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1 Overview

Macro-Economic Considerations

A war Budget The run-up to the 1991 Budget is dominated by the Gulf War, which has
added a huge new element of uncertainty into the already uncertain state of
government finances. It is also dominated by a severe loss of business
confidence in the face of a sudden and accelerating fall in demand and
output. Conventional economic analysis tells us that there is little
connection between the two events. The cost of the war is so far too small
to have much effect on government finances. The threat of rising oil prices
appears to have receded, and in any case, according to OECD and IMF
calculations, a 50% higher oil price adds only a percentage point or so to
world inflation in 1991, knocking a similar amount off real output -
unwelcome but hardly a major disaster.

Yet it is clear that the Gulf conflict, because of its potential effect on oil
supplies, has been an excuse to postpone many decisions, including
decisions to purchase. It has probably helped to tip an already vulnerable
economy into recession. And though the central forecasts are for an
average recession, a disaster on the scale of 1980 or worse is widely
feared. An early end to the war, or even confirmation that the fighting is
now unlikely to result in any further serious disruption of oil supplies,
could allay those fears and unleash some pent-up demand. Business plans
predicated on an oil price of $20 or less look very different from those
based on a $50+ price.

However, this enticing prospect contrasts starkly with the present reality.
A sharp rise in unemployment, a sharp fall in output, and a sharp
slow-down in bank lending have all recently confirmed what the CBI
survey has been telling us for many months: the downturn in economic
activity which started in the summer is still accelerating towards severe
recession. The forecasters are hard-pressed to keep up with the spate of
gloomy news, and the consensus has been revised down every month since
September.

This is the background against which the 1991 Budget, the first from the
Major-Lamont team, will be prepared. The Budget will be an occasion to
take stock of the cost of the war, about which much more will be known in
March. The Budget judgement will clearly be affected by those costs,
which could easily amount to £3-4bn if the war continues right through the
next financial year. Equally, it is still possible that the war will be over by
April. The "costs" of equipment already lost may be quite high, but these
weapons came out of stocks which do not have to be replaced, or not all at
once. It is still possible that the first-year costs of a programme of
replacement could be met out of the contingency reserve and by
contributions from other western powers. So a war that ended by April
would have a fairly small effect on the government’s finances in 1991-92,
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ERM and the
election

The economic
background

This Green Budget is based on that assumption. This means that the risks
to the public finances are all in the direction of higher spending. We
believe that the right way to cope with any extra spending, compared with
our assessment, is by raising borrowing, which is the time-honoured
method of paying for wars. Given the depressed state of the economy, the
inflationary pressure generated by additional debt-financed defence
spending will be small, and in an election year the government will prefer
to raise its PSBR targets rather than increase taxes.

Although billed in advance as a holding operation rather than an occasion
for major tax changes, the Budget will be of interest to economic
professionals because it is the first Budget under the new regime in which
the ERM bands, rather than monetary targets, are the corner-stone of
monetary policy. And since it could be the last Budget before the next
election, and is certainly the last opportunity to do anything about an
increasingly threatening recession, it is also of considerable political
interest.

Every Budget is a juggling act, in which the Chancellor’s natural ambition
to leave his mark on the tax system must be balanced against the
imperatives of the macro-economic situation, and the state of the public
finances. This year, clearly, the scope for structural change to the tax
system is extremely limited. Tax changes are usually unpopular and with
the election so close, reform can only be contemplated if it could be
sugared with tax cuts, which now seems most unlikely. Too much extra
cash has already been committed to increased public spending, including
poll tax sweeteners, and more may yet be pre-empted by the war.

This Budget will accordingly be judged mainly by how it deals with a
deepening recession, at a time when inflation problems are still severe, in
the new policy framework provided by ERM membership. Attention will
also be focused on the deterioration in the state of the public finances that
began before the war, and on the government’s contingency plans for
dealing with the additional costs of the war.

For the last four years Budgets have been framed against a background of
strong (becoming excess) demand. Inflation has been a growing worry to
which the government has responded, since May 1988, by progressively
tightening its monetary stance. The inflation worry is still with us, but in
all other respects the background to this Budget could hardly be more
different. In the first half of the year a demand rebound and accelerating
inflation were still a real possibility. But since the summer the pace of the
slow-down has accelerated markedly and all the indicators are now
pointing one way. The CBI surveys show a collapse in business
confidence as severe as in 1980, though starting from a higher base.

Business attitudes reflect a real and sharp deterioration in business
conditions. A rising exchange rate has made it harder generally to sell
abroad, especially for US-oriented exporters who suffered both from a
falling dollar and a collapse of US demand. And the slow-down in real
disposable income (with the poll tax providing the coup de grdce) has
made it hard to sell at home. So firms started to see the long sales



The ERM
strategy

Overview

slow-down turn into an outright decline. Yet costs were still rising and the
threat to profits was exacerbated first by the Gulf War, which threatened a
sharp rise in fuel costs, and then by entry into the ERM which locked
sterling to the continental currencies at a level many felt to be too high.

The resulting collapse in confidence follows a long period of rising profits
and high animal spirits. In the boom years investment, financed to an
unusual extent by borrowing rather than retained profits or new share
issues, soared to unprecedented heights. Industry’s legacy is a bill for debt
interest, swollen by high base rates, which has helped to create, on official
figures, a corporate borrowing requirement of some £30bn or 5% of GDP.
Much of the borrowing is from banks which are becoming less willing to
roll over credit lines, in order to rid their balance sheets of bad or doubtful
loans. This "credit crunch", though still largely a US phenomenon, is also
now increasing the pressure on UK companies to cut back their spending.

There is thus now a serious risk that a consumer-led growth recession
becomes a producer-led slump. As evidence accumulates that this process
is under way, the government, which faces an election within 18 months,
will come under increasing pressure to ease its monetary stance. But it
cannot easily do so because of the ERM constraint, and anyway present
monetary conditions, though undeniably tight, have not yet produced a
convincing fall in inflation. As always at this phase in the cycle, the
slow-down in output has yet to be matched by a fall in wage settlements,
so the growth rate of unit costs is still high.

The government has clearly decided that its best hope of securing a change
in wage behaviour is to stick to a strong sterling strategy, thus maintaining
the pressure on companies to negotiate tougher wage settlements. In fact
the pound, though stronger than it has been, is not currently overvalued
against the German mark and the other European currencies (either on the
conventional purchasing power parity measure, or compared with the
average over the past decade). It may of course become so if present
inflation differentials persist. It is certainly overvalued against a weak
dollar, but there is little the government can do about that.

The main problem the government now faces is that of persuading both the
foreign exchange market and the labour market that it is serious in its
commitment to the ERM. When it has persuaded the foreign exchanges
that there will be no devaluation, present interest rates will look excessive.
When it has persuaded the labour market, present wage settlements will
look excessive. A reduction in both is the perfect recipe for a resumption
of growth without a resumption of inflation.

Unfortunately the only way of signalling, with deeds rather than words,
that the ERM commitment is binding is to hold up interest rates. The
consequence may be a deeper-than-necessary recession, and no time for
recovery ahead of the election. One way of avoiding this out-turn would be
to combine a tight monetary policy with some easing of fiscal policy at
Budget time.
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Fiscal policy in
the ERM

Implications for
the MTFS

The problem with this approach is that the present government has, for the
past 12 Budgets, rigorously eschewed fiscal fine-tuning. Under the
Medium-Term Financial Strategy fiscal policy was deliberately set on
automatic pilot. The aim was to balance the budget in the medium term. In
recent years, when the government has been confronted with a major and
unexpected boom, it has been prepared to allow some automatic tightening
of fiscal policy, but it has never admitted the case for discretionary action.
The Treasury maintains that the forecasting uncertainties are too great, so
that once-a-year changes in fiscal stance are as likely to be destabilising as
stabilising. In the past they have also added that any "steering” that needs
to be done can be achieved by changing interest rates.

However, in the ERM the scope for changing interest rates in response to
domestic demand conditions has now been greatly reduced. So, with
recession looming and interest rates locked at a high level, the pragmatic
arguments for some discretionary fiscal action appear to be strong. We
therefore believe that this, the first Budget in the ERM, could be an
occasion for a re-examination of the Medium-Term Financial Strategy,
and a restatement of the philosophical and strategic arguments for and
against such action.

In a quasi-fixed exchange rate regime, where interest rates are assigned to
hitting the exchange rate target, the theoretical case for a more active fiscal
policy has always been recognised. Fiscal expansion now would, by
offsetting the recessionary impact of high interest rates, make it politically
easier for the government to keep rates high and thus easier to hit the
exchange rate target. This is quite different from the situation in the early
days of the MTFS, under which fiscal expansion added to total borrowing
and hence, ceteris paribus, made it harder to hit the broad money targets.

On balance, however, we believe that these arguments, though
intellectually respectable and very beguiling in the present conjuncture,
will not convince the authorities that a major change to the MTES is
appropriate. They can argue that, since they have been taking account of
the exchange rate in their policy deliberations for some years, joining the
ERM with wide bands hardly requires them to behave any differently.
They can point to the great uncertainties engendered by the Gulf War. A
fiscal boost might seriously disturb the financial markets already worried
about the potential cost of the war. It could even prove an unnecessary
stimulus if an early truce subsequently gave the economy a much greater
boost.

Inside or outside the ERM the arguments for a balanced budget over the
entire economic cycle remain in place. In the short term a balanced budget
inspires confidence in financial markets. In the medium term it means that
the burden of debt interest payments, which pushes tax rates higher than
they would otherwise be for a given level of public spending, is slowly but
surely reduced.
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So a discretionary fiscal boost is most unlikely. But the authorities may -
for the first time - be prepared to admit that there is a strong case for
allowing the so-called automatic fiscal stabilisers to work. We expect the
forecast PSDR of £7bn this year to shrink to only £1bn, a change that has
more to do with public spending overshooting than with a
recession-induced revenue shortfall. Contrary to what many people
believe, the recession has so far caused a relatively small contraction of the
tax base - non-collection of poll tax may have had a greater effect - which
has been swollen by the effect of higher-than-expected inflation.

Next year, on fiscal forecasts which take full account of the recession, we
still expect revenue to be some £2bn higher than the (typically cautious)
Treasury forecasts made last year. Again this is because higher inflation
outweighs the effect of a recession. It is often forgotten, for example, that
a fall in output which is concentrated in investment and stocks has a
relatively small effect on the indirect tax base, and income tax will not
come in below expectations unless there is a fall in the wage bill which
would, from an inflation perspective, be entirely welcome.

Nevertheless, given the upward revisions to next year’s public spending
already announced in the Autumn Statement, and taking account of the
past tendency for yet more extra spending to be discovered between the
Autumn Statement and the following Budget, we now expect public
spending in 1991-92 to be £10bn higher than projected last year. Taken
together with £1bn of tax cuts forgone, these revenue and spending
projections imply a £7bn revision to the public finances, from a forecast
debt repayment of £3bn to a borrowing requirement of £4bn.

On past form we would expect the government to respond to this
worsening financial situation with a modest tightening of fiscal policy.
However, on this occasion we expect Mr Lamont to announce a PSBR of
£4bn, and no net changes in taxation. If he does, it will be the first time
that this government has presided over a significant planned increase in
borrowing from one year to the next. Moreover, the extra borrowing would
be undertaken to finance a planned increase in public spending. This is
probably as big a discretionary fiscal boost as Mr Lamont, whose top
priority is to reduce inflation, will be prepared to admit at Budget time.
But with pressures for higher public spending intensifying in the election
run-up, the eventual PSBR in 1991-92 could be higher than £4bn - and
would certainly be so in the event of a prolonged war.

Prospects for Tax Changes

Changes to income tax are often seen as setting the tone for a Budget’s tax
changes, and this seems likely to be true this year. On balance, we think
the chances of significant net cuts in income tax are slim, but there may
well be shifts in the burden between groups. Increases in personal tax
allowances at least in line with inflation seem likely; the only
Conservative Budget of the last 12 years which failed to do this was that of
1981. The Chancellor may wish to increase allowances by more than this,
which would be expensive but could be funded by tax increases elsewhere.
One prime candidate for raising money would be to freeze the higher rate
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income tax threshold. This happened in last year’s Budget, and may well
happen again in 1991; it does not impose any cash losses, and strengthens

the government’s "caring" image if it is used to pay for allowance
increases which particularly help those on low incomes.

A further possible source of extra revenue would be another increase in the
level of income taxation on company cars. Mr Lawson doubled company
car scale charges in 1988, and there have been further real increases since
then, but the scale charges may still be below the appropriate true level.
An increase of 15% in the scales would raise around £150m. An
alternative, or additional, change would be to increase the extent to which
the scale charge is a function of engine capacity, thereby encouraging use
of smaller cars.

As usual, the run-up to the Budget has been the cue for calls for an
increase in the Mortgage Interest Relief ceiling from the £30,000 at which
it has stood since 1983. To increase the ceiling now would have an
undesirable effect on the tax system, and the Treasury is strongly opposed
to it, not least because of its cost. One way of alleviating any such cost
would be to restrict MIR to the basic rate of tax, raising £500m which
would be enough to pay for raising the ceiling to £35,000. Any change
here would be a surprise, however, especially since its strongest advocate
has departed Downing Street.

A common mistake is to believe that the introduction of a reduced rate
band for income tax such as existed from 1978 to 1980 is a good way of
helping the poor. The poor will always gain more from an equal-cost
increase in the allowance, since to gain in full from the reduced rate
requires taxable income in excess of the band. So despite the RRB’s
superficial attractions to a government intent on creating a more "caring"
image, it would be an empty gesture and we do not expect it to happen.

Despite positive steps in the 1985 and 1989 Budgets, there are still
anomalies in the NI contribution structure; three stand out. First, the
employees’ NI ceiling: the abolition of the ceiling for employers was the
most important change in 1985, and balance requires the abolition of the
employees’ ceiling. It also requires a change in the structure of employers’
contributions for the low-paid, to match that made in 1989 to employees’
contributions. Third, the inclusion of benefits in kind from the NI base
would remove a major distortion from the system and could raise as much
as £1bn. Given that the desire for a neutral tax system is likely to take
second place to the need for revenue this year, bringing "perks" into the NI
framework seems more likely than reducing employers’ contributions on
the lower-paid. Abolishing the NI ceiling would raise revenue but would
make an important group of marginal Conservative voters worse off. By
contrast the government could tackle perks without making employees
worse off immediately, if it subjected them to employers’ NI but not
employees’ NI.
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With the economy moving rapidly into recession the case for using the tax
system to boost saving is much less strong than last year. Major new
initiatives or dramatic reform seem equally unlikely, but some tinkering
with TESSAs and PEPs may occur, both to tidy up problems and to
encourage the (probably false) impression that the government has a
strategy for this part of the tax system.

The White Paper on the environment was not very positive on a role for
taxation in environmental policy, except in so far as vehicle taxation was
concerned. While we do not expect to see any new taxes announced with
explicit environmental objectives, further changes to pre-existing taxes
seem possible. The most likely changes are in petrol taxation, with further
increases in the leaded/unleaded differential, perhaps enhanced by a shift
from VED to petrol tax. Changes to company car taxation are also a
possibility, as outlined above.

Increasing indirect taxes in line with inflation would add 0.6% to the retail
price index (RPI), unwelcome at a time when the government is trying to
cut inflation. But failing to impose such increases would cost around £2bn,
and enrage health and environmental lobbies. As last year, we expect to
see increases broadly in line with inflation, although with some
redistribution between taxes possible.

The corporation tax system we have had since 1984 is very vulnerable to
inflation, which is currently increasing the average rate of tax on
companies at a time when their cash flow is being weakened by the
squeeze on profit margins. The case for indexation (e.g. stock relief) is
stronger than ever, but still seems unlikely to carry the day. And although
companies would be helped by reduction in corporation tax, the companies
most in need of help are probably not paying much corporation tax
anyway. The best way of helping companies in trouble would be a
reduction in interest rates, and the government no doubt feels that there is
a danger of any corporation tax cuts being passed on in higher wage
settlements which would delay the moment when interest rates can be
safely cut. Corporation tax reform must almost certainly wait at least until
after a General Election.



2 The Economic Forecast

2.1 The World Economy

The major developed economies experienced a year of growth close to
trend last year, taking the global economic upswing into its ninth
successive year. However, the average figure masks the emergence of a
notable divergence in economic performance between different countries,
as the year progressed. Economic activity has remained buoyant in Japan
and West Germany; in the latter case growth has been boosted by
unification with East Germany. Elsewhere, rates of economic activity have
been clearly slowing, even before the depressing effects of higher oil
prices have had time to take effect. Recent economic data suggest that the
US, Canada and Australia have entered a mild recession. Meanwhile in
Europe there have been signs of output weakness developing in many
non-German economies. Moreover, a major problem for these economies
is that the Bundesbank is unlikely to ease monetary policy at any time
soon and will quite possibly tighten again, thereby putting a floor under
ERM countries’ interest rates.

Despite emerging differences in cyclical economic performance among
different countries, aggregate growth in the OECD area was forecast
relatively accurately last year. A year ago, the OECD Secretariat was
forecasting growth of 2.9% in 1990; it now estimates that the out-turn will
be 2.8%. With growth expected to be close to trend, consumer price
inflation was forecast by the OECD to stabilise at around 4.5%. In the
event, higher oil prices resulted in an overshoot relative to this forecast;
the OECD now projects this out-turn to be 4.8% but this implies a slightly
better-than-expected underlying performance.

Consensus economic forecasts show the rate of economic growth slowing
further in 1991. Higher oil prices imposed on an already weakening global
economic environment account for much of the projected slow-down. The
oil shock has probably not yet worked through fully to output growth in
the industrial countries. Higher oil prices tend to act like a tax on factor
inputs and lead to a reduction in aggregate supply, thereby depressing
output and employment. By the spring to summer of this year, the impact
will probably be visible.
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Table 2.1. Forecasts for the World Economy

% change from previous year 1989 1990 1991 1992
OECD real GNP

HMT 33 25 2.1 -
OECD 34 2.8 2.0 2.5
Goldman Sachs 32 2.2 1.2 -

OECD consumer prices

HMT 4.5 5.0 5.0 -

OECD 4.4 4.8 5.6 4.6

Goldman Sachs 4.4 5.0 4.9 -

UK export markets

HMT 7.5 4.3 3.9 -

OECD 8.9 6.7 6.7 7.5
Notes: Goldman Sachs and HM Treasury figurcs for GNP and inflation rclate to

major seven only. OECD inflation forecasts relate to consumers’
expenditure deflators. HMT figures for world trade arc not weighted by UK
shares; OECD figurcs relate to manufactures only.

Sources: HMT - HM Treasury, "Autumn Statement”, November 1990.
OECD - "Economic Outlook", December 1990,
Goldman Sachs - "UK Economics Analyst", February 1991.

However, consensus projections, which are based on an assumed average
oil price this year of $25 to $30 per barrel, suggest that the oil shock will
do far less damage to the world economy than the shocks of 1973-74 and
1979. There are four main reasons for this. First, the oil price increase is
substantially smaller this time round. In 1990 prices the cost of oil has
risen by only $9 per barrel compared with a $22 increase in 1973-74 and
$25 in 1978-80. Second, the use of oil in OECD economies has fallen
significantly since the first oil shock: consumption of oil per unit of output
has fallen by around 40% since 1973. Third, the underlying inflation
performance in most OECD economies on which the oil price shock is
being imposed is better than in either 1973 or 1979. Furthermore,
improvements in labour market performance have strengthened the
capacity of OECD economies to adjust to a relative price shock without
adding to inflation. Finally, governments have been able to draw lessons
from the past twe oil shocks and consequently seem less likely to
accommodate the short-term rise in inflation which otherwise might
become embedded in a wage/price spiral. Simulation results by the OECD
Secretariat and the IMF suggest that each $5 per barrel increase in oil
prices would boost consumer price inflation by around 0.5% this year and
cut output growth by 0.3-0.4%. These results are broadly built into
consensus projections which indicate that a 50% increase in oil prices to
around $27 per barrel may boost inflation by around 1% on average this
year and cut output growth by 0.5-1%.
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The OECD Secretariat forecasts that growth in the developed countries
will slow to 2% this year based on the assumption that oil prices average

- $27 per barrel. Within the total, the weakest economic performance is
expected in the UK and North America where growth is projected at under
1%. Balancing this to some degree is the expectation that growth will
proceed at 3% or above in Japan and Germany.

Inflation is expected to rise further in the wake of the 011 price shock but
could then begin to ease during the course of the year. For the group of
major developed economies as a whole, the OECD Secretariat expects
inflation to average 5.6% this year, easing to 4.6% in 1992, The US is
likely to remain a relatively high-inflation economy, but robust unit labour
cost growth in several economies will probably prevent a major fall in
global inflation even if, as most forecasters expect, oil prices fall back
towards $20 per barrel by the end of the year.

~There is a general presumption that the effects of the Gulf crisis can be
absorbed relatively smoothly over the next year. But apart from the risks to
economic activity emanating from the uncertainties surrounding the Gulf
conflict, most of the other risks facing the world economy seem to be on
the downside for activity. In general, forecasters have assumed that private
sector confidence is maintained, but it is apparent from business and
consumer surveys that confidence has become much more fragile in recent
months. If this weakens further, spending could be hit, with firms paring
back investment plans and individuals cutting back consumption. Risks are
also apparent in the financial system. Rising bad debts and inadequate
levels of capital threaten the banking system, leading to some signs of a
credit crunch and to fears that this may become more widespread. This is
particularly the case in the US and Japan.

‘Overall, the world economic environment seems less propitious for growth
than at any time for.almost a decade. The hope is that the oil price shock,
if it is not reversed, can be absorbed relatively easily, thereby paving the
way for a better economic performance in 1992. The fear is that high oil
prices could contribute to a damaging collapse in private sector confidence
and in financial market stability which would exacerbate the present
weakening economic climate. Either way, the Chancellor cannot plan on
the assumption that the world economy will provide much of a support to
activity in the UK in the next year.

10
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2.2 The UK Economy

At this time last year the consensus view was that output growth would
slow to about 1.5% in 1990, with a continuous slow-down taking place
through the year. In the event it appears that real GDP in calendar 1990
will turn out to be around 1% higher than it was in 1989. While this is well
within the acceptable margins of error on most economic forecasts, the
pattern of growth through the year was very different from what was
generally expected. The first half of 1990 was much more buoyant than
anticipated, with real GDP growth of around 2% compared with the first
half of 1989, and this was followed by a much weaker second half. Recent
economic data show that a strong downward momentum in economic
activity still exists. This has been reflected in the sharp downward revision
to consensus forecasts for growth in 1991, particularly in recent weeks as
Chart 2.1 shows. Our usual selection of mainstream, model-based
forecasts, which were prepared before these data became available, have
been overtaken by events. New forecasts currently in preparation will
almost certainly show a less optimistic picture.

Chart 2.1. Consensus GDP Forecasts for 1991
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According to the GDP components, the greater-than-expected strength in
economic activity during the first half of 1990 occurred because of export
buoyancy and because consumers continued to defy the impact of high
interest rates. They were able to do this largely because real disposable
income continued to grow strongly up to mid-year. However, everything
changed in the third quarter. The reduction in the growth of exports which
occurred as UK export markets slowed, together with the impact of
slackening real disposable income growth on consumers’ spending,
combined to produce the sudden set-back in economic activity that was

11
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observed around the middle of 1990. What seems to have happened is this:
tight monetary policy, world-wide and in the UK, had been slowing
spending for some time. But in mid-1990 negative growth was registered
for the first time and the effect on business confidence was dramatic.

Domestic Demand

Most forecasters are expecting the prevailing high level of interest rates
and weakened business and consumer confidence to depress domestic
demand further during 1991, with many forecasters expecting an absolute
decline in the level of domestic demand. Both the corporate and personal
sectors are struggling under the burden of debt built up during the period
of financial market liberalisation and world-wide easy money in the
mid-1980s; interest payments have risen sharply to unprecedented peaks
relative to incomes. The severity of any further cut-backs in private
spending is likely to depend on the ability of the private sector to manage
its debt burden. This will depend in turn on a combination of the
confidence of the private sector, the availability of finance from the
banking sector, and the speed at which monetary policy is eased. It is
difficult to forecast with any certainty how deep the recession may be as
the interplay of these factors runs its course, and there is a wide variation
among economic forecasts.

