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FROM: A C S ALLAN 

DATE: 16 February 1987 

cc Mr Scholar 

PRICE OF THE FSBR 

The Chancellor was grateful for your minute of 13 February, and is 

content for the FSBR to cost £6.90. 

Rn4(I  

A C S ALLAN 



1. MR SC/O'LAR 

FROM: 
DATE: 

MISS C EVANS 
13 FEBRUARY 1987 

2. CHANCELLOR OF THE EXCHEQUER 

PRICE OF THE FSBR 

We propose that this year the FSBR should cost £6.90, an increase of 

41 per cent on last year's price of £6.60. You will recall that last 

year the increase over 1985 was more than 23 per cent. 	Are you 

content with £6.90 please? 

(JWC4JV"S 

MISS C EVANS 
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cc 	Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Sir G Littler 
Mr F E R Butler 
Mr Cassell 
Mr Monck 
Mr Odling-Smee 
Mr Scholar 
Mr Culpin 
Mr S Davies 
Mr Mowl 
Mr Riley 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

Mr Battishill IR 
Sir Angus Fraser C&E 

THE PSBR IN 1987-88 

Mr Allan's minute to Mr Mowl of FPhruar 11 (copy attached) asked for an 

urgent update of the prospects for p 	sector finances in 1987-88 and 

beyond in the light of the recent mo 	y figures on borrowing. 	The 
attached paper by Colin Mowl and 

1987-88. .1  

provides this reassessment for 

 

By this stage of the budget preparation 8ur projections of public 

finances are, as the note explains, on a post-budget basis. The 

forecast for the PSBR in 1987-88 will of course vary with any changes to 

the assumed package. Because we have produced this update quickly and 

because new information on the outturn for 1986-87 	prospects for 

1987-88 will become available between now and the co 	n of the FSBR 

we and the tax forecasters in the revenue departments 	t to make 
further changes to the underlying forecast in the next f 

We have included in the attached note a detailed account 	e most 
up to date forecast for the PSBR in 1986-87. Our latest estim 	for 

a PSBR of £4.3b. This is identical to the forecast in Colin Mow s1ote 

to you of February 13 covering the draft monthly note on the PSBR. 	We 
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er how you want to present the fiscal prospect for 

the FSBR. The decisions you 

rts 1, 3 and 6 of the FSBR. 

e a further submission in 

take will affect the 

(Messrs Odling-Smee 

due course on the 

he FSBR of the fiscal numbers for the later 

BUDGET SECRET 
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likely to make some turtner changes to our forecast for 1986-87 in 

ght of the CGBR(0) figures for February which we will get on 

2. 	Our current estimate of the PSBR in 1987-88 is just under 

£3 

ove 

some 

corpora 

suming the package in the score card for your February 16 

As you will see from the attached note we have re-examined in 

the prospects for borrowing by local authorities and public 

It goes without saying that predictions of behaviour in 

these areas have very wide error margins around them. 

4. When we have your reactions to the updated projections it will be 

necessary to con 

1986-87 and 1987 

figures and text 

and Riley will let 

presentation in part 

years.) 

5. You have indicated that 	ould like to publish an estimate of the 

PSBR in 1986-87 if anything a little above our central view of the 

likely outturn. Similarly you have indicated a desire to choose a 

forecast PSBR for 1987-88 - after taking account both of any changes to 

Lhe package and the figure published 	or 1986-87 - that allows some 

margin for safety. 	We will prep 	e numbers for the FSBR - and in 

particular the text for part 6 - in the ,laht of your decisions on what 

PSBR numbers to show. 

P 	.) 
P N SEDGWICK 

BUDGET SECRET I NOT TO BE COPIED 
I BUDGET LIST ONLY 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

  

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



1987 

I • 
I  '7' • t'T!Toll.  

—Ase 

FROM: A C S ALLAN 
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cc Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Peretz 
RSEMOWVIalf 
Mr Scholar 
Mr Ritchie 
Mr Devereux 
Dr Clark 
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The Chancellor was 

light of the January 

the outlook for 1987-

presumption that the cu 

PSBR than that at present 

this. 

ful for your note of 10 February. In the 

es, he would like an urgent revision of 

thereafter). There must be a strong 

Budget package would produce a lower 

projected, and he might well wish to show 

PSBR IN JANUAR 

A C S ALLAN 
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TEE PSBR IN 1987-88 

INTRODUCTION 

paper re-assesses the prospects for public finances in 1987-88 in the 

f the most recent developments. 

by Inland Re 

underlying j 

The package use 

EH 

2. 	The forecast reported here differs from the January forecast in that 

it is on a post-budget basis. The most recent forecasts for taxes provided 

and Customs and Excise incorporate both any changes in the 

on yields and the assumed cffects of the budget package. 

is that described in the fifth budget scorecard 

February 12: this hardly differs from the sixth 

holar on February 19). The projections of future 

(Ms Sinclair's minu 

scorecard, circulated 

output, incomes, etc on w 	the estimates for public finances are based 

have barely changed since the January forecast. The submission on the Draft 

Industry Act forecast, which we will send you on Tuesday February 24, will 

discuss the small changes in the eco 	prospect that the most recent data 

and developments suggest. 

3. 	The rest of this paper is arranged aA> 

0 
Section I 	snmmarises the latest forecast and compares it with the 

January exercise and the 1986 FSBR 

Cka5(1(\ Section II  discusses CG revenues, expenditure an 	ing 

Section III  deals with LA's borrowing 

Section IV  deals with PC's borrowing 

- 1 - 
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O.)4 	-0.3 -0.6 	-0.2 	-0.6 -1.1 	4.2 	1.1 o.4 

1.6 	1.1 	0.9 	-0.6 	-1.1 -1.3 	7.1 	5.2 4.3 

Fiscal Adjustment 

January 
	

latest 
	

January 
	

Latest 
Forecast 
	

Forecast 

1986-87 	 5.2 	 4.3 
1987-88 	2.9 	2.1 	 4.3 	 3.4 

PSBR PROSPECTS: 
BUDGET SECRET 
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Table 1 summarises the latest data and forecasts for 1986-87 

: PSBR in 1986-87 - £ billion 

<7OGBR(0) 	LABR 	PCBR 	PSBR 

Budget Jan Latest Budget Jan Latest Budget Jan Latest Budget Jan Latest 
Fi st 
	

Fist 	 Fist 	 Fist 
April 
to 
January 4.0 2.0 

1986-87 6.1 5.2 

The "news" in the J 	igures was mainly on the local authorities and 

public corporations. C 	borrowing to end-January by these two sectors 

taken together was £1.9 bfo'1>  below the cumulative budget profiles for the 

first ten months of 1986-87 and a billion lower than in the January Forecast. 

Over half of the net undershoot on the prediction in the January forecast 

was the result of downward revisions to the LABR and PCRR in earlier months 

rather than an overestimate of bor 	in January itself. The cumulative 

outturn for the CGBR(0) to Januar 	as slightly higher than forecast, but 

for other reasons the forecast CGBR(02 	the year as a whole has been revised 

down by 	billion since January. This evi ion to the CGBR(0) was reported 

in the draft monthly note on the PSBR, 	 ed by Mr Mowl on 13 February, 
rt•-* 

which includedinew forecast of the PSBR in 1 	7 of £4.3 billion. 
0 

5. 	Table 2 compares the PSBR forecast for 1987-88 with the January forecast. 

Table 2: PSBR and Fiscal Adjustment - £ billion 

equals for 1987-88 the assumed change in PSBR less any change in the fiscal adjustment 
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6. 	The first ye 
BUDGET SECRET 

Effibbrr -Vert) kit'?  a  
NOT TO BE COPIED 

indexed base) of the package 

assumed in the latest forecast is £2.1b. The effect of the cut in the basic 

rate is itself 22.1b. A number of small measures together offset the extra 

enue from the VAT partial exemption measure. 

2anc\  

e January forecast assumed cuts in income tax (achieved by raising 
7\ 

all 	es rather than cutting the basic rate) with a first year PSBR effect 

of 22.9b. 

8. 	Taking 	çnt of the difference in the assumption on the fiscal 

adjustment plu 

comes out at just 

occurs on central 

to the reduction of 20. 

changes in the forecast, the PSBR forecast for 1987-88 

£3?-2.  billion. Table 3 shows that most of this revision 

t own account borrowing. The main contributions 

n in the CGBR(0) are: 

- 0.8 smaller fiscal adjustment allocaated to tax cuts than in the 

January forecast. 

0.5 better ECGD trading perfor 	 due to refinancing of 
Nigerian debt. 

0.3 lower North Sea Revenues maltn 	eflecting a lower oil price 

0.2 changes in other receipts 

- £0.8b. 

9. 	The forecast of the LABR has been revised down slightly, in line with 

the revision to 1986-87, mainly the result of revi ew on LA capital 

receipts, in part offset by a lower assumed increase 1 	
'1/4 

 4r tes. There is 

a very modest reduc Lion in the PCBR in the light of a ch 	view of the 

trading surpluses PC's are likely to achieve with the econo 

per cent or thereabouts. 

3 
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Table 3: Sectoral Components of PSBR in 1986-87 and 1987-88  - £ billion 

CGBR(0) LABR 	 PCBR 
Latest 

0.9 
1.8 

Latest 	January 

	

4.7 	1.1 

	

2.4 	1.9 

January 	Latest 

	

-1.1 	-1.3 

	

-0.8 	-0.9 
1986-87 
1987-88 

January 

.2 

EH 

10. Table 3 shows that even with the modest downward adjustments to the 

LABR and PCBR in 1987-88 the central expectation, as in the January forecast, 

is that both 	BR and PCBR are likely to rise in 1987-88, after falling 

in the two pre 	ars, 1985-86 and 1986-87. The rise in the LABR is mainly 

e=> 

due to a smalle 	tes increase in 1987-88 than in 1986-87, with little 

change in the growt 	penditure. The rise in the PCBR primarily reflects 

the privatisation of Br 
	

(ie its transfer from the PC sector). Adjusted 

for privatisation the PC R 	(precast to fall in 1987-88. Sections III and 

IV of this note consider in more detail the plausibility of this aspect of 

the forecast. The next section reviews the forecast of the CGBR(0). 

II CGBR(0)  

   

11. 	Table 4 compares the latest and JaQ. 	recasts of the CGBR(0). The 

downward revision since January to the fo ast for 1986-87 is mainly due 
0 

to a reduction in supply expenditure. There is also a small upward revision 

to Customs & Excise taxes. The reduction for 1987-88 is mainly the result 

of the a billion difference in the assumed Budget packa e 

Table 4:  CGBR(0) Ebillion 

January Forecast 

Latest 

1985-86 	 1986-87 	 1987-88 

	

4.1 	 5.2 	 3.2 

	

4.1 	 4.7 	 2.4 
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Total 

‘S$  

al government taxes and royalties in 1986-87 are now forecast 

nchanged from the January forecast. An upward revision at 2104.2 bi 

of 2350 million 

evidence now emer 

is largely offset 

in the light of the mo 

forecast of tobacco duty receipts, reflecting the 

much greater than expected pre-Budget forestalling, 

nward revision of 2300 million to VAT receipts, 

t information on the inflow of tax receipts. 

by 

EH 

BUDGET SECRET 
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NOT TO BE COPIED 

Little new information has emerged on central government expenditure. 

prospect for 1987-88 remains much the same as envisaged in the January 

Central Government Revenues  

On Customs and Excise advice, we are now attributing rather more of higher 

than forecast VAT receipts to a once-for-all effect from Keith changes than 

we did earlier. 

As compared with the January 	ecast, our view of the underlying 

path for non-North Sea taxesXhas not 	significantly. The revisions 

to the VAT and tobacco duty forecasts for 	-87 carry through to 1987-88, 

but are broadly offsetting. For North Sea revenues, however, we have revised 

down the January forecast by 20.3 billion as a result of the lower oil price 

assumption. 

Among the non-tax items which count towards cent4;

ma 	

11ent receipts, ). 

4111) 
 

the in change since January has been a reduction of 2 t 

	

ion in the 

BUDG-'Et SECRET I NOT TO BE COPIED 
BUDGET LIST ONLY 

projected trading deficit of ECGD, as a result of recent d 

refinancing of Nigerian debt. This scores as an increase in 

government receipts. 

ii<kk,  

ntral 

on the 
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atble S-  : The TARR  - 

1981-8 

January Forecast 	-0.2 

Latest 

1983-84 

1.2 

T 	
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t6, Table 3-  shows the January and latest forecasts of the LABR, together 

recorded data for earlier years. The forecasts of the LABR in 1986-87 

not All 

b 	revised down by £0.2 billion since January as in the latest monthly 

e forecast for 1987-88 has been revised down by only 20.1 billion 

however because rate increases now look likely to be slightly lower than assumed 

in January and the estimate of current expenditure has increased a little. 

1984-85 1985-86 1986-87 1987-88 

2.4 	1.7 	1.1 	1.9 

	

0.9 	1.8 

The forecast of the LABR in 1986-87 takes into account the outturn so 

far, but is heavily influenced by the historical record of the level of 

borrowing in the last two months of 	inancial year, and a recent DOE survey 

of the authorities' borrowing intentloo 	in the last quarter of the year, 

the first results of which have become ave. ble since the January Forecast 

was completed. 	The forecast also prod 	a complete picture of local 

authorities' income and expenditure accounts ag>a cross-cbeck, This croEs-check 

has severe limitations however as latest data for 1986-87 covers the first 

half of the financial year only and is not comprehensive. For example, there 

are no outturn data yet on the authorities' curreng 	diture in 1986-87 

- the quarterly figures for the first half of the yea 	hed by the CSO 

are based on the authorities' budgets, not on informatio ab.i. expenditure 

actually undertaken. 

eiATable G sets out the past experience of borrowing in F uary and 

March and the forecast for the same two months this year, 

‘4?. 
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allowance is made in 

year were higher than a 

ecast for the average bias. If the error this 

for example at the top of the range of past 
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Table 	: LABR in rebruary and March - £ billion 

 

      

Cash 

1987 prices 

1982 

o.6 

< 48 

1983 1984 1985 1986 Average 1987 
1982-86 Forecast 

1.3 1.2 1.5 1.2 1.1 1.5 

1.5 1.3 1.6 1.2 1.3 1.5 

A. The forec 	for LA borrowing in February and March is slightly higher, 

though not b 	•than the average for previous years because - faut de 

mieux - we have a good deal of weight to the DOE Borrowing Survey. 

This survey has a " 	verpredicted borrowing, but table 7 shows that an 

errors - the LABR in 1986-87 as a whole would be £0.2 billion lower than the 

current forecast ie. 20.7 billion rather than 20.9 billion. 

1983 Q1 	1984 Q1 	1985 7,2  1986 Q1 	Average 	1987 Q1 
1983-86 

Survey 	1.8 	1.6 	1.5 	 .0 	1.7 	2.1 

Outturn 	1.1 	1.1 	1.2 	01.3 	1.2 	1.6* 

Error 	-0.7 	-0.5 	-0.3 	-0.7 	-0.5  
(2-1) 

* Forecasts 

1..0. The forecast of the LABR in 1987-88 is based lar 	 projection 

of the detailed income and expenditure accounts for the 	or. Table 

4.? sets out tLe main elements of the authorities' accounts 	national 

income accounting concepts. 

