mrs R Butler

Mr Mowl ‘S

Mr Barrie (

Mr Savage i

Mr Conaty

Miss Simpso

Mr Call

\Y’
\yﬁ) 2 Q\V‘) \/S( qkﬂ_"')g\)\Mrs Cha n

Mr Tyrie

PRV oy S e
FSBR CHAPTER 2 | \F)V\:\(( \S/ K\{J\

Mr Allan's minute of 9 March draws attention to the % percentage
point increase in 1991-92 money GDP growth in the 1989 MTFS
compared with the 1988 MTFS, and asks whether this change is
consistent with paragraph 2.10 of the MTFS which says that:

"to the extent that faster growth of money GDP reflects only
higher demand with no supply side improvement, the Government
will take action to return to its planned path for money GDP

growth of the medium term".

The reason we have raised money GDP growth in 1991-92 is that we
expect a slower fall in oil output over the medium term than we
expected last year (see paragraph 2.11): this is a supply side
change that would warrant a change in money GDP growth in terms of
the principles described in paragraph 2.10. Liido:" ‘not:  think
therefore that there is any inconsistency in the change that has

been made.

T bt % 1. B sy o rundingo (Ghon Kiday b we )
,



.2.

CONFIDENTIAL

Can I also raise a point on paragraph 2.13. In the latest

version returned to the printers, the second and third sentences

read,

3%

at your request:

"In recent years the private sector as a whole appears to
have moved from large surplus into substantial deficit, and
this has led to the balance of payments current account
moving into deficit despite the public sector's move into
surplus. It seems 1likely that these trends will reverse
themselves over the medium term, and the private sector's

financial position is likely to move back into surplus."

I think it would be better not to commit ourselves to the

view that the private sector will actually get back into surplus
before the end of the MTFS period. We cannot be sure how quickly
the private sector financial position will return to a more normal
state. It would be natural to read the second of the two

sentences above to mean that we do forecast a return to surplus

over

the MTFS; although the drafting is not completely

unambiguous. I think it would be better to be less definite; and

to substitute "back towards surplus" for "back into surplus".

SHo

S J DAVIES



chex.rm/aal/74 CONFIDENTIAL

FROM: A C S ALLAN
DATE: 10 March 1989

W

MR S J DAVIES cc PS/Economic Secretary
Sir P Middleton
Sir T Burns
Mr Scholar
Mr Riley
Mr Sedgwick
Mr Gieve
Miss Simpson
Mrs Chaplin

FSBR CHAPTER 2

The Chancellor was grateful for your minute of 10 March.

& He accepts the first of your points, that the change in
1991-92 money GDP growth is not inconsistent with what it said in
the text.

3 He does not, however, see any need to change the text of
paragraph 2.13. "The Medium Term" 1is not synonymous with "the

MTFS period" or "the next four years"; it is much less precise.

When we mean the MTFS period, we say so.

4. He has seen PS/Economic Secretary's minute of 9 March and
agrees with the Economic Secretary that *criterion’ in

paragraph 2.25 should be replaced with "basis".

ST
/

A C S ALLAN
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covering BUDGET SECRET - BUDGET LIST ONLY

‘ FROM : MISS J C SIMPSON

} DATE : 11 MARCH 1989

CHANCELLOR /l/)/’/

BOOK PROOFS OF THE FSBR

I enclose a copy of the book proofs of the FSBR as they have been
returned to the printers, together with an uncorrected copy and a
set of the charts we have also sent the printers this evening.
(They already had the chart of Chapter 4 and the rest of those for
Chapter 3.) We are aware that some further corrections need to be
made to the contents page.

27 Mr Riley would be grateful if you could confirm if you are
still happy with the sentence in paragraph 1.03 which states that

"a gradual return to a balanced budget is projected over the
medium term."

The projection in Chapter 2 does not show a return all the way to
a balanced budget, while paragraph 2.29 states that

"The Government intends to move gradually ... towards a
balanced budget over the medium term."

Mr Riley has suggested that alternative drafts for paragraph 1.03
might be

"a gradual move back towards a balanced budget is projected

over the medium term"; OR

7 va gradual return to a balanced budget is intended over the
/// medium term".