Within the components of domestic demand, consumer spending growth is
generally expected to decelerate further, reflecting a weaker trend in the
growth of real personal disposable income. The Treasury’s forecast of
0.5% growth this year compares with the consensus view of other
forecasters for growth around 1% which is broadly in line with the
consensus view of real disposable income growth.

There is a widely held view that the level of investment will continue to
fall through 1991. This is consistent with recent surveys of investment
intentions which indicate a decline in investment this year in response to
the weak economic environment and as companies seek to improve their
financial position. The Treasury projects a 1.75% drop in the level of
investment this year compared with a drop of almost 4% expected by the
consensus of forecasters. A downgrading to the Treasury’s investment
forecast may well be the main change introduced between the Autumn
Statement and Budget projections.

Company spending on stockbuilding also seems likely to be cut back
sharply. Survey evidence suggests that companies are becoming
increasingly eager to cut stock levels, though not yet to the extent reached
in 1980. The present survey readings, were they now to stabilise, would
suggest that the decline in the level of stocks may cut GDP by just under
1% in the next 12 months.

12



The Economic Forecast

Table 2.2. Demand Prospects

Annual % change, volume 1989 1990 1991
Private consumption

HMT 3.8 2.5 0.5
LBS 3.9 2.6 2.4
NIESR 3.9 2.2 2.0
Goldman Sachs 3.9 1.7 1.0
Consensus 3.9 2.2 1.2
Total fixed investment

HMT 4.8 -1.5 -1.8
LBS 4.8 -0.9 -1.3
NIESR 4.8 -1.1 -1.9
Goldman Sachs 4.2 -1.6 -6.3
Consensus 4.8 -1.8 -3.7
Exports of goods & services

HMT 4.3 4.5 2.5
LBS 43 5.1 3.0
NIESR 4.3 5.3 6.3
Goldman Sachs 4.4 4.7 1.5
Consensus 4.3 5.3 2.7
Imports of goods & services

HMT 7.0 2.5 1.3
LBS 7.0 2.6 1.8
NIESR 7.0 2.9 5.9
Goldman Sachs 7.0 2.9 -0.1
Consensus 7.0 2.5 1.4
Real GDP

HMT 2.0 1.0 0.5
LBS* 2.5 1.5 1.4
NIESR*? 2.5 1.3 0.8
Goldman Sachs 1.9 1.0 -1.2
Consensus 2.1 1.2 03
*Output-based.

Sources: HMT and Goldman Sachs - as Table 2.1.
LBS - "Economic Outlook", October 1990.
NIESR - "National Institute Economic Review", November 1990.
Consensus - "Forecasts for the UK Economy", HM Treasury, December
1990.

Net Trade

The strength of sterling against the US dollar, taken together with a
slow-down in the growth of UK export markets, has led to much less
buoyancy in visible exports in recent months. Most economic forecasters
expect this trend to be maintained during 1991 given the expected
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weakening in world economic activity. The Treasury’s forecast, which is
broadly in line with the consensus, projects a 2.5% increase in export
volume this year following a rise of around 4.5% in 1990. However, the
sluggish performance of the domestic economy, and the onset of
de-stocking, are likely to lead to an even more subdued performance from
import volume. On past occasions whenever the level of stocks has
declined significantly this has been accompanied by a drop in the absolute
level of import volume. The Treasury’s forecast, which is again reasonably
close to the consensus, indicates a 1.3% growth in import volume this year
after rising by an estimated 2.5% in 1990.

These relative trends in trade volumes have been the main reason for the
improvement in the current account deficit in recent months. Most
forecasters expect this improving trend in the current account to be
maintained during 1991 as a result of the weakness of domestic economic
activity. Typically, they show the deficit improving to around £11bn this
year compared with an estimated deficit of £15.5bn last year. But with UK
competitiveness deteriorating, and with GDP growth cycles in Britain and
Europe moving into a different phase, a number of forecasts suggest that
the improvement in the current account may not be sustained, so that a
renewed worsening is likely next year.

Output

The general picture this year, therefore, is likely to involve a decline in the
level of domestic demand which may be partially offset by a modest
improvement in net trade. The net effect of these factors according to the
consensus of forecasters is to leave the level of output broadly unchanged
between 1990 and 1991. It is worth noting, however, that the consensus
forecast for activity has been falling like a stone in recent weeks and it
may well have further to fall. There is no sign yet that activity is anywhere
close to touching bottom and output may be on a declining path until the
middle of this year. GDP may resume a gentle upward path in the second
half of the year as by then the pace of de-stocking should be starting to
slacken and consumer spending should be recovering as price inflation
drops. The extent of any pick-up in final demand may be modest, though,
since fixed investment could continue dropping well into next year.
Unemployment is expected to rise steadily with most forecasts suggesting
that the level will exceed two million during the course of the year. Recent
figures suggest that this may be substantially on the optimistic side. There
is as yet no clear consensus about economic prospects for 1992, though
several forecasters project a gradual recovery in the growth of GDP to just
over 2%.

Inflation

It is fair to say that most forecasters have been excessively optimistic in
the last two years about the trend in inflation. In part this stems from an
over-optimistic view of the speed at which the economy would respond to
the tightness of monetary policy. The underlying rate of inflation has been
rising as the growth slow-down has boosted unit costs. This has made it
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hard to cut interest rates, so the mortgage-related element of the RPI has
also remained higher for longer than expected. The Treasury’s Budget
prediction was that inflation in the fourth quarter of 1990 would be 7.25%
compared with the actual out-turn of 10%. Looking ahead, the consensus
expectation is for the rate of retail price inflation to drop to around 5.5%
by the end of 1991, which is in line with the Treasury’s projection. A
further slight drop is shown in consensus projections for 1992 towards
4.5%. This time these forecasts seem quite reasonable. Past cyclical
experience in the UK suggests that the inflation improvement, when it
begins in earnest, will be prolonged - precisely because the lags involved
in this process are long. The severity of the downturn projected by most
forecasters should help to bring wage inflation down from the middle of
the year while the cyclical improvement in productivity that is likely will
help eventually to contain unit wage costs. If past experience is repeated,
price inflation could drop from a peak of 10.9% to a low point of 4-5% in
1992 or 1993. This is true of both the headline RPI figure and of core
inflation.

Table 2.3. Other Key Indicators

1989Q4 1990Q4 1991Q4
Price inflation (%)
HMT 7.6 10.3 5.5
LBS 7.6 10.0 5.6
NIESR 7.6 10.3 49
Goldman Sachs 7.6 10.0 5.0
Consensus 7.6 10.2 5.
1989Q4 1990Q4 1991Q4

Unemployment (m)
LBS 1.65 1.71 1.87
NIESR 1.65 1.77 2.10
Goldman Sachs 1.65 1.77 2.54
Consensus 1.65 1.75 2.08

1989 1990 1991
Current account (£bn)
HMT - -19.0 -13.5 -11.0
LBS -19.1 -17.0 -16.6
NIESR -19.1 -16.7 -14.0
Goldman Sachs -19.6 -15.7 97
Consensus -19.6 -16.0 -11.7

Sources: As Table 2.2.
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3 Major Risks

3.1 Corporate Spending

Introduction

As we have seen, published forecasts encompass a wide range of views at
present. This is usually a good indication of uncertainty, and is often a sign
that the economy is approaching a turning-point. After two-and-a-half
years of high interest rates the economy should be nearing its trough.
Relatively small differences of view on the precise timing of the upturn
can in these circumstances lead to fairly substantial differences in forecasts
of annual growth rates.

But this is not the cause of the present dispersion of views. Far from
reflecting a disagreement about the timing and extent of an incipient
upturn, the forecasts differ in the extent to which they have taken on board
the magnitude of the current downturn. In general we find, if we look at
the current crop, that the more recently a forecast was published, the more
gloomy it is. After two years of gradual slow-down, punctuated by fears of
a bounce-back that was premature (because inflation had not yet even
begun to fall) the economy appears to have gone into free fall. The
downturn has its origins in consumer demand. But the serious worry now
is that the shortage of orders from consumers has provoked a crisis of
confidence among producers, which threatens to turn a downturn into a
slump.

The State of Company Finances

The underlying reason for focusing on producers is the fragile state of the
corporate sector’s finances. This is far from being a new story. It was,
oddly, at the very moment of transition from the long 1981-87 upswing to
the 1987-88 boom that the company sector moved into financial deficit.
Table 3.1 shows the main elements in the accounts of UK industrial and
commercial companies for the second quarter of 1987, when this deficit
first appeared, and the third quarter of 1990, the most recent for which we
have data. The growth of profits over that period has been negligible,
though total current income has been buoyed up by rents and non-trading
income as well as income from abroad. Even so, income has not been able
to keep pace with the huge rise in prior claims on it, notably interest
payments (because of the rise in rates) and taxes (which reflect the earlier
fast growth of profits). Dividend growth has also, notoriously, far
outstripped the growth of profits, and appears to be regarded by many
companies, or their institutional shareholders, as a prior claim.
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Table 3.1. The Financial Position of Industrial and Commercial

Companies
£ billion 1987Q2 1990Q3 Change
1. Current receipts 20.2 26.1 5.9
Profits 15.5 16.7 1.2
Other 4.7 9.4 4.7
2. Current allocation of income 10.6 204 9.8
Taxes, dividends and other 7.7 12.7 5.0
Interest 2.9 7.7 4.8
3. Current surplus (=1-2) 9.6 5.6 -4.0
4. Available for capital spending 8.5 4.0 -4.5
5. Actual capital spending® 8.6 11.8 +3.2
6. Balance to be financed (=4-5) -0.1 -7.8 -1.7

Current surplus less profits due abroad, stock appreciation and capital transfers.
Source: CSO, Appropriation Account of Industrial and Commercial Companies.

Companies have thus seen their quarterly current surplus shrink by £4bn
(i.e. an annual rate of nearly £20bn) over the period. But over that same
period there has been a boom in business investment, which has reached a
peak which is unprecedented over the post-war period (see Chart 3.1).
Quarterly capital spending has increased by over £3bn, resulting in an
increase in the quarterly deficit of nearly £8bn. What were the causes of
this extraordinary turn-round?

Chart 3.1. Business Investment
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The Financial Deficit and the State of Confidence

Its origins lie in the 1986 fall in oil prices, and the associated fall in the
exchange rate, which gave a massive boost to business confidence and led
companies to take on labour at an accelerating rate. The 1987 election
result, which promised at least another four years of pro-business
government, provided a further fillip. The immediate effect of the extra
employment was to erode profit margins, at just the moment when
businesses were confidently undertaking new investment on a massive
scale.

Shrinking profit margins have encouraged an increase in the proportion of
new investment financed by debt, which has risen in recent years from less
than a quarter to nearly a half. In a stable economic environment,
entrepreneurs welcomed the increase in gearing which promised higher
returns on capital at the (acceptable) cost of an increase in risk. And
because interest payments can be offset against the corporate tax bill,
whereas dividend payments cannot, debt-financed expansion promised
higher post-tax returns than alternative methods of finance. The resulting
rise in debt levels, compounded by the sharp rise in interest rates, has left
companies with an unprecedented burden of debt payments relative to
income, as Chart 3.2 shows.

Chart 3.2. Companies’ Income Gearing
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At the start of the year, though the debt burden was high, companies could
reassure themselves with the thought that it would fall as incomes rose and
interest rates came down. But as the year unfolded, growth prospects
worsened steadily at home and abroad, and it became clear that ERM
entry, far from providing an opportunity for an early cut in interest rates,
committed the government to a longer period of high interest rates in order
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to establish credibility. Companies also had to face up to opinion poll
evidence suggesting that a change of government might be imminent as
well as to a war threat and a sharp spike in the oil price. Add to that list of
woes the prospect that banks, whose own balance sheets are under
pressure, may be less willing than in the past to extend the credit lines on
which companies are more than ever dependent, and it is hardly surprising
that the rate of decline of business confidence is threatening to become the
sharpest ever recorded.

The Squeeze and the Likely Response

The conclusion of the above analysis is that companies allowed
themselves to move into deficit when economic prospects were good and
they felt confident. It seems highly likely that now prospects are bad, and
they feel less confident, they will take every measure they can to reduce
the deficit. This analysis has been questioned, on the grounds that it is hard
to find, among the larger companies, evidence of a deterioration in their
financial position which matches that shown by the national accounts -
which are in any case notorious for their inaccuracy in this area. We are
not reassured by this, for a number of reasons. First, the national account
deficit is still large even if it is adjusted to take maximum account of
possible measurement errors, as represented by the balancing item.
Second, there is independent evidence, from the CBI survey of company
liquidity, of a deterioration in the financial position of companies. Third,
even if this deterioration is concentrated on, if not confined to, smaller
companies, the consequences could still be serious. It may after all be
smaller companies that have the most difficulty in getting banks to extend
the credit needed to tide them over the recession.

The risk remains that cut-backs by companies, large or small, attempting
to improve their financial position, are now driving the economy into
recession, the depth of which depends on where the cuts fall and how deep
they are. Essentially, there are three ways in which the companies can
bolster their finances. First, they can try to improve profitability,
principally by controlling wage costs. Second, they can try to reduce
current expenditure on interest, taxes and dividends. Third, they can
reduce capital spending. In this section we examine the scope for action in
each of these three areas.

Improve Profitability

With the government’s anti-inflation squeeze constraining companies’
ability to raise prices, attempts to improve profitability must focus in the
first instance on reducing costs. Since the single biggest variable cost
facing a firm is its wage bill, this means that companies have to rein back
wage cost increases. This can be achieved in one of two ways: either
workers must accept lower wage increases, or companies will have to shed
labour.
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Ideally, from the point of view of output and employment, the company
sector would respond to the squeeze by awarding lower wage increases.
Provided the government maintains the growth of money GDP at an
adequate rate, which is the essential aim of the Medium-Term Financial
Strategy (MTES), this should deliver the most favourable split between
output and inflation. However, there is usually considerable resistance
from the labour market to lower wage increases until there is clear
evidence that price inflation is coming down. Indeed the headline rate of
inflation has already fallen by more than 1 percentage point from its peak
rate of 10.9% in October 1990 and yet the level of basic pay settlements
continues to creep upwards. During the second half of 1990 the majority of
settlements were clustered in a 9-10% range. But the first indications from
pay deals in early 1991 suggest an increasing number of settlements above
10%. On a more encouraging note, there is some evidence of a number of
deals below the prevailing rate of inflation in parts of the engineering,
textile, retail and distribution industries, all of which have been badly
affected by the downturn. Despite these few signs of increased realism in
the labour market, it would be premature to say that pay deals across the
whole economy are peaking. Indeed on past experience it would be
optimistic to expect much of an improvement until the new pay round this
autumn. By then, the headline rate of inflation should be clearly lower as
some of the factors which boosted the headline rate last year drop out of
the annual comparison. Furthermore, the unemployment rate will have
been rising for around 18 months leading to an easing in labour market
pressures.

As companies come to grips with the depth of the recession, therefore,
employment is likely to start dropping fast in order that companies gain
greater control over the increase in wage costs. There is already clear
evidence that unemployment is rising sharply. Since the trough in
unemployment in March 1990, the level has risen by 237,000 and there
has been a notable acceleration in the rate of job losses in recent months.
This is likely to gather momentum in the first half of the year as firms
react to the sharp squeeze on profit margins. As Chart 3.3 shows, the CBI
survey of manufacturing industry suggests that shake-out of labour which
has already started will intensify and, past experience suggests, will
subsequently spread to the rest of the economy.

To gauge how far unemployment may rise, we have tried to calculate how
much labour was shaken in during the boom period which may
subsequently be shaken out again during the recession phase. One way of
assessing this is to estimate how far productivity has fallen below trend at
the current time. This would provide some indication of how far
employment must fall to restore productivity to its underlying trend. From
peak to peak in the last economic cycle (from the first half of 1979 to the
first half of 1988), productivity growth averaged 2% per annum. If we
assume that the underlying growth of productivity has continued at this
rate, then it seems possible that by the end of last year the actual level of
productivity was around 5% below trend (see Chart 3.4).
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Chart 3.3. Employment Expectations® and Changes in Employment
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Chart 3.4. Whole Economy Productivity: Actual and Trend
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The implication of Chart 3.4 is that if the economy were to grow from now
on at its trend rate of growth, there could be scope for around 5% of the
work-force in employment, or 1.5 million people, to be thrown out of jobs
over this year. Not all of these people would appear on the unemployment
register since many of these may be part-time workers who are not eligible
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for benefit, but on usual relationships the unemployment total might rise
by between three-quarters to one million over the next two years to over
2.5 million.

Such an easing in the labour market may finally bring pay deals under
control, and a significant decline in deals in the 1991-92 pay round seems
likely. In the mean time, unemployment may rise much more sharply than
is built into consensus projections as companies strive to reduce the
squeeze on margins.

Reduce Current Expenditure

The scope for companies to improve their finances by reducing spending
on interest, taxes and dividends is quite limited. In the short term,
payments of interest and taxes are largely beyond the control of
companies. Although some companies will obviously benefit from lower
interest rates, the effect on the finances of the whole company sector is
actually quite small. Companies seem now to be borrowing to finance
interest payments, leading to a rising level of corporate debt. Thus even if
the level of interest rates remained unchanged this year, interest payments
and the financial deficit would still rise. If we assume that companies are
rolling up interest payments on to their outstanding borrowing, then
interest rates would actually need to average about 13% this year - almost
two percentage points lower than in 1990 - to leave the level of interest
payments broadly unchanged between the two years. Each additional one
point cut in rates would reduce the financial deficit by around £2-2.5bn.
Lower corporation tax payments are in prospect this year but this would
largely reflect a reduction in profits and would therefore not benefit the
company sector’s financial position to any great extent.

Companies have more discretion to curb dividend payments but they face
considerable pressure from shareholders not to exercise this discretion.
Besides, a reduction in dividend payments would make only a modest
contribution to improving company finances. A 10% reduction in dividend
payments, for example, would only reduce the company sector’s financial
deficit, which in 1990 is likely to have been around £30bn, by about £2bn.

Reduce Capital Spending

The other option open to companies is to reduce spending on stocks and
investment. There is probably less scope for companies to cut stocks than
in previous recessions given modern inventory control techniques.
Nevertheless, the ratio of stocks to output has risen slightly in the last two
years compared with the fairly sharp down trend that was evident during
the 1980s. If companies were to seek to restore the stock/output ratio to
this long-term down trend, this would imply a substantial shedding of
stocks, which would cut GDP by just over 1%.

Recent CBI surveys have indicated that companies are now increasingly
eager to reduce their inventory holdings, though not yet to the extent
reached in 1980. On past relationships between survey data and
subsequent changes in the level of stocks in the economy (see Chart 3.5),
the present survey readings, were they now to stabilise, would suggest that
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the decline in the level of stocks may cut GDP by a little under 1% in the
next 12 months. This would reduce the financial deficit by around £4bn. In
1980, the swing in stocks cut GDP by 2.4%.

Chart 3.5. Stock Expectations®” and Changes in Stocks
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Fixed investment is now falling across the whole economy: between the
second and third quarters of 1990 investment fell by 3.8% leaving the
absolute level 2.7% lower than a year ago. According to the December
1990 CSO Investment Intentions Survey, which has a very good track
record, companies in manufacturing are planning to cut investment by 7%
in real terms this year after an estimated fall of 3% in 1990. Investment
intentions in the CBI survey have not yet dropped as far as they did in
most post-war recessions, and if this were maintained, it would be
encouraging for the future of the economy. However, investment
intentions tend to lag behind other activity indicators, and it seems
probable that a further big drop will occur in intentions over the next few
surveys. Given that the share of business investment in GDP is close to
historically high levels, the subsequent drop in investment could be
substantial.

The response of companies to their financial problems is further
complicated by a deterioration in the availability of bank credit. It is very
difficult to quantify the extent to which the "credit crunch" in the banking
system is having any effect, but there are clearly some individual instances
in which companies that need bank credit in order to survive have been
denied it and gone bankrupt. According to the CBI, small companies, in
particular, are finding it extremely difficult to obtain further bank credit.
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Most forecasters are not making much, if any, allowance for the impact of
this on economic activity and thus it represents another source of downside
risk relative to consensus forecasts.

Conclusion

The unprecedented size of the company sector’s financial deficit makes it
very difficult to determine the speed and the scale of the adjustment of
company spending. Nevertheless, there seems to be substantial scope for
companies to cut back sharply spending on employment, stocks and fixed
investment over the next couple of years.

The key to this adjustment is likely to depend to a large extent on what has
happened to profits. During the last two recessions, the real level of
non-oil profits collapsed by around one-third. With profits already low and
the world facing recession, companies had little option but to slash their
capital spending. Since stock/output ratios were extremely high at the start
of these two periods, the economy moved smartly into an inventory-led
recession which lasted for two years.

Table 3.2. CBI Industrial Trends Survey - Historical Results

Percentage balance October January July
1990 1980 1980
Business optimism -47 -45 -70
Export optimism -25 -30 -57
Investment in buildings -26 -30 -47
Investment in plant & machinery -15 -18 -43
Firms working below capacity (%) 54 63 76
Expected employment -37 -35 -58
Expected volume of new orders -22 -24 -47
Expected volume of output -17 -11 -41
Expected stocks of raw materials -27 -24 -41
Expected stocks of work in progress -27 -16 -39
Expected stocks of finished goods -21 -12 -30
Adequacy of stocks of finished goods 18 15 36
Expected unit costs 46 76 72
Expected domestic prices 23 65 56
Orders limit output 80 82 91
Skilled labour limits output 10 13 5

If profits fall sharply this time, there remains a chilling possibility that the
economy could tumble into a deep recession. On past occasions, survey
evidence has been an invaluable guide to the extent to which companies
are cutting back spending on investment, stocks and employment. In this
regard, it is worth noting, as Table 3.2 shows, that the October 1990 CBI
survey is uncannily similar to that which was taken in January 1980, just
as activity was falling off a cliff. If business confidence worsens further in
the coming months, then company spending could still drop sharply
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enough to produce a recession which rivals that of 1980 in severity.
Whether or not this can be avoided will be crucially dependent on the
speed with which the labour market adjusts. This will provide the true test
of the supply-side improvement in the 1980s.
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3.2 The Personal Sector Response

One of the most serious forecasting errors made by economists in recent
years was to underestimate considerably the extent to which people would
be prepared to run down savings to help finance the consumer boom of the
late 1980s. From a peak of 15.2% at the end of 1979, the personal saving
ratio fell steadily during most of the 1980s, reaching a trough of 4.5% in
the third quarter of 1988.

Since then the behaviour of the personal sector has changed noticeably.
Although real disposable income has continued to grow strongly, with
growth averaging 5% a year in the last two years, consumer spending
growth has averaged just 2.5% a year over this period. Thus the consumer
recession has so far been caused almost entirely by a steady rise in
savings; in the third quarter of 1990 the personal saving ratio rose to 8.8%,
the highest level since the end of 1985.

Chart 3.6. The Personal Sector Saving Ratio
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There are a number of explanations advanced for the decline in the saving
ratio during the 1980s. Unfortunately, none of the consumer spending
equations embodied in the mainstream macro-economic models can
account entirely for the sharpness of the fall and for that matter the extent
of the subsequent rise. Previously stable econometric relationships have
long since broken down. The inability of these models to explain the past
raises severe doubts about their ability to predict the future. Given the very
depressed level of consumer confidence recorded in survey evidence, one
of the risks to all economic forecasts is that the downturn could be
intensified by a continuing rise in the saving ratio at a time when real
disposable income growth will be slowing sharply.
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The most widely accepted theoretical explanation of savings behaviour
(although this is rarely incorporated in large-scale econometric models)
postulates that individuals try to smooth their consumption over time by
borrowing (running down their savings) when their income is low and by
repaying borrowing (increasing savings) when their income is high.
Clearly, this assumes that individuals have completely free access to
credit. If in fact their access to credit is restricted then people will be
forced to consume out of their current income.