BUDGET-SteRET 	NOT TO BE COPIED 
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Local Authoritiths Income Expenditure and Borrowing - £ billion (% changes 
in brackets) 

1985-86 	 1986-87 	1987-88  
Outturn 	Budget 	Latest 	Latest 

Forecast 	Forecast 	Forecast 

4. Current expenditure 

5. GDFCF 

6. Capital grants (net 
and net lending 

7. Other 

Rates 

Current 

Other current income 

	

13.8 ( 6.7) 	15.6 

	

20.7 ( 1.2) 	21.5 

	

5.6 ( 5.7) 	5.4 

	

38.2 ( 4.9) 	40.6 

	

4.o (10.1) 	3.6 

4 	 -0.2 

8. LABR 	 1.7 
(-1-2-3+4+5+6+7) 

(13.8) 

( 	6.7) 

15.5 

22.3 

(12.5) 

( 	7.8) 

16.7 

24.0 

(7.5) 

(7.6) 

( 	3.7) 5.8 ( 3.0) 5.9 (1.9) 

( 	7.6) 41.3 ( 8.1) 45.o (9.0) 

( 	4.1) 3.7 (-6.5) 3.8 (3.0) 

-0.3 -0.3 

-0.2 -0.1 

0.9 1.8 

0.1 

1.6 

Table ci)  illustra the LABR is forecast to rise in 1987-88. 

Gross current expenditure is forecast to rise at about 9 per cent per annum, 

a little faster than in 1986-87 but rate income is projected to increase much 

makes an increase in the LABR on th ow 

less than in 1986-87. Together with 

	

	rise in capital spending this pattern 

IS 

The rest of this section examines the foving key components in turn: 

0 

rates 

current expenditure and balances 

GDFCF and other capital 

The basis of the rates forecast for 1987-88 has c14:knce the January 

Forecast. In the January Forecast the forecast was lasiCletermined by 

the projections of current expenditure and grant on the one 4,, 	.; d likely 

changes in rate fund balances on the other. While the rates 	 was 

influenced by anecdotal evidence on likely rate increases there wa 	firm 

information on these. In the recent past the DOE has begun to receive 

86-87 outcome very likely indeed. 

BUDGET SECRET 	NOT TO BE COPIED 
BUDGET LIST ONLY 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

 

• 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



Table j : Rate Income 

7-88 
9.6 

information from t 

BUDGET SECRET 
h.131-APP 	ONLY 

 ri 

NOT TO BE COPIED 

ed rate increases. Most of 

   

he information for England is from the shire counties, with little or nothing 

om the metropolitan authorities. The average increase for England, based 

relatively small sample, is 7 to 8 per cent. The available figures for 

d Scotland are higher than this. Nevertheless LG advise that, because 

the 	gl sh metropolitan authorities and district councils are expected on 

average to agree lower rates increases than those for the counties (in part 

because a substantial proportion are rate capped), an average increase of 

7 to 8 per 	or the UK as a whole is the current best estimate. This 

is slightly 1 	n in the January Forecast, and other things equal, would 

increase the LABR 	billion. 

1985-86 1986-87 	1987-88 

   

January 
	

Latest 
Forecast 

6.7 	 12.5 	8.2 	 71/2  

1_1. About three quarters of current êpenditure is on wages and salaries. 

The basis of the forecast is an assumpti 	t local authority employees 

receive earnings increases in line with the prOvate sector, with the exception 

of the teachers who are assumed to receive increases in line with the Baker 

proposals. Table 0 shows the forecast for average earnings. The 1985-86 

increase for local authorities was artificially low 	of the timing 

of the interim award to teachers. 

Table 10 : Average Earnings - % change 

1985-86 	 1986-87 

Local authorities 
	 3.0 
	

9.8 

,s,r6 BuuGET SECRET07.3 I 	NOT TO BE C0131tD 
I BUDGETAAST ONLY I 
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(GB). DOE 

as an increase 

such a reduction plausible. Reductions in balances score 

owing: a larger assumed reduction would imply a higher 

forecast LABR. 

y4e. The forecast  tn,,, as D 
BUDGET LI$T ONLY  
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cent a year (full  in., equivalents). This is :rn  line with recent trends in 

986-87. 

urrent estimates suggest little change in rate fund balances in 1986-87, 

e increases were relatively high, but the authorities are expected 

rate fund balances and special 	s)r•L'!1/4.4" down in 1987-88, when rate 

increases are relatively low. The latest forecast of current expenditure, 

grant and rates implies a reduction in rate fund balances of about ..11 billion 

lb.The forecast of c.qrl pending is summarised in table 11. The forecast 

of net capital spending (ro 	as been reduced a little since January because 

there are indications that recent capital receipts have been higher than 

assumed. 

Table 41 : Local Authority Capital 	ndiure* - £ billion 

1985-86 dill:6-87 	 1987-88 
JAWrnIF Latest January Latest 
For ast 
	

Forecast 

l. GDFCF 	 4.o 	3.6 	3.7 
of which: council house sales 	(-1.3) 	(-1.3) 	(-1.4) 

other 	 (5.3) 	(4.9) 	(5.1) 

Net lending 	 -0.4 	-0.3 

Capital grants 	 0.7 	0.6 

Total capital (net) 	 4.3 	3.9 
(=1+2+3) 

1987 PEWP provision for total 
capital (net) 

Overspend on PEW? 
(=4-5) 

3.9 
(-1.4) 
(5.3) 

4.2 

0.0 

* national accounts definitio s BUDGET SECRET I NOT TO BE COPIED 
BUDGET LUST ONLY I 
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Table 11- summarises the forecast of public corporations' 

BE COPIED 

borrowing 

Tabl 	: The PCBR  - £ billion 

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86  1986-87 	1987-88  
Jan Latest Jan Latest 
Fist 	Fist 

Actual/Forec s .5 2.5 1.5 0.4 1.2 0.0 -1.1 -1.3 -0.8 -0.9 

2.0 1.9 0.9 0.4 -0.3 -0.4 -0.6 -0.8 -0.9 Actual/Forecast 
	

1.6 
Adjusted for 
privatisation 
and Coal Strike 

R in 1987-88 compared with 1986-87 is not surprising 

f British Gas. Adjusting for this a further fall 

ecast. The downward revision to the PCBR forecast 

Forecast is smaller than that for 1986-87 for 

</V\  
two reasons. First it now looks as if some industries will see their agreed 

nominal price increases reduced in real terms by higher inflation and secondly 

the 10.Q1aVaA- Oc of net trade credit receipts c-,3 	ec,Cla ••••. kexi31-1- 	(sa fa_ 
c  

1,.e. Cumulative borrowing by public co r- ..ns to the end of January was 

nearly El billion below both the Budge 	file and borrowing in the 

corresponding period of 1986. Table /3 beiow shows whirb industries have 

contributed to the lower borrowing in 1986-87 compared with 1985-86. 

Table a : Public Corporations Borrowing April to December 1986 1 	borrowing in April 
to December 1985  

£ billion 

British Coal 
	

+ 0.5 
British Gas 	 - 0.4 
British Steel 
	 - 0.3 

Electricity 	 - 0.6 
Others 
	 + 0.1 

Total PCBR 	 -0.7 
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in borrowing in 1987-8 

for 1987-88 since the 
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e main reasons for the changes appear to be: 

 

* 1=:)-1  
' h Gas - a large change in their net trade credit position; 

.40(\ 
11: 44;A 

Steel -  a rise in profit margins following favourable exchange rate 

movements - assisted by falls in raw material costs; 

Electricity - the end of post-coal strike re-stocking and lower input cost. 

itish Coal - a lower coal price, following the fall in oil prices; 

IA. None o 	factors imply that there would be a further fall in 

borrowing in 	 but by the same token with the exception of British 

Gas, none of th 	d reverse, suggesting that the lower 1986 level of 

borrowing could be 	ined. The privatisation of British Gas, where 

borrowing has been nega 	ght be expected to increase the PCBR however. 

All of the factors mentioned in paragraph 1.4. could have been anticipated 

by the Budget Forecast, apart from British Gas's trade credit receipts. 

Unfortunately the available data on 198 87 is not yet sufficient for a proper 

analysis of why the Budget Forecast o 	PCBR now appears too high. A feature 

of the Budget Forecast for Public corpations, however, was the allocation 

of E-1/2  billion of the Reserve to nationalise ol> 	ry external finance, compared 

with an estimated outturn of zero claim on th 	erve. 

It.  Our current forecast for 1987-88 by contrast is for an EFL outturn broadly 

in line with provision in the 1987 PEWP, as shown i i] ble Or . This is  

lr 

expenditure plans through an assessment of the industries 	g prospects, 

given the economic prospects generally, and assumptions about 	spending. 

coincidence however as the forecast is built up large endently of the 
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1987-88 
1987 
PEP 

Latest 
Forecast 

0.5 0.7 0.7 

2.0 1.9 1.9 

0.2 -0.1+ -0.5 

-1.7 -0.8 -0:7 

0.2 N/A 0.2 

-1.3 N/A -0.9 

Of.: The PCBR, EFLs etc  -  BLIElfigT SECRET 
BUDGET LIST ONLY 

198C-87 ' 

1. N 
Fina 

2. Grant 

3. Borrowin 

sidies 

1+. Market and Overseas Borrowing 

5. OPC Borrowing 

6. PCBR 
(=3+4+5) 

falls in 1987-88 

The forecast 0.1 p1,i, c corporations' trading surpluses is influenced 

by a number of factor (s,st important of which are: 

(i) their output 

costs and prices 

productivity increases 

Coal output is on a trend decline andrih Rail is not likely to experience 

much, if any growth. The other major idustries should benefit however from 
0 

the steadily growing economy. Average e 	in public corporations are 

assumed to rise in line with those in the Orivate sector. The industries 

in aggregate are assumed to achieve further productivity gains in 198Y-88 

but somewhat smaller than in 1986-87. Table 1,C below shows the price 

increases assumed in the forecast. In aggregate rea 

are a little larger than those in 1986-87. 

BUDGET_SkCRET 
BUDGET Lis-r ONLY 

NOT TO BE COPIED 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED . 

 

• 

BUDGET SECRET i 
BUDGET LIST ONLY 

NOT TO BE COPIED 



-3 

Memo: GDP Deflator 
Retail price index 

* Relative to the GDP deflator, 
which are relative to the retai 

6 	 + 3 
6 	 + 3 
	 +5 

omestic prices, Water and British Rail Passengers, 
index. 

2.4 	2.4 1.7 3.2 	2.6 
(0.7) 	(1.2) 	(1.1) 	(0.8) 	(0.7) 

Gross trading surplus 
adjusted for privatis-
ation and coal strike 
(% of money GDP) 

4.1 	4.7 
(1.1) 	(1.1) 
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Nationalised Industry Prices in Real Terms*  - % 

1985-86 	 1986-87 	 1987-88 

Electri 
- Indu 

Domes 

Coal 
Industrial 
Domestic 

Water 

British Rail (Passenger) 

Average, all NIs 

-2 
-2 

-31/2  
-2 

+6 -1 
-1½ -1 

+51/2  +5 

+ +3 

-1 -2 

- 
-5 

Y. The net result of these assumptions about prices, output etc for the 

nationalised industries gross trading 	pluses (CTS) is shown in table 	. 

Adjusted for privatisation the GTS ecast to be higher in 1987-88 than 

1986-87 but the same as a proportion ofP12  

Table lb : Nationalised Industries' Gross Trading Surp( 	£ billion 

1980-81 1981-82 1982-83 1981-R4 1984-85 1985-86 1986-87 1987-88 

Gross trading surplus 	4.6 	6.3 	7.2 	6.7 	2.9 	6.2 	4.9 	4.7 

)4,  ,The other major factor which will affect borrowing is cap 	ending. 

Table 1-7 gives the figures in the forecast and compares them with 

NOT TO BE COPIED BUDGET g-EnET 
BUDGET LIST ONLY 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

 

• 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



7\ 

1987 

Forecas 

Forecast, 
privatisat 
(% change) 

Nationalised Ind' 

d for 

LBUDGET LIST ONLY 
DI I 1-1(1"-CT1 	r% Cl- 
LJ 	I_.# %.J 	I a.) 	\-• I 1 I— I 

BUDGET SECRETNOT TO BE COPIED 
tgwVORT114Allaitill\t0ibilaion 

1985-86 

5.4 

5.4 

4.4 

1986-87 1987-88 

5.1 4.3 

5.0 4.2 

4.4 4.2 
(0.0) (-3.8) 

* fixed assets plus other capital expenditure 

in rvr -T-r% ID E r• r11,1Cr1 
I Ai kJ I I 11..J Li L. 	kJ F I IC Li 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

• 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



ETARY POLICY 

BUDGET SECRET 
BUDGET LIST ONLY 

11  I INeit'tTO"BE-COPIED 
b 

For its part the Government will continue to pursue sound and 

t financial management. The framework for that policy will 

444,- s  to be the Medium Term Financial Strategy, as it has been 
sin; 	0. It is designed to bring inflation down further over a 

perio 	f years and ultimately to achieve price stability. 

The MTFS has provided a durable framework in which monetary 

policy has been pursued with steady persistence and a clear sense 

of direction. 	has proved adaptable to changing circumstances 

both at horn 
	

beyond our shores. Above all it has proved a 

success. We sh 	'ld on this success. 

Aonetary condi 	will be set so as t- maintain the gradual 

reducLiou in money 	over the medium term. In the short run 

there will be fluctuat 	t it is the medium term trend which 

is important. 	Experie 	over the past seven years shows that 

this policy will deliver a combination of low inflation and steady 

growth. 

The achievement of a de. tng path for money GDP growth 

requires firm monetiry policies - .oed by low public sector 

borrowing. 	Our commitment to ant 	flationary monetary policies 

is demonstrated by the declining pat 	1991 for growth of 

money supply as measured by MO. 

Short-term interest rates remain the essenLial instrument of 

monetary policy. Changes in interest rates are made in response 

to changes in monetary conditions. In turn monetary conditions 

are assessed in the light of movements in narrow 	broad money, 

and the behaviour of other financial indicators 	ticular the 

exchange rate. There is no mechanical formula fo 	ing these 

factors into account; a balance must be struck. 

For narrow money the target range for 1987-

2.76 per cent - exactly as indicated in last year's MTFS. 
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There is no target for broad money this year. Rapid changes 

financial markets associated with wholly desirable 

itutional changes have affected monetary indicators throughout 

orld. 	The interpretation of particular monetary conditions 

me very difficult. In the United States, M1 has been put 

tem 	ly into cold storage. In this country rapid £M3 growth 

has proved consistent with monetary conditions which have 

demonstrably brought about lower inflation. It is too uncertain a 

measure to use for target purposes, as was vividly demonstrated by 

the Govern 

We shall 

assessing 

f the Bank of England in his Loughborough speech. 

to make judgements about broad money in 

mo 	conditions. But I have selected a more 

reliable guide 	monetary target. 