The printers have not been told to change the present text, but if
you wished to do so - as MP would prefer - a change could be fed
in at the 'read at press' on Monday morning.



covering BUDGET SECRET - BUDGET LIST ONLY

Q. Mr Riley thought your attention should also be drawn to
, paragraph 6.03, which now notes explicitly that the PSDR excluding
/ privatisation proceeds is £2 billion higher in 1989-90 than in
\// 1988-89. The sentence could be removed on Monday at the 'read at
press' if you wished.

4. Mr Riley would be happy to discuss these points and any other
queries you might have. His telephone number is 720 6263.

7K.

MISS J C SIMPSON

Mine, fWij be inabte & get Lin,
is £00-393,
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Chart u}rowth rates of monetary aggregates

25 25
Percentage changes on a year earlier
20 1 ~ 20
Broad money (M4) ny
15 e 5 } . gl 415
10 Narrow money (MO) - 10
Target ranges for M0
5 et S
oL —o0
! 1 ! 1 l l I 1 1 ! 1 1 L l L 5
1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
Chart2.7 Public sector borrowing requirement g
12 Per cent of GDP =
i - 10
10 7
8
6 -
4 -
2 -
0
2k
L ; : | : ) | | I ! ! | ! 891 ==
| ] ! | L -86 87-88 88- &
4 1576 7778 79-80 81-82 83-84 85

1971-72 7314

1 Negative values indicate a public sector debt repayment.

estimate Budget



15

9‘3.1 Major seven economies’ real GNP and industrial production
15

Percentage change on a year earlier

]
1

1
0 \ ,'

\

\\/'

\
\
\
\

]
i
I
I
e
!
]
!

5 -
L \ 4
\
\
“10FF \ l’ Industrial - -10
\' production
-15 | | | ] | | | | | | | | | | | | | | 15
1970 1972 1974 1976 1978 1980 1982 1984 1986 1988
Z Chart 3.2 Real commodity prices
1
] UN indices relative to major seven GNP deflator
i 1980=100 3
140 =]
%
120 £ -
Rl
ime '..‘:’ X
B i el i
NG ) -
100 Ir A R ,’ ud
p PR »
¢ NNl VG M e
I Industrial { Set o 4
g0 |=\ materials 4
y ~ / /\~ ’—1

ﬁ-,_‘—\(
.

.....
.............

______

40

20

] | | | | | | | | | | | | | 1 | |

1970 1972 1974 1976 1978 1980 1982 1984 1986

1988

160

140

120

100

80

40

20



11

11

11

WJ UK Share of trade

UK exports, per cent of total world trade in manufactures

| | | | | | | | | | 1 | ] I

! 5

1970 1972 1974 1976 1978 1980 1982 1984

Chart 3.3 UK Share of trade

1986

1988 1989
Forecast

11

UK exports, per cent of total world trade in manufactures

| | | | | ]

| | | | 1) | | |

1970 1972 1974 1976 1978 1980 1982 1984

1986

1988 1989
Forecast



10

14

12

10

(_:‘_l‘ﬁ Private sector saving and investment

Per cent of money GDP at factor cost

Private sector saving (net of stock appreciation)

o5 Private sector fixed investment

22

| | | | | | | | | | 1 | | | | | | | | | | I | | I

10

1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986 1988

Chart 3.9 : RPI inflation

Percentage changes on a year earlier
= %
\ 3
\J
2 , 4
All items RPI ;
= O\ Catad. % ’;' A
- 4
I RPI excluding mortgage 10 ]
interest payments B
(IR NG Y e X l W T W AT S T I Sl Aok ol l (H S50 O R VR LA e I (BT S LK PN o R o T | I Rl kAo b g l T o/l Y A B ST I l

1982 1983 1984 1985 1986 1987 1988

14

12

10



Chart 3.10 : Unit labour costs in manufacturing
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Chart 6.2 General government expenditure
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t 6.3 General government debt interest payments
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Chart 6.4 The structure of general government receipts and expenditure
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Chart 6.5 Public sector debt repayment by sector
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