Such a theory provides a potential explanation for the behaviour of savings
in recent years. During the 1980s, there was widespread financial
liberalisation across the major developed countries but this was
particularly the case in the UK. A number of developments meant that it
progressively became easier for individuals to increase borrowing. These
included: (i) the abolition of HP controls; (ii) the opening-up of
competition in the mortgage market and the subsequent ending of
mortgage rationing; (iii) the abolition of the "mortgage lending guidance"
in January 1987. Essentially this required banks and building societies to
provide mortgages solely for the purpose of house purchase; its abolition
made it much easier for individuals to remortgage their properties and in
the process withdraw a substantial amount of equity which was then
available for consumption.

If people are suddenly released from their borrowing constraints, then you
would expect to see a period of dissaving in which people jump onto a
higher consumption path now at the expense of lower future consumption.
A number of factors could have been in place to exacerbate this trend.
First, there was a prolonged period of growth in real incomes during the
1980s which helped to bolster consumer confidence. Second, there was a
rapid increase in personal sector wealth associated especially with
booming house prices. Suddenly people felt a lot wealthier and for the first
time it became relatively easy for them to unlock this wealth. Third, low
and stable rates of inflation during the mid-1980s may have reduced the
precautionary motive to save. Finally, demographic factors may have been
important. During the 1980s there was a sharp fall in the proportion of the
population aged 45-64. As this group has the highest saving ratio, this
demographic change may partly explain the fall in the aggregate saving
ratio.

But what about the position now? Like companies, individuals have
borrowed heavily in recent years and they are now having to face up to the
consequences. Real interest rates are at close to record levels and
consumer confidence is close to record lows. Despite attempts to boost
savings in the past two years, gross interest payments are at a record level
as a share of disposable income, as shown in Chart 3.7. Over this period
asset prices, especially house prices, have stagnated or fallen. Thus the
vast number of people who entered the housing market for the first time
near the peak of the housing boom in mid-1988 face the prospect that their
mortgage debt is greater than the value of their property. This could place
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a dampener on housing market activity and consumption for some time.
On top of this, real disposable income is now slowing markedly for the
first time.

Chart 3.7. Households’ Gross Interest Burden
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While it is impossible to tell for certain whether the personal sector
regards its debt/income ratio as being too high, it seems quite possible
from recent savings behaviour that individuals will seek over time to
reduce borrowing to more comfortable levels. Over the next year or so, the
underlying rise in the saving ratio may be dampened by a desire to prevent
consumption growth from weakening too much in the face of weaker real
disposable income growth. But as individuals seek to repair their balance
sheets, this could be an important factor in dampening any subsequent
recovery in spending.
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3.3 The Gulf War

This Green Budget is being prepared as the first shots in the Gulf War are
fired. It is hard to know how to deal with the uncertain consequences of
that war. It may all be over by the time the Chancellor delivers his Budget,
in which case the consequences for public spending will be negligible.
Alternatively it may by then be developing into the most important
conflict in which this country has been engaged for many years, with costs
of engagement of the order of £10m per day, £3.5bn in a full year. Our
public spending projections are all based on the assumption of a fairly
rapid end to the war. If that proves wrong, a major reappraisal will be
needed.

Clearly, however, the war has ramifications far beyond the public
spending field. If it turns out that the 1991 world recession is a deep one,
future historians will link that fact to the conflict in the Gulf. But the truth
1s that we do not know, and will never know, how much the war has
affected the global economy. What the economic forecasters have done,
since the news broke, is make estimates of the probable change in the oil
price, and run that through their models of the world economy. On the
whole the results of these exercises are quite reassuring, for the reasons
explained in Section 2.1. Oil is not as important as it was, and on the basis
of a 50% increase in oil prices (compared with a no-war scenario), the
world economy may experience an extra 1% or so of inflation and lose
0.5-1% of output.

However, these estimates, based on an analysis of past oil price shocks,
cannot take into account the possible interactions between the Gulf crisis
and the banking crisis. A decade of steady growth has led to a massive
increase in levels of corporate indebtedness. When there has not been an
economic downturn for a long time, there is a tendency to believe that
there will never be another. In these circumstances the temptation to boost
the growth of profits by gearing up is very strong. A decade of
de-regulation has made it easier for lenders to satisfy the demand for this
additional gearing.

The decade has also failed to produce a permanent solution to the
rumbling problem of Third World debt and has introduced some new
problems of First World debt, notably in the oil and property sectors.
Much of this non-performing debt is an asset of the banking system, whose
balance sheets have thus been seriously weakened. The markets have
recognised this in the course of the decade by revising down the average
credit rating of US money centre banks from triple A to A3. Many banks
are now seriously worried about the quality of their loan portfolio and
looking to cut back on doubtful lending.

The consequences of introducing an oil price shock into this environment
are quite literally incalculable. It is very easy to tell plausible horror
stories. The airline industry is one highly indebted sector where profit
margins have been eroded by competition following de-regulation. It is
also a sector which is particularly vulnerable to war for two reasons: its

29



Green Budget 1991

costs, of which fuel accounts for a huge proportion, are dramatically
swollen by arise in the oil price; and its revenues shrink because the fear
of terrorism reduces air travel. So a prolonged war, which led to a
prolonged rise in the oil price, could produce some spectacular airline
bankruptcies, some large enough to drag down bankers too.

In these circumstances, it is easy to imagine that the financial institutions
would become extremely risk-averse. At the margin there would be more
businesses that would fail because bankers chose not to roll over credit
lines. There would be less risk capital available for new investment
projects. It is this sort of behaviour that people have in mind when they
talk about recession turning into depression.

The fact that these risks are already widely discussed makes it unlikely
that the 1990s will see a depression on the scale of the 1930s. The policy
measures needed to prevent it are well understood. Nevertheless there has
been an extraordinarily sharp fall in business confidence around the world
since the Gulf crisis erupted. This does suggest that there are forces at
work in the present situation that are less than adequately captured in the
econometric models that predict such modest consequences of the oil price
shock.

The purpose of this chapter of the Green Budget is to draw attention to the
major uncertainties that the Chancellor must face in framing his Budget.
This year it looks as though all the risks are on the downside, but that
would be a misleading impression. When the crisis first broke, many
experts predicted that if it led to a shooting war, the oil price would go to
$50 per barrel or beyond. Yet on the first day of hostilities the price of
Brent crude stood at $20 per barrel. This suggests that oil traders now
believe that (with the Saudi oil wells protected by massive Allied forces)
the war itself will cause no serious disruption of supply.

These developments imply that in the event of an early peace the oil price
could fall sharply. The resumption of supply from Kuwait and/or Iraq will
cause a major oil glut in the present depressed state of the world economy.
The last (barely remembered) world downturn, in 1986, triggered off a
massive fall in the oil price from over $25 per barrel to (briefly) below
$10, before recovering to the $15-20 trading range that we experienced
until the latest crisis. This negative oil price shock, which carried the real
oil price back to the level seen before the Shah fell in the late 1970s, was a
fundamental cause of the world boom that began in 1987.

A sustained fall in the oil price, which might happen even without an early
end to the war, would clearly have a profoundly beneficial effect on the
economic outlook. It would improve the cash flow of many hard-pressed
companies and thereby relieve the pressure on the banks which are having
to prop them up. It would give the monetary authorities a good reason to
cut interest rates, bringing further relief to industry and its financiers. It
could, within a year, bring about another world boom comparable to the
upswing of 1987-90.
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The economic forecasts shown in Section 2.1 are thus the centre of a
particularly wide range of possible outcomes. The newspapers have in
recent months been dominated by bad economic news, and perhaps for this
reason most economic agents are currently preoccupied with the
possibility that the economic background to the forthcoming Budget could
be very much worse than the consensus forecast. That is certainly a real
possibility. But we should not forget that it could also be very much better.
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4 The Impact of the ERM

4.1 Exchange Rate Policy

Introduction

When the government announced sterling’s full membership of the ERM
on 5 October 1990, it clearly viewed the decision as a major landmark in
British economic history. For the first time since sterling’s unfortunate
flirtation with the European "snake" in 1972, the government took on an
explicit commitment to keep the currency within pre-announced bands.
This move back towards a fixed exchange rate regime significantly
changes the rules of the policy game. Monetary policy changes because
interest rates are now used to hit an exchange rate target rather than a
monetary target. And the approach to fiscal policy has to be reconsidered
because the low public sector borrowing requirement, which directly helps
the achievement of a monetary target, does not so clearly help to hit an
exchange rate target. So the fact of ERM membership should, in theory at
least, have a profound effect on the coming Budget, the first to be framed
under the new ground rules. For that reason we are devoting a chapter of
this Green Budget to the ERM. In this section we consider the role of the
ERM in the government’s counter-inflationary strategy, and in particular
(in view of the chorus of complaint about an "overvalued" exchange rate)
whether we have joined the ERM at the right rate. In the remaining
sections we go on to consider the role of monetary and fiscal policy in the
new framework.

Did We Choose the Right Entry Rate?

Sterling entered the ERM at a rate (DM/£2.95) which was close to the
pound’s market rate just prior to entry, and was also close to the average
DM/£ rate which had been seen in the markets over the previous two
years. At the time of the government’s announcement, there seemed to be
a fairly broad national consensus in favour of joining the system at the
then prevailing exchange rate. For example, the opposition Labour Party
explicitly called for membership only a week before it actually happened.
Despite this apparent consensus, there are already loud calls for sterling to
leave the ERM, or for the government to devalue the pound. As the
economy has fallen into a deep recession, the discipline of the system
appears to have prevented an early reduction in base rates, and this has
already led to a good deal of frustration both among politicians and among
economists.

In particular, some domestic monetarists are pointing to the experience of
1981-85, when UK inflation fell sharply despite the fact that the exchange
rate also fell by a large amount over that period. They draw two
conclusions from this. First, they say that a large improvement in inflation
is perfectly compatible with a devaluation in sterling, provided that
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domestic economic conditions are satisfactory. Second, they claim that
the recovery in activity from 1981 onwards was partly due to the reduction
in the exchange rate, and they argue that if the exchange rate now remains
fixed, there will be no pronounced recovery in output in the years ahead.
They therefore conclude that the pound should be devalued.

These arguments about the 1981-85 period may appear beguiling. From
early 1981 to early 1985, sterling’s effective exchange rate dropped by
27%, yet inflation simultaneously fell from 12.6% to 5.4%. Meanwhile,
output recovered from the deep 1980-81 recession, and expanded at an
annual average rate of 2.7% over the same period. These facts do not seem
consistent with the belief that the exchange rate needs to be held constant
in order to control inflation, which is the basic reason for joining the ERM.

However, this is not necessarily a conclusion which can safely be drawn.
The impact of the exchange rate on inflation operates with quite long lags,
especially via its indirect impact on wage bargaining conditions. It is quite
possible that the drop in inflation from 1981 onwards was partly a lagged
response to the rise in the exchange rate from 1977 to 1981; similarly, the
rise in inflation after 1986 may have been partly a lagged response to the
decline in the exchange rate from 1981 to 1985. Second, the adverse
impact of the depreciation in sterling after 1981 on import prices was
cushioned by the fact that world oil prices, commodity prices and
manufactured goods prices were all declining in foreign currency terms at
that time. Hence, sterling-denominated import prices rose by an average of
only 9.8% per annum from 1981 to 1985, despite the very large drop in the
exchange rate. Third, the recession of 1980-81 was exceptionally deep, by
far the deepest since 1930. Although the current recession is also quite
deep, it does not at present seem likely to rival that of 1980, so the
disinflationary impetus currently being injected into the economy from
domestic sources is not as great as it was then. It follows that there is less
scope for allowing sterling to depreciate without causing inflation to rise.

In any case, the domestic monetarists who are asking for a devaluation of
sterling appear to have overlooked the fact that the government joined the
ERM precisely because the system seems to have delivered, during the
1980s, a more durable improvement in inflation for countries such as
France and Italy than was achieved in the UK by domestic monetarism.
Although domestic monetarism worked from 1981 to 1985, its successes
did not prove durable, while those of the ERM did. In order to understand
this, it may be useful to illustrate how the ERM discipline is supposed to
work.

The ERM Discipline and How It Works

The degree of counter-inflation discipline which will be exerted on the UK
by sterling’s membership of the ERM will depend on several factors. Most
obviously, it will depend on the frequency and size of any realignments in
the parity grid. If sterling is frequently devalued against other European
currencies, then the ERM will exert little or no discipline over UK
inflation, since the exchange rate will simply depreciate as and when UK
inflation exceeds the European average. To some extent, this was how the
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system operated in the early 1980s, when realignments were frequent -
though, even then, realignments typically reflected only part of any
deviation in inflation rates between countries.

However, there has been no general realignment in the ERM since January
1987, and Bundesbank President Pohl recently commented that
realignments were no longer "a realistic alternative”, adding that "we have
to recognise that we have gone much further into monetary union than
most people are aware of". If this is the case, then it will not be possible
for the UK to ease its way into ERM discipline in the same way as France
and Italy did in the early 1980s. Unless the rules of the game change in an
unpredictable way, realignments look like being very infrequent, if indeed
they happen at all.

If this is the case, then in the long term the prices of UK traded goods
(manufactured and international traded services) will need to rise at
broadly the same rate as that observed in other EC countries. Any
persistent tendency for UK traded goods prices to rise faster than this will
lead to a continuing loss of market share for UK companies, to a domestic
recession, and eventually to a reduction in inflation back to the European
norm.

This, essentially is how the discipline works, and it has necessary
implications for the growth of wages in the traded goods sector, which is
primarily the manufacturing sector. For example, if EC manufactured
goods prices increase by 4% a year, then those in the UK will need to do
the same. Over lengthy time periods, this probably means that UK unit
labour costs in manufacturing will also need to rise by around 4% per
annum. If labour productivity in manufacturing grows by around 3.5% per
annum (somewhere between the low rate attained in the 1970s and the
high rate attained in the 1980s) then there is scope for wages per head to
rise by around 7.5% a year. Provided this occurs, there would be no reason
for ERM membership to be associated with higher unemployment in the
manufacturing sector than would otherwise have been the case.

What does this mean for UK inflation in general? It probably means that it
would be somewhat higher than the 4% a year increases in prices in the
manufactured (or traded goods) sector. This is because there might well be
a tendency for wages in the sheltered sector of the economy to take their
lead from the rate of increase in wages in the traded goods sector, and thus
to rise by around 7.5% a year. (In the long run, there is remarkably little
change in relative wages between sectors in the UK economy.) However,
productivity in the services sector habitually rises less rapidly than in
manufacturing, and may increase on trend by only about 1.5% a year. This
means that unit labour costs (and prices) in the sheltered sector might rise
by about 6% per annum, compared with 4% in the traded goods sector. If
this is the case, then the recorded rate of price inflation in the whole UK
economy would be in the region of 5-5.5% a year in the steady state.
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Paradoxically, this could mean that the higher the rate of increase in
productivity in the manufactured sector, the higher will be the steady-state
rate of inflation in the economy as a whole. High productivity growth in
manufacturing offers scope for high nominal wage increases in that sector
without pricing UK companies out of European markets, assuming a fixed
exchange rate. If these more rapid increases in nominal wages in
manufacturing then have knock-on effects in the service sector (which
maintains its previously low productivity growth rate), then price pressures
in the sheltered sector, and thus in the economy as a whole, will actually
increase. This somewhat unpleasant result - that the higher the rate of
manufacturing productivity growth, the higher the rate of overall inflation
- was in fact a feature of the Japanese economy in the 1950s and 1960s,
when the yen was largely fixed under the Bretton Woods system.

In the case of Britain in the 1990s, the adjustment to the ERM discipline
can be accomplished painlessly or painfully, depending largely on the
wage response. If wage increases magically adjust down to the 7.5% per
annum which is consistent with a steady exchange rate (and if sterling has
joined the system at the right rate - see below), then there is no reason for
unemployment to rise as the adjustment to the ERM takes place. However,
in the more likely case that the downward adjustment in wages from the
present double-digit rates of increase will not happen automatically, there
may well need to be some increase in unemployment to persuade workers
to accept the necessary reduction in wage increases.

As this rise in unemployment occurs (and indeed it is probably already
happening), there will inevitably be political pressures on the government
to reverse the process of adjustment to ERM membership. These political
pressures will be much the same as those which apply when any kind of
counter-inflation strategy is introduced, whether it is one which relies on
ERM membership, domestic monetarism or any other method. The case in
favour of the ERM (compared with a regime of monetary targets) is that
deviations from the counter-inflation strategy are more obvious and the
political price of such deviations is accordingly much higher.

The reason for this is that inappropriate policy easing in the ERM case
involves a publicly humiliating devaluation of the currency, which is
something which governments have historically found very unpalatable. If
devaluations are sufficiently unpalatable from a political point of view,
then the ERM discipline will work, since governments will prefer to stick
with the counter-inflation strategy rather than deviate from it. In the case
of a domestic monetary strategy, it may be easier simply to diverge from
announced monetary targets without overt political penalty.

It is for this essentially political reason that the ERM discipline in France
and Italy seems to have delivered a durable improvement in inflation in the
1980s, whereas in Britain the improvement brought about by monetary
targets proved more transitory.
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The PPP Bench-Mark

The speed at which these theoretical disciplining effects work in practice is
likely to be profoundly affected by the entry rate that is chosen for sterling
at the outset. Too high a rate will be hard to maintain in the markets,
leading to the need for a very prolonged period of tight domestic monetary
conditions and rising unemployment; too low a rate will fail to exert the
required downward pressure on the inflation rate.

So much is obvious, but what is meant by "too high" and "too low" in
these cases? Those who oppose the ERM would argue that economists are
incapable of giving any precise meanings to these terms, so there is always
a chance that the government will choose to defend the wrong exchange
rate. They would prefer instead to leave the market to determine the
"right" rate.

However, having decided to join the system, we need to find some way of
choosing the right entry rate. Most theoretical models of the economy
require the exchange rate to be anchored at purchasing power parity (PPP)
in the very long term. At PPP, identical goods will sell at identical prices
(expressed in a common currency) throughout the world, allowing of
course for transportation costs. Hence, a British motor car selling in
Germany will, if PPP holds, sell at approximately the same price (in DM
terms) as an equivalent German car (N.B. this means equivalent in all
respects, including quality and reliability).

Although economists have recently suggested other definitions of
"equilibrium" or "sustainable" exchange rates (usually making some
attempt to allow for equilibrium in the asset markets as well as the goods
markets), most of these alternatives hold only in the short or medium term.
In the long term, it is hard to see how the economy can attain a full
equilibrium unless prices are equal for identical goods, which means that
PPP will hold. (Other things might need to hold as well, but that is a
different matter.) Certainly it would seem odd for the UK government to
have joined the ERM at a rate which was significantly different from its
estimate of PPP.

The problem, however, comes in measuring PPP. It might seem simple to
produce inflation-adjusted exchange rate measurements (i.e. real exchange
rate measurements), which is all that is required to derive PPP estimates.
However, in practice things are not especially straightforward, since the
available data series are far from perfect. In the first place, we need series
for traded goods, so consumer price indices (which include goods and
services in the sheltered part of the economy) are inappropriate. In the
second place, not only do we need to know how real exchange rates have
changed over time, but we also need some sort of bench-mark to give us
the appropriate level at any given point in time.

In order to solve the first problem, it is usual to use price indices for
manufactured export prices, or producer prices, rather than consumer
prices. (Labour costs in manufacturing are also frequently used.) This is
not wholly satisfactory, but it is the best we can do.
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The second problem is more difficult, since absolute bench-marks of
selling prices are hard to find. One such bench-mark is provided by the
OECD, which periodically provides indices of the actual selling prices of
an identical basket of traded goods produced in various economies. This
can be used to calculate an approximate bench-mark for PPP, and this has
been done at Goldman Sachs. An alternative way of obtaining a
bench-mark is to observe the actual movements of indices of the real
exchange rate over time, and to say that PPP is represented by some
average of these movements. This approach, which is based on the prior
belief that PPP will hold in the long term, seems to have been followed by
the Treasury when sterling’s entry rate was selected.

In fact, both of these methods suggest that sterling’s entry rate was quite
close to PPP against the EC currencies. On the Goldman Sachs method,
PPP against Germany is about DM/£3.20, which would suggest that the
UK joined at an undervalued rate. This, however, is partially offset by an
overvaluation of sterling against some other EC currencies, leaving
sterling’s overall entry rate within 5% of its PPP level against the ECU.
Given the margins of error on these calculations, this is a trivial difference.

On the second method of attaining a bench-mark (i.e. using recent
averages of real exchange rate movements), sterling’s ERM entry rate also
seems close to PPP. Chart 4.1 shows the recent behaviour of sterling’s real
exchange rate against the DM, using CSO data on relative export prices in
a common currency. As the graph shows, the entry rate is close to the
average real exchange rate over the last decade, though it is higher than the
average for the 1970s; the advent of North Sea oil could well explain the
rise in the real value of sterling during the 1980s.

Chart 4.1. UK Competitiveness against Germany*
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* Based on relative export prices in a common currency.
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On all these grounds, it therefore appears that the government has chosen
an entry rate which is reasonably close to PPP against the major European
currencies. This is also suggested by the performance of UK exports in the
last year. In 1990 as a whole, manufactured exports have increased by
about 8.5%, as compared with estimated growth in UK markets of about
7%. This rise in market share certainly does not suggest a chronically
overvalued currency.

However, the situation is slightly different in the case of sterling’s real
exchange rate against all other currencies, not just the DM (see Chart 4.2).
In this case, the real rate is around 7% higher than it has been on average
for the 1980s, which seems to offer more substance to those who claim
that the exchange rate is overvalued. But this primarily reflects the recent
drop in the dollar, which has taken the US currency to an unprecedented
degree of undervaluation against most other currencies, not just sterling.

Chart 4.2. UK Competitiveness against All Trading Partners®
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* Based on relative export prices in a common currency.

It is not clear that this should have been taken into account when assessing
the correct entry rate for sterling when joining the ERM. After all, the
dollar’s exchange rate is not being fixed; it is free to adjust against the bloc
of ERM currencies, just as before. If the main problem arises from the
valuation of the dollar, and if this can still be subsequently corrected by
the market, this should surely have no effect on the appropriate rate at
which to fix sterling against the EC currencies.
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Overall, then, it appears that the government has chosen a sensible entry
rate, which is close to PPP against the EC currencies. If a much lower
entry rate had been chosen - for example a rate well below PPP for
"balance-of-payments" reasons - then the implication is that the selling
prices of UK goods would have been lower than the average EC price for
the same goods. This would have meant that UK companies could have
continued to increase their prices faster than the EC average for quite a
while before being priced out of export markets. Hence there would have
been no immediate reason for them to control the rate of inflation in costs
and prices, and the impact of the ERM discipline would have been
postponed and diluted. Furthermore, the continuation of relatively high
UK inflation would have eroded the initial competitiveness advantage
bestowed by a low exchange rate, and would therefore have eliminated the
"balance-of-payments advantages” of a low entry rate.

The crucial point is that a low nominal exchange rate on entry to the
system does not guarantee that the real exchange rate can be kept low for
very long after entry. UK inflation may simply have stayed higher for
longer, leaving the real exchange rate no better off at the end of the day.

In electoral terms, it may have been sensible for the government to have
diluted the initial discipline of the system in this way, perhaps alleviating
the recession and delaying the improvement in inflation. In economic
terms, however, such a course would have had few advantages.
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4.2 The Role of Monetary Policy in the ERM

In the early months of sterling’s ERM membership, it has often appeared
that interest rates have been held at high levels simply in order to hold the
exchange rate, while domestic considerations have appeared to point to the
desirability of lower rates. That, at any rate, has been the conclusion that
many people have drawn.