Tha excndlisje r 	11 continue to play a significant part in 

monetary condition 	thus in decisions about short-term 

interest rates. The r 	t agreement by the 6 major industrial 

nations to reduce existing imbalances and co-operate to foster the 

stability of exchange rates will reduce uncertainty. 	It is 
entirely consistent with our medium-term objectives and has been 

widely welcomed. 

PUBLIC SECTOR BORROWING 

An important component of the SUCCPSS of the MTFS has bccn 

the reduction in the level of public sector borrowing. 

Last year the Budget arithmetic was dom 	d by the sudden 

collapse of our oil revenues, which have fa 	rom £11 1/2 

billion in 1985-86 to an estimated £4 1/2 billn 	1986-87. I 

introduced a cautious Budget which nevertheless 1 	some room 

to reduce taxes. The PSBR was expected to be aroun 
	

llion in 

the current financial year. 

In spite of lower oil revenues it now appears that tfrPSBR 

this year will, for the second year in succession, be lower than 
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IIMe Budget estimaI  e. we now estimate tnat this year's PSBR will 
£5 billion, or about 1 1/4 per cent of GDP. 	If privatisation 

oceeds are added back, it is still lower as a share of GDP than 

y year since 1969-70. 

12 	last year, this successful outcome is due to two factors. 

Firs 	lic expenditure has been held within the planning total 

and continues to fall as a proportion of GDP. The second factor 

has been a marked surge in non-oil revenues. 	This is not the 

result of a short-lived boom; the economy has performed in line 

with our pro 	ons. 	It is the consequence of higher than 

expected ef 	tax rates for a given level of economic 

activity. 

13_ This means t 	PSBR t'ls year, as a proportion of GDP, 

i 	about ne 	 he level we inherited in 1978-79. There 

have been two marked 	downwards. The first step brought the 

PSBR from 5 1/4 per 	1to around 3 per cent in 1981-82. The 

second step brought it down from 3 per cent to 1 1/4 per cent in 

1985-86. 

Last year's MTFS indicated 	SBR for 1987-88 of £7 billion. 

There is a sensib14.  presumption 	I stick to the pre-announced 

figure. 	But given the outturn 	his year and the buoyancy of 

revenues projected for next year I ve decided to aim to make 

faster progress towards the desired° 	vel for the PSBR. [I am 

not sure whether it is intended to me 
	the figure here or 

later]. 

North Sea revenues are forecast at about £5 billion, the same 

level as in 1986-87. In the light of the uncer 	y surrounding 

oil prices I have stuck to the assumption made 	ear that oil 

prices will average $15 dollars a barrel. The p 	from the 

privatisation programme are expected to be £5 bil 	s set out 

in the Autumn Statement. 

This is a cautious and prudent policy. 	Unfortu 
	 it 

will not allow room for the substantial reduction in ta*aY to 
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hich this Government attaches such importance. 	That is 

ettable, but necessary, for we are determined, as we have been 

e past eight years, to take no risks with inflation, and no 

'th our management of the public finances. 

17. Even so I will be able to announce some reductions in 

taxation. It is a measure of the soundness of our policies that 

at the same time we shall be able to maintain public borrowing at 

unequivocal 	levels despite the sizeable additions we have 

made to th 	of public expenditure, and despite the slashing 

of our oil re 

41. 
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THAVar 11711- 	 L- C'131.:r IN 1987-88 -  _0  via,j( 
Mr Allan's minute to Mr Mowl of 

urgent update of the prospects for 

beyond in the light of the recent mon 

attached paper by Colin Mowl and 

1987-88. 

By this stage of the budget preparationsur projections of public 

finances are, as Lhe note explains, on a post-budget basis. The 

forecast for the PSBR in 1987-88 will of course vary with any changes to 

the assumed package. Because we have produced this u date quickly and 

because new information on the outturn for 1986-87 a 	prospects for 

1987-88 will become available between now and the corn' 	of the FSBR 

we and the tax forecasters in the revenue departments 	t to make 
further changes to the underlying forecast in the next f 

We have included in the attached note a detailed account 

up to date forecast for the PSBR in 1986-87. Our latest estima 

a PSBR of £4.3b. This is identical to the forecast in Colin M 

Mr Battishill IR 
Sir Angus Fraser C&E 

j 
t.)t-fir 

Fe ruar 11 

most 

for 

s note 

to you of February 13 covering the draft monthly note on the PSBR. 	We 

(copy attached) asked for an-it. 

sector finances in 1987-88 and 

igures on borrowing. The 

provides this reassessment for 

EH 
BUDGET SECRET 	NOT TO BE COPIED 

I BUDGET LIST ONLY I 	
A 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE CO4ED , 

  

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



EH 

1 

BUDGET SECRET 	NOT-TO BE CC)PIED 

likely to make - ome further changes to our forecast for 1986-87 in 
BUDGET LIST ONLY  

ight of the CGBR(0) figures for February which we will get on 

2. 	Our current estimate of the PSBR in 1987-88 is just under 

suming the package in the score card for your February 16 

ove 	As you will see from the attached note we have re-examined in 

some •t 	the prospects for borrowing by local authorities and public 

corpora 1 	It goes without saying that predictions of behaviour in 

these areas have very wide error margins around them. 

4. When we have your reactions to the updated projections it will be 

necessary to con 

1986-87 and 1987 

figures and text 

and Riley will let 

presentation in part 

years.) 

er how you want to present the fiscal prospect for 

the FSBR. The decisions you take will affect the 

1, 3 and 6 of the FSBR. (Messrs Odling-Smee 

a further submission in due course on the 

he FSBR of the fiscal numbers for the later 

rts 

5. You have indicated that ould like to publish an estimate of the 

PSBR in 1986-87 if anything a little above our central view of the 

likely outturn. Similarly you have indicated a desire to choose a 

forecast PSBR for 1987-88 - after taking account both of any changes to 

or the package and the figure published 

margin for safety. 	We will prep 

particular the text for part 6 - in th, 

PSBR numbers to show. 

1986-87 - that allows some 

numbers for the FSBR - and in 

ht of your decisions on what 

P 
P N SEDGWICK 
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FROM: A C S ALLAN 

DATE: 11 February 1987 

cc Sir P Middleton 
Sir T Burns 
Mr Cassell 
Mr Peretz 
INEHMstaiati 
Mr Scholar 
Mr Ritchie 
Mr Devereux 
Dr Clark 

PSBR IN JANUARY 

The Chancellor was 	1 for your note of 10 February. In the 

light of the January 	s he would like an urgent revision of 

the outlook for 1987- 	thereafter). There must be a strong 

presumption that the cur ent Budget package would produce a lower 

PSBR than that at present projected, and he might well wish to show 

this. 

A C S ALLAN 
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TEE PSBR IN 1987-88 

ODUCTION 

paper re-assesses the prospects for public finances in 1987-88 in the 

the most recent developments. 

and developments suggest. 

3. 	The rest of this paper is arranged as 

EH 

2. 	The forecast reported here differs from the January forecast in that 

it is on a post-budget basis. The most recent forecasts for taxes provided 

by Inland Re 	and Customs and Excise incorporate both any changes in the 

underlying judgi. on yields and the assumed effects of the budget package. 

The package use 

(Ms Sinclair's minut 

corecard, circulated b 

output, incomes, 

is that described in the fifth budget scorecard 

ebruary 12: this hardly differs from the sixth 

olar on February 19). The projections of future 

Te4,_ the estimates for public finances are based 
have barely changed since the January forecast. The submission on the Draft 

Industry Act forecast, which we will send you on Tuesday February 24, will 

discuss the small changes in the eco 	prospect that the most recent data 

0 
Section I 	summarises the latest forecast and compares it with the 

January exercise and the 1986 FSBR 

Section II  discusses CG revenues, expenditure an!4:1IgN 

‘‘ 

Section III  deals with LA's borrowing 

Section IV  deals with PC's borrowing 

- 1 - 
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PCBR 	 PSBR LABR 

Jan Latest Budget Jan Latest Budget Jan Latest 
F'st 	 F'st 	 F'st 

Budget Jan Latest Budget 
F'st 

Latest January 
Forecast 

4.3 5.2 
3.4 4.3 

January 
	

Latest 
Forecast 

1986-87 
1987-88 	2.9 

r_e 524J-re.44.41 
equals for 1987-88 the assumed chan e in SR less any change in the fiscal adjustment 

CGBR(0) 

BUDGET SECRET 
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Table 1 summarises the latest data and forecasts for 1986-87 

: PSBR in 1986-87 - £ billion 

EH 

I PSBR PROSPECTS: 

April 
to 
January 4.o 2.0 

1986-87 6.1 5.2 

0.4 	-0.3 -0.6 	-0.2 	-0.6 -1.1 	4.2 	1.1 0.4 

1.6 	1.1 	0.9 	-0.6 	-1.1 -1.3 	7.1 	5.2 4.3 

The "news" in the 

public corporations. C 

taken together was £1.9 b" 

first ten months of 1986-87 

igures was mainly on the local authorities and 

borrowing to end-January by these two sectors 

IoI below the cumulative budget profiles for the 

and a billion lower than in the January Forecast. 

Over half of the net undershoot on the 

was the result of downward revisions to 

rather than an overestimate of bor 

outturn for the CGBR(0) to Januar 

for other reasons the forecast CGRR(0> 

down by 	billion since January. Thi 

in the draft monthly note on the PSBR, 
rt-1 

whichincluded'new forecast of the PSBR in 1 

5. 	Table 2 compares the PSBR forecast for 1987-88 with the January forecast. 

Table 2: PSBR and Fiscal Adjustment - £ billion 

Fiscal Adjustment 	 PSBR  

I 	BUDGET SECRET I NOT TO BE COPIED 
BUDGET EfST ONLY 

prediction in the January forecast 

the LABR and PCBR in nnrlier monthu 

in January itself. The cumulative 

slightly higher than forecast, but 

the year as a whole has been revised 

ion to the CGBR(0) was reported 

d by Mr Mowl on 13 February, 

7 of 24.3 billion. 

in PSBR Pros 
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- 0.5 beLter ECGD trading perfor 	due to refinancing of 
Nigerian debt. 2? 

e 

+ 0.3 lower North Sea 

+ 0.2 changes in other receipts 

- £0.8b. 

GLIk L.Pr' 
eflecting a lower oil price elk 

'if.? 

EH 

6. 	The first ye 

  

BUDGET SECRET 
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NOT TO BE COPIED 
indexed base) of the package 

assumed in the latest forecast is £2.1b. The effect of the cut in the basic 

ate is itself £2.1b. A number of small measures together offset the extra 

nue from the VAT partial exemption measure. 

A January forecast assumed cuts in income tax (achieved by raising 

alio ances rather than cutting the basic rate) with a first year PSBR effect 

of £2.9b. 

comes out at just 

occurs on central g 

to the reduction of £0. 

adjustment plus 

8. 	Taking of the difference in the assumption on the fiscal 

changes in the forecast, the PSBR forecast for 1987-88 

31/2  billion. Table 3 shows that most of this revision 

t own account borrowing. The main contributions 

in the CGBR(0) are: 

- 0.8 smaller fiscal adjustment allocaated to tax cuts than in the 

January forecast. 

9. 	The forecast of the LAHR has been revised down slightly, in line with 

Lc( k/4;41 /430,u 

the revision to 1986-87, mainly the result of revi 	ew on LA capital 

receipts, in part offset by a lower assumed increase i 	tes. There is 

a very modest reduction in the PCBR in the light of a cha 	i view of the 

trading surpluses PC's are likely to achieve with the econoi 	ing at 3 

per cent or thereabouts. 

3 
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Table 3: Sectoral Components of PSBR in 1986-87 and 1987-88  - t billion 

CGBR(0) LAM 	 PCBR 
Latest 	January 	Latest 

	

4.7 	1.1 	 0.9 

	

2.4 	1.9 	 1.8 

January 

-0.8 

Latest 

-1.3 
-0.9 

1986-87 
1987-88 

EH 

Table 3 shows that even with the modest downward adjustments to the 

LABR and PCBR in 1987-88 the central expectation, as in the January forecast, 

is that both 	BR and PCBR are likely to rise in 1987-88, after falling 

in the two pre 	ars, 1985-86 and 1986-87. The rise in the LABR is mainly 

change in the growt 	penditure. The rise in the PCBR primarily reflects 

due to a smalle e: tes increase in 1987-88 than in 1986-87, with little 

the privatisation of Br (ie its transfer from the PC sector). Adjusted 

 

for privatisation the PC R 	orecast to fall in 1987-88. Sections III and 

IV of this note consider in more detail the plausibility of this aspect of 

the forecast. The next section reviews the forecast of the CGBR(0). 

II CGBR(0)  

Table 4 compares the latest and 

downward revision since January to the for ast for 1986-87 is mainly due 

to a reduction in supply expenditure. There is also a small upward revision 

to Customs & Excise taxes. The reduction for 1987-88 is mainly the result 

of the a billion difference in the assumed Budget packa 

Table 4:  CGBR(0) Ebillion 

January Forecast 

Latest 

1987-88 1985-86 	 1986-87 

	

4.1 	 5.2 	<I) 	3.2 

	

4.1 	 4.7 	 2.4 

 

recasts of the CGBR(0). The 

DI  
16..I 1-1 	L- I 	I- kJ, 	E I 
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taAA,  

13. 	Total 

at 2104.2 bil 

of 2350 million 

evidence now emergi 

the main change since January has been a reduction of 2 

projected trading deficit of ECGD, as a result of recent d 

on in the 

on the 

EH 

  

Central Government 
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Little new information has emerged on central government expenditure. 

rospect for 1987-88 remains much the same as envisaged in the January 

Central Government Revenues   

government taxes and royalties in 1986-87 are now forecast 

changed from the January forecast. An upward revision 

forecast of tobacco duty receipts, reflecting the 

much greater than expected pre-Budget forestalling, 

is largely offset by 	4.4ward revision of 2300 million to VAT receipts, 

in the light of the mo 	çt information on the inflow of tax receipts. 

On Customs and Excise advice, we are now attributing rather more of higher 

than forecast VAT receipts to a once-for-all effect from Keith changes than 

we did earlier. 

As compared with the January 	ecast, our view of the underlying 

path for non-North Sea taxesXhas not 	significantly. The revisions 

to the VAT and tobacco duty forecasts for 	-87 carry through to 1987-88, 

9 7 

but are broadly offsetting. For North Sea revenues, however, we have revised 

down the January forecast by 20.3 billion as a result of the lower oil price 

assumption. 

  

Among the non-tax items which count towards central 	ent receipts, 

refinancing of Nigerian debt. This scores as an increase in o er 	ntral 

government receipts. 
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III LOCAL AUTHORITY 	BORROW/NG 

 

     

t6. Table .57 shows the January and latest forecasts of the LABR, together 

recorded data for earlier years. The forecasts of the LABR in 1986-87 

not . The forecast for 1987-88 has been revised down by only £0.1 billion 

revised down by £0.2 billion since January as in the latest monthly 

however because rate increases now look likely to be slightly lower than assumed 

in January and the estimate of current expenditure has increased a little. 

Te.ble S-  : The LABR - 

1981-82 	2-83 1983-84 1984-85 1985-86 1986-87 1987-88 

January Forecast 	-0.2 	I 	1.2 	2.4 	1.7 	1.1 	1.9 

	

0.9 	1.8 

The forecast of the LABR in 1986-87 takes into account the outturn so 

far, but is heavily influenced by t 	historical record of the level of 

  

borrowing in the last two months of nancial year, and a recent DOE survey 

 

of the authorities' borrowing inten n the last quarter of the year, 

the first results of which have become 	e since the January Forecast 

was completed. 	The forecast also prod 	a complete picture of local 

authorities' income and expenditure ar.nounts aPa cross-check. This cross-check 

has severe limitations however as latest data for 1986-87 covers the first 

half of the financial year only and is not comprehensive For example, there 

are no outturn data yet on the authorities' current 	iture in 1986-87 

- the quarterly figures for the first half of the year 	d by the CSO 

are based on the authorities' budgets, not on information 	expenditure 

actually undertaken. 

oz. Table 6 sets out the past experience of borrowing in Fe uary and 

March and the forecast for the same two months this year, 
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Table 	: LABR in February and March  - £ billion 
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Cash 

1987 prices 

1982 

0.6 

1983 1984 1985 1986 Average 1987 
1982-86 Forecast 

1.3 1.2 1.5 1.2 1.1 1.5 

1.5 1.3 1.6 1.2 1.3 1.5 

,R. The for 	for LA borrowing in February and March is slightly higher, 

though not 	 than the average for previous years because - faut de 
\> 

mieux - we have 	a good deal of weight to the DOE Borrowing Survey. 

This survey has a 	verpredicted borrowing, but table 7 shows that an 

allowance is made in 	ecast for the average bias. If the error this 

year were higher than a ra 	for example at the top of the range of past 

errors - the LABR in 1986-87 as a whole would be £0.2 billion lower than the 

current forecast ie. £0.7 billion rather than £0.9 billion. 

Table 7 : DOE Borrowing Intention,  - £ billion 

1984 Q1 	1985 	1986 Q1 

	

1.6 	1.5 	 .0 

	

1.1 	1.2 	0 1.3 

	

-0.5 	-0.3 	-0.7 

1983Q-1 

Survey 
	

1.8 

Outturn 
	1.1 

Error 	 -0.7 
(2-1) 

* Forecasts 

Average 
1983-86 

1987 Q1 

1.7 2.1 

1.2 1.6* 

-0.5 -0.5*  

1.0. The forecast of the LABR in 1987-88 is based Tar 

of the detailed income and expenditure accounts for the 

sets out the main elements of the authorities' accounts 

income accounting concepts. 

projection 

Table 

national 
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: Local Authorities 
in brackets) 

Income Expenditure and Borrowing - £ billion (% changes 

1985-86 
	

1986-87 	1987-88  
Outturn 
	

Budget 	Latest 	Latest 
Forecast 	Forecast 	Forecast 

and net lending 

Other 	 0.1 

LABR 	 1.7 
(-1-2-3+4+5+6+7) 

)..k. Table ct' illustra 

Rates 	 13.8 ( 6.7) 	15.6 (13.8) 	15.5 (12.5) 	16.7 (7.5) 

Current gr4 	 20.7 ( 1.2) 	21.5 ( 6.7) 	22.3 ( 7.8) 	24.0 (7.6) 

Other current income 
	

5.6 ( 5.7) 	5.4 ( 3.7) 	5.8 ( 3.0) 	5.9 (1.9) 

Current expenditure 	38.2 ( 4.9) 	40.6 ( 7.6) 	41.3 ( 8.1) 	45.0 (9.0) 

GDFCF 	 4.o (10.1) 	3.6 ( )4.1) 	3.7 (-6.5) 	3.8 (3.0) 

Capital grants (net) 	4 	 -0.2 	 -0.3 	 -0.3 

0.1 	 -0.2 	 -0.1 

1.6 	 0.9 	 1.8 

the LABR is forecast to rise in 1987-88. 

Gross current expenditure is forecast to rise at about 9 per cent per annum, 

a little faster than in 1986-87 but rate income is projected to increase much 

less than in 1986-87. Together with 	rise in capital spending this pattern 

makes an increase in the LABR on the cyy0986-87 outcome very likely indeed. 

The rest of this section examines the fol wing key components in turn: 

rates 

current expenditure and balances 

GDFCF and other capital 

The basis of the rates forecast for 1987-88 has cha 	nce the January 

Forecast. In the January Forecast the forecast was 1ary ietermined by 

the projections of current expenditure and grant on the one 	d likely 

changes in rate fund balances on the other. While the rates 	t was 

influenced by anecdotal evidence on likely rate increases there wa 	firm 

information on these. In the recent past the DOE has begun to receive 

1 	BUDGET S-EgPrET 1 NOT TO BE COPIED 
I BUDGET LIST ONLY 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COWD 

  

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



12.5 6.7 

Latest 

71/2  

January 
Forecast 

8.2 
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information from  th  BP(9139tuThIATcPNLYgreed  rate increases. Most of 

the information for England is from the shire counties, with little or nothing 

the metropolitan authorities. The average increase for England, based 

relatively small sample, is 7 to 8 per cent. The available figures for 

d Scotland are higher than this. Nevertheless LG advise that, because 

the 4gl sh metropolitan authorities and district councils are expected on 

average to agree lower rates increases than those for the counties (in part 

because a substantial proportion are rate capped), an average increase of 

7 to 8 per 	or the UK as a whole is the current best estimate. This 

is slightly lo 	in the January Forecast, and other things equal, would 

increase  the LABR 	billion. 

Table t : Rate Income  

1985-86 	 1986-87 	 1987-88 

1_1. About three quarters of current 	ure is on wages and salaries. 
0 

The basis of the forecast is an assumpti 	t local authority employees 

receive earnings increases in line with the pi4vate sertor, with the exception 

of the teachers who are assumed to receive increases in Tine with the Baker 

proposals. Table 0 shows the forecast for average earnings. The 1985-86 

increase for local authorities was artificially law t50. e of the timing 

of the interim award to teachers. 

Table 10 : Average Earnings - % change 

1985-86 

Local authorities 	 3.0 9.8 	 9.6 

1986-87 

Private sector 
7'3  NOT TO BE C0151tD I 	B1lE5GET SECRET 
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2. 	Net lending 	 -0.4 -0.3 

3. 	Capital grants 	 0.7 	0.6 sci) 
-0.2 

0.9 

-0.4 

0.8 

,1 1

w. The forecast  hasEgADOETEGREal a thontcYrem-TQAEGDMP 
BUDGET LIST ONLY 

cent a year (full  1. 	eiL.LiTalnts). This i. la line with recent trends in 

986-87. 

urrent estimates suggest little change in rate fund balances in 1986-87, 

r e increases were relatively high, but the authorities are expected 

to 	rate fund balances and special 	.)(..*Kx down in 1987-88, when rate 

increases are relatively low. The latest forecast of current expenditure, 

grant and rates implies a reduction in rate fund balances of about 	billion 

(GB). DOE co 

as an increase 

forecast LABR. 

such a reduction plausible. Reductions in balances score 

owing: a larger assumed reduction would imply a higher 

pending is summarised in table 11. The forecast 

of net capital spending (ro 	as been reduced a little since January because 

there are indications that recent capital receipts have been higher than 

assumed. 

The forecast of 

Table 41 : Local Authority Capital 	ndijure* - £ billion 
0 

1985-86 °AdiD6-87 	 1987-88  
Latest 

For 
Latest January 

For- ast 	 Forecast 
0 

1. GatoCF 	 4.0 	3.6 	3.7 3.9 
	

3.8 
of which: council house sales 	(-1.3) 	(-1.3) 	(-1.4) 

	
(-1.4) 
	

(-1.5) 
other 	 (5.3) 	(4.9) 	(5.1) 

	
(5.3) 
	

(5.3) 

Total capital (net) 
	

4.3 	3.9 	3.8 
	

4.2 
(=1+2+3) 

1987 PEWP provision for total 
capital (net) 

Overspend on PEWP 	 0.3 
(=4-5) 

4.2 

0.0 

1 
* national accounts definitio s  BUDGET SECRET NOT TO BE COPIED 
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Table 11-. summarises the forecast of public corporations' borrowing 

Tabl The PCBR  - £ billion 

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86  1986-81 	1987-88  
Jan Latest Jan Latest 
F'st 	F'st 

Actual/Forec .5 

Actual/Forecast 1.6 
Adjusted for 
privatisation 
and Coal Strike 

2.5 1.5 0.4 1.2 0.0 -1.1 -1.3 -0.8 -0.9 

2.0 1.9 0.9 0.4 -0.3 -0.4 -0.6 -0.8 -0.9 

R in 1987-88 compared with 1986-87 is not surprising 

isogiven the privati 	e •  

in borrowing in 1987-8t 	. 

for 1987-88 since the 3 

British Gas. Adjusting for this a further fall 

ecast. The downward revision to the PCBR forecast 

Forecast is smaller than that for 1986-87 for 

two reasons. First it now looks as if some industries will see their agreed 

nominal price increases reduced in real terms by higher inflation and secondly 

the beav).--,\-  of net trade credit receipts k.-0 	QC_C3a 

k4 vrA.04Lej 

-,..e. Cumulative borrowing by public cor- .ns to the end of January was 

nearly £1 billion below both the Budge 	•file and borrowing in the 

corresponding period of 1986. Table /2 beiow shows whirh industries have 

contributed to the lower borrowing in 1986-87 compared with 1985-86. 

Table a : Public Corporations Borrowing April to December 1986 1 	borrowing in April 
to December 1985  

£ billion 

British Coal 	 + 0.5 
British Gas 	 - 0.4 
British Steel 	 - 0.3 
Electricity 	 - 0.6 
Others 	 + 0.1 

Total PCBR 	 - 0.7 

Co I 1 11-% 	r--r 	tr- 	_17-r 
LI IL) I-I 1/431 	gFt..,r1E 
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The main reasons for the changes appear to be: 

itish Coal - a lower coal price, following the fall in oil prices; 

- a large change in their net trade credit position; 

Steel - a rise in profit margins following favourable exchange rate 

movements - assisted by falls in raw material costs;  

Electricity - the end of post-coal strike re-stocking and lower input cost. 

None o 	factors imply that there would be a further fall in 

borrowing in 	 but by the same token with the exception of British 

Gas, none of th 	 reverse, suggesting that the lower 1986 level of 

borrowing could be 	ined. The privatisation of British Gas, where 

borrowing has been nega 	ght be expected to increase the PCBR however. 

All of the factors mentioned in paragraph -Le could have been anticipated 

by the Budget Forecast, apart from British Gas's trade credit receipts. 

Unfortunately the available data on 198 87 is not yet sufficient for a proper 

analysis of why the Budget Forecast 	PCBR now appears too high. A feature 

of the Budget Forecast for Public cor 	tions, however, was the allocation 

of 	billion of the Reserve to nationaliseq littry external finance, compared 

with an estimated outturn of zero claim on th-' 	-erve. 

It .  Our current forecast for 1987-88 by contrast is for an EFL outturn broadly 

in line with provision in the 1987 PEWP, as shown iblekkr . This is 

liliP <Cicndently of the 

jellg prospects, 

given the economic prospects generally, and assumptions about L• 	spending. 

expenditure plans through an assessment of the industries 

I 	BUDGET-SeeRET I NOT TO BE COPIED 
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Market and Overseas Borrowing 

OPC Borrowing 

PCBR 
(=3+4+5) 

increases assumed in the forecast. In aggregate rea 	falls in 1987-88  ci  • 

are a little larger than those in 1986-87. 

: The PCBR, EFLs etc -  131112GIET SECRET 
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1987-88 
1987 
PEWP 

Latest 
Forecast 

0.5 0.7 0.7 

2.0 1.9 1.9 

0.2 -0.4 -0.5 

-1.7 -0.8 -0:7 

0.2 N/A 0.2 

-1.3 N/A -0.9 

)1_, The forecastL,fblic corporations' trading surpluses is influenced 

by a number of factor, 	ost important of which are: 

their output 

costs and prices 

productivity increases 

Coal output is on a trend decline an h Rail is not likely to experience 

much, if any growth. The other major dustries should benefit however from 
0 

the steadily growing economy. Average e 	in public corporations are 

assumed to rise in line with those in the Orivate sector. The industries 

in aggregate are assumed to achieve further productivity gains in 1987-88 

but somewhat smaller than in 1986-87. Table if below shows the price 
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Memo: GDP Deflator 
Retail price index 

* Relative to the GDP deflator, 
which are relative to the retai 

6 	 +3 
6 	 +3 

	
+5 

omestic prices, Water and British Rail Passengers, 
ndex. 

Adjusted for privatisation the GTS ecast to be higher in 1987-88 than 

1986-87 but the same as a proportion of 

4.1 	4.7 
(1.1) 	(1.1) 

BUDGET SECRET 
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Nationalised Industry Prices in Real Terms*  - % 

1985-86 	 1986-87 	 1987-88 

Electri 
Indus 

- Domes 

Coal 
Industrial 
Domestic 

Water 

British Rail (Passenger) 

Average, all NIs 

- 2 - 3½ 
-2 -2 

+ 6 - 4 
-1½ -1 

+5½ +5 

+ +3 

-1 -2 

+ 1 

- 3 

/1. The net result of these assumptions about prices, output etc for the 

nationalised industries gross trading surpluses (GTS) is shown in table . 16 . 

Table %JO-0 : Nationalised Industries' Gross Trading Surp 	- £ billion 

1980-81 1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 

Gross trading surplus 	4.6 	6.3 	7.2 	6.7 	2.9 	6.2 	4.9 	4.7 

Gross trading surplus 
adjusted for privatis-
ation and coal strike 
(% of money GDP) 

1.7 	3.2 	2.6 	2.4 	2.4 
(0.7) 	(1.2) 	(1.1) 	(0.8) 	(0.7) 

)4. , The other major factor which will affect borrowing is calm. 	ending. 

Table 1-7 gives the figures in the forecast and compares them with 

I 	BUDGET §-EGRET  I NOT TO BE COPIED 
BUDGET LIST ONLY I 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE CO/IED . 

  

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



198 

Forecas 

Forecast, 

‘0

11.1\ed for 
* 1/4privatisat 

(% change) 
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5.1 4.3 

5.0 4.2 

4.4 4.2 
(o.o) (-3.8) 

V1 	: Nationalised Indust 	j 	r1qTpvJ-I1 z( biLlion 

1985-86 	 1986-87 	 1987-88 

5.4 

5.4 

* fixed assets plus other capital expenditure 
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THE PSBR IN 1987-88 

The Chancellor was most grateful for your minute of 20 February. 

He feels that the margin of safety in the published 

1987-88 PSBR figures will consist of the $15 oil price assumption: 

no further margin is required. 