There is no doubt that, in fixed exchange rate systems, conflicts can arise
between the needs of domestic economic management and the needs of
exchange rate management. Under totally fixed exchange rates, monetary
policy needs to be aimed entirely at achieving currency stability, and
cannot therefore be targeted simultaneously at the domestic economy.
Since the ERM is not a totally fixed exchange rate system - it does not
cover all currencies, and at present permits quite wide fluctuations around
the central rate - the contrast in practice is not quite that stark, but it
nevertheless can arise.

Whether it is likely to arise frequently, or for prolonged periods, is a
different matter. Let us, for example, examine what might happen if
domestic demand in the UK starts to grow too rapidly, threatening a
subsequent rise in the inflation rate. From a domestic viewpoint, the
government would probably like to increase interest rates. But under such
circumstances, it is quite possible that the pound will be at the top of the
parity grid, preventing any increase in UK interest rates. This, in fact, is
exactly what happened in 1987-88 when Chancellor Lawson followed his
"shadow ERM" policy. In that period, there were large speculative inflows
into sterling, and the government decided to hold interest rates low to keep
the pound under DM3.00. This occurred despite fairly obvious evidence at
the time of an overheating economy.

The government’s dilemma at that time could have been removed if it had
been willing to run a tighter fiscal policy. All it was willing to do was to
allow the partial application of the economy’s automatic stabilisers - the
budget balance improved as a result of strong economic growth, but there
were simultaneous discretionary reductions in tax rates. Even if the fiscal
stabilisers had been allowed to work in full, this may not have been
sufficient to arrest the growth in demand; tax increases or expenditure cuts
may have been necessary to do this. This is an illustration of one of the
most familiar results in economic theory - that fiscal policy should be
more active in fixed exchange rate systems than in flexible rate systems.

However, the events of 1987-88 may have been the exception rather than
the rule. The Treasury’s Chief Economic Adviser, Sir Terence Burns, has
argued that the occasions on which the needs of domestic management and
exchange rate management will conflict will be fairly rare. He says that the
foreign exchange markets are likely to take a broadly similar view to the
government on the prospects for a rise in inflation. If inflation prospects
are worsening, they will therefore require the rise in interest rates which
the government anyway wants to see. Furthermore, the government can
obviously influence the markets if it wishes them to reach this conclusion.
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This being the case, periods of serious conflict between the government’s
desires on interest rates, and what can be achieved given the ERM
constraints on sterling, are not likely to be terribly prolonged.

Chart 4.3. Inflation and Interest Differences: France-Germany
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Some evidence in favour of this is provided in Charts 4.3 and 4.4, which
show the behaviour of inflation and short-term interest rate differentials in
the ERM in the last decade. Since realignments in the system became less
frequent in 1983, the interest rate gaps between France, Italy and Germany
have generally been broadly reflective of the inflation gaps between the
same countries. Declining inflation differentials have created conditions in
which France and Italy have been able to reduce interest rates without this
undermining the exchange rate. Therefore interest rate changes in these
countries have been closely connected with inflation conditions, which is
probably what their governments would have wanted to see, inside or
outside the ERM.

Why has this happened? According to foreign exchange theory, the
interest differential between any two countries will be equal to the
expected change in the exchange rate, plus or minus a risk premium. This
risk premium will be affected by the risk of default on the financial
instruments concerned, and the volatility of returns on these instruments.
In the ERM, there has been a tendency for exchange rate changes at
realignments to reflect the changes in relative prices which have occurred
between countries since the previous realignment. Over time, the markets
have built this experience into their expectations. Therefore the expected
exchange rate change in the system has been closely connected to the
inflation gap between countries at any given point in time. This, in turn,
means that the interest rate gap has closely reflected the inflation gap. The
implication of this is that when a country’s inflation rate goes up, the
foreign exchange markets will expect a greater depreciation of the
economy, and will require a higher interest rate - which is exactly what is
required for domestic policy purposes. Similarly, when inflation falls the
markets will build in a lower expected depreciation and require a lower
interest rate.

This may seem comforting, but the argument has a fatal flaw: remember
that the only way in which interest rates can reflect domestic inflation
conditions is if the markets expect these inflation gaps to be reflected in
future exchange rate changes. But this conflicts with the basic intention of
joining the ERM in the first place, which is to impose discipline by not
devaluing when inflation is threatened. The paradox is this: once the
markets become fully convinced that the UK government is committed to
an exchange rate target, there will be no expected appreciation or
depreciation. So UK interest rates must be identical to those prevailing in
other ERM countries (give or take a small risk premium).

Now imagine the consequences of a rise in the expected rate of return in
the UK. Capital would flow in from abroad. In a floating rate regime this
drives up the exchange rate, reducing the expected rate of return to
foreigners and choking off the capital inflows. In present circumstances
the authorities would have to lower interest rates to keep sterling in its
prescribed range. Alternatively, in a mature fixed rate system, the interest
rate would not move and the authorities would simply supply unlimited
quantities of pounds to the foreign buyers. Conversely, if expected returns
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fall, the consequence, in a fixed rate regime, is either that interest rates
have to rise to protect the pound from capital outflows, or that the outflows
are allowed to occur and the money supply shrinks.

Since it is true, almost by definition, that the expected rate of return in a
country rises in a boom and falls in a recession, the argument outlined
above shows that in a fixed rate system, the response of monetary policy is
perverse. Interest rates fall and/or the money supply is allowed to rise in
booms and the opposite occurs in recessions. So in a fixed exchange rate
system in which mobile international capital moves to faster-growing
countries because they offer a higher rate of return, there is a systematic
risk of conflict between domestic and external objectives for monetary
policy. The dilemma the government faced in 1988, when it needed to
raise interest rates but could not because of the shadow-DM policy, and
the dilemma it faces now, when a cut in interest rates is indicated by
domestic recessionary conditions but ruled out (for a time at least) by
sterling’s relative weakness, are an inherent consequence of the return
towards a fixed exchange rate regime. If the monetary policy dilemma is
always resolved in favour of the exchange rate commitment, the
consequence could be a less stable growth path for the economy. Is there,
in these circumstances, an enhanced role for fiscal policy to undertake
some of the stabilisation that monetary policy can no longer achieve?
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4.3 Fiscal Policy in the ERM

Rethinking the MTFS

The above analysis of monetary policy suggests that ERM entry is likely
to prove something of a watershed for the Medium-Term Financial
Strategy (MTES). The Strategy was originally invented to give a clear
signal that the era of fiscal fine-tuning was over. The government would
no longer use discretionary changes in taxation or public expenditure to
stabilise the output cycle. Fiscal policy was subordinated to monetary
policy and the key objective, over the life of the government, was to move
back towards a balanced budget. By reducing government borrowing, the
authorities hoped to make their self-imposed monetary targets easier to
achieve.

The main thrust of the original MTES was thus towards monetary targets,
now abandoned. The main architect of the Strategy, as Financial Secretary
and Chancellor, was Mr Lawson, now departed. And the Strategy enjoyed
strong Prime Ministerial support from Mrs Thatcher, now deposed. With a
new Prime Minister, a new Chancellor, and a new counter-inflationary
policy based on adherence to the ERM, the 1991 Budget is an opportune
moment for a radical rethink of the MTES, and of the role of fiscal policy.

In the 1980s, the Treasury, which used to believe that steering the
economy by fiscal policy changes was one of its main roles, became
profoundly disillusioned about the effectiveness of such fine-tuning. Its
opposition to the use of an active fiscal policy was based on the view that
the lags with which it operates are too long, and that too little is known
about the future course of the economy to make discretionary fiscal
changes at yearly intervals a sensible way of running the economy.

The experience of last year’s Budget can only have reinforced this
scepticism. On the evidence of the first half of the year, in which the
economy proved surprisingly strong, fiscal restraint seemed in order. But
given the nosedive the economy took in the second half of the year, such a
policy might seem, with hindsight, less appropriate, though it might have
enabled the authorities to ease monetary policy, which was the real source
of the recession. The uncertainties we currently face - will a prolonged war
push up oil prices and make recession more likely, or will a swift
resolution cause prices to plunge and contribute to a spontaneous
recovery? - make the chances of error in the 1991 Budget even greater. If
the chances of getting such judgements right is low, it is better to leave
well alone.

This argument applies only to discretionary changes. Automatic fiscal
changes, in which boom conditions produce extra tax revenue while
recessions generate shortfalls, are another matter, because these changes in
the fiscal stance do not depend on forecasts. They are a response to the
actual state of the economy, and such stabilisers may work silently to cool
a boom or head off a recession before it is even recognised.

44



The Impact of the ERM

Nevertheless the built-in stabilisers were not designed to give the economy
a self-steering mechanism. The fact that income tax rises more than
proportionately in a boom is a function of our desire for a progressive tax
sytem. The fact that government spending rises in a slump reflects our
desire to help the unemployed. So although the tax and spending system
undoubtedly does act to offset shocks to the economy, there is no
presumption that it does so to an optimal degree. Under the old policy
rules there was accordingly scope for discretionary changes in interest
rates to offset such shocks. And in the new world in which there is a
serious risk, as discussed above, that interest rates will not be able to play
that role, the authorities will have at least to re-examine the arguments for
a more active fiscal policy.

For under the framework of broad money targets, as set out in the original
version of the Medium-Term Financial Strategy, fiscal policy was seen as
playing no role in stabilising output. Its job was to make it easier to
achieve the monetary targets. Broad money growth depended on bank
lending to public and private sector borrowers. The less the public sector
borrowed, the less the need for high interest rates to rein back borrowing
by the private sector. So a tight fiscal policy made it easier to hit the
monetary targets. And for a given set of targets, a tight fiscal policy
implied a lower interest rate.

This was essentially the strategy under Chancellor Howe. Under
Chancellor Lawson, the policy developed. First, there was a greater
emphasis on stability in the exchange rate, even though the UK was not
formally a member of the ERM. Second, broad money targets were
abandoned in 1985, and were replaced by a target for MO. Since growth in
a narrow money aggregate such as M0 is not so closely related to bank
lending as growth in broad money, there was less emphasis on reducing
the budget deficit as a means of creating room for private borrowing.

Furthermore, by the early years of the Lawson Chancellorship, an
excessive amount of public borrowing was no longer a problem. By now,
the Treasury was operating on the basis that the budget deficit should be
approximately zero over the medium term, implying that the PSBR
excluding asset sales would be around 1% of GDP. This, according to the
Treasury, would have led to the "sustainability" of fiscal policy, in the
sense that the outstanding level of public debt would remain constant in
the long term, relative to GDP.

Of course, things did not work out that way. The surge in private
borrowing from 1985 to 1988 led to exceptionally rapid rates of growth in
domestic demand, and the Treasury’s tax coffers began to overflow with
increasing revenue. Although Chancellor Lawson offset this process to
some extent by making discretionary reductions in direct taxation, the size
of the budget surplus for a time surprised both the Treasury and the
markets. In these years, the Treasury in practice began to allow the
automatic fiscal stabilisers in the system to operate to a large degree (see
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Chapter 5). No longer was the medium-term path for the budget deficit
preordained; instead, it tended to shift markedly from year to year as the
impact of the economic cycle took hold.

Thus, in the past several years, there has been considerable use of the
automatic fiscal stabilisers, though the Treasury has not always been eager
to admit as much. Nevertheless, even while the government’s budget
balance has been extremely volatile from one year to the next, the
Treasury has maintained a long-term commitment to its "sustainability"”
rule, which continued to suggest an eventual return to broad budget
balance.

During this period, policy was usually set with at least one eye on
achieving exchange rate stability, and M0 growth was used as an indicator
of the behaviour of domestic demand, rather than as a policy target in the
strict monetarist sense. The Treasury’s official line appears to be that this
broad approach to fiscal strategy does not need to be very much changed
now that the UK is in the ERM. Certainly, with 6% fluctuation bands
either side of the central rate in the parity grid, Britain has not yet accepted
the discipline of a fixed exchange rate target, and the actual fluctuations in
the DM/£ rate over the last couple of years have been only slightly greater
than those that are now permitted in the wide ERM band. So the need for a
change in fiscal strategy is not so obvious.

In addition, the Treasury’s view seems to be that ERM membership does
not eliminate the need for a strict fiscal policy on average over the
economic cycle. It appears still committed to the "sustainability” rule of
broad budget balance over the long term. Furthermore, it seems to take the
view that a tight fiscal stance, other things being equal, will tend to bolster
financial confidence in the UK, and create scope for lower interest rates
without undermining sterling. It therefore seems likely that any new
version of the MTES in the Budget will be a very close cousin of the
MTES of recent years. The Treasury may even explicitly reject the
proposition that ERM membership makes a change in the MTFS
inevitable.

However, there are certainly problems with this Treasury orthodoxy. If the
ERM has made no difference to the degree of exchange rate variability,
what has been the point of joining it? Surely, in the years ahead, the
exchange rate will become increasingly fixed if the ERM discipline works,
especially after sterling adopts narrower fluctuation bands. Whatever the
Treasury may say, there are good reasons for believing that the conduct of
fiscal policy should not be the same under fixed as under flexible
exchange rates. Although the long-term aim of a sustainable fiscal policy
(i.e. one which does not lead to an increasing burden of debt) may be the
sa;ne, the appropriate short-term response to cyclical swings may be quite
different.
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Long-Term Sustainability

The government’s budget deficit must be financed by either the issuance
of bonds or an increase in the monetary base. This remains true either
inside or outside the ERM. However, what ERM entry might do is alter
the scope for financing a budget deficit by increasing the monetary base,
rather than by issuing bonds. In countries such as Italy and Spain,
governments have in the past typically financed their deficits by using a
large degree of monetary creation rather than bond issuance. This has
obviously created the potential for a good deal of inflation, which is one
reason why inflation in those countries has tended to be greater than that in
Germany. Under a fixed exchange rate system, inflation in countries like
Italy and Spain will have to come down to the German level, which means
that the scope for monetary creation as a means of financing budget
deficits will be much less.

In the case of the UK, however, the budget deficit is not typically financed
to any large extent by a rise in the monetary base. Furthermore, the
monetary base is extremely small (currently only about 3% of GDP), so
any loss of ability to print money in order to finance the budget deficit
after ERM entry does not make much difference to the government’s
overall budget constraint. We can therefore effectively ignore it in any
discussion of the long-term sustainablility of the fiscal stance in the ERM.

A sustainable fiscal policy is usually defined as one which holds constant
the ratio of government debt to national income. This constraint means
that the level of debt should grow in line with nominal GNP. (The relevant
algebra, which is greatly simplified by ignoring seigniorage, is set out in
the box.) Inside the ERM, assuming the sustainable real growth rate
remains at 3% while inflation comes down to around 5% as discussed
above, this means that the national debt (worth at the end of last financial
year some £150bn) could grow at around 8% per annum, which would
imply an increase in debt of £12bn. The actual PSBR target implied by this
analysis is less because of asset sales which, like borrowing, worsen the
government’s future finances. The true purpose of the long-run
sustainability rules is to ensure that the government’s net income from
capital does not decline over time, and from this perspective asset sales
affect the position adversely just as new borrowing does. Taking account
of asset sales and other complications (see box) we calculate that the
sustainability rule could, on certain plausible assumptions, yield a target
PSBR of £8bn.

This is a rather bigger number than the markets, conditioned by a few
years of surplus, are used to. A target based on a constant ratio of national
debt to income also implies that the burden of interest payments on that
debt will remain constant. An alternative is to aim at the elimination of the
national debt and associated interest payments. The benefit from such a
strategy is that, at a given level of public spending, this would permit a
reduction of tax rates. The elimination of the current near-£17bn of debt
interest payments would translate into tax cuts equivalent to nearly 9p off
the basic rate of tax.
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Debt Sustainability

Assume a constant debt to nominal GNP ratio b:
D=bY.

Then it is easily shown that the rate of growth of debt must be equal to the rate of
growth of nominal GNP:

AD _AY
DY

But the change in debt AD is the PSBR. So we can write:
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where g is growth of nominal GNP. This gives

PSBR D

y -8 =g.b 1)
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This result implies that to maintain the current debt/GNP ratio of 25%, and assuming a
future growth rate of nominal GNP of 8%, the PSBR/GNP ratio must be set at .25 x .8
x 100 = 2%, which implies a cash target of around £12bn.

But the PSBR can be divided into debt interest, D, and the rest, PSBR*. So we can
write:

PSBR*+rD _ D

y 8y

ie. PSBR* D
—e-r=~ (2

If the growth rate of nominal GNP is equal to the nominal interest rate (as in some
growth models), so PSBR*/Y =0, equation (2) implies that by balancing the budget
excluding debt interest payments, the debt/GNP ratio would be held constant.
Borrowing would then be needed just to cover interest, implying a target of £16.5bn
on the Autumn Statement forecast of interest payments.

However, if nominal interest rates are typically some 2% higher than the nominal
growth rate, equation (2) would imply a target surplus for the PSBR/GNP ratio
excluding interest payments of 0.5% (to hold the debt/GNP ratio at 25%). This would
reduce the permitted borrowing by £3bn to £13.5bn. To the extent that some £5.5bn of
this is financed by privatisation receipts, the actual borrowing target is reduced to
£8bn.
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To make the arithmetic simple, assume that the rate of interest is 10%, and
that the government announces a 10-year programme of debt repayment.
Then a PSDR of 1% of GDP would over 10 years reduce the debt burden
from its present level of around 25% of nominal GDP to around 15%,
pulling the debt interest burden down from 2.5% to 1.5% of GDP. In
addition the debt burden would be falling as a consequence of the rise in
nominal GDP each year - this process would halve the debt burden over 10
years (assuming nominal growth at 8%). Erosion and repayment of the
debt burden would together reduce the value of debt interest from 2.5% to
less than 0.5% of GDP. In the new steady state, with the same level of
public spending (as a share of GDP) as at present, income tax rates could
be some 6p lower.

There is nothing very surprising about this result. Any organisation that
sets aside savings (or pays off borrowing) for 10 years will benefit from
the accumulated interest income (or interest saved). When it is the finances
of the nation that are at stake, and the benefit takes the form of lower tax
rates, there may be an extra growth dividend from the incentive effects of
lower tax rates. The government clearly believes this although both the
theoretical and empirical evidence for the proposition is ambiguous.

In the present climate, as we shall see, a PSDR of even 1% of GDP will be
difficult to achieve. But if the government maintained a balanced budget,
the national debt, and the interest thereon, would fall as a share of GDP
over the period by around 8% per annum (the growth of nominal GDP),
halving the burden of debt and making room for more modest cuts in tax.

The main purpose of this kind of reasoning is to bring out the obvious fact
that there is a trade-off between resources available to the government (for
tax cuts or extra spending) in the present year, and the resources that will
be available in future years. There may, as we shall see, be good
short-term reasons for adopting an easier fiscal stance in a given year. But
the price of doing so is always to make the choices confronting the
government harder in future years. This trade-off is essentially the same
inside the ERM as outside it, and from this point of view, ERM entry does
not require much of a change to fiscal policy to ensure long-run
sustainability.

Shorter-Term Considerations

If the government were to adopt a balanced budget policy along the lines
outlined above, it would continue a reduction in the debt/GDP ratio which
has already brought it to a point close to a 200-year low for this country
and significantly lower than the debt ratios in most other OECD
economies. For example, the equivalent figures are 43% for Germany,
47% for France, 54% for the US, 69% for Canada and 98% for Italy. In
these circumstances we can ask whether, given the strength of the
recessionary forces now threatening the economy, there may be short-term
arguments for relaxing the fiscal discipline a little in the coming Budget.
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It has become very clear in the last five years that private borrowing
propensities in the UK economy can undergo sharp changes, and in a fixed
exchange rate system these cannot necessarily be fully offset by changes in
domestic interest rates. This creates the possibility that there could be large
swings in domestic demand growth over medium-term periods, unless the
budget deficit is allowed to move in the opposite direction. At the very
least, this means allowing the automatic fiscal stabilisers to work as
private borrowing behaviour moves above or below its long-term trend
levels.

These fiscal stabilisers can be quite large, possibly larger than is shown by
simulations on standard macro-economic models. This is because the
timing of payments between the private sector and the public sector (both
in the form of taxes, and other transactions between the two sectors) can
be altered by the private sector in order to conserve cash when this is made
necessary by cyclical conditions. For example, at present, the company
sector may be taking steps to offload its financial deficit onto the public
sector, both by minimising immediate tax liabilities and by delaying
payments to public sector bodies. The tendency for the budget deficit to
respond automatically to cyclical variations in GDP has often in the past
caught forecasters by surprise, not least those in the Treasury. Now that
corporation tax - a volatile element of the government’s accounts - is a
very important source of revenue, this tendency may be increased.

In response to all these points, the Treasury seems to have accepted that
the fiscal stabilisers should henceforward be allowed to work in full
(which is very different from the approach incorporated in the original
MTES). However, there may be much less willingness to take a further
step and introduce discretionary changes to tax and expenditure policy in
an effort to offset cyclical variations in GDP. Since there is nothing
necessarily optimal about the size of the automatic stabilisers which
happen to be built into the fiscal system, it can be argued that this
reluctance to adopt discretionary measures is a mistake. In essence, it can
be said that prior to ERM entry there was a large element of discretion in
interest rate changes, which is no longer available to the government.
Given that this is the case, perhaps there should be some additional
element of discretion in fiscal policy changes.

The Treasury’s case against this appears to be based on several points.
First, as we have seen, it reminds us that the past record of fiscal
fine-tuning has not been particularly impressive. Because budgets are a
long way apart, there is often a tendency to react too much and too late to
changes in the economic cycle. Second, it is more likely that taxes would
be reduced, or expenditure increased, in a recession than that the opposite
would occur in a boom. If a bias of this sort develops, then over the long
term the budget deficit would tend to creep upwards. Third, it can be
argued (though this is not an argument that any Chancellor is likely to use)
that a more variable growth rate is no bad thing: deep recessions may
cause changes in behaviour that make the economy more productive in the
succeeding upswing. And fourth, even in the ERM there is likely to be
some link between the size of the fiscal deficit and the opportunity for
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interest rate cuts. In order to maximise the scope for interest rate
reductions in the year ahead, the Chancellor might decide to minimise any
discretionary tax or expenditure action in the Budget.

In fact, however, the link between UK interest rates and domestic fiscal
policy in the ERM may not be very great. There is now a fully integrated
capital market throughout the EC countries, which means that the UK
government has access to a very large pool of European savings. In such
an environment, the interest rate impact of the budget deficit of any
individual country is likely to be spread throughout the Community.
Theory tells us that, if investors regard the bonds issued by different
governments as perfect substitutes for each other, then the UK budget
deficit will have no special effect on UK interest rates. The impact will be
evenly spread throughout the capital markets of the EC.

We have not quite reached that stage yet, since investors do not regard
foreign government bonds as perfect substitutes for UK gilts. Therefore
the gilt issue can still have a larger effect on UK interest rates than on
other EC rates. However, empirical estimates suggest that the effects on
domestic interest rates of changes in the government bond issue have in
the past been small, and this is likely to become increasingly true if the
ERM is stable. Any linkage between the PSBR and British interest rates,
which is already weak, might then disappear altogether.

The upshot of all this is that the Treasury seems ready to accept that the
fiscal stabilisers should be allowed to work in full, but seems unlikely to
go further than that and actually change tax rates for the purposes of fiscal
fine-tuning. Whether this approach will survive a progressive hardening of
the ERM commitment in the years ahead remains to be seen.
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The Return of the Budget Judgement

There was a period in the early 1980s when Budgets were regularly
castigated for being "boring". The reason was that an important element of
surprise - the "Budget judgement" - had been eliminated by the adoption
of the Medium-Term Financial Strategy. In earlier days the Chancellor
decided at Budget time both how much he could afford to "give away" and
how he would spend the money. Under the MTFES the scope for tax cuts
was known in advance - it was set out as a "fiscal adjustment” in the
previous year’s "Red Book".

This period of calm - when the government’s fiscal forecasts for the
next-year-but-one were generally still looking accurate a year later - lasted
until 1986. Stable growth and low inflation meant that the economy as a
whole, not just the fiscal position, was relatively easy to forecast. Since
then we have had three years in which the government’s finances were, by
a substantial margin, much better than expected and, it now appears, two
years in which they have turned out worse.

The government’s fiscal position is obviously sensitive to cyclical swings
in the economy. Booms generate extra income and spending and hence
extra tax revenue, and may also lead to lower spending on unemployment
and related benefits. Slumps do the opposite. But it is too facile to say that
government finances were better than expected between 1987-88 and
1989-90 because of the boom, and have since become worse because of
the recession. The fact that inflation has been higher than expected, for
example, should have improved the fiscal position because income tax,
National Insurance and VAT, the main revenue sources, are automatically
boosted by inflation while spending, which is cash limited, is not.

Clearly the revenue surpluses of 1987-88 and 1988-89 had much to do
with the consumer boom whose scale was hugely underestimated by the
official forecasters (and everybody else). But the revenue shortfall in
1989-90 was not a consequence of an unexpectedly severe downturn. It
was due, more than any other single factor, to a shortfall in corporation
tax. And the move into deficit in the current year has more to do with
spending overshoot than revenue shortfall.

There is a particular problem with corporation tax, which has become a
major source of revenue, rising from less than £5bn in 1979-80 to over
£20bn currently. This tax depends on profits which are hard to measure
and harder still to forecast, and the timing of tax payments is also
uncertain. With an increasing amount of revenue coming from this
unpredictable source, the Budget-time fiscal forecasts for the
next-year-but-one are surrounded by a margin of error which swamps the
so-called "fiscal adjustment” (only £1bn this year).
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The previous year’s MTES is thus no longer a reliable guide either to the
future fiscal stance (as measured by the PSDR or PSBR) or to future tax
changes. Instead the Chancellor must decide, from year to year and on the
basis of the latest information, at what level to set the PSBR/PSDR targets
and how much he should change taxes in the current year. The "Budget
judgement" is back.

Lessons from Past Budgets

Each Budget is conditioned by the new information that has become
available in the course of the year, which means that the MTFS guidelines
are regularly adjusted. But this does not mean that past guidelines are
without influence. And there are lessons to be learned by looking at the
way in which the new information changes the Budget targets.

Table 5.1. Change in Fiscal Position for the Year Ahead

£bn 1 2 3 4 5
Ex-ante Announced Extra Previously planned  Tax changes
change in change® in revenue tax changes® announced
PSDR PSDR required* in Budget
(2-1=5-4)
1990-91 4.5 -3 1.5 -1 0.5
1989-90 13 14 1 -3 -2
1988-89 8 7 -1 -3 -4
1987-88 35 3 -0.5 -2 -2.5
1986-87 -2 UN] 2.5 -3.5 -1
1985-86 0 0 0 -2 -2
1984-85 1 1.5 0.5 -0.5 -

Changes announced at Budget time compared with previous year’s MTFS.
Fiscal adjustment in previous year’s MTFS.

Table 5.1 shows the history of past Budgets. It is calculated by comparing
the Budget-time forecast for the year ahead with the forecast published in
the previous year’s Red Book. The first column shows the change in the
fiscal position - how much the PSDR would change if no further action
were taken. The second column is (jointly with the last) a decision
variable: the Chancellor can announce changes in the PSDR greater or
smaller than that shown in column 1 by raising or lowering taxes. The
third, which is the difference between the two preceding columns, shows
the revenue change required to achieve the announced target. Since the
revenue projections published in the previous year always include a
provision for tax cuts, the change starts from that base. Thus in 1990-91 an
extra £1.5bn was required to limit the announced deterioration in the
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PSDR to £3bn. This was achieved by Budget changes (shown in the last
column) which raised revenue of £0.5bn compared with the forecast tax
cuts of £1bn.

There are two simple lessons to be learned from Table 5.1. First, most of
the forecast ex-ante change in the fiscal position (column 1) carries over
into the announced change in the PSDR. In other words, when the
government thinks it cannot hit its PSDR target for the coming year it
changes the target rather than changing taxes. This is the sense in which
the firm fiscal framework envisaged in the early days of the MTFES has
been destroyed by the uncertainty of the fiscal forecasts.

On the other hand, and this is the second lesson, when the fiscal position
has proved worse than expected, the discretionary changes in tax have
been such as to raise revenue and limit the deterioration in the announced
PSDR. That happened in 1986-87 when the shortfall in oil revenues
following the fall in oil prices led Mr Lawson to reduce tax by only £1bn
of the £3.5bn fiscal adjustment. It happened again last year when Mr
Major responded to a £4.5bn deterioration in the fiscal surplus by
increasing tax by £0.5bn, compared with the £1bn of tax cuts
foreshadowed in the MTFS (although the fiscal tightening was less than it
looked last year because the tax increases coincided with the introduction
of independent taxation - announced in the 1988 Budget - which first
reduced tax revenues in 1990-91).

This analysis suggests that although a certain cynicism about the influence
of past plans on present decisions is in order, it would be wrong to assume
that the state of the government finances has no influence on the Budget
judgement. Before the MTFS was invented, the key influence was the state
of the real economy. The rule, broadly speaking, was to cut taxes if
forecast growth was below potential growth, raise them if it was above.
The resulting fiscal surplus or deficit was held to be quite irrelevant to the
Budget judgement.

In the early days of the MTES, this kind of fiscal fine-tuning was formally
abandoned. It was the state of the real economy that was held to be
irrelevant to the Budget judgement, and the rule was that taxes should be
cut only if this was consistent with achieving the targets for the PSBR,
which were set on a declining path. The 1981 Budget, when taxes were
increased in the depths of a recession because the PSBR had turned out
worse than expected, marked the full flowering of this doctrine. Some
would claim that the 1988 Budget, in which taxes were cut at the height of
a boom, was an equally egregious example of pro-cyclical fiscal policy,
but in fact it is much less clear-cut. The tax cuts were only slightly greater
than previously planned, and no serious attempt was made to spend the
unanticipated revenues either in that year or the next.
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Table 5.2. Within-Year Changes in Official Estimates of Government Finances

1982-83 1983-84 198485 1985-86 198687 1987-88 198889 198990 199091
FSBR AS FSBRYIFSBR AS FSBR|FSBR AS FSBR|{FSBR AS FSBR|FSBR AS FSBRIFSBR AS FSBR|FSBR AS FSBR|FSBR AS FSBR|FSBR AS IFS
Expenditure {1315 1305 130§ 1375 139 139] 146 1485 149.5{159.5 158 158 163 1645 165 174 173 172] 18 181 179] 194 1% 198] 213 216 217
Receipts 1215 1205 121511285 128 1285f 1385 140 140 150 149 150} 156 1565 159 169 171 174] 18 189 191} 206 207 203] 219 219 218
PCD 0.5 1 1 1 1 05] 05 0 -1l 25 1 1 0 1 2 1 1 1 1 2 2 2 2 2 1 0 0
PSBR 9.5 9 75 8§ 10 10 7 85 105 7 8 7 7 7 4 4 1 -3 3 10 -14] -14 13 -7 -7 -3 -1
Change in PSBR -2 +2 +3.5 0 -3 -7 -11 +7 +6
of which
xpenditure -1.5 +1.5 +3.5 -15 +2 -2 4 +4 +4
Receipts 0 0 -1.5 0 -3 5 -6 +3 +1
PCB 0.5 +0.5 +1.5 +1.5 -2 0 -1 0 +1
—— e —
Chart 5.1. The PSBR for the Current and Coming Year
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In fact the most striking characteristic of fiscal policy since the 1986
Budget has been the tendency to announce, for the coming year, a
PSBR/PSDR target identical to the estimated out-turn for the year just
ending, as Table 5.2 shows. Discretionary tax changes have been limited
to offsetting some of the "real fiscal drag" (the tendency for tax revenue to
rise as a share of GDP in a growing economy). The result has been that the
huge change between forecast and out-turn in 1987-88 and 1988-89 now
looks like a classic automatic tightening of fiscal policy in a boom, and the
change in 1989-90 and 1990-91 looks like a similar automatic loosening of
fiscal policy in a recession. Discretionary fiscal fine-tuning is out, but the
automatic fiscal stabilisers are allowed full play.

Before we leave this analysis of the past, there are two further lessons to
be drawn out. The lower panel of Table 5.2 splits the errors in the PSDR
forecast into errors in the tax, errors in spending and errors in public
corporations’ borrowing. Only once (last year) has revenue been lower
than expected, whereas public spending has come in both above and below
target. There is a detectable tendency for the overspends to occur in the
vicinity of an election (though that was not true of 1982-83).

The Public Finances in 1990-91

The fact that the monthly PSBR figures have shown a deficit all year, now
amounting to £6.3bn for the PSBR excluding privatisation receipts, has led
most forecasters to expect the public finances to go back into deficit in
1990-91. The PSBR always improves in the January tax-gathering season,
but the improvement could be less than usual this month. The squeeze on
corporate finances could make companies delay their tax payments, and
the 1987 Budget changes, which standardised the period between the end
of a company’s tax year and the due date for tax, may also reduce the
concentration of tax payments in January. Simple extrapolation of the
monthly PSBR figures, based on past experience of the seasonal pattern,
suggests that the authorities will barely achieve a balanced budget this
year, a disappointing out-turn compared with the £7bn surplus projected at
Budget time.

However, as Table A1 in Appendix 1 shows, there is nothing in the current
receipts figures to date to suggest that government revenues are coming in
below target. Nor do our model-based tax forecasts, which take full
account of the deterioration in the economic outlook, suggest that there
will be a significant undershoot. For although output may be lower this
year than officially forecast at Budget time, the shortfall will be
concentrated on company spending - investment and stocks - which is not
part of the tax base. The main determinants of tax receipts are the national
wage bill and consumer spending at current prices, neither of which is
likely to be significantly lower than expected. (The price-volume mix may
be less favourable but this does not affect the tax take.)

The one area in which we do see a likely shortfall is the Community
Charge, where non-payment could be running at over 10% rather than the
generally assumed 5% of revenues. We treat this as an explicit adjustment
which reduces the PSDR by £0.6bn.
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The main reason for the below-target PSDR is thus an overshoot in public
spending, much of it by local authorities. Some £3bn of this has already
been admitted in the Autumn Statement. Past experience (see Table 5.2)
suggests that in years when extra spending is recognised at Autumn
Statement time, further spending is discovered in the following Budget.
This pattern is likely to be repeated this year. The monthly figures for "net
departmental outlays", even when adjusted to take account of the changes
in accounting structure following the introduction of the Community
Charge, point to a further overshoot, of just over £1bn.

The economic conditions which have played such havoc with the finances
of private companies have also affected public corporations - many of
which have large fixed costs and are particularly badly hit by a downturn
in revenue. Instead of £1bn of debt repayment we now expect public
corporations to be in balance. Together with the other changes this leaves a
PSDR of only £1bn in 1990-91 as Table 5.3 shows.

Table 5.3. PSDR Projections for 1990-91 compared with FSBR

Effect on PSDR
(£bn)
Revenue shortfall
Community Charge -0.6
Other -0.3
Extra spending -4.1
Public corporations debt repayment -1.0
Total change in PSDR -6.0

The Public Finances in 1991-92

Our projections for 1991-92, starting from this lower base, show tax
revenues some £2bn higher than in the Red Book forecast. This may seem
surprising given that the recession next year will certainly be deeper than
was anticipated last March, but the explanation is quite simple: the
Treasury has for the past four years substantially underestimated revenue
for the next-year-but-one in the MTFS forecasts published at Budget time,
as Table 5.4 shows.

The forecast revenue growth of 4.5% between 1990-91 and 1991-92
always looked surprisingly low compared with forecast nominal GDP
growth of 6.8%. It now looks as though nominal GDP will grow by 6.9%,
and our revenue forecast is much more closely in line with this, at 6.1%.
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Table 5.4. How Revenue Projections have been Revised Upwards

£bn Projection made Updated projection Extra revenue
a year before start made in following discovered
of year shown Budget at Budget time
1987-88 164 172 8
1988-89 178 189 11
1989-90 195 208 13
1990-91 214 218.5 4.5
1991-92 229 231* 2

* IFS estimates.

On the spending side we continue to assume that the overshoot admitted in
the Autumn Statement is not the end of the story. However, we believe the
overspending will be less than assumed by many City commentators.
Compared with earlier overspending episodes (1974-75, 1980-81) there is
much less upward pressure on public sector wages. In 1974-75 these were
boosted by an ill-fated experiment in wage indexation. In 1980-81 the
government was committed to honouring the Clegg awards, which were
designed to restore public sector pay relativities that had been severely
squeezed by the incomes policy of the late-1970s.

Table 5.5. The Government’s Finances

1990-91 1991-92
FSBR Autumn Green FSBR Autumn Green
1990  Statement  Budget 1990 Statement  Budget

General government| 218.5 218.7 217.8 228* 231
receipts
General government| 212.7 215.7 216.8 225 234 235
expenditure
General government 5.8 3.0 1.0 3 -4
debt repayment
Public corporations 1.0 0.0 0.0 0 0
debt repayment
PSDR 6.8 3.0 1.0 3 -4
Money GDP 548 566 585 604 605
PSDR as % of GDP 1.25 0.5 0.2 0.5 -0.7

* Includes built-in tax cuts of £1bn.
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1990-91 1991-92
Income tax 56.0 62.2
Corporation tax 20.8 18.3
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In 1980-81 there was also a sharp and unexpected rise in unemployment.
Although this is happening again at present, it is not yet on the same scale
and its effect on the public finances will be attenuated by the fact that
many of those who lose their jobs will be part-time women whose
entitlements will be far less than those of the full-time males who were
worst affected last time around.

On the other hand the government is still in severe difficulties with the
Community Charge and the next election is not far away. For these reasons
we expect the authorities to admit to at least another £1bn of public
spending compared with the Autumn Statement projection. We expect no
improvement next year in the finances of public corporations, which have
deteriorated in the recession this year.

Table 5.5 summarises the prospects for 1991-92. The revenue and
expenditure forecasts on which this assessment is based are set out in
detail in Table 5.6 and discussed more fully in Appendix 1.

Because the prospects for the economy are more than usually uncertain,
we have estimated what would happen to income tax if employment or
wage settlements fell more rapidly than expected; to taxes on expenditure
if the amount of consumer spending or consumer prices fell more rapidly
than expected; and to corporation tax and oil revenues if profits or the oil
price turned out below expectations. The sensitivity of tax accruals from
these main sources of revenue to changes in economic assumptions are
shown in Table 5.7. A full explanation of the table can be found in

Appendix 1.
Table 5.7. Revenue Projections: Key Assumptions and Sensitivity to
Change
Assumption Revenue effect of
(annual % change 1% change
except oil price) (£bn)
Wages 9.0 1.3
Employment -1.5 0.8
Prices 5.5 0.2
Consumer spending 0.5 0.5
Sterling oil price (£/barrel) 15.8 0.03
Corporate profits -13.0 0.2

It should also be borne in mind that the differences between tax accruals
and tax payments vary systematically over the economic cycle - in
recessions taxpayers tend to alleviate their cash flow problems by late or
partial payment of their tax bills, while in booms more of them pay taxes
in full and on time. This is one reason why the scale of the public sector
surplus in the 1987-88 boom (or of the movement into deficit this year)
was not fully anticipated by the official forecasters. These forecasting
errors suggest that Table 5.7 may somewhat understate the effect of a
deeper-than-expected recession on tax revenues.
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The Budget Stance in 1991

Mr Major, when interviewed as Chancellor in October by The
Independent, said he did not want a PSBR. But by the New Year, when the
full scale of the recession was becoming apparent, the new Chancellor, Mr
Lamont, said in his interview for the Financial Times:

My objective is to balance the Budget over the medium term, not
in every single year. If damaging and de-stabilising tax changes
are to be avoided, this could mean moving into modest deficit
when output is below trend.

Our fiscal forecast for the present Budget points to a move from a (greatly
reduced) surplus of £1bn in the current fiscal year to a £4bn deficit next
year. However, if the recession proves worse than we have assumed (and
at present the downside risks appear considerable), or the Gulf War goes
on for longer, or pre-election spending proves hard to control, the out-turn
could be a much larger deficit.

In the past, when confronted with an ex-ante deterioration in the fiscal
position, this government has attempted to retrieve the situation by raising
taxes - notably in the famous 1981 Budget framed, as the 1991 Budget will
be, against a recessionary backdrop. However, there are two good reasons
for expecting a different response this time around: first, the 1981 Budget
came much earlier in the electoral cycle; and second, there is a different
exchange rate regime. A tight Budget now could prejudice the chances of
an economic recovery ahead of the election, while offering none of the
offsetting benefits that were enjoyed in 1981.

Under a floating exchange rate regime, with the nominal framework
provided by monetary targets, a tight fiscal policy made it easier to cut
interest rates. When this happened in 1981 the resulting fall in the
exchange rate was welcomed as providing an overdue improvement in
competitiveness. The hard-pressed corporate sector thus benefited, in due
course, both from lower interest rates and from a more competitive
exchange rate. But now we are in the ERM the scope for any fall in the
exchange rate is much reduced. And (as argued in Chapter 4) when the
authorities are targeting the exchange rate rather than monetary growth, it
is far from clear that a tighter fiscal policy makes it possible to reduce
interest rates. So a tight Budget simply promises more short-term misery
without any offsetting longer-term relief.

For these reasons we expect that Mr Lamont will, on this occasion, accept
that a move from surplus to deficit is inevitable. We have already noted
that in recent Budgets the built-in fiscal stabilisers have been allowed to
work in full. This has not in the past meant accepting a move into deficit.
This year it does, partly because the growth of revenue is attenuated by the
recession, and partly because of the overshoot in public spending.
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One of Mr Lamont’s options is to make a virtue out of necessity, and claim
that this extra public spending is a sensible, pragmatic response to the
recessionary conditions which now prevail. This would be a major break
with the past, though one which is consistent with the Conservatives’
attempts, following the changes at the top of the government, to present a
more "caring" image. But there is a risk that this loosening in fiscal stance
that has been forced upon Mr Lamont will be interpreted by the foreign
exchange markets as a loss of nerve. They might suppose that a looser
fiscal policy today heralds a looser monetary policy tomorrow and sell
sterling on the expectation of interest rate cuts.

We therefore think it unlikely that Mr Lamont, who like all Conservative
Chancellors is looking for opportunities to cut taxes, will do so on any
scale this year. A change in the fiscal stance for 1991-92 from a previously
planned PSDR of £3bn to a PSBR of £4bn is quite enough fiscal
loosening, and the Budget package announced in March is unlikely to add
to the deficit that has been created by a combination of recession and
overspending. It may nevertheless be possible for Mr Lamont to announce
some small tax cuts, paid for by hidden tax increases, within the context of
a neutral Budget, and it is to this that we now turn.
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6.1 Income Tax

1991 will see the thirteenth consecutive Conservative Budget, but one
which is very unlikely to include significant cuts in the burden of income
tax, which were the hallmark of budgets from 1982 to 1988. Table 6.1
summarises the principal changes made to income tax rates and
allowances since 1978.

Table 6.1. Income Tax Changes since 1978

Basic rate Top rate on earned Real level of
(%) income allowances
(%) (1978-79=100)
1978-79 33 83 100
1979-80 30 60 102
1980-81 30 60 104
1981-82 30 60 93
1982-83 30 60 99
1983-84 30 60 108
1984-85 30 60 115
1985-86 30 60 119
1986-87 29 60 122
1987-88 27 60 122
1988-89 25 40 126
1989-90 25 40 126
1990-91 25 40 126

Two patterns are very clear. First, this government cuts rates of income tax."
Second, the real value of allowances has only been reduced in exceptional
circumstances; the only occasion on which allowances have not been
increased at least in line with inflation was 1981, when freezing allowances
was a major part of a tax-increasing Budget. During the run-up to last year’s
Budget there was much discussion of the possibility of freezing allowances.
In the 1990 Green Budget we argued that if an income tax increase were to
occur, freezing allowances was the most likely route. This still seems
correct, but the government is even less likely to consider an increase in
income tax necessary this year, given the state of consumer sentiment, so
any across-the-board increase in income tax seems unlikely.

! Although they did abolish the 25% reduced rate band in the 1980 Budget.
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The minimum change in income tax which we expect is therefore
indexation of the tax-free allowances in line with inflation, which would
take the personal allowance from £3 005 to £3,285 and the married couples
allowance from £1,720 to £1,880." (change thesc when December RPI is
available). It may be the case that the Chancellor wants to reinforce the new
government’s claim that it is more "caring" by making some further change
to income tax that would particularly help those on low incomes, although
if he does this we expect him to attempt to raise money through tax
increases elsewhere to fund the change. The most likely such tax change is
an increase in the value of tax-free allowances in excess of that required to
offset inflation. This was the chosen form of tax cuts from 1982 to 1985
inclusive, and is certainly a more progressive way of cutting tax than
reducing the tax rate. Increases in allowances produce the same increase in
net income for all basic rate taxpayers, while a reduction in the rate
produces gains proportional to taxable income. Raising allowances is rather
expensive; even an additional 2.5% costs over £0.5 billion. This seems the
likely size of additional increase, conferring an additional annual gain of
only £20 on basic rate taxpayers.

Reduced Rate Band

One of the most common fallacies about taxation is that introducing a
reduced rate band (RRB) such as existed from 1978 to 1980 is a good way
of helping the poor. It cannot be written too frequently that if the objective
is to increase the incomes of the least well off, the administratively simpler
option of increasing tax allowances is more effective than the reduced rate
band.

Consider a choice between an increase in the allowance of £100 per annum
and a revenue-neutral reduced rate of 20% on the first £550 per annum of
taxable income. Table 6.2 shows the gains at different levels of (pre-reform)
taxable income.

Table 6.2. Gains (in £) from Higher Allowances compared with
Reduced Rate Band

Income level 50 100 200 300 400 500 600

Higher allowance 1250 25 25 25 25 25 25
Reduced rate band 2.50 5 10 15 20 25 2750

For anybody with enough taxable income to take advantage of the increased
allowance, the gain is £25, while the full gain of £27.50 from the RRB is
only achieved by those with taxable incomes in excess of the RRB. Thus for
all those with incomes below the RRB, the allowance rise is best; for all

' The relevant figure for indexation is the annual change in the RPI to December.
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those above it, the RRB is best. It is a sad commentary on political life that
although this argument was well known in 1978, the public relations
attraction of having a lower starting rate was enough to carry the day.

Some of those who advocate an RRB appear to overlook the fact that under
the present system the average rate of tax on those with incomes just above
the tax threshold is still close to zero, and rises smoothly towards 25% as
income rises. The fact that average tax rates rise with income means that
our tax system is progressive even though the marginal rate of tax can be
the same for someone on £5,000 as for someone on £15,000.

Helping the poor is not the only argument put forward for an RRB; the
other common argument is that 25% is too high a starting rate of tax, which
aggravates incentive problems. The suggestion that a 25% rate causes
serious incentive problems is difficult to take seriously, but there are
genuine worries about high marginal tax rates paid by the poor. However,
these have little to do with the level of the standard rate of tax. They result
from the interaction of income tax and the means-tested benefit system,
which can create overall marginal tax rates of up to 96%. Unfortunately
individuals facing such withdrawal rates gain almost nothing from
reduction in income tax rates, because any reduction in their tax bills will be
offset by reduced benefit entitlement. A reduction of 5% in an individual’s
income tax rate leads to a reduction in the overall withdrawal rate from 96%
to 95.7% if that individual is entitled to family credit, housing benefit and
community charge benefit. High marginal tax rates on the poor are the
result of the social security system, not the tax system.