He will take decisions on the precise numbers to publish for 

1987-88 as soon as the Budget package is finalised. For 1986-87 he 

has not yet decided between £4i billion and £5 billion, though he 

inclines to £4.9 billion. 

A C S ALLAN 
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Mr Cropper 

1987 BUDGET: FSBR 

In the final paragraph of your minute of 9 February to Nigel Fray you asked 

for my comments on setting up a contingency plan for photocopying the FSBR 

if HMSO run into difficulties. 

The FSBR is a sizeable document. In 1986 it was 67 pages in length 

and 835 copies were produced. To try and print the FSBR in-house would present 

us with enormous difficulties. In addition to the size of the job, the paper 

used for the FSBR is of a high quality and A3 size (folded into A)4). It 

is bound in a manilla cover and each copy is saddle stitched. We simply 

cannot match this. We have only one machine capable of copying A3 size 

documents and it does so at a less than impressive speed. 

We would also be in trouble on timing. According to the Aide Memoire, 

the final proof of the FSBR will not be ready until the morning of 16 March, 

yet the full 835 copies are needed by early morning on Budget Day itself. 

If we do have to try and produce the FSBR in-house, we will probably have 

to do so sometime between late Budget Eve/early Budget Day, when we will 

be at the height of producing other Budget documents. If I tell you that 

last year our deadline for completion was 0800 on Budget Day and we actually 

managed to finish at 0750, you will realisee that there was no room for 

manoeuvre. 

I do wonder, however, whether we really need a contingency plan. My 

understanding is that HMSO have contingency plans of their own. I believe 

that the FSBR will be printed on HMSO's secure press at Nine Elms. In the 

event of any failure production will be switched to the HMSO unit in the 
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House of Commons, where essential copies will be taken (if necessary, extra 

copies will be produced after the Budget speech). If another failure occurs, 

production will be switched to a secure outside contractor under the strict 

supervision of HMSO staff. 

I must confess that this seems as much as we can hope for. I do not 

think we need anything else. If, despite all their plans, HMSO cannot produce 

the FSBR then we will, of course, have to do it in-house. But the price 

to pay will be markedly inferior quality and, more importantly, a virtual 

certainty that one or more of the other Budget documents will not be produced. 

I am happy to discuss any of this with you if it would be helpful. 

B J PORTEOUS 
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MR SCHOLAR 	 cc Miss C Evans 

1987 FSBR: CHAPTERS 4 AND 5 

The Chancellor was most grateful for your minute of 23 February and 

the attached drafts of Chapters 4 and 5 of this year's FSBR. He 

had the following comments: 

in paragraph 4.03, we need to add the higher age 

allowance for the over-80s; 

in paragraph 4.06, the square-bracketed sentence can be 

omitted; 

on paragraph 4.07, he would be content for you to amend 

the text to refer to limits of £1,500 or 10 per cent, as 

you suggested in paragraph 4 of your covering note. But 

he noted that the treatment in paragraph 8 of the Annex 

to Chapter 4 used the £3,000/20 per cent presentation in 

a way which seemed perfectly clear to him. He would be 

grateful to be reminded when we decided on a £1,500 limit 

rather than £2,000, and why? 

in the paragraphs on excise duties (4.08 to 4.12), he 

felt that (despite last year) there is no need to mention 

any that are unchanged: they are not annual taxes, and 

so we can simply mention the changes. This may need to 

include the minor changes on recovery vehicles and 

coolers; 

on paragraph 4.19, he felt we must make it clear that 

indexation continues for post-1982 gains. He suggests 

that the second sentence starts "They will be taxed 

without adjustment, other than the indexation that 

applies to post-1982 gains, at the rates applying to 

other profits ..."; 
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in paragraph 4.26, he wondered whether the explanation of 

personal pensions was sufficiently clear; 

in paragraph 4.31, he felt that we needed to expand the 

description of the anti-avoidance provisions; 

in paragraph 4.33, he felt that the ceiling on retirement 

relief should be a separate paragraph; 

in paragraph 4.36, "the maximum permitted under European 

Community law" should be deleted; 

in paragraph 4.38 "will" should be "would"; 

in paragraph 4.41, the reference to aligning UK law with 

the EC Sixth Directive should be omitted. The paragraph 

should also refer explicitly to partial exemption; 

in Table 4.1, Item 31, he wondered whether the two 

measures (ie the ending of fractions and the allowance 

against ACT) should be separated out; 

in Table 4.1, he felt we needed a new sub-total under 

Item 77 for "total VED and other"; 

in the Annex to Chapter 4, Item 4, the over-80s age 

allowance needs adding; 

in Item 8, "highly uncertain" should be "inevitably 

uncertain", and "in particular" should be deleted; 

Item 14 should start "The tax treatment of Lloyds 

reinsurance to close will be made consistent ..."; 

On Item 27, he wondered whether the description was 

completely accurate; 

in Item 31, he felt the first two sentences needed 

complete redrafting: the ACT point needs separating out 

and, the small companies change needs to be explained 

properly. The third sentence should start "The yield 

represents ..."; 

in Item 36, the first sentence needs more explanation; 
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he thought we had dropped the presentation "the following 

changes are proposed", used at the start of Items 45 

and 46"; 

Item 48 can be deleted; 

he would prefer Item 70 to say "abolished" rather than 

"reduced to nil"; 

in paragraph 5.05, he thought the description of the 

change between plans and estimated outturn for 1986-87 

was very oddly drafted. It did not make it sufficiently 

clear that the increases included allocations from the 

Reserve, and so totalled over £51 billion, whereas the 

overrun on the planning total is only Eli billion; 

in paragraph 5.06, he felt the first sentence should 

start "Central Government spending makes up about 

three-quarters ..."; 	the fourth sentence should read 

"Spending by local authorities accounts for about 

one-quarter ..."; and the next sentence should start 

"Nationalised industries and other public corporations 

account for the remainder of the total". 

. 
A 
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DRAFT OF PART 3 OF THE FSBR (RECENT ECONOMIC DEVELOPMENTS AND 
PROSPECTS TO MID 1988) 

I attach 

(a) a short note that assesses recent data and their implications 

for the economic prospect, 

and (b) a draft of part 3 of the FSBR which takes account of 

provisional decisions reached at a meeting yesterday chaiLed 

by Sir P Middleton. 

2. I attach as well as an annex an extract from the record of your 

meeting on the January forecast which lists the provisional decisions 

taken at that time on the main numbers to publish in the FSBR. In the 

rest of this note I discuss some of the factors you will want to 

consider in the presentation of economic prospects. 
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111 	( ) 	The order of the sections  

We spent some time agonising over the order when preparing 

the Autumn Statement. The order of the sections in the 

attached draft is close to that finally adopted in the AS, 

except that the section on financial conditions comes 

immediately after the summary. The discussion in Part 3 of 

the FSBR (the IAF) is now the only retrospective assessment 

of monetary conditions in the FSBR. (At one time there was a 

retrospective assessment in the MTFS section.) It is now by 

custom fuller than the discussion of monetary conditions in 

the AS IAF. It would be very odd for this section to come at 

the end of the short term forecast, appearing almost as an 

afterthought. (In the AS IAF the discussion of financial 

conditions was followed by one on fiscal conditions in the 

current financial year which the FSBR IAF does not need.) We 

judged that it would be better for the financial section to 

come before the section on the world economy, rather 

than - as in the FSBR last year - between the sections on the 

world economy and trade and the balance of payments, which 

should be consecutive. 

c6r;(‘  111  
k‘v 

vr‘v  1  

We have ordered the discussion in the summary section at the 

beginning as in the 1986 FSBR, except that the paragraph on 

assumptions comes at the end. 

(ii) 	GDP in 1986  

We will need to decide how to present the record on GDP 

growth in 1986. During the next few weeks the CSO will be 

accumulating the material on which their estimate of the 

average measure of GDP will be based. They will publish this 

estimate on March 20, and will not have a near final estimate 

until near budget day. 	We will need to take a final 

decision on what to include in the FSBR in the light of the 

then available information from the CSO about a week before 

budget day. 
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• 	There seems virtually no chance that the CSO will produce an 
estimate of GDP(A) growth in 1986 that rounds to 3 per cent. 

In the light of this there are two options for the treatment 

of GDP in the FSBR that depend on the number the CSO is 

likely to publish. 

At the moment it looks as if the CSO will publish a figure 

for the growth of GDP(A) that will round to 21 per cent - the 

same (when rounded) as the already published growth of 

GDP(0). If, when the FSBR goes to press, this still looks 

the most likely number for GDP(A) that the CSO will publish, 

our inclination is to show it in Part 3 of the FSBR 	(in 

tables 3.6, 3.13, and 3.14). 	The text could mention the 

likelihood of this estimate being revised up, given the CSO's 

own analysis of past revisions. It will at all events be 

necessary to discuss in the text the profile of growth during  

1986 shown by GDP(0), which is generally considered more 

reliable than GDP(A) for short run movements. 	In this 

option, which we have followed in the attached draft of 

Part 3 of the  FSBR, there is not a strong case for breaking 

with tradition and showing GDP(0), either as well as GDP(A) 

or instead of it, in tables 3.13 and 3.14, ie the main 

summary table and the detailed half yearly expenditure/GDP 

table. The table below compares the numbers for GDP(A) that 

we have in mind on this option with the January forecast and 

last year's FSBR forecast. 

	

January 	Draft 

	

1986 	Internal P6 1987 

	

FSBR 	forecast 	FSBR 

Real GDP 1986 	 3 	 3 	 24 

/V2511/48 	Money GDP 1986-87 	61 	 64 6 

If, on the other hand, it looked as if the CSO was going to 

publish a figure for growth of GDP(A) that rounded to 2 per 

cent we would advise including figures for GDP(0) in 

table 3.14. 	(The GDP(0) index could be a final column next 

to the GDP(A) index.) If necessary the summary table (3.13) 
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could include GDP(0) only. 	There could be an even fuller 

discussion in the text of GDP(0) behaviour in 1986 than with 

the first option. We would not advise publishing different 

growth rates for GDP(0) and GDP(A) for the future. 

(iii)  The exchange rate 

Last year Part 3 of the FSBR said "...neither the sterling 

index nor the sterling/dollar exchange rate is assumed to 

change much". Following the G5/G7 meetings we have replaced 

the usual assumption of little change in the exchange rate 

with the explicit assumption that it stays at its current 

level. We have also removed the significant changes in other 

countries' exchange rates during 1987 that were in the 

January WEP. (The January WEP had a further substantial fall 

in the $.) This latter change prevents the sterling index and 

the £/$ rate - which is important for oil revenues - behaving 

differently. 

If you thought that the new form of words for the exchange 

rate assumption might be taken to imply a greater commitment 

to a stab1e. exchange rate than you wanL to give, we could 

revert to last year's words without altering any of the 

( iv ) 

	
figures. 

Inflation 	
P 

c"111 I116C- 

	 46 

At your meeting on the forecast in January it was realised 

that it would be difficult to show 4 per cent RPI inflation 

in 1987(4) without an assumed cut in the mortgage rate. 	The 

RPI prospect will as well depend on the precise fiscal 

package you choose. 

It is possible that some commentators would spot an assumed 

cut in the mortgage rate from the behaviour of the housing 

component of the RPI (though in the past, eg at the time of 

the 1986 Autumn Statement, commentators have not always 

interpreted this series correctly). 



SECRET 

The oil price  

We have assumed $15 for Brent (equivalent to about $14.5 for 

the world average price that the WEP use) from April 1. The 

assumption is described as "conventional". 	We assume that 

the real price is maintained from the beginning of 1988 

onwards. This indexation assumption, which is the same as 

that used last year, is of negligible importance for Part 3 

of the FSBR, which goes to mid 1988 only. 	It is, however, 

important for Part 2 of the FSBR (which on past precedent 

will give it explicitly) and for the press notice on oil 

revenues over the medium term which is published on budget 

day. 

Productivity 

You have expressed the wish to show estimates of the 

"underlying" growth of productivity. To do this could lead 

to demands for a productive potential table, involving 

underlying productivity, labour supply growth, and the oil 

contribution to GDP. 

We believe that table 3.11 in the attached draft effectively 

meets your wish to show the strength of productivity growth 

without getting into the conceptual problems involved in the 

definition and estimation of "underlying" productivity. The 

figures for 1984, 1985, and 1986 in table 3.11 show that high 

productivity growth has continued during the period since the 

large employment shake out of the early 1980s. 

Exports  

We need to be careful when describing the recent excellent 

performance of UK visible exports. Prima facie growth in the 

volume of exports of manufactures of 9/ per cent during 1986 

(fourth quarter on fourth quarter) while our measure of 

export markets grew at 4 per cent suggests a very large 

increase in the UK's share of world manufacturing trade. 

However, the denominator we have used for many years for the 
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UK's share of world manufacturing trade is not a measure of 

total world trade in manufactures. It measures the exports 

of manufactures of the main manufacturing countries for which 

data are readily available. Data simply are not available on 

the exports of many of the NIC's in the last few years. It 

is quite likely that countries such as the South East Asian 

NIC's were increasing their exports of manufactures at rapid 

rates during 1986, while the appreciating countries included 

in our measure - especially Germany and Japan - lost out. 

We are urgently investigating alternative measures of world 

trade that include the increasingly important exports of the 

NIC s, but it is unlikely that we can produce a suitable 

measure quickly. In the meantime we have described the ratio 

we normally calculate (the ratio of UK exports of 

manufactures to main manufacturing countries' exports of 

manufactures) very precisely, so as to emphasise the UK's 

strong export performance relative to the other developed 

economies without giving a misleading impression. 

(viii) The current account 

At your January meeting on the forecast Sir T Burns said that 

we should wait for the January trade figures before choosing 

whether to publish a current account deficit for 1987 of 

£2 or 2ib. As you know the CSO are revising the figures for 

both visible and invisible trade in 1986. We ought to wait 

until we know what they are going to publish before taking a 

final decision on the number for 1987. (The numbers the CSO 

are to publish should be available in near final form by the 

end of this week.) We need to look in particular at the 

recorded deficit in the second half of 1986, and whether the 

forecast number for 1987 implies an implausible change from 

it. 

P N SEDGWICK 
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Oil Price Mr Sedgwick said that a note on the $18 oil price 

variant would be available by the end of the week. The Chancellor  

said that he thought it would be difficult to use an assumption 

very different from the prevailing market price at the time of the 

Budget. There were attractions in using a $15 oil price 

assumption, but it would not be possible to go public on that 

unless the markets moved in that way. 

Balance of payments Sir T Burns commented that there had been 

a large error in the balance of payments forecast for 1986, and 

people would assume that whatever figure was published for 1987 

would be an understatement. He thought the choice for publication 

was between £2 or £2i billion, but he would be inclined to wait to 

see the January figure (due out in mid-February) before a final 

decision was taken. 

Nominal GDP and GDP deflator Possibilities were 7 to 71, and 

4 to 4/ per cent respectively, with a figure around 7 for 1988-89. 

Mr Odling-Smee would be submitting a note shortly on the MTFS path 

which should help decisions. 

RPI It was noted that the bow shape in the inflation forecast 

for 1987 was due almost entirely to the mortgage rate and petrol 

prices. A figure of 4 per cent for 1987Q4 would look reasonable if 

the mortgage rate were cut - but without such a cut, 4 per cent 

would be difficult. 	Most outside forecasters were expecting a 

figure closer to 5 per cent. The current forecast for 1988Q2 was 

4.6 per cent, but it was agreed that it would be preferable to show 

the same figure as for 1987Q4. 

GDP Growth for 1986 was currently estimated to have been 

I between 2i and 3 per cent. 	The situation should become clearer 

' I over the next few weeks. 

• 

• 
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t4:21  

15. Sir T Burns noted that he would like to see the whole range of 

next months statistics before final decisions on the numbers were 

taken. This was agreed. 

c5L 
CATHY RYDING 

3 February 1987 

cl5„7-51-
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• THE IMPLICATIONS OF RECENT INFORMATION FOR ECONOMIC PROSPECTS 
This note summarises the new information on the world and the UK 

economy that has become available since the January forecast was 

completed, and discusses the extent to which new information affects 

our view of economic prospects. 

I WORLD ECONOMY 

Domestic Demand 

2 	In Japan and Germany, recent figures on industrial activity have 

remained gloomy and business confidence continues to deteriorate. 	We 

have lowered our forecast of domestic demand growth (which already 

policy loosening this year) in 1987 by 1 per cent in both assumed some 

countries. 

reduction in 

In the light of recent 

US domestic demand growth. 

data we have since made a small 

For the major seven economies 

as a whole, the rate of growth of real domestic demand in 1987 has been 

cut from 3/ to 3 per cent. There is thus a fall in domestic demand 

growth in the major 7 from our current estimate of 33/4  per cent for 

1986. Major 7 GNP growth in 1986 at 21 per cent was significantly 

below domestic demand growth. We now expect GNP growth to be 21 per 

cent in 1987, about 	of a percentage point less than in the January 

forecast. 	There are some signs of a pick up in industrial/ 

manufacturing output towards the end of 1986 in France, Italy, and the 

US. 

Inflation  

7-- 3. 	We have reduced the extent of the recovery in consumer price 

inflation in the US and given more weight to our now persistent 

tendency to be too pessimistic about US inflation. Inflation in Japan 

and Germany could be lower than we have been predicting and even stay 

negative through 1987. There have been significant upward revisions to 

IMF recorded figures for unit labour costs in most of the major OECD 

countries. 	The price of industrial materials in the final quarter of 

1986 was slightly higher than expected in January. This has raised the 

forecast level of commodity prices in 1987 although the growth rate 

through the year has not been changed. 

cm 
new-info 
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alk  World Trade  

We have slightly revised up our estimate of total world visible 

trade in 1986 to 54 per cent reflecting a higher imports by non-oil 

developing countries. A once-off surge in imports of oil, partly for 

stockbuilding, inflated the figure for total trade. 

Our series for main manufacturing countries' exports of 

manufactures, weighted by UK markets, grew by 24 per rent in 1986 on 

the basis of the limited data that is available. This is more than 

expected in the January WEP. Nevertheless this is almost certainly 

lower than the growth of total world trade in manufactures for two 

reasons. 

First, this series does not include exports of manufactures by 

the NICs which almost certainly grew more quickly than the main 

manufacturing countries' exports of manufactures in a year when 

other prominent economies were adjusting to large rises in their 

exchange rates. 

Second, the UK, along with other G5, is more heavily committed 

than some other industrial countries to OPEC and LIIC markets 

which have been relatively weak. 

Our forecast for manufacturing countries' exports, weighted by 

UK markets is for a rise in growth in 31 per cent in 1987. 

II 	THE UK ECONOMY 

Current balance of payments   

The DTI will publish revised visible trade figures and a new CSO 

invisibles projection for 1986 with the January trade figures on 

27 February. The full Q4 balance of payments figures will be published 

on 5 March. The indications at the moment are that the changes to 

invisibles will increase the current account deficit in 1986 to at 

least £1 billion and possibly more. 

2 
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North Sea 

8. 	There have been some minor changes since the January forecast. 

Oil and NGL Production 

1986 

1987 

(million tonnes) 

January 
Forecast 	Now 

	

128.3 	126.9 

	

125.6 	126.0 

-1.4 

+0.4 

GDP 

When we completed the winter forecast we felt more uncertainty 

over the data for the recent past than over our projection of growth 

for the coming year. The problems with the data for the first three 

quarters of 1986 are still with us; although we understand that the CSO 

are making revisions to the profits figures which should give higher 

growth in the income and average estimates of GDP in 1986. 

The main development since the end of the Winter forecast is 

that the projections for the fourth quarter have become slightly 

firmer. 	When we completed the Winter forecast we expected that, given 

the published figures for the first three quarters of the year, 1986 

GDP growth based on the output estimate would round up to 3 per cent 

and on the average estimate would round down to 2 per cent. The CSO's 

current projections for Q4 show a substantial reversal of the relative 

movements that occurred in the second and third quarters. 

A preliminary figure for GDP(0) for Q4 has now been published, 

showing output flat at the Q3 level. By contrast, expenditure looks 

quite strong overall in the fourth quarter of 1986. 	We now have 

provisional figures for consumers' expenditure, industrial fixed 

investment and stockbuilding as well as external trade figures. 

Although manufacturing investment figures published last Thursday were 

disappointing, this is a relatively small component of total 

3 
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ami expenditure, and the figures for those components of stockbuilding that 

Wwere published at the same time were stronger than expected. The latest 

(still very provisional) CSO projections show GDP(E) rising by about 11 

between Q3 and Q4. 	We understand that the CSO are now making 

substantial upward revisions to profits figures for the first three 

quarters of 1986. This will have the effect of raising the growth of 

the income measure of GDP in the first three quarters of the year. 

GDP(I) also seems to have shown quite strong growth in the fourth 

quarter. 

These changes bring the growth figures for the year as a whole 

more closely into line. The preliminary published figure for GDP(0) 

for 1986 as a whole is 2.6. The latest internal CSO projections of 

GDP(A) suggest that, like GDP(0), the GDP(A) figure to be published 

three days after the Budget may round to 2/ per cent. We will not have 

much firmer information until a week before budget day. 

We of course have virtually no information on the first quarter 

of 1987 as yet. 	The only thing we know about is the provisional 

January retail sales figures, which shows a 21 per cent fall compared 

with December. 	However, this does not indicate a need to call into 

question the consumption forecast for 1987, as retail sales were badly 

affected by January's exceptionally severe weather and retailers seem 

fairly confident that there will be a good and speedy recovery in 

sales. 	Moreover, in terms of total consumers' expenditure, low retail 

sales as a result of bad weather in January will have been partly 

offset by higher consumers' expenditure on energy during the cold 

weather. 

Inflation 

Since completing the Winter forecast, there have been one 

month's extra figures on producer price inflation, retail price 

inflation, and average earnings. Producer output prices were slightly 

lower than expected, input prices higher than expected, and retail 

prices pretty well in line with expectations. In no case have we felt 

it necessary to make significant consequential changes to the forecast. 

4 
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• Employment and unemployment 
The latest labour market figures showed unemployment virtually 

unchanged between early December and early January, whereas the January 

forecast had a continuation of the roughly 20,000 a month falls of 

recent months; on the other hand, employment growth in the third 

quarter has been revised up to 80,000, and manufacturing employment is 

now estimated to have fallen by only 4,000 in the fourth quarter, 

suggesting total employment growth may possibly have reached or 

exceeded 100,000 in the fourth quarter. 

January was a particularly bad month for unemployment last year, 

and it may well be that there are some residual seasonality problems. 

We are assuming for the moment that January was just a freak month and 

that unemployment will continue to fall in the future months at a 

similar trend rate to what we assumed in the winter forecast. 

5 
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THE ECONOMY: RECENT DEVELOPMENTS AND PROSPECTS TO MID 1988 
111 

SUMMARY 

Demand and activity 

3.1 	Following a slight slowdown in the second half of 1985, economic 

activity has been growing at around 3 per cent since last spring as 

exportecovered strongli:following some months of sluggish growtE7 

Recorded GDP growth in 1986 was about [2i] per cent. A substantial rise 

in investment and non-oil exports is forecast for 1987, and GDP should 

grow by 3 per cent. Manufacturing output growth may be slightly faster. 

Labour market 

3.2 	In line with faster output growth, employment has been rising more 

quickly again since the middle of 1986. In recent months there has been 

a reversal of the previous upward trend in unemployment, and there are 

good prospects for a continuing decline this year. 

Inflation 	 „ 	untro;lp 	 ' 14,D 
	

kuut.P. 

3.3 	Inflation fell last yearj  with the retail price index (RPI) rising 

by just under 4 per cent in the year to January 1987, compared with 

5i per cent in the year to January 19867 During this year RPI inflation 

Li
s likely to fall back to around [4] per cent in the fourth quarter 

following a continuation of the recent upward movement earlier in the 

-- 	 . NUJ ilfrA l'Ae 	 AlYik  
/ 

World economy 	 ° 	 ild) ih Off 4A 
fibA7 4  
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3.4 	GNP in the major industrial countries has been rising by 2/-3 per 

cent a year since 1984, and is likely to continue at that rate in 1987. 

Following a period of adjustment,(the imports of developing countries 
___— 

other than oil exporters)should rise this year. 	This should benefit 

exports and industrial production in the developed world. Markets for 

UK exports of manufactures may grow a little faster in 1987 than they 
-.-------- rA 	bq----\_ are estimated to have done in 1986. 	_ 
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Trade and the current account 

	

111 3.5 	Following the fall in oil prices a year a 	the,curreilt accolot 
£Cyj k 	 V2 Gytt 

of the balance of payments was/In small deficit [of a ound Ei billion] 

in 1986. Both export and import volumes rose sharply in the second half 

of last year. A i_i_irth!ifsmall current account deficit of [E2/-2i billion 
L_ (around 	per cent of GDP)] is forecast for 1987. 

Assumptions 

	

3.6 	The forecast for the UK assumes that fiscal and monetary policies 

will be as set out in the MTFS. The exchange rate is assumed to/tay at 

its present level. alhe forecast has the conventional assumption of a 
- $15 oil price as assumed in recent forecasts 7 

 

FINANCIAL CONDITIONS 

Exchange rates 

ftc, 
(„, etc,vi mikit 

09- 	$ts-  eve f 	leek- Atst46 

3.7 	The US dollar is now more than 	40 per cent lower against the 

deutschemark and the yen than at its peak at the end of February 1985. 

The sterling index which rose during 1985 and then fell during 1986 in 

the wake of the decline in oil prices, has shown little change since 

November as oil prices have strengthened. Over the period, sterling has 

tended to rise against the dollar while falling against other major 

currencies. 
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EXCHANGE RATE AND OIL PRICES 

— BRENT SPOT PRICE (S/BL) 
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STERLING INDEX (1975=100) 
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Interest rates 

3.8 	Short-term interest rates fell last summer but rose in the early 

autumn and peaked above 11 per cent. 	Recently interbank rates have 

fallen a little, but remain several points above rates in the US and 

most other industrialised countries. 	Yields on 20-year gilts also 

declined in the middle of last year, firmed again in the autumn, and 

have declined again in the most recent period. 
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Narrow money 

3.9 	MO growth wras below the centre of its target range in the early 
icfA- 2;w-- 

months of 	he current financial yea57. Growth picked up from August 

onwards reflecting both the decline in interest rates an the continued 

uoyant growth of ersonal incomesnd in recent months
A  has beep in the 

upper half of its range. The lagged effects of the action on interest 

rates in the autumn, coupled with the continued maintenance of tight 
_ 

financial conditions and the prospect of a gradual slowdown in the 
()A'S 	growth of consumer spending over the year ahead should be accompanied in 

time by a slower 12-month growth rate of MO. 
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GROWTH RATES OF MONETARY AGGREGATES 

Broad money 

I; 
3.10 The growth o EM3 as risen] to [18]quring 1986-87 	This is'above 5i  
the top of /1- e 	arget range et in the 1986 MTF]and well above the , 
growth of money GDP. Deposits by companies and financial institutions 

have grown particularly rapidly,with a slower rise in persons' deposits 

The wider aggregates that include building societies' liabilities have 

grown more slowly, although also at a rate well in excess of the growth 

of money GDP. The year-on-year growth of PSL2 has been about [14] per 

cent in recent months. Credit has continued to grow strongly reflecting 

at least partly the pace of financial innovation and liberalisation. 

? 

3.11 The growth of broad money m t be seen in the context of the 

growth of private sector wealth generally which has risen strongly 

relative to incomes. Positive real interest rates have enhanced the 

attractiveness of financial assets, and increased competition in 

financial markets has led to simultaneous growth in both liquidity and 
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borrowing. 	The increase in liquidity since 1980, however, appears to 

have been willingly held and has been accompanied by lower inflation. 

WORLD ECONOMY 

Recent developments 

3.12 	The world economy has been stro7ly,4inf1uenced by the fall in 

oil prices 	some further weakening or!lother commodity prices and by a 

substantial depreciation of the dollar, particularly against the yen and 

deutschemark. Lower import prices have reduced inflation in the 

industrialised countries and stimulated faster growth in real 2mstic 
(:. 	_...- - ,--- 

11 
deman . 	vel ping countries, however, particularly oil produ erso(have 

_s 	 A' suffere a
Aterms of trade lo;s7. 

3.13 Real GNP in the major seven OECD economies grew by about 2i per 

cent in 1986. 	Real domestic demand grew by 3/-4 per cent but exports 

rose slowly reflecting weak demand from developing countries and oil 

producers. 	Improved terms of trade contributed to lower inflation and 

boosted household incomes and expenditure. Average consumer prices are 

now only 1 - 1 per cent higher than a year ago. Real household incomes 

rose by nearly 3i per cent in 1986 and private consumers' expenditure by 

about 4 per cent. 

3.14 	Despite the buoyancy of domestic demand in the major seven, their 

industrial production has grown slowly. This reflected the weakness of 

external demand and relatively sluggish growth in investment. In the 

maturity of the business cycle, has been adversely affected by the 

United States)  business investmen , already slowing in reflection of the 

repeal of the investment tax credit and by cutbacks in energy-related 

investment. 	Japanese business confidence has been weakened by the 

strength of the yen)  which has led to a loss of export market share. 

-$,G61)) 	 614t /LI/ 	 >t4,61  RP 
3.15A The] increase in imports of consumer goods into tely US in 1986 was 

accompanied by a substantial rise in oiqimport A' to rebuild stocks. 