In addition to these arguments of principle, a new practical argument is now
relevant. With the abolition of composite rate tax on interest income, it is
now necessary to charge the correct amount of tax on all interest receipts.
Complications caused by higher rate taxpayers are not too great, since these
typically fill out annual tax returns anyway. With the current two-rate tax
system it is therefore acceptable to withhold tax at the basic rate from all
except those who certify themselves not to be taxpayers, and recoup the
excess tax from higher rate taxpayers via their annual returns as at present.
With an RRB, say of 20%, and without the composite rate system, the task
of the Inland Revenue becomes horrendous. Millions of pensioners would
probably find themselves in the RRB, as might many part-time workers.
Should tax be withheld at 20% from all interest payments, it would be
necessary to recoup the extra 5% tax from all basic rate taxpayers with
interest income, an almost impossible task given that at present very few
such individuals fill in tax returns. Should tax be withheld at 25% from all
interest payments, it would be necessary to repay tax to all taxpayers in the
RRB. The task of attempting to identify such individuals without resort to
far more widespread use of tax returns seems unmanageable.
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Raising the Money

If Mr Lamont does choose to cut income tax by more than is required to
account for inflation, he seems likely to fund those extra cuts by tax
increases elsewhere, rather than by further government borrowing. The
two most likely targets are the ones that were used last year: freezing the
higher rate income tax threshold and further increasing the taxation of
company cars. Not increasing the higher rate threshold in line with
inflation would raise around £350m in 1991-92. Although this would have
the somewhat ironic effect for this government of increasing still further
the already record number of higher rate taxpayers, it reduces the number
of individuals with earnings above the National Insurance (NI) ceiling but
not paying the higher rates of income tax. Freezing the higher rate
threshold to pay for raising allowances by more than inflation is clearly a
progressive change, which would strengthen the government’s "caring"
image.

To raise the additional £150m needed to reach the £500m to fund a 2.5%
real increase in allowances would require only a 15% increase in the real
value of the company car scale charges. While these scales may by now be
close to the appropriate values, the continued exclusion of such fringe
benefits from the NI base makes a further increase in income tax liabilities
quite reasonable.

Mortgage Interest Relief

The Mortgage Interest Relief (MIR) ceiling has stood at £30,000 since
1983. If it had been increased since then in line with general inflation it
would now stand at around £45,000, and if it had been increased in line
with house price inflation it would stand at around £65,000. As interest
rates rose, home-owners with mortgages have seen an increase in the level
of the MIR ceiling as one possible way of alleviating their suffering. Such
a change is unlikely, and would be unwelcome in terms of its long-term
effects both on the housing market and on the tax system, for a number of
reasons. First, one of the government’s implicit objectives in following a
high interest rate policy was to bring stability back to the housing market,
which might be endangered by any increase in the MIR ceiling. Second,
reductions in interest rates seem a more obvious way of dealing with the
problems imposed by high interest rates than raising the MIR ceiling;
increasing the ceiling might even delay interest rate cuts, and as such
would be unwelcome. Third, any increase in the MIR ceiling would help
only those with mortgages in excess of £30,000. Fourth, any such change
would be expensive: an increase to £35,000 would cost £450m, to
£40,000, £800m. Finally, the steady withering of this distortion as house
prices have risen has been one of the most substantial achievements of this
government in tax reform, albeit a passive one. To throw this away now
would be foolish, and would hint at desperation. An increase in the MIR
ceiling seems unlikely for all these reasons.
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Another major change to the MIR system which has been discussed for
many years is the restriction of MIR to the basic rate of tax. This change
would raise around £500m, but seems unlikely to happen except in a
Budget that contains substantial tax cuts elsewhere to offset the impact on
higher rate taxpayers with mortgages of £30,000 or over, who could lose
almost £700 per annum if such a change were made. One way of softening
the blow would be to use the revenue raised to increase the higher rate
income tax threshold, but even with this offset the change seems unlikely
in 1991.

Fringe Benefits

The last twelve years have seen considerable progress achieved in moving
towards a tax system which neither encourages nor discourages the use of
payment in kind rather than money. The most dramatic change has been in
the taxation of company cars: scale charges have been almost quadrupled
in real terms. It may be that a little more will be done on this front in the
1991 Budget, although the scale charges, which are an estimate of the
value of the benefit to the taxpayer of having a company car at his
disposal, are probably now quite realistic. Much the most significant
remaining problem is the exclusion of all benefits in kind from the NI
base. Were NI to be imposed on benefits in kind, some £1bn could be
raised, and the economic inefficiencies which result from the tax incentive
to such payments removed. Such a reform may be too much to hope for in
this Budget; like restricting MIR to the basic rate, it would be far easier in
the context of a tax-cutting Budget.

Childcare

The 1990 Budget announced that subsidised workplace nurseries would no
longer be treated as a benefit in kind for tax purposes. This seemed an
ill-considered, knee-jerk reaction to some effective campaigning in the
run-up to the Budget. Very few workplace nurseries existed, and it is
unlikely that such provision is the best or the cheapest method of using
public funds to make it easier for the mothers of young children to work. A
wide range of alternatives exist, from increasing spending on state nursery
provision to childcare vouchers. Mr Lamont, who seems to care more
about fiscal neutrality than his predecessor, is unlikely to use the tax
system to provide a further hidden and ad hoc subsidy to childcare,
especially at a time when the young mothers encouraged back into the
labour force would simply swell the number of those looking for jobs.

Savings

The argument that the tax system could or should be used to encourage
savings was never a very good one, although politically powerful. Now
that the personal saving ratio is rising, and consumption has slumped, calls
for new savings incentives are less frequent. But this is to ignore the real
problem with the taxation of savings, which is not that savings as a whole
are discouraged, but that the choice of the form in which to save is
distorted by the tax system. Most saving goes into assets that are highly
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tax-privileged, on which the effective tax rate on the return to saving is
negative, with owner-occupied housing and private pensions being the
most obvious examples.

Recent years have seen the introduction of schemes such as PEPs and
TESSAs which allow tax-free returns on equities and interest-bearing
accounts respectively. These schemes should not really be seen as
conferring privilege, but as giving more nearly equal status with assets
such as housing and pensions. In an ideal world, the tax system would treat
all forms of savings in the same way. Given that the great bulk of assets
are already excused tax on the income they generate, further extension of
this regime seems the right way forward to a more neutral system. A move
towards removing the excess privilege of housing in the form of MIR and
of pensions in the form of the tax-free lump sum, while simultaneously
extending tax-free returns to all currently taxed assets, need not have a net
revenue cost; indeed, such a reform could increase aggregate revenue since
the cost of MIR is some £7.6bn and that of the tax-free lump sum £1bn,
compared with current tax revenue from taxing the return to saving of
some £5bn.

No substantial change is likely before an election, although we may well
see some tinkering with PEPs or TESSAs. The most likely changes to
TESSAS are increases in the maximum amount that can be contributed, a
reduction in the minimum holding period, or some change which allows
continuing tax relief at the end of the five-year life of a TESSA. The
revenue implications of any or all of these are slight.
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6.2 National Insurance Contributions

National Insurance contributions (NICs) may once have been a forgotten
tax, but that is no longer the case. By 1988-89 NICs were raising
three-quarters as much revenue as was raised by income tax, thus making
them the second largest source of government revenue. The structure of
NICs had already been subject to reform in 1985, but the government
returned to the same problem in 1989 and took further action, removing
some of the discontinuities in the employees’ NIC schedule and with them
some of the disincentive problems which had existed. Looking back on tax
reform in the 1980s, the 1985 and 1989 NIC changes seem significant
landmarks. However, it is vital to notice that the 1985 reforms make much
more sense as the first step in a reform process which was continued with
the 1989 changes. Without the 1989 Budget, the introduction in 1985 of
new discontinuities seemed of little worth; as a step towards the
introduction of the 1989 system they seem quite coherent.

Similar sentiments can now be applied to the 1989 reform. The changes
made were sensible, but still leave much to be done. We should recognise
the achievement of the reforms already enacted, while emphasising the
need for further progress. Three areas of difficulty remain.

The Structure of Employers’ NICs at Low Earnings

The 1989 reform removed the jumps in employees’ NIC liability which
had occurred at £75 p.w. and £115 p.w., and substantially reduced the
jumps at the lower earnings limit (LEL) of £43 p.w. at which NIC liability
began. Despite arguing that these reforms removed "a serious work
disincentive from the system", Mr Lawson argued that the jumps in
liability for employers’ contributions, which were unchanged, were "not a
real problem". This seems wrong. Consider Chart 6.1, which shows the
marginal cost to an employer of increasing by one hour the weekly hours
of an employee earning £3.25 per hour. At 15, 25, and 39 hours p.w. the
marginal cost rises sharply and then falls. These hours correspond to the
thresholds of £46 p.w., £80 p.w. and £125 p.w. at which contribution rates
jump for employers. Clearly, it makes little sense for employers to have
staff working these hours; it might make more sense to incur the fixed
costs of taking on an additional member of staff to work 14 hours ata
gross wage plus employer’s NI cost of £45.50 than to increase the hours of
14 employees from 14 to 15, at a cost of £79.66.

If the 1989 reforms to employees’ NI were desirable, and they were,
similar changes to employers’ NI are at least as much so. The main reason
for not introducing such changes in this Budget must be the cost, of over
£3bn, but they could form a key part of Mr Lamont’s medium-term plans
for tax reform, given that the new Chancellor believes in the desirability of
a neutral tax system.
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Chart 6.1. Marginal Cost of Extra Hour
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The NI Ceiling

The second problem is caused by the NIC ceiling. At earnings beyond
£18,200 per annum no further NICs are due from employees. For a
married man, the 40% income tax rate may well not become due until
earnings are in excess of £30,000. Over a range of income from £18,200 to
£30,000 the marginal direct tax rate is only 25%, compared with 34%
(25% income tax and 9% NIC) below that income level. The marginal
direct tax rate schedule produced by the current system is shown in Chart
6.2. The lower bound of this notorious "dip" in the marginal rate schedule
- the NI ceiling - is tied by law to grow only in line with pensions which in
the 1980s have been reflated in line with prices. The upper bound - the
higher income tax threshold - is also generally expected to rise in line with
prices. Since earnings grow faster than prices, the implication is that
average earnings are growing inexorably towards the ceiling, so the "dip"
is affecting increasing numbers (since the income distribution is at its
densest around the mean). If real earnings continue to rise at, say, 3% per
year, in seven or eight years the NIC ceiling will be below average
earnings. Table 6.3 shows the ratio of average full-time male earnings to
the ceiling in the 1980s.
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Chart 6.2. Marginal Direct Tax Rates 1990-91
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Table 6.3. Average Male Earnings as Percentage of NI Ceiling

1981 69
1982 69
1983 70
1984 72
1985 73
1986 73
1987 76
1988 81
1989 83
1990 84

Simply abolishing the ceiling would present both administrative and
distributional problems, and thus seems unlikely, although we should
remember that in 1985 the government did abolish the ceiling for
employers’ contributions. The major administrative problem is connected
with the State Earnings-Related Pension Scheme (SERPS). SERPS
entitlements are based on earnings between the lower earnings limit and
the ceiling. If the ceiling were abolished, some way of preventing SERPS
entitlements from accruing on all earnings would be required. The obvious
solution would be a SERPS ceiling below which contributions conferred
entitlement to a SERPS pension, and beyond which this was not the case.
This was the solution adopted for employers’ contributions when the
ceiling was abolished for them in 1985.
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The distributional problem with abolition is that some individuals would
lose up to £1,000 per annum, even if the higher rate of income tax were cut
by 9%. These individuals are those whose incomes at present substantially
exceed the NIC ceiling, but are not high enough to pay the higher rate of
income tax. The best way around this problem would be to increase the
NIC ceiling whenever tax cuts are made. It might be unrealistic to expect
that the NIC ceiling would be raised by enough to offset all gains, but
some progress could be made.

Reform of the NIC ceiling may seem politically unattractive at present, but
it seems inevitable in the medium term. It is hard to imagine that a direct
tax system which systematically, and to an increasing extent, favoured the
top half of the income distribution would be acceptable indefinitely. The
longer the government continues to ignore this problem, the more pressing
becomes the need for a solution.

The NIC Base

The third remaining problem, and the one which has thus far received least
attention from the policy-makers and the media, is the difference between
the types of income subject to Schedule E income tax and those subject to
NICs. The most important difference arises in the treatment of benefits in
kind. Whereas Schedule E income tax is due on all benefits in kind, such
benefits are specifically excluded from NICs. The consequences of this
difference are substantial. Consider an employer who wishes to provide a
basic rate taxpayer in the 9% NIC band with an extra £100 of net income.
The employee needs £151.52 of gross earnings, on which income tax of
£37.88 and NICs of £13.64 are due. The employer has to pay £15.76 of
NICs on the £151.52, giving a total of £167.28. Alternatively, if the
employee is to be provided with benefits in kind to a net value of £100, the
cost to the employer is £133.33. The only charge on the income is the
£33.33 of income tax on the gross benefit worth £133.33, since neither
employer nor employee incurs any liability for NICs. The incentive for
provision of benefits in kind provided by the current system is obviously
large. As noted earlier, the company car is probably the most significant
such benefit, the exclusion of which from NICs has an annual cost to the
Exchequer of something around £0.75bn.

There has thus far been one breach in the exclusion of benefits in kind:
since May 1988 gilts, which were previously exempt, have been included.
This change was welcome, both in its own right and as a signal that the
government did not rule out such moves. Further reform in this direction
would be very desirable and have the welcome side-effect of raising a little
more tax revenue.

Although major change in this field in the 1991 Budget seems unlikely,
some extension of the NIC base would help to raise money for tax cuts
elsewhere, while signalling the government’s opposition to tax privilege
for this form of payment.
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6.3 Corporation Tax

The past year has been particularly tough for British companies.
Continuing high interest rates have combined with sluggish demand to
produce a serious liquidity crisis. Profits have fallen substantially in real
terms over the past two years and are expected to be static at best over the
coming year. Although the need to keep a tight fiscal stance and the fall in
the government surplus make tax cuts less likely in general than in
previous years, a cut in the tax burden on business may be one of the more
attractive options open to the new Chancellor. Even if no tax cuts are to be
made, there are good arguments for a review of the structure of the system
within a revenue-neutral framework.

While an early cut in interest rates would be the simplest way to give
substantial aid to the company sector, the government’s hands may be tied
on this matter. In this case, cutting corporate taxes could help to reduce
concerns over immediate liquidity and the effects on future investment
caused by the current crisis. ‘

The Chancellor might also be attracted by an opportunity to channel tax
cuts into an area with little effect on consumer demand, while being seen
to aid business in both the long and short term. However, it must be borne
in mind that even corporation tax cuts can affect personal income and
spending. If the extra money simply feeds through to shareholders in the
form of higher dividends or weakens the resolve of companies to resist
high pay demands, this could undermine the government’s anti-inflation
policy.

On the micro-economic side, the weaknesses of the current system are
becoming increasingly apparent. The last major reform of corporation tax,
in 1984, was intended to provide a stable and enduring framework, by
setting up a rational system which would not unduly affect business
decisions. The present system has two important flaws: it discourages
investment at any positive inflation rate, and it is unindexed, raising the
effective tax rate as inflation rises, thus adding to the disincentives to
invest. This problem was obscured in the mid-1980s, a period of strong
profit growth, high investment, and low inflation. But now, with inflation
running at around 10%, and profits and investment both plummeting, a
serious overhaul of the system should be considered.

Since the state of the economy, the timing of the next election, and the
desire to keep faith with the 1984 reforms make dramatic change unlikely,
we concentrate on three simple options open to the Treasury: increase
capital allowances, cut the rate of corporation tax, or give tax relief on
stock appreciation.

Table 6.4 gives estimates of the effect of each of these options, derived
from the IFS model of corporation tax. We focus on the change in tax
payments and the post-tax cost of capital (the minimum required rate of
return from an investment). We then comment briefly on the rationale for
each of the options.
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Table 6.4. Estimated Effects of Corporation Tax Reforms

Cost Fall in Estimated
(£bn) average cost of investment effect®
capital® (£bn)
(%)
1991-92 1992-93 1991-92 1991-92

Higher allowances® - 2.7 04 03
30% rate 1.7 24 0.5 0.6
Stock relief 2.0 1.6 0.7 0.9

Averaged over source of finance and type of investment.

Including investment in stocks.

Applied to new and existing assets for accounting years 1991-92 onwards, 40% for
plant and machinery, 8% for industrial buildings.

For illustrative purposes, we assume that the 30% rate and stock relief are
applied retroactively, with effect from April 1990, but that the higher
allowances are effective only from April 1991. Changes applicable from
1991-92 onwards will have a negligible effect on revenue in 1991-92
because of the lag in corporation tax payments. All of the options could be
made applicable from the coming year onwards, reducing the immediate
revenue cost, but obviously also reducing the immediate benefit to
companies.

Stock Relief

On economic grounds the best proposal is the reintroduction of stock
relief. Under the current system, companies are effectively charged tax on
wholly inflationary rises in the value of their stocks. At current inflation
levels this substantially raises the incentive to de-stock, and severely
penalises those companies that hold high stock levels in the nature of their
business. Although introducing stock relief does not deal with all the
problems of inflation, it performs remarkably well as a simple interim
proposal, and directs relief at those companies that are most unfairly
treated at present.

This option may seem unattractive in political terms because the
introduction of stock relief is historically associated with periods of high
inflation; the argument that indexing the tax system would undermine the
credibility of the government’s fight against inflation appears to carry
considerable weight in official circles. Such fears seem exaggerated;
anti-inflationary credibility is established in the conduct of
macro-economic policy, rather than in the design of the tax system, a
principle recognised in the indexation of capital gains tax. Furthermore, it
is not clear that the most effective way to reduce inflation is to retain a tax
system which exaggerates its ill-effects.
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Capital Allowances

Capital allowances could be raised, as the most straightforward way of
making sure that the companies that invest the most also benefit most from
the change. Table 6.4 illustrates the effect of applying higher depreciation
rates to both new and existing investments. If the change were restricted to
new investments only, it would cost a great deal less and target the relief
on companies that continue to invest through the recession. But it would
create an arbitrary distinction between new and old investment which
would make the reformed system difficult to administer.

The Tax Rate

The "headline" tax rate of 35% could simply be reduced. This is the most
straightforward way to ease the burden without reneging on any past
statements, but also the least effective: the worst-hit companies are already
making losses and therefore derive no immediate benefit from lower tax
rates, and the extra money goes to all companies regardless of their level
of investment. Furthermore, reducing the rate alone does less to alter
investment incentives than capital allowances, since capital allowances
could then only be set off at the lower rate. Finally, cutting the rate would
do nothing to relieve the long-term problems inherent in the system. A cut
of around 5% would be necessary merely to compensate firms for the
present level of inflation; so any real easing would have to involve a very
substantial lowering of the rate.

An alternative way to cut the effective tax rate is to raise the small
companies’ limits, as at the last Budget, thereby being seen to aid business
without substantial cost. This year the government faces the embarrassing
prospect of having to raise the limits substantially simply to keep up with
inflation. Although this again seems a possibility, it is not particularly
desirable on economic grounds: it may actually raise the disincentive to
invest by increasing the marginal tax rate," it does nothing to alleviate the
weakness of the system to inflation, and it becomes complex to operate as
rather large companies are counted as "small" for tax purposes.

Surplus ACT

One possible candidate for reform is the treatment of unrelieved advance
corporation tax (ACT). A company pays ACT on the dividends it pays but
can offset the tax against its mainstream corporation tax (MCT) liability.
In any one year it is possible that gross dividends exceed taxable profits;
unless the ACT is set off against tax paid in previous years, it will remain
unrelieved. Since the abolition of many allowances in 1984, and after a
period of high profitability, this is unlikely to be a serious problem for
most companies. However, companies making a large proportion of profits
abroad but paying dividends in the UK may simply build up "surplus
ACT", without the prospect of offsetting it against future MCT liabilities.

' Companies between the lower and upper limits for small companies relief face a marginal tax rate of 37.5%
because relief is gradually withdrawn as profits rise.

75



Green Budget 1991

In this case it seems unlikely that the government would wish to give full
relief on the unrelieved ACT since this would essentially be giving a
rebate for foreign tax paid. This problem is one of a number of difficulties
associated with the tax treatment of profits earned abroad, which would be
best solved in the context of international tax treaties, or as part of a
sensible European harmonisation procedure.

Although the prospects, and the need, for substantial reform are the
strongest they have been for some years, it seems unlikely that there will
be significant change at Budget time. There are some arguments for cuts in
the overall burden of corporate tax, but these may well be overruled by the
necessity of keeping a tight fiscal stance. The political demands for action
may induce the Chancellor to announce some minor changes, such as an
increase in the small companies threshold (as happened in the last Budget).
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6.4 Local Taxation

The Environment Secretary, Michael Heseltine, announced at the end of
last year that he was setting up the widest-ranging review of local
government finance since the Layfield Committee report in 1976. Mr
Heseltine invited opposition parties to contribute to the review and
informed them that "No options are ruled in and no options are ruled out".
He suggested that any reforms or replacement of the poll tax would take at
least two years.

Meanwhile local authorities are left in a situation where many are
struggling to raise revenue from what has come to be regarded as a
discredited tax. Non-payment has been worryingly high in many
authorities and could get worse if taxpayers expect the tax to be abolished.
The reforms announced on 17 January were designed to improve the
position pending the results of the review. Transitional relief is renamed
the "Community Charge reduction scheme", and is extended in both
coverage and generosity. More than 18m people will benefit, compared
with the 11m under the old system, and benefits will be larger as the new
scheme relates relief to actual rather than notional poll tax bills. In addition
to the £950m available for this relief, £150m will be spent on benefits for
those in sheltered and church housing.

Any further changes seem very likely to await the results of Mr
Heseltine’s reviewl the most likely time for an announcement of changes
for 1992-93 is the summer, close to the annual Revenue Support Grant
settlement.
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6.5 Environmental Taxes

There are two ways in which the Budget can affect environmental policy.
New taxes could be introduced with the explicit justification being on
environmental grounds. In addition, existing taxes, first introduced for
other reasons, could be adapted in some way in order to be more
environment-friendly. As yet, the UK has no taxes which fall into the first
category, and the success of the incentive in favour of unleaded petrol
makes it likely that any green measures in the 1991 Budget will be
adaptations of the current system, rather than new taxes.

The reasons for considering taxes as environmental policy instruments are
now well known. Much industrial production results in pollution as well as
providing useful output. The same is true of direct consumption of goods
such as petrol. Firms can charge for the goods, but are not usually charged
for the pollution. This means that firms in maximising profits may produce
more of both goods and pollution than is the social optimum - in other
words, people would be prepared to sacrifice some goods for a cleaner
environment. Taxes on pollution would encourage firms to take account of
the social costs of pollution as well as the private benefits of production.
To put it more prosaically, green taxes will reduce the pollution directly by
encouraging "dirty" firms to clean themselves up; or, if this is impossible,
reducing the demand for polluting products.

Although the economic arguments for green taxes are widely accepted, the
UK has yet to embrace fully environmental taxes. The duty on mineral oils
acts as one, but was introduced long ago for reasons unrelated to global
warming. Possibly the only genuine green fiscal measure in the UK of any
importance is the reduction in this duty on unleaded petrol, which has been
successful in stimulating the growth of this market. For some time it has
been possible to explain the lack of further fiscal changes as being due to
the preparation of the Environment White Paper, which was flagged as
being a comprehensive statement of the government’s priorities in
environmental controls. This was published in September 1990, and did
not announce any new fiscal measures (this in any case being the preserve
of the Treasury). The Summary of the White Paper made it clear that
whilst the government itself is convinced that "...[regulation] can be
expensive to operate and may not deliver the most cost effective solutions”
and hence is committed to "look at ways of using the market further to
encourage producers and consumers to act in ways which benefit the
environment", it believes serious practical problems rule out some widely
canvassed taxes, and by implication the introduction of any new
environmental tax in this Budget is very unlikely. Any changes which are
made will be of the second type referred to above - changes in the existing
tax system to promote environmental objectives.
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Carbon Taxes

In 1990, some sort of consensus was reached among scientists that global
warming is taking place. As a result, 1991 may well see attempts to get
international agreement to act to reduce greenhouse gas emissions. Yet
given the huge disparity between emissions by different countries at
present, the equally substantial difference in the costs of global warming to
different countries, and the potentially large costs of reducing consumption
of fossil fuels, there would seem to be no hope of any internationally
binding agreement on greenhouse emissions. The European Community
has suggested that any ending of the Gulf crisis gives a window of
opportunity to impose an additional levy on crude oil, but such a proposal
would unreasonably discriminate against oil as opposed to other fossil
fuels, and little enthusiasm has been shown for the proposal.

Hence any measures taken by the UK to reduce global warming will be
self-imposed. A commitment has been given that carbon dioxide emissions
in 2005 will not be above their 1990 level. A carbon tax based on the
amount of greenhouse gases given off when fossil fuels are consumed
would be one way in which the target could be met. Appropriate tax rates
might be between 15% and 40% of the current price of gas, oil and coal.
Carbon taxes already exist in some Scandinavian countries, and are under
serious consideration elsewhere within the EC. Yet the Environment
White Paper was quite explicit that no such taxes would be introduced in
the UK:

Long term measures affecting the relative price of energy can only
sensibly be taken when competitor countries are prepared to take
similar action. Unilateral action by the UK would do little to
influence global warming. It would have a damaging impact on
activity and employment in energy-intensive sectors, relative to
our competitors, to little purpose. In the immediate future the
reduction of inflation is of overriding importance. Given this, and
our best assessment of how long it will take to achieve an
international consensus, tax or other measures directly raising the
relative price of energy outside the transport sector will not be
introduced in the next few years.

Paragraph 5.26 of the Environment White Paper, Cm 1200

Although of direct relevance only to the energy sector, this paragraph
reveals much about the attitude of the government to green taxes in
general. First, the reference to the importance of reducing inflation
suggests that any large-scale tax change which increased retail prices is
extremely unlikely in this Budget. Traditional macro-economic problems
continue to be the main focus of government attention. The second point
of note is that transport is specifically excluded from the case against
environmental taxes, which leaves the Chancellor with an extensive menu
of options for green measures if he so desires; hence road transport is
covered in greater detail below. Third, and most importantly, the
government sees no point in introducing a tax if the rest of the world does
not.
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This last point is worth expanding. A unilateral carbon tax would make
production of energy-intensive goods in the UK uncompetitive, so
production would shift to countries without such a tax, with the net effect
being little or no impact on the volume of carbon dioxide emissions. This
same argument could be applied to any pollution which is global in scale;
use of taxes to tackle acid rain is probably ruled out on such a basis.

Nevertheless, this does not rule out the use of fiscal instruments to limit
emission of greenhouse gases from the UK. Taxes on producers may be
impractical, but domestic energy (gas and electricity) is taxed at a lower
rate in the UK than other goods and services, whereas the environmental
damage suggests that they should be taxed at a higher rate. The UK is the
only country in the EC not to tax domestic energy. As producers could
reclaim any VAT they pay on energy, they would be unaffected by this
change. Extending VAT to cover domestic energy at the standard rate of
15% instead of the current 0% would cut domestic energy consumption by
over 5%, and raise around £1.7bn in tax revenue.

There is one fundamental disadvantage with this as a proposal, but it is a
problem which could, with some imagination, be overcome.
Unfortunately, a series of short-term political and economic considerations
guarantee that the attempt will not be made in the coming Budget. The
major difficulty is the distributional impact. The poorest 10% of
households would be around £1 per week worse off, whereas the top 10%
of households would be £2 worse off, yet the richest 10% of households
are around 16 times richer than the poorest before tax. In other words,
spending on domestic energy varies very little according to the wealth of
the household. Nevertheless, the fact that the rich do spend more on
energy than the poor means that it is in principle possible to redistribute
the revenues to protect them. Another important and less tractable problem
is the collision of the environmental objective (requiring high energy
prices) with the social policy objective of keeping old people warm
(requiring low energy prices). Nevertheless, it is possible to think of
solutions even to this difficulty.

There are at least three short-term reasons why VAT on fuel will not be
introduced in this Budget. Most important is the effect on inflation (the
RPI would be increased by around three-quarters of a percentage point).
Second, the previous Prime Minister committed the government to
keeping zero-rating on domestic energy, at least until after the next
election. And third, the tax would affect the profitability of the recently
privatised electricity supply industry.

Given that the "stick" approach of introducing a carbon tax or putting
VAT on energy must be ruled out of contention as serious Budget options,
the "carrot" of tax incentives could be used to encourage energy
efficiency. Some possibilities (VAT zero-rating on energy conservation
measures, for example) are probably ruled out by EC directives, but a
range of alternatives remain, such as income tax relief on such
expenditures. Some countries (Luxemburg, Japan) have accelerated
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depreciation allowances for companies investing in energy-saving or
environment-friendly equipment, although this seems a rather ill-targeted
and easily abusable approach to the problem.

Taxes on Road Transport

Road transport is responsible for a wide range of air pollution - carbon
dioxide, carbon monoxide, nitrogen oxides, and ozone - as well as noise
pollution and congestion costs. The predicted doubling of road traffic over
the next 30 years has made the environmental costs of road traffic of more
obvious political importance than some other sorts of pollution. Although
motor vehicles are already heavily taxed, road transport remains by far the
most likely focus of any green gestures by the Chancellor.

There are several taxes on motoring which can be roughly divided into
taxes on owning a car (vehicle excise duty and car tax) and taxes on using
it (petrol duty). Of most importance in revenue terms is the tax on mineral
oils. The simplest and probably the most environmentally effective change
the Chancellor could make would be to raise the tax on petrol. This would
discourage car use where alternatives such as public transport, walking,
cycling or not travelling at all were available, and would also encourage
those buying new cars to put a greater premium on fuel economy. If
raising petrol prices were announced to be a long-term strategy, it would
also give companies an incentive to develop more fuel-efficient cars.
Large amounts of revenue would be raised (a 10p increase raises over
£200m). As cars are predominantly owned by richer households, the tax
change would be mildly progressive. In 1986 the poorest 10% of
households had on average 0.09 cars per household and spent 50p per
week on petrol, whereas the richest 10% had an average 1.79 cars per
household and spent over £16 per week. Finally, the European
Commission’s proposals for the harmonisation of indirect taxes would
involve an increase in UK petrol prices. Without necessarily accepting the
need for harmonisation, nor the Commission’s competence in this area,
such a change might be presented as part of the less confrontational
approach towards Europe.

There are several problems with this approach, as seen from the
government’s standpoint. The inflationary consequences would be one
factor (see the section on indirect taxes). Another is that the price elasticity
of demand for petrol in the short term is low. The IFS Simulation Program
for Indirect Taxes suggests that an increase in duty of over 50p per gallon
would only reduce consumption by 8% in the short term. This is because
people are locked into existing transport systems, and do not often have
alternatives available. In the longer term the effect would be much larger,
but in the short term the political fall-out might seem high compared with
the environmental benefit. Even the distributional consequences of the tax
are not devoid of political controversy ~ in some areas of the country, the
sparse provision of public transport means that relatively low-income
households must have cars, so suffer from the tax change. Finally,
although petrol prices are by no means high compared with their average
over the last 25 years, they are significantly above their average over the
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last five years and may rise further in any event as a consequence of the
Gulf War. Consequently, although an increase above the rate of inflation
cannot be ruled out, it seems somewhat unlikely.

Regardless of any change in petrol duty, there may be changes in both the
leaded/unleaded and the petrol/diesel differentials. Unleaded petrol now
accounts for 37% of sales in the UK - an example of the power of fiscal
incentives. The differential is now 3.4p per litre (15.5p per gallon), and has
been increased in every Budget since it was first introduced in 1987. A
further increase may occur, although it is becoming increasingly difficult
to understand the justification. Those who can easily convert their existing
cars to unleaded petrol have probably already done so. Those who have
not are unlikely to be persuaded to pay the costs of conversion by a small
additional fiscal advantage. As (virtually) all new cars can run on unleaded
petrol, and around 10% of the car stock is scrapped each year, use of
unleaded petrol is hardly in need of further fiscal encouragement. Indeed,
any increased differential might be environmentally damaging if it resulted
in premature scrapping or was achieved by reducing the real price of
unleaded petrol rather than increasing the price of leaded. Despite this, a
further increase in the differential seems likely in 1991, probably achieved
by an increase in excess of inflation for leaded petrol.

A coherent case for having a lower rate of tax on diesel (DERV) than
petrol is rarely made. There seems to be little reason in principle why a
particular form of mineral oil should be favoured over another. Possibly
the best argument is that road haulage companies - whose lorries tend to
run on diesel - must compete with EC companies which face lower rates of
tax. If this is the reason for the lower duty then the case for harmonisation
of diesel taxes across Europe seems a strong one. However, whereas such
harmonisation would involve an increase in UK petrol duty (so would be
green), diesel duty would have to be reduced. The increased differential
would result in diesel-powered engines becoming attractive to motorists.
Diesel engines can be environment-friendly - Germany had tax incentives
in favour of such engines because of this until relatively recently - but this
depends on the "tuning” of the engine. The Department of Transport has
already announced that MOTs for cars will have a test based on carbon
monoxide levels in exhaust fumes but has yet to make any announcement
about diesel engines. If the tax on diesel is reduced, it is likely to be
accompanied by some such regulation.

The second major tax on cars in the UK is vehicle excise duty (VED), an
annual tax of £100 per car per year. In last year’s Budget, John Major
froze the tax at this level and increased the petrol duty, giving a tax
package which left the average tax on motorists constant, but increased the
marginal cost of car travel, so discouraging car use. This argument could
well be used once again this year. Indeed, because VED is in the RPI, such
a package would be both revenue-neutral and RPI-neutral, as well as
discouraging pollution. In principle, there is no reason why VED could not
be abolished in favour of higher duties. If VED is retained, it might be
differentiated, so as to be at a higher level on large-engined cars - which
accounted for much of the growth in car ownership in the 1980s. Although
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the relationship between engine size and environmental damage is not a
simple one, encouraging more fuel-efficient smaller cars is likely to be
environmentally beneficial, and doing so through the VED system at least
has the advantage that the burden does not fall more heavily on those in
rural areas than city dwellers who can switch to public transport. An
alternative use for VED or for the car tax levied on the sale of new cars is
to give a tax reduction for cars with catalytic converters. However, such
converters will be compulsory on all new cars by the end of 1992, so
incentives are probably unnecessary.

The final area of road transport taxation which might be adapted in the
Budget is the taxation of company cars. Even after a sequence of increases
in the scale charges on company cars, it is still the case that it is cheaper
for an employer to give an employee remuneration in the form of a car
than in money. As such, it encourages more motoring than is economically
or environmentally desirable. The root cause of the problem, as discussed
above, is that the National Insurance system does not cover "perks";
failing fundamental reform of that tax, the second-best alternative is a
further increase in scale charges to reduce the overall attraction of such
cars. In addition, the current company car tax system is only crudely
differentiated by engine size, there being only three categories of car.
Hence it is more tax-efficient to give cars towards the higher limit of a
category than towards the bottom end; so large cars are needlessly
encouraged. As company cars account for around half of all new cars in
the UK, company car tax is a major determinant of the nature of the UK
car stock. Greater progressivity of scale charges by engine size is a Budget
possibility.

Other Possibilities

Apart from changes in the taxation of road transport and energy, there are
an enormous range of environmental problems which might in principle be
tackled using taxes. Examples of taxes which have already been
introduced in other countries include a levy of 4p on plastic bags in Italy
(reportedly leading to a 40% reduction in their use), charges on drinks
containers throughout Scandinavia in an attempt to encourage recycling,
levies on nitrates and phosphates which leach from fertilisers into the
water system (also common in Scandinavia), and charges on direct
discharges of waste water into rivers, canals and lakes (a feature of several
EC countries).

Although the fact that all these taxes exist in some countries would seem
to suggest that they are administratively feasible, it nevertheless would be
surprising were any included in the Budget. A charge encouraging
recycling would have little effect unless the recycling infrastructure were
in place; taxes on the various forms of water pollution are unlikely to be
introduced so soon after the introduction of a new regulatory tax system;
and more generally, the White Paper might have been expected to show a
little more enthusiasm for the concept of green taxes were Whitehall and
Westminster seriously contemplating their introduction this side of the
General Election.
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Budget Options

As noted earlier, it seems probable that the Budget will propose further
increases in scale charges on company cars, and will continue the policy of
last year in freezing VED whilst at the same time increasing petrol duty
above the rate of inflation, the overall effect being to keep the average tax
rate constant and to have no net impact on inflation. A further increase in
the leaded/unleaded differential is likely, but there might be a freeze in the
duty on diesel, given the changes in the MOT already announced for cars
and probably imminent for other vehicles. Some form of tax incentive for
energy conservation might be introduced, and it is possible that VED
might be restructured so as to promote either small cars or clean engines.
However, no new tax on any environmentally damaging production or
consumption would appear to be likely.
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6.6 Indirect Taxes

The most important question here is whether or not to maintain the real
value of excise duties by increasing them in line with inflation over the last
year. Although not increasing excise duties is attractive because it avoids
increasing prices and thus the RPI, the revenue forgone would be some
£2bn in 1991-92, making revalorisation seem likely. A similar
inflation/revenue trade-off existed last year, with perhaps an even greater
problem then with inflation, since it was still rising, but most excise duties
were increased in 1990, by 7.7% to compensate for inflation. As can be
seen from Table 6.5, the real level of all excise duties is now below the
1985 level, while spirits and wine are also below their 1980 levels, with
petrol, beer and particularly tobacco above their 1980 levels. Health and
environmental lobbies will add their weight to calls for at least inflation
increases in duties this year.

Table 6.5. Real Values of Excise Duties

1985=100 Beer Wine  Spirits Tobacco Petrol
(4 Star)
1990 86.2 86.1 84.2 99.7 95.6
1989 86.0 86.1 824 98.0 93.9
1988 91.9 92.0 88.0 103.4 100.3
1987 91.2 91.2 91.2 103.8 98.5
1986 94.6 94.6 94.6 106.8 102.2
1985 100.0 100.0  100.0 100.0 100.0
1984 97.1 96.7 102.7 96.8 100.0
1983 91.9 127.0  106.1 89.1 100.0
1982 91.7 126.6  106.5 89.1 100.6
1981 90.6 126.3  112.2 87.8 100.1
1980 75.3 1244 1127 77.1 83.5

Complete revalorisation at 9.3% would add around 0.6% to the RPI. The
effects of revalorisation on typical prices are shown in Table 6.6.
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Table 6.6. Price Effects of Revalorisation

Beer Wine Spirits Tobacco Petrol
(pint) (70cl. (75cl. (packet of (litre of
bottle) bottle) 20) 4 Star)
Before:
Price 104.0 257.0 904.0 182.0 443
VAT 13.6 335 117.9 23.7 5.8
Duty 20.4 77.2 520.5 69.8 22.5
Ad valorem 38.2
After:
Price 106.1 265.3 959.7 191.9 46.7
VAT 13.9 34.6 125.2 250 6.1
Duty 223 84.4 568.9 76.3 24.6
Ad valorem 40.3
Price (% change) 2.0 3.2 6.2 54 54
Note: An ad valorem component is set on tobacco only. The price increase

implicit in the "before” price is given by the Autumn Statement.

European Tax Harmonisation

The European Commission’s main aim is to abolish the fiscal frontiers that
impede free trade between the member states of Europe by January 1993.
Varying levels of indirect taxes within the Community are undesirable
with respect to this aim for two reasons. First, frontier borders add an extra
cost to industry and consumers by delaying the transport of goods across
borders. Second, member countries can use indirect taxes as a tool for
protection of domestic industry. There is evidence of this behaviour in
wine-producing countries such as Germany, Greece, Portugal, Italy and
Spain which do not charge any duty on wine.

The government may be considering action on the Commission’s plans for
tax harmonisation this year, ahead of the 1993 deadline. Although the
Commission has not finalised its policy on indirect taxes, the latest
proposal outlines a policy of minimum limits and targeting based on
current averages of the duties in each country. In its 1989 proposal
(COM(89) 525-7), the Commission has reformed its policy from a
mandatory tax rate to a targeted rate with a minimum. This target is based
on an average of all the existing rates in the Community. By January 1993,
the proposal is that all member states should set a rate at or above the
minimum and any movements after this should be in the direction of the
targeted rates. The minima and targets for the duties are outlined in Table
6.7.
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Table 6.7. Excise Duties in 1990

Reported in £ at
January 1991
rates of exchange

Spirits Wine Beer Tobacco Leaded  Unleaded

per hl of perhl  perhlof per 1,000 petrol per differential
alcohol under 12 plato cigarettes 1,000
12% litres

UK

EEC target
Minimum

1,735.00 110.28 27.00 3491 224.80 34.00

987.36 13.21 12.68 15.18 n.a. n.a.
789.90 6.60 6.34 10.59 238.00 35.31

Excise Duties as a Percentage of Typical Price

Spirits Wine Beer Tobacco Petrol
UK 57.6 30.0 19.6 60.9 50.8
EEC target 31.9 4.0 9.2 26.5 n.a.
Minimum 25.5 1.8 4.6 18.5 53.8

The Commission proposal sets only a minimum level for petrol duty that
all countries must be above by January 1993. As well as this, the minimum
differential between leaded and unleaded petrol is set at £35.31 per 1,000
litres. The current UK differential is £34. The ad valorem component of
the duty on tobacco faces the constraint that the combination of excise
duty, VAT, and the ad valorem tax must be above 45% of the retail sale
price and targeted at 54%.

In the case of petrol duty, an increase in the differential between leaded
and unleaded petrol and an increase in the leaded duty would be necessary
to comply with the proposal. Both objectives could be achieved with an
increase in the leaded duty.

It seems likely that most excise duties will be increased in line with
inflation, with a probable additional increase in the duty on leaded petrol,
partly offset by a freezing in VED. This latter change is consistent with the
government’s environmental policy. Any change in VAT seems unlikely.
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6.7 The Shape of Tax Legislation to Come

Whatever else can be foretold of 1991, this year’s Finance Bill is the
present government’s last opportunity for making major technical change
to the UK’s tax system before the General Election. The desire to "cut and
run", if prospects for an early election look good, ensure, however, that in
1991 the prospects for major reform are slight. Not that the Finance Bill
need be a slim production: no Chancellor (least of all a new one) likes to
be seen to be doing nothing. Nevertheless, to "cut and run" requires a
concentration on highly technical "tinkering" that can be dropped with the
minimum of fuss or passed on the nod. 1991 is, accordingly, a good year
for reflection on what the final years of the current millennium should hold
for the tax system.

Since 1979, Parliament has enacted over 3,500 pages of tax legislation.
Not surprisingly, a contender for the prize for the fastest-growing sector of
the economy in the 1980s must be the tax professions. Accompanying this
growth in the legislation and in the number concerned with it has been the
complaint that the tax system becomes more complex by the minute.

If then the priority for the 1990s were to be both improvement and
simplification, we need to recognise where the existing system is complex
and why that is so. A moment’s reflection suggests four topics that may
have a significant influence on the matter: the taxation of savings, the
computation of business profits, the administration of the tax system, and
Europe.

The current complexity of the tax system is largely attributable to the way
in which we tax savings and business profits. The reasons for this are easy
to see by the simple comparison of those matters with the taxation of
earnings and with value added tax. Both employment income and supplies
attracting VAT involve the movement of money which represents what is
being taxed. The areas of complexity for both PAYE and VAT arise at the
point at which they cease to be based on such movements, benefits in kind
being a prime example.

The tax system is simple where the tax base is an easily identifiable cash
movement. It becomes complicated when, as in the case of business profits
or capital gains, there is no cash transaction that represents the tax base.
Instead tax is levied on some underlying movement that can be difficult to
compute. For example, while cash transactions may be the basis upon
which a business earns its profits, taxing those profits involves a process of
annual estimation, designed to identify the profit that has accrued rather
than the gross cash receipts.

The greater simplicity of taxing cash transactions is recognised by taxing
capital gains on a realisations rather than an accrual basis. However, what
is then taxed is not the cash movement but the gain which may have
accrued over time. At the heart of the distortions that arise where
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something is taxed other than the cash that moves is inflation. Adjusting
for the impact of inflation on both business profits and capital gains is a
source of significant complexity.

Not that this is the sole source of complexity in the tax system: the
multiplicity of tax rates is another factor. Most of VAT works as easily as
it does because it applies a single tax rate to what is taxed. The areas of
complexity of VAT also arise where this is not the case: where a mixture
of standard-rate, zero-rate or exempt supplies are involved.

PAYE demonstrates that a multi-rate system can still work on a cash
transaction basis. However, this is because what is taxed is derived and
paid from one source. As soon as the taxable subject matter is derived and
paid from a variety of sources, such as current investment income, this is
no longer possible. The relative simplicity of taxing current investment

- income, such as dividends and interest (as opposed to capital gains), stems
from the application of a single rate of tax - the basic rate - to the cash
movement of the majority of that income.

The impact of multiple rates of tax on the complexity of the system is best
demonstrated by the taxation of intermediaries. Where under a multi-rate
system taxpayers pool their resources in an intermediary, the tax system is
confronted with a problem:

@) if it taxes the intermediary as income or gains arise, it must in
some way allow for the fact that different investors may be liable
to different rates of tax on their share of the income or gains; but

(i) if to solve this problem the tax system defers taxing the investors
until they receive their share of the profits, they benefit because
they pay tax later than if they had invested direct.

If proof is needed of these difficulties, the fluctuations in unit trust taxation
and in the taxation of settlements (to which the inter-generational
problems of death taxes must be added) should provide sufficient
evidence.

Intermediaries apart, the ability of the system to cope with a multi-rate
system outside of PAYE is in large measure a matter of administration.
The overriding feature of current administration is that it relies on business
rather than individual taxpayers. A recent OECD study shows that in the
UK only some 17% of the population received a tax return, as compared
with 46, 50 and 95% in Germany, France and the US respectively.

Superficially, therefore, for the great majority represented largely by
PAYE employees, the tax system is simple. But the 17% covers largely
those with income subject to assessment, notably investment income. The
implication is clear: the taxation of investment income at multiple rates is
likely to necessitate the issue of tax returns on a much wider basis than is
currently the case.
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If net gains and profits, deferral, inflation, intermediated savings (in a
business or savings institution) and multiple rates of tax represent what is
complex in the system, the way forward for those who espouse simplicity
should be clear. It is no accident that the easier aspects of taxing savings
are represented by pensions, Personal Equity Plans and Tax-Exempt
Special Savings Accounts which share with PAYE and VAT the
characteristics either or both of cash flow or of a single rate (in these cases
zero) taxation.

It is relatively easy to suggest areas of the tax system that the present and
future governments should address in the 1990s: the taxation of foreign
exchange gains and losses; the use of offshore settlements; the taxation of
securities; the methods of assessment and collection under the Schedular
system of income and corporation tax. Undoubtedly there is scope for a
further 3,500 pages of legislation on these and other topics, to the greater
gain of the tax professions.

A simple tax system need not be a good tax system, and a good tax system
need not be simple. There are obvious trade-offs between, for example,
simplicity and equity. However, it would be reassuring to feel that the
1990s could see us break free of the endless cycle of technical tinkering
and change by recognising the fundamental causes of complexity and
concentrating on the basic elements of simplicity.

To what extent we shall be free agents in this must depend upon the
development of the European Community and the single market. This will
without doubt have a considerable influence on the direction and form of
the UK’s tax system in the 1990s. The elements of simplicity and
complexity are not, however, unique to the UK. They are the universal
lesson of any tax system.
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Appendlx 1: Forecasting the PSDR

This Appendxx details the: methodology used to estimate government
revenues for 1990-91 and 1991-92. This year has seen a deterioration in
the state of the public finances compared with last year, as shown in Chart
A.l.