Together -with "J-curve" effects (a* s.I he dollar has continued 	t:?-7 
LeP-, 

deprecia, this helps to explain the absence to date of any reduction 

in the US current account deficit. In Japan and Germany too, while 

trade volumes have started to adjust, this has been offset by terms of 

trade changes, so that their trade surpluses have continued to increase, 

albeit more slowly. 
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REAL OIL PRICE * 
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W.erjrices whic fell below $10 per barrel last summer,/rose 

he latter par_gof th year, particularlOafter OPEC members agreed to 

try to achieve a price of $18 per barrel for the first half of 1987, by 

means of fixed price contracts supporte y restrictions on production 

More recently oil prices have easedA  slightly. Food and industrial 
1/1-e 

materials pricesEhicEfell sharply through most of last year, recovered 

slightly in the Autumn, but remain weak and may have continued to 

decline slightly in real term7 Charts [ 	] and [ 	] show past 

movements in real commodity prices, highlighting the extent of the 

present trough. 
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3.17 World import volumes appear to have grown by more than 5 per cent 

during 1986. This is somewhat faster than in 1985, largely because of a 

rise in oil trade, reflecting a rebuilding of stocks by the major oil 

companies. 	Trade in manufactured goods rose by only 3 per cent as 

buoyant domestic demand in industrialised countries, was offset to some 

extent by cuts in developing countries' imports. 

Prospects 

3.18 	The outlook for oil prices remains uncertain. The forecast 

continues to make the conventional assumption that North Sea oil prices 

average $15 per barrel from the start of the 1987-88 financial year - as 

in last year's FSBR and in the Autumn Statement. 	Non-oil commodity 

prices may remain depressed, with food prices in particular held down by 

the surpluses generated by agricultural support policies. Rising 

r? 

	

	.ndustrial activity in the maior economies should result_ in a 

strengthening of real industrial materials prices from their current 

Eextremely low levels. 
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Table 3.1: World economy  

II/ 	  
Per cent changes on a year earlier 

1985 
Estimates Forecasts 
1986 1987 1988 

Major seven countries1  : 

Real GNP 3 21 2/ 3 

Real domestic demand 3 33/4  3 31 

Industrial production 3 1 21 41 

Consumer prices 4 2 23/4  

World trade, at constant 
prices: 

Total imports 31 5 34 41 
Trade in manufactures2 4 2 34 4 

3.19 Table 3.1 shows the projections for activity  and inflation 

major seven industrialised countries, 	d for world trade. 

inflation is expect d o rise again d ring 1987 as the5enefits 

in the 

Price 

of the 

fall in oil prices (r- 	stP 	The extent of the rise depends 

crucially on the response of earnings to last year's fall in inflation. 

The forecast assumes only a limited reduction in wage settlements and 

inflation is projected to rise tfffr4s 3 per cent / b the first half of 

1=11 	
A 

JU4 
1988. The fall in the dollarL! 	contribute tosAno 	rapid inflation 

in the US, while currency appreciation could mean Japanese and German 

prices rising only slowly, if at all. 

12.? 
3.20 Rising inflation could lead to a slower growth in domestic demand 

in the US, offset by some improvement in nPt export volumes 

following the decline in the dollar. In Japan and Germany,  a nearly 

stable price level will help to strengthen domestic demand. However 

this is likely to be offset by weak export performance. This suggests 

that there may be little recovery in real GNP growth, especially in 

Japan where growth could be below the average of the past decade. 
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3.21 Real domestic demand in the major seven industrial countries is 

III forecast to increase at an annual rate of 3 - 3i  per cent over the 

next  eighteen months - slightly lower than in 1986. 	Helped by some 

recovery 	in commodity prices and by relatively buoyant OECD demand, 

the non-oil developing countries, should see higher export revenues 

during 1987 and 1988. This in turn should strengthen external demand 

for OECD exports. As a result real GNP growth in the major seven picks 

up to nearly 3 per cent in 1987 and 1988, and the growth of industrial 

production could pick up even more. 

3.22 Total wor14 trade growth in 1987 may be slower than in 1986, as 
- S Le...be/Lew -4 

oil trade1 diminish!!jfollowing the rebuilding of stocks last year. By 

contrast world trade in manufactures is forecast to grow more quickly. 

There could be significant differences between countries in the pattern 

of imports. Import demand in the US is forecast to slow considerably. 

Oil producers have not completed their adjustment to lower oil price 

levels and are likely to reduce their imports further in 1987. 	Debtor 

countries will also have to exercise continued import restraint. On 

the other hand imports into Japan and Germany are expected to increase 

rapidly. 

TRADE AND THE BALANCE OF PAYMENTS 

Relative costs and prices 

3.23 	The UK's cost and price competitiveness improved markedly during 

1986f a a consequence of the depreciation of sterling following the 

fall in oil prices. 	Productivity gains in the course of 1986 meant 

that the growth of unit labour costs was only a litte above those of 

competitors. 	As a result the lower exchange rate was almost entirely 

reflected in improved competitiveness. this pattern of unit labour 

costs is expected to continue 
fp
so that on the assumption of not much 

change in the exchange rate
? 
C5he..;gain in competitiveness seems likely 

to be maintained over the year ahead. 
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40  Table 3.2: The exchange rate and competitiveness 
Sterling 	Relative unit 
index 	 labour costs* 
1975=100 1980=100 

1984Q4 75 80 

1985Q4 80 86 

1986Q4 68 72 

Relative 
export prices* 
1980=100 

87 

93 

85 

* Ratio of UK manufacturing costs/prices to those overseas 

Trade prices and the terms of trade (excluding oil) 

3.24 	Prices of most imports rose during 1986, particularly in 

the latter part of the year, as the effects of the depreciation of 

sterling more tXulffset the generally weak world prices. Export 

prices also rose fastE than prices r-to the domestic market( as 

exporters took advantage of sterling's decline to improve,i  profit 

margins. The terms of trade for goods excluding oil declined 

slightly between 1985 and 1986. A further small terms of trade 

decline seems likely in 1987 reflecting the delayed effects of 

sterling's fall and some recovery in world commodity prices. 

Visible trade volumes (goods other than oil and erratics) 

lArzt4  
3.25 	The volume of manufactured exports stagnated in the final 

months of 1985 and fell briefly in the early months of 1986 in 

common with exports by other main manufacturing countries. Since 
, 
spring they have recovered strongly)  and in the three months to 

January were [10] per cent above their level a year earlier. The 

volume share of UK exports in the main developed countries' 

exports of manufactures was5ro d I] constant between 1981 and 1985 

after a long period of decline. 	In 1986 the UK share appears to 

have risen. 	Exports of non-manufactures also rose rapidly last 

year reflecting exceptionally high grain exports . 	With rising 

world trade and the continued benefi s of improved competitiveness 

kfr'-)  manufactured exports should show co inue4Ystrong growt more 

than offset a Eeturn to more normal levels 	P-  ogag cultural L____ 	 A 
exports. Total exports should grow by about [6] percent, compared 

to 2 per cent in 1986. 
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3.26 	No -oil imports were 

1986, but rose sharply in the 

increase in domestic demanc1:2 

trend - albeit less rapidly E7in 

growth of domestic output, 

relatively flat in the early part of 

third quarter) reflecting mainly the 

They have oantinued (On an 

recent months, and despite 

import penetration has 

upward 

strong 

risen. 

Manufactured imports have grown particularly rapidly. 	In the 

second half of 1986, they were 91 per cent higher than a year 

earlier. Non-manufactured imports have also risen quickly, 

reflecting at least partly the poor quality of the 1985 UK 

harvest. Imports seem likely to continue to rise strongl 	1987 

as domestic activity expands, although the benefits of 	proved 

competitiveness togPther with a return Lo more normal levels of 

food imports, will tend to slow the rate of growth. Imports of 

non-oil goods are forecast to rise [4] per cent between the secon 

halves of 1986 and 1987. 

ptA-k ft3 
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EXPORT SHARES AND IMPORT PENETRATION 
OK. MARKET SHARE , EXPORTS 

OF MANUFACTURES 
SHARE OF IMPORTS OF GOODS ( EXCLUDING OIL) 

IN DOMESTIC DEMAND 

PER CENT 
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Oil trade 

3.27 	The surplus on oil trade fell from £8 billion in 1985 to 

£4 billion in 1986 following the decline in world oil prices and a 

fall in the volume of net oil exports. About half of this effect 

on the current account was offset by lower payments of interest, 

profits and dividends abroad from North Sea companies. Production 

from the North Sea in 1987 is likely to be a little lower than in 

1986 and with broadly unchanged average prices the oil trade 

surplus will be slightly smaller. 

Total visible trade 

3.28 	Table [ ] shows the main movements in the terms of trade 

and trade volumes for both total visible trade and trade excluding 

oil and erratics. The UK's terms of trade(which declined by more 

than 5 per cent in 1986 mainly as a result of lower oil prices; 

are forecast to show little further change in 1987. The volume of 

non-oil visible exports is forecast to continue the vigorous 

growth of recent months, although the volume of oil exports is 

likely to fall. 	The volume of visible imports which rose by 6i 

per cent in 1986, is forecast to show a further similar rise in 

1987. 

' ' . 	. 	, 1970 1972 1974 	1976 1976 1960 1962 1984 1966 1966 
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40  Table 3.3: Visible trade  

All goods  

Per cent changes on previous year 

Goods less oil and erratic 
items 

Export Import Terms of Export Import Terms of 
volume volume trade* volume volume trade 

1985 	 55 3 15 7 4 15 

1986 	 35 65 -55 2 6 -1 

1987 Forecast 4 64 - i 6 75 0 

Invisibles 

3.29 The surplus on invisibles rose sharply in 1986. The 

surplus on IPD rose particularly rapidly as a result of lower 

payments abroad from the North Sea and an increase in the surplus 

on other earnings. The surplus on services fell in 1986 largely 

due to a fall in net tourism earnings attributable to US fears 

about terrorism in Europe and increased spending abroad by UK 

residents. 	The transfers deficit in 1986 was abnormally loufkinj 

reflecting the size and timing of government transactions with the 

P.C. 

3.30 	The invisible surplus is forecast to show a further strong 

rise in 1987 with the pound's recent depreciation helping to 

increase the services surplus and increase the sterling value of 

IPD earnings on the UK's large stock of net foreign assets. These 

should more than offset an increase in the transfers deficit to a 

more normal level. 

Current account 

3.31 	The current account was in small deficit in 1986 following 

a £35 billion surplus in 1985. The fall in the net oil surplus 

and an increased deficit on manufactures trade more than offset an 

improvement in invisibles. The forecast for 1987 is for a current 

deficit of £1 
	

billion with increases in the deficit on 

manufactures and other goods from their levels in the second half 

of 1986 more than offsetting rises in the surpluses on oil trade 

and invisibles. 
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Table 3.4: Current account  • 	£ billion  

Manufactures 	Oil 	Other 	Invisibles 	Current 
goods 	 balance 

1985 	 - 3 	8 	-7i 	 5i 	 3i 

1986 	 - 6 	4 	-7 	 8i 	 -1 
1987 Forecast - 9 	4 	-7 	 9i 	-2i 

Overseas assets 

3.32 The UK's stock of net overseas assets is estimated 

provisionally to have risen to about £[100] billion (equivalent to 

[25] per cent of GDP) at the end of 1986 compared to £80 billion 

at the end of 1985. 	The increase reflects an increase in the 

sterling value of assets as a result of the j.ncrease in foreign 

securities markets and the depreciation of sterling. 

DEMAND AND ACTIVITY 

3.33 Uncertainties surrounding estimates of the rate of growth of 

the economy last year are even greater than usual, given the large 

discrepancies in the first three quarters of 1986 between the 

three separate estimates of GDP (based on measures of expenditure, 

income and output). 

3.34 It is generally recognised that the output measure of GDP 

gives the most reliable indication of short term fluctuations in 

activity. 	The output figures suggest that the UK economy was 

sluggish in the latter part of 1985 and at the beginning of 1986 

(in common with the economies of other major industrial 

countries), but that the non-oil economy has been growing quite 

strongly since then. 	North Sea output showed little change in 

1986. The non-oil economy probably grew by around 3 per cent 

between the end of 1985 and the end of 1986. 

3.35 	As in other industrial countries, co s mers' expenditure in 
-Apar 

the UK was buoyant in 1986 reflecting the fall in inflation and 

fast growth in real incomes. However for reasons already set out 
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UK exports were weak in the first half of 1986, but recovered 

strongly in the second half of the year. 	Imports had been 

unexpectedly depressed in the first half of the year but also rose 

sharply in the second half as the UK economy gained momentum, with 

particularly marked rises in imports of capital goods. Reflecting 

the composition of demand 9utput growth in the service 

industries exceeded growth of manufacturing output for the year 

as a whole; but manufacturing output rose 2 per cent between the 

two halves of the year as exports recovered. 

Personal sector expenditure 

3.36 Real personal disposable income is estimated to have risen 

by about 4 per cent in 1986, and consumers' expenditure by about 5 

per cent. The personal saving ratio has been declining throughout 

most of the 1980s. One reason is that households have needed to 

make less provision for the erosion of their existing savings as 

inflation has fallen. Another factor has been a cut back ' tri,t7  

growth of employers' contributions to pension funds in reaction t_9-3 
surpluses that many funds have been showing: these contributions 

are treated in the national accounts as a part of personal income 

and saving. 	Quite apart from thi-s36e buoyancy of consumers' 

spending possibli] 	eln something to the strength of thenk  

stockmarket in recent year; In  spite of the fall inA saving, A 
higher asset prices and liger iiiflation havl contributed to a 50 

per cent or soJ increase in1ersonsnet holdings of financial 

assets since the end of 1983. 
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PERSONAL SAVING 
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3.37 Real personal disposable income is forecast to rise by a 

little over 3 per cent in 1987. This is rather less than in 1986 

and reflects a narrowing of the gap between earnings growth and 

price inflation. 	There may be some further decline in the 

saving ratio, but consumers' expenditure is expected to grow more 

slowly than in 1986, at around 31 per cent. 

3.38 The 	housing 	market was buoyant in 1986, and private 

residential investment, both in new dwellings and in improvements 

to existing dwellings, grew strongly during the course of the 

year. Private housing starts were about 7/ per cent higher in 

1986 than in 1985; in Greater London, where the largest increases 

in house prices have been recorded, private housing starts in the 

first three quarters of 1986 were about 60 per cent higher than a 

--3 

-9 

-r 

-6 

-5 

3 

2 
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year earlier. 	These higher starts should be reflected in 

completions and investment in new dwellings during 1987; private 

residential investment may rise by around 10 per cent in the year 

as a whole. 

Company incomes and expenditure 

"P:6•D` 

3.39 	The net real rate of return earned by industrial and 

commercial companies (ICCs) declined in 1986, as profits earned in 

the North Sea fell by more than half. The rate of return earned 

by non-North Sea ICCs has continued to rise although the published 

statistics suggest that the rate of growth of profits slowed down 

last year. The outlook for companies is favourable, although 

further substantial rises in profitability will probably have to 

depend less on helpful developments in the world prices of inputs 

of mat r,j. ls and fuels, and more on firms' containing the costs 

that are/(u er their own control. 