CHART A.1 The Public Sector Borrowing Requirement

+

1990/91
198990 - |
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Note: Excluding privatisation proceeds, £bn, cumulative.

The government acknowledged this worsening situation in the November
Autumn Statement, which reduced the forecast of the PSDR: for the current
year from the £7bn predicted in last year’s Budget to £3bn. Fhe out-turn
for the current year will, as ever, be an important influence on the Budget
package.

Fiscal Year 1990-91

We have a considerable amount of information regardmg the current ﬁscal
year, but forecasts are still subject to a significant margin of error. The
Treasury predictions for the current year published on Budget day, with -
_€leven months of information, are subject to an error of £1bn; the
. estimates presented here prepa.red two months earher are subJect to a snll
wider margin. ‘

91



Green Budget 1991

TABLE A.1 The Public Finances 1990-91

FSBR  Autumn Current Modelled IFS
Statement receipts forecast
Income tax 55.0 553 563 55.7 56.0
Corporation tax 20.7 21.0 233 20.8 20.8
On-shore 19.7 20.0
North Sca 1.0 1.0

Petroleum revenue tax 1.1 1.1 1.1 1.1
Capital gains tax 2.1 1.6 2.1 FSBR 1.8
Inheritance tax 1.2 14 1.2 FSBR 1.3
Stamp duties 1.9 1.7 2.2 1.7
Total Inland Revenue 82.0 82.8 854 83.3 82.7
VAT 321 31.8 310 321 307
Petrol 9.7 9.8 9.8 9.7
Tobacco 54 5.7 54 54
Alcohol 49 5.0 5.0 5.0
Betting and gaming 1.0 1.0 1.1 1.0
Car tax 1.5 1.5 1.6 1.5
Customs dutics 1.9 1.7 1.9 FSBR 1.8
Agricultural levies 0.1 0.1 0.1 FSBR 0.1
Total Customs and Excise 56.6 56.1 55.8 57.0 55.2
Vehicle excise duties 3.0 29 3.0 3.0
Oil royalties 0.7 0.7 0.7 FSBR 0.7
Rates 12.2 12.2 FSBR 12.2 FSBR 122
Other taxes and royalties 44 4.4 FSBR 4.4 FSBR 44
Total taxes and royalties 158.9 158.9 161.4 160.5 158.2
National Insurance contributions 359 36.0 350 36.9 36.2
Community Charge 11.2 11.7 11.7 AS 11.7 AS 11.7
Interest and dividends 64 6.3 6.3 AS 6.3 AS 6.4
Other receipts 6.1 5.8 5.8 AS 5.8 AS 5.8
Adjustment® -0.6
General government receipts 218.5 218.7 220.2 221.2 217.8
Central government own expenditure 137.8 140.9 140.9 AS 140.9 AS 141.9
Central government support for LAs 418 427 4277 AS 42.7 AS 427
Public corporations 14 2.1 2.1 AS 2.1 AS 2.1
Privatisation -5.0 -5.3 -53 AS -5.3 AS -53
Reserve 30 03 0.3 AS 0.3 AS 0.3
New planning total 179.0 180.7 180.7 180.7 181.7
Local authority self-financed 13.3 13.9 13.9 AS 13.9 AS 13.9
Central government debt interest 17.0 17.8 17.8 AS 17.8 AS 17.8
Accounting adjustments 34 34 3.4 AS 34 AS 34
General government expenditure 212.7 215.7 215.8 215.8 216.8
General government debt repayment 5.8 30 44 5.5 1.0
Public corporations debt repayment 1.0 0.0 0.0 AS 0.0 AS 0.0
Public sector debt repayment 6.8 3.0 4.4 5.5 1.0

* The adjustment accounts for unexpected non-payment of the Community Charge.
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Table A.1 shows a selection of forecasts for the public finances for the
current year. Government predictions from the Financial Statement and
Budget Report or FSBR (April 1990) and the Chancellor’s Autumn
Statement (November 1990) are reproduced in the first two columns.

The third column uses the information already available (mainly data to
October, though we have taken account of later information when
available) to predict the out-turn for the public finances for the whole year.
This current receipts method allows for expected seasonal fluctuation in
revenues, though is reliant on the pattern of receipts over the year
remaining the same between years. Monthly figures for expenditure are
not available on the accounting basis used here, and for some revenues the
seasonal pattern is extremely erratic. Estimates from the Autumn
Statement and the FSBR (indicated by AS and FSBR) are therefore used
for expenditure and some revenues.

Model estimates are shown in the fourth column of Table A.1. These are
derived from estimates of the change in the tax base (personal incomes for
income tax, consumers’ expenditure for VAT) coupled with information
from IFS models as to the elasticity of revenues with respect to the base.

The forecast shown in the final column is a judgemental average of these
predictions.

Current Receipts Forecasts

The current receipts method allows for expected seasonal variation in tax
revenue accruals using the following formula:

1990-91 forecast =  April- rl -turn x 1989-90 out-turn
April-October 1989 out-turn

The accuracy of this method is therefore reliant on the seasonal pattern of
revenues remaining the same, and so the estimates are sensitive to one-off
fluctuations.

An additional problem is that some taxes are collected in "lumps" and so
the proportion of revenues received by October is relatively low. Table
A.2 shows the proportion of total 1989-90 revenues that had been received
by last October. Around half the annual total had been collected for the
majority of taxes in the first seven months.
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TABLE A.2 Percentage of Revenues Received in
First Seven Months of 1989-90

Source Percentage
received

Inland Revenue

Income tax 54.7
Corporation tax 49.2
Petroleum revenue tax 53.7
Capital gains tax / 22.8
Inheritance tax ' 56.5
Stamp duties 61.6
Customs and Excise

VAT 56.7
Petrol , 58.6
Tobacco 58.8
Alcohol 55.3
Betting and gaming - : 57.0
Car tax 58.4
Customs duties S 60.5
Agricultural levies ‘ 64.3
Other taxes and royalties

Vehicle excise duties , 59.9
Oil royalties 45.2
Rates 54.3
National Insurance contributions 54.6

Interest and dividends . - 57.2

Capital gains tax is mainly collected at the year end, so only a fifth of total
annual revenues had been collected by last October.

This used to be a problem with corporation tax, which was nearly all
collected in January. Though the January "lump" remains large, a more
significant problem with corporation tax is the phased implementation of a
change to the timing of payments. This has altered the seasonal pattern of
recelpts by moving payments forward, and created an October "lump" in
receipts. The phasing of this change tends to upwardly bias the corporation

! Corporation tax is generally payable nine months from the end of a firm’s accounting period, but companies
assessable for tax prior to the fiscal year 1965-66 usually paid tax in January, unless they changed their financial
year. This system was changed by the 1987 Finance Act, which reduced the interval between year end and
payment of tax to nine months for all companies. Since the majority of companies have a year end in December,
this has tended to shift the timing of receipts forward from January of one year to the previous October.
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tax current receipts estimate, though since the scale of the impact of this
change is difficult to assess, it is impossible to correct the current receipts
forecast.

Modelled Forecasts

The modelled forecasts are based on a prediction of the change in the
revenue base for a particular tax. The relevant bases are listed in Table
A3

TABLE A.3 Tax Bases and Elasticities for Model Forecasts

Tax Base Elasticity
Income tax Nominal wage bill 1.7
VAT Nominal consumers’ expenditure 1.0
Car tax Nominal consumers’ expenditure 1.2
National Insurance Nominal wage bill 1.1
Petrol Real consumers’ expenditure 14
Tobacco Real consumers’ expenditure 0.3
Beer Real consumers’ expenditure 0.8
Wines Real consumers’ expenditure 1.5
Spirits Real consumers’ expenditure 0.9
Alcohol Real consumers’ expenditure 1.0

TABLE A .4 Macro-Economic Assumptions for Model Forecasts

Percentage growth 1990-91 1991-92
except where indicated
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The relationship between tax revenues and the change in the tax base is
computed from detailed IFS models.' This generates a set of elasticities
which are also shown in Table A.3.

Forecasts of these revenue bases for the different taxes are derived from
the macro-economic working assumptions in Table A.4.

TABLE A.5 Derivation of Model Forecasts

1989-90  Growth Budget 1990-91

costs
Inland Revenue
Income tax 48.7 17.8 -1.8 55.7
Corporation tax 214 -3.0 20.8
Petroleum revenue tax 1.1 0 1.1
Stamp duties 2.1 0.1 2.2
Customs and Excise
VAT 29.7 8.0 0.0 32.1
Petrol 8.8 2.1 0.8 9.8
Tobacco 5.0 0.5 0.3 5.4
Alcohol 4.6 1.5 0.3 5.0
Betting and gaming 1.0 8.0 0.0 1.1
Car tax 1.5 9.6 1.6
Other taxes
Vehicle excise duties 2.9 1.8 0.0 3.0
National Insurance 33.1 11.5 36.9

Table A.5 shows the calculations lying behind the modelled forecasts. The
predictions for the growth in the revenue bases shown in Table A.3 are
derived from the working assumptions in Table A.4. Combined with the
elasticities from Table A.3, a forecast revenue growth rate is generated

' The income tax forecast is based on the results of Johnson, P. and Lambert, P. (1989), "Measuring the
responsiveness of income tax revenue to income growth: a review and some UK values”, Fiscal Studies,
November. Corporation tax estimates use the IFS model described in Devereux, M. P. (1986), "The IFS model
of the UK corporation tax", IFS Working Paper 84. Indirect taxes are forecast using the SPIT model discussed
in Baker, P., McKay, S. and Symons, E. (1990), "The simulation of indirect tax reforms: the IFS Simulation
Program for Indirect Taxation", IFS Working Paper W90/11.
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(Table A.5, second column). However, this assumes that the tax system
remains the same. We take account of the effect of the 1990 Budget
package on revenues for 1990-91 (Table A.5, third column) using
government predictions of "Budget costs" which are published in the
FSBR. The resulting forecasts for individual revenues are given in the
fourth column.

The modelled forecasts are naturally sensitive to the underlying economic
assumptions about conditions in the whole of the current fiscal year. Table
A.6 shows the impact on revenues of altering the assumptions.

TABLE A.6 Revenue Effect of 1% Change
in Assumptions for 1990-91 Forecast

Variable Revenue change
(£bn)
Wages 1.2
Employment 0.7
Consumer prices 0.2
Consumers’ expenditure 0.5
Oil price (£) 0.03
Corporate profits 0.2

PSDR Forecast for Fiscal 1990-91

The receipts forecasts for the current fiscal year (Table A.1, last column)
are a judgemental average of the estimates provided from these different
sources. Our forecast of a small PSDR of some £1bn arises from £1bn of
over-expenditure, and a £1bn shortfall in receipts compared with the
Autumn Statement estimate.

Income tax receipts have over the last few years been consistently
underestimated by the Treasury. In 1989-90, for example, the FSBR
prediction at the beginning of the year was almost £2bn lower than the
out-turn. The Autumn Statement made a small upward revision in the
forecast for the current year, though current receipts suggest that because
of faster-than-expected growth in wage settlements this remains an
underestimate. Our forecast of £56bn lies between the current receipts and
model projections, and is £0.7bn above the Autumn Statement.

The Budget costs figure in the model estimates reflects the increase in
allowances in the 1990 Budget and the introduction of independent
taxation of husband and wife. The impact of the latter is particularly
difficult to gauge, since it depends on the extent to which husbands
transfer assets to non-working wives, who may then offset the income
against their own personal allowance. This leads to greater uncertainty
than usual in making forecasts.
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Corporation
tax

Indirect taxes

The Autumn Statement also included an increase in the forecast of
corporation tax revenues of around £0.3bn. The current receipts estimate
of over £23bn is an unreliable guide, due to the problem mentioned above
of mainstream corporation tax (MCT) receipts being concentrated in
January and the phased change in the timing of payments. However, the
modelled estimate, reflecting the decline in corporate profits that started
around 18 months ago, lies nearer the lower FSBR prediction. This figure
provides our forecast of £20.8bn.

The growth in consumers’ expenditure has slowed significantly in the
current year, and the Autumn Statement made a downward revision of
£0.5bn in Customs and Excise receipts. Our forecast reduces this figure by
a further £1bn.

TABLE A.7 Growth in Components of Consumers’ Expenditure and
VAT Receipts

Per cent Total Mainly Mainly VAT
consumers’ VATable non-VATable receipts
expenditure goods goods

1986-87 112 14.2 33 10.9
1987-88 9.8 11.6 4.5 12.0
1988-89 13.1 15.8 4.8 13.8
1989-90 14.0 16.0 6.9 7.9
1990-91 8.9 9.1 7.9 4.9
Notes: All figures show percentage changes in nominal values.
The figure for 1990-91 is based on the first half of the year.
Sources: Monthly Digest of Statistics, Financial Statistics, National Accounts Blue
Book.

The modelled forecasts use the IFS model of consumers’ expenditure,
estimated using Family Expenditure Survey data for 1970 to 1986. This
model shows the extent to which expenditure on different categories of
goods increases as consumers’ expenditure increases. The elasticities
shown in Table A.3 suggest that the expenditure on wine and petrol
increases faster than total expenditure, and that on beer, spirits and tobacco
more slowly. Spending on VATable goods is assumed to increase at the
same rate as consumers’ expenditure as a whole. In recent years,
expenditure on VATable goods (and VAT receipts) have tended to
increase faster than total spending (Table A.7), though this situation
appears to have changed in 1989-90 and 1990-91 for VAT receipts. The
growth of VAT revenues has slowed, and expenditure on VATables
converged towards the general growth rate.

The model estimates of VAT receipts must therefore be treated with some
caution, as it may well be the case that expenditure has now switched
towards non-VATable goods. This view is reinforced by the evidence of a
significant decline in the sales of durable goods. The forecast for VAT is
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therefore over £1bn lower than that in the Autumn Statement at £30.7bn,
in line with recent evidence from current receipts. The forecasts for other
expenditure taxes are around those implied by the Autumn Statement,
which revised the FSBR forecast down by around £0.2bn.

The Autumn Statement increased the prediction for National Insurance
contributions only slightly. The forecast of £36.2bn reflects the slightly
higher assumption regarding growth in wages than that underlying the
government’s estimates.

The FSBR predictions for Community Charge receipts of £11.2bn were
based on an estimated average charge of £350. The Autumn Statement
revised revenues upwards to £11.7bn to account for the out-turn of the
average charge being £368. However, the "small allowance for
non-collection"' is unlikely to be adequate. The latest forecast of
non-payment is around 10%, compared with the 5% generally assumed by
local authorities. Unexpected non-payment of £0.6bn is shown as an
adjustment.”

Evidence as to the rate of growth of spending so far this year is difficult to
assess, due to changes in accounting conventions following the reform of
local government finance. However, an estimate can be arrived at by
applying the current receipts methodology that we use for revenues to
expenditure (Table A.8). The growth rate of net departmental outlays
based on data for the first nine months of the year is applied to the
planning total. Adjustments are made for the reform of local government
finance by deducting an estimate of the revenue raised from national
non-domestic rates. The FSBR and Autumn Statement estimates are
shown for comparison.

Unadjusted net departmental outlays are running around 20% ahead of last
year. Removing the distortion arising from local government reform
reduces the growth rate to 12%, still ahead of the Autumn Statement
estimate of 11%.

This suggests that there is likely to be some over-spending in the current
year (beyond the £1.7bn announced in the Autumn Statement). Our
forecast assumes overshooting of the Autumn Statement target by £1bn.

'FSBR, 1990, Paragraph 6.26. The allowance made for non-collection is "as authorities themselves have [made]
in setting the charges".

*Five per cent additional non-payment (above the figure assumed by the Autumn Statement) would produce a
shortfall of £0.6bn at the mean Community Charge. This is in line with the local authority accounts, which show
a £0.4bn accruals adjustment (the difference between accrual of entitlement to revenue and its actual collection)
for the first half of the year.
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TABLE A.8 What Do We Know about Expenditure?

Net departmental outlays Planning total
1989-90 1990-91 Increase|1989-90 1990-91 Increase
Unadjusted 1558 1874 203%| 1624 1954 20.3%
Adjusted for NNDR 1558 1752 124%| 1624 1825 12.4%
FSBR 1624 1790 10.2%
Autumn Statement 1624 180.7 11.2%
Note: Data relate to the year to December.

Sources: Central Statistical Office PSBR Press Release, Financial Statistics, FSBR,
Autumn Statement.

Spending on the Gulf War

Mr Lamont has recently highlighted the need to take account of the impact
of costs of war in the Gulf on public spending. The Ministry of Defence
has issued figures showing a cost of £3.6m per day prior to hostilities, and
calculates the cost of ammunition and equipment loss in the first four days
of war at £100m. Whilst a protracted war may have public spending
implications for 1991-92, there is unlikely to be a significant effect in the
current year. Costs prior to war are overstated since they are gross costs;
the net cost in terms of fuel, ammunition and logistical operations is likely
to be substantially less. Equipment lost in action may not be replaced: with
over 200 Tornados and having recently cancelled the eighth batch under
the "Options for Change" review, much of the £100m "cost" quoted at the
time of writing need not be incurred. Whilst some claim on the
contingency reserve in the current year seems likely, the Ministry of
Defence has taken offsetting action by cutting back expenditure in other
areas and by enforcing a moratorium on payments to contractors. A final
offset is assistance from other countries. Saudi Arabia has agreed to meet
up to half the cost of war, and has provided help in the form of fuel and
logistical support. In addition, Kuwait could be expected to contribute, and
there is some prospect of financial aid from Germany and Japan, though
this will mainly go to the US.

It would be rash to speculate on the costs of a longer war, though public
spending may have to rise above previous targets, and this expense is
likely to be (sensibly) met by additional borrowing. However, the Gulf
does not seem to have any medium-term spending implications: there is
unlikely to be long-run posting of UK troops in the Middle East, and the
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diminished threat in the European theatre following the dissolution of the
Warsaw Pact will maintain the long-run downward trend in military
expenditure.!

PSDR Forecast for Fiscal 1991-92

The forecast for 1991-92, given in Table A.9, shows a "modest” deficit of
some £4bn.

Receipts for 1991-92 are again estimated using a variety of IFS models,
generating projected increases on the forecast out-turn for the current year.
Table A.4 shows the macro-economic working assumptions, and the
revenue elasticities used are shown in Table A.3.

Income tax Revenues are projected to continue growing strongly as wages increase,
though the growth rate is reduced somewhat by the assumption of a fall in
employment. The Budget costs of £0.9bn primarily reflect the indexation
of allowances and the abolition of the composite rate tax on savings
announced in the 1990 Budget.

Corporation The fall in corporate profits in the current year will start feeding through to
tax revenues, resulting in a decline in receipts of some £2.5bn.

Indirect taxes VAT receipts are forecast to continue growing, albeit more slowly, a result
of continued inflation tempered by depressed consumer spending. If the
fall in spending is more serious, then VAT receipts are likely to be hit
much harder.

Revalorisation of excise duties is assumed, bringing in around £2bn.
Again, the estimates are sensitive to assumptions about the level and
composition of consumers’ expenditure.

National The fall in employment will also affect the growth of National Insurance
Insurance contributions, though this will be offset by increases in wages, and
revenues are projected to rise to £39bn.

Local Both rates (reflecting the transitional arrangements for the introduction of

government national non-domestic rates) and the Community Charge (reflecting
continued growth in local authority expenditure) are forecast to increase
faster than inflation for 1991-92. The "Community Charge reduction
scheme" announced on 17 January reduces revenues by £1.1bn, and this is
shown as a Budget cost. This also affects the expenditure side - £1.1bn is
transferred from local authority self-financed expenditure to central
government support for local authorities.

Any further changes to local government finance are unlikely to be
introduced before 1992-93.

' See Ridge, M. and Smith, R, (1991), "Military spending dynamics in a changing strategic environment", Fiscal
Studies, February, forthcoming.
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TABLE A.9 The Public Finances 1991-92

1990-91 Growth Budget costs 1991-92
Income tax 56.0 12.8 -09 62.2
Corporation tax 20.8 -13.0 0.2 18.3
Petroleum revenue tax 1.1 7.0 1.2
Capital gains tax 1.8 7.0 19
Inheritance tax 1.3 7.0 14
Stamp duties 1.7 7.0 -0.1 1.7
Total Inland Revenue 82.7 86.7
VAT 30.7 6.0 -0.2 323
Petrol 9.7 7.7 0.2 10.6
Tobacco 54 7.2 0.1 59
Alcohol 5.0 7.5 0.0 54
Betting and gaming 1.0 6.0 0.0 1.0
Car tax 1.5 7.2 1.6
Customs duties 1.8 0.0 1.8
Agricultural levies 0.1 7.0 0.1
Total Customs and Excise 55.2 58.8
Vehicle excise duties 30 0.6 0.0 30
Qil royalties 0.7 7.0 0.7
Rates 12.2 10.0 134
Other taxes and royalties 44 7.0 4.7
Total taxes and royalties 158.2 1674
National Insurance contributions 36.2 8.3 39.2
Community Charge 11.7 14.5 -1.1 12.3
Interest and dividends 6.4 0.0 64
Other receipts 58 0.0 5.8
General government receipts 217.8 231.0
Central government own expenditure 141.9 153.1
Central government support for LAs 427 48.8
Public corporations 2.1 23
Privatisation -5.3 -5.5
Reserve 0.3 35
New planning total 181.2 202.2
Local authority self-financed 13.9 12.8
Central government debt interest 17.8 16.5
Accounting adjustments 34 3.5
General government expenditure 216.8 235.0
General government debt repayment 1.0 -4.0
Public corporations debt repayment 0.0 0.0
Public sector debt repayment 1.0 -4.0
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Public The forecast for the PSDR is reliant on Government estimates for public
expenditure expenditure. Spending appears to be under substantial pressure at the
moment, particularly from Departments such as Health and Education,
from war in the Gulf and from rising unemployment.

The forecasts include a £1bn increase in central government’s own
expenditure beyond the target set in the 1990 Autumn Statement.

Tax changes If the government chooses to add to pre-announced reforms of the tax
system in the current Budget this will affect the PSDR forecast. Table
A.11 (Appendix 2, below) shows the sensitivity of receipts to various
changes in the parameters of the tax system.

The forecasts presented in Table A.9 assume an "indexed" Budget: that
excise duties are revalorised and income tax allowances and thresholds
increased in line with inflation.

Economic There remains a good deal of uncertainty over economic conditions in the

conditions coming fiscal year, and the revenue forecast is very sensitive to these
assumptions. Table A.10 shows the sensitivity of the 1991-92 forecasts to
changes in the economic working assumptions.

TABLE A.10 Revenue Effect of 1% Change
in Assumptions for 1991-92 Forecast

Variable Revenue change
(£bn)
Wages 1.3
Employment 0.8
Consumer prices 0.2
Consumers’ expenditure 0.5
Oil price (£) 0.03
Corporate profits 0.2

The public sector is likely to remain in surplus for the current year, with a modest debt
repayment of £1bn. Next year, this is likely to become a borrowing requirement of around
£4bn.
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Appendix 2: Tax Ready Reckoner

TABLE A.11 Direct Effects of Illustrative Changes in Taxation

Cost/Yield
(£m)

Income tax
Change basic rate by 1p 1,950
Change higher rate by 1p 190
Index personal allowance 1,975
Index higher rate threshold 375
Abolish Mortgage Interest Relief 7,000
Restrict Mortgage Interest Relief to basic rate 500
Raise Mortgage Interest Relief ceiling to £35,000 450
Corporation tax
Change full rate by 1% 370
Change smaller companies’ rate by 1% 35
Capital taxes
Index inheritance tax threshold 50
Index capital gains exempt amounts *
Indirect taxes
Revalorise excise duties 1,880
Change VAT rate by 1% 1,700
Notes: The revenue effect is computed for 1991-92 at full-year cost.

Indexation arrangements assume inflation of 9.3%.
Negligible changes are indicated by *.

Source: Autumn Statement, 1990, Section 4.
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