3.40 	Company sector spending was relatively weak in 1986. North 

Lre Sea investment has been falling as oil co anies have retrenched 

r'eik1U2Ar 
in the face of sharply lower profits 	Onshore .usiness investment 

17z. 	pi  was affected by the bringing forwa 	investment from 1986 to 

H
ltbe 1985 ahead of the reduction in capital allowances announced in thc 

1984 Budget. 
• 

3.41 	The 	prospects 	are for Ea-  much stronger investment 

performance this year. 	The DTI Investment Intentions survey 

published last December pointed to growth in onshorAbusiness 

investment of about 6 per cent, (With ai3continu 	g strong 

growth in investment 411
t

88. The latest quarterly CBI survey of 

industrial trends pointed to a pick up in investment in 

manufacturing industry, and the forecast assumes that the DTI's 

Intentions survey projections will be achieved. Table 3.5 

provides details of the forecast for total investment and its 

components. 
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at 1980 prices 

1985 1985 
Business1 30.5 4 

Private dwellings2 9.3 -1 

General government 6.6 -4 

Total fixed investment 2 

Forecast 
1987  

3 
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• Table 3.5: Gross domestic fixed capital formation 

£ billion 	Per cent changes on a year earlier 

Includes investment by public corporations. 

Includes purchase less sales of land by persons, companies and public 
corporations, other than purchases of council houses. 

— 

3.422 It appears that manufacturers ran down stocks during the 

course of 1986, and while distributors' stock levels rose, the 

'--4-iiccessive year 1' 	1 test quarterly CBI survey suggested that - 

of sales. Thus he economy'Ostock output ratio fell for the sixth) 

increase was a small one in relation to the increase in the volume 
--„, 

manufacturers may Elow e less concerne_d] to reduce further their 

[I•ossibly] b cause of the firmer trend in stocks of materials, 

materials prices in recent months. An additional source of 

destocking in 1986 was the exceptionally high exports of grain which 

led to a fall in the stocks held by the Intervention Board for 

Agricultural Produce (IBAP). Grain exports seem unlikely to persist 

at recent levels, and a further rundown in IBAP stocks is not 

expected. 

3.43 	Stockbuilding is thus likely to make a positive contribution 

to growth in 1987, although the forecast is for only a small rise in 

stocks by the standards of most years in the 1970s (see Chart 3. x) 

and implies a further fall in the stock output ratio for the whole 

economy. 

1 

2 
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AGGREGATE STOCK RATIOS 
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3.44 	The forecast for activity in 1987 remains much as it was 

at the time of the Autumn Statement: GDP is forecast to grow by 3 

per cent, around the rate at which it was growing in the latter part 

of 1986. The sharp recovery forecast in investment and the 

continuation of recent growth in exports will offset a slackenin-glin 

growth of consumers' spending. 

Table 3.6: 	Domestic demand and GDP 

Domestic demand 

Exports of goods and services 

Imports of goods and services 

Domestic production: GDP* 

Per cent changes on d year earlier 
(constant prices) 

Forecasts 
1986 1987 1988H1 

34 34 24 

24 4 li 

54 6 24 

24 3 24 

* Average measure 
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Total North Sea output was marginally lower in 1986 than the 

411 previous year, reflecting in part the leak at the Flotta terminal 

which had a major impact on production in some fields 	during 

December. Little change in North Sea production is expected in 1987. 

3.45 	Non-North Sea output rose by over 2i per cent in 1986, and 

at an annual rate of well over 3 per cent between the first and 

second halves of the year. 	Strong output growth is forecast to 

continue during 1987. The recovery in manufacturing output seen in 

the second half of 1986 is forecast to continue, helped by rising 

exports. Construction output also rose sharply during 1986, and 

should benefit further from the expected strength of private 

investment in dwellings and other new buildings and works during 

1987. 

Table 3.7: Real Output 

Per cent changes on a year earlier  
Forecasts 	 

1986 	1987 	1988H1  

GDP (output measure) 	 2i 	3 	21 

Non-North Sea output 	 2/ 	3i 	3 

Manufacturing output 	 i 	4 	3 

INFLATION 

3.46 	The RPI rose by just under 4 per cent in the year to January, 

compared with a rise of 5i per cent in the year to January 1986. The 

annual inflation rate reached a low point of 2.4 per cent in July and 

August: most of its subsequent rise has reflected a higher 

contribution from the mortgage interest payments component of the 

RPI. 

3.47 The rate of increase of producer output prices has also fallen 

significantly since the start of 1986, although it has started to 

edge up again recently, reflecting in part the fall in sterling that 

took place during the summer and early autumn. Both retail and 

producer output price inflation remain close to the lowest levels 

experienced since the 1960s. 

- 
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ANNUAL INCREASE IN PRODUCER PRICES AND 
THE RPI 
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FORECAST 

3.48 	Pay settlements in the private sector have fallen since the 

start of the current pay round. Settlements in manufacturing 

industry recorded by the CBI have shown a fall of about l per cent 

over the last year, although settlements in the private sector as a 

whole, 	including those outside manufacturing, may have fallen by 

less than this. This decline in pay settlements has not yet been 

reflected in lower recorded growth in average earnings. The current 

annual rate of growth of earnings reflects settlements made over the 

whole of the last year (the majority of them still dating from the 

previous pay round), and is also affected by overtime working, which 

has risen since the second quarter of 1986. 

3.49 	In spite of the continuing relatively fast growth of 

earnings, unit labour costs in manufacturing have been almost 

unchanged since the first quarter 1of 1986 as output per man has risen 
/SeAv,-t 	Pc- 	/4' 9 

sharply. Comparing 1986 with theprevious year unit labour costs in 

manufacturing rose by about 5 per cent. Chart 3. x shows recent and 

forecast movements in UK labour cost in relation to those of other 

major industrial countries. 
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FORECAST 

Prospects 

3.50 	The lower pay settlements recorded in recent months should 

lead to a lower recorded growth of earnings over the remainder of 
this pay round. 	Nevertheless employees should enjoy a further 

substantial rise in real earnings in 1987. The high rate of 

productivity growth currently being recorded should contain the 

growth in unit labour costs to below 4 per cent for the non-oil 

private sector as a whole, and to around 11 per cent for 
manufacturing industry. 

Table 3.8: 	Costs in manufacturing  

Per cent changes on a year earlier  

Cost of 
Unit labour 	material 	Estimated

2 	Output costs 	and fuels 	total costs 	prices  1984 	 3 	 8i 	4/ 	 5/ 
1985 	 4 	 4i 	4/ 	 6i 
1986 	 5 	 - 10i 	0 	 4- 
1987 Forecast 	 1/ 	 1/ 	2 	 4i 

1 
Producer prices excluding food, drink and tobacco. 

2 
Including costs of bought in services 
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3.51 	The figures in table 3.8 suggest that profit margins in 

manufacturing have widened markedly in recent years; it seems likely 

that industry will hold onto the gains it made last year with the 

help of falling input costs, and profits margins may widen further 

during 1987 given the forecast low growth in unit labour costs. 	In 

the longer run the higher level of profitability should lead to more 

investment, greater capacity, higher productivity, and hence lower 

inflationary pressure. 

3.52 	The early part of 1987 is likely to see a continuation of the 

recent upward movement in the rate of RPI inflation. 	This will 

mainly reflect the relative movements in 1986 and 1987 of petrol 

prices (which fell during the first half of 1986 to a low point in 

July and early August) and mortgage interest rates. RPI inflation 

should fall back in the second half of this year, to around 4 per 

cent in the fourth quarter. 

Table 3.9: 	Retail prices index 

Per cent changes on year earlier 

Weight in 
1986 1986Q4 

Forecasts 

1987Q4 198802 

Food 18/ 3i 23/4 3i 

Nationalised industries1  6 3i 2 5 

Housing 14/ 7 [11] [8] 

Other 61 2i [3i] [3i] 

Total 100 3i [4] [4] 

1 Includes water 

3.53 	The GDP deflator measures the price of domestic value added - 

principally unit labour costs and profits per unit of output - and 

excludes import prices. 	It is sensitive to movements in North Sea 

profits, which may have fallen by more than half in the current 

financial year: as a result the deflator for GDP at 	rket •rices may 

( have risen by only 3 per cent in 1986-87. The 

494'44'  of the oil price means that, with the further rise in non-North Sea 

profits now foreseen, the GDP deflator may rise rather faster in 

1987-88 than in the previous year, perhaps by around 4i per cent. 
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PRODUCTIVITY AND THE LABOUR MARKET 

411 	3.54 	Results from the 1984 Census of Employment became available in 
December. These showed that the change in the number of employees 

since the last Census in 1981 had been very close to provisional 

estimates based on the results of successive Labour Force Surveys, 

and  confirmed the need to allow for downward bias in the responses to 

the quarterly and monthly surveys of employers. Growth since March 

1983 in the employed labour force in Great Britain is now estimated 

at 1,129,000. Table 3.10 shows changes in employment over the last 

three years for which statistics are available. 

Table 3.10: Employment  

Thousands, change in GB 

Employees in employment 

Male 	Female  

September 1983 to - 21 + 191 + 233 + 3 +406 
September 1984 

September 1984 to + 33 + 198 + 112 2 +341 
September 1985 

September 1985 to - 41 + 139 + 122* 3 +216 
September 1986 

Figure for self-employment growth over the last year is a projection 
based on self-employment growth over the previous four years. 

3.55 	Growth in employment averaged a relatively modest 37,000 a 

quarter in the first half of 1986, reflecting the period of sluggish 

output growth at the end of 1985 and in early 1986. The third 

quarter saw growth in employment at more than twice this rate  AS the 

economy quickened again. 	Recent monthly figures for manufacturing 

employment point to a still larger rise in total employment in the 

fourth quarter. 

3.56 While confirming earlier figures for the total number of 

employees the Census results show some differences from the previous 

figures in the composition of changes in employment. Full- time 

female employment has risen by much more, and part-time female female 

employment by much less than previously estimated; employment outside 

manufacturing has risen more than previously thought while 
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• manufacturing employment has shown a correspondingly greater decline. 

The estimate of productivity growth in manufacturing since the 1979 

cyclical peak has been raised by about i per cent a year on average. 

Underlying growth in manufacturing productivity now seems to be fully 

back to the rate experienced in the 1960s. 

Table 3.11: Output per head of the employed labour force*  

Per cent changes  

Annual averages 

1979-86 

1983Q4 

to 

1984Q4 

1984Q4 

to 

1985Q4 

1985Q4 

to 

1986Q4 1964-73 1973-79 

Manufacturing 33/4 
3/4 

34 31 21 41 

Non-manufacturing* 3 1 13/4 11 14 

Whole economy 23/4 11 2 2 1 13/4 
Non-North Sea economy 23/4 13/4 13/4 14 2 

* Figures for 1984Q4 are adjusted for the estimated effect of the 
coal strike. 

** Includes private sector and nationalised industries other than in 
manufacturing and oil. 
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• Unemployment 

-C Jfl4?4J.J 

D"D 

3.57 	Seasonally adjusted adult unemployment in the United 

Kingdom fell by 100,000 in the six months to January. The recent and 

prospective strength of the UK economy means that employment growth 

is likely to pick up further during the next year, and the outlook 

for a continuation of the decline in unemployment is very promising. 

The training and counselling measures announced and implemented over 

the last year are helping in particular the longer term unemployed. 

A sustained major reduction in unemployment will depend, as it has 

always done, on moderation in pay settlements. 

FORECAST AND OUTTURN 

3.58 The table below compares the main elements of the forecast 

published in the 1986 FSBR with the outturn or latest estimate: 

Table 3.12: Forecast and outturn  

1986 FSBR Latest 	Average 
fore- estimate/ errors from 
cast forecast past forecasts 

Total gross domestic product: per cent 	3 	24 	 3/4 change between 1985 and 1986 

RPI: per cent increase between the 	34 	34* 	14 
fourth quarters of 1985 and 1986 

Money GDP, per cent change 
between 1985-86 and 1986-87 

63/4 	6 

Current account of the balance of 
	

34 
	

3 
payments in 1985, £ billion 

PSBR, financial year 1986-87 £ billion 	7 	5 
	

[5] 

* Outturn 

3.59 Inflation in the fourth quarter of 1986 turned out in line with 

the 	forecast made a year ago. 	Real and money GDP growth have 

probably turned out a little below forecast, although the data on 

which latest estimates for 1986 are based is still very uncertain. 

Unanticipated strength of non-oil revenues mean that the PSBR in 

1986-87 is likely to turn out perhaps £2 billion below last year's 

FSBR forecast. The largest error made last year was on the current 
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account; the main factors here were that growth in UK export markets 

turned out well below what had been expected a year ago while the 

terms of trade declined more than forecast. 

3.60 This year's forecast is summarised in Table 3.13 

Risks and uncertainties 

3.61 No forecast is complete without an indication of error margins. 

Table 3.13 sets out the average errors from past forecasts, alongside 

the forecasts themselves. These average errors provide an indication 

of possible errors in the current forecast. 	Those items which 

represent the relatively small balance between large flows in either 

direction are particularly subject to error. For example, the flows 

on either side of the PSBR, including the revenues of the public 

corporations, are about £200 billion; and for the current account of 

the balance of payments exceed £150 billion. 

• 
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Table 3.13: The prospects: summary 

Average errors 
fore- 	from past1  
cast 	forecasts 

A. Output and expenditure 
at constant 1980 prices 

per cent 
changes 

1986 to 1987  

 

Domestic demand 	 31 	 3
/4 

of which: 

Consumers' expenditure 	 3/ 	 1 

General government consumption 	 2 	 1 

Fixed investment 	 4 	 2i 

Change in stockbuilding (as per cent of 	 3/4  

level of GDP) 
Exports of goods and services 	 4 	 2/ 

Imports of goods and services 	 6 	 2i 

Gross domestic product: total 	 3 3/4 
 

manufacturing 	 4 	 2 

B. Inflation 

Retail prices index 

1986Q4 to 1987Q4 

1987Q2 to 1988Q2 

Deflator for GDP at market prices  

Financial year 1986-87 

Financial year 1987-88 

per cent 

changes 

4 
	

1-4 

4 	 2/ 

Money GDP at market prices 	 per cent changes 

on a year earlier 

Financial year 1986-87 	 6 
	 11 

Financial year 1987-88 	 7/ 

Balance of payments on current account 

1987 

1988 first half (at an annual rate) 

3 

3/ 
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E. PSBR 

0 Financial year 
Financial year 

Ebillion2 

1986-87 5 	(li) [1 ( 	i)] 
1987-88 4i(1 	) [5 (1i)] 

CONFIDENTIAL 

1 The errors relate to the average differences (on either side of the 
central figure) between forecast and outturn. The method of 
calculating these errors has been explained in earlier publications 
and government forecasts (see Economic Progress Report June 1981). 
The calculations of average errors are based on forecasts made between 
1975 and 1985. 	The errors are after adjustment for the effects of 
major changes in fiscal policy where excluded from the forecasts. 

2 Percent of GDP at market prices shown in brackets. 
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Table 3.14 Constant price forecasts of expenditure, imports and gross domestic product* 	
- £ billion at 1980 prices, seasonally adjusted  

General 
Con- 	govern- 

sumers' 	ment 
expendi- consump- 
ture 	tion  

Total Exports 
fixed- of goods 
invest- 	and 
ment 	services  

Total 
final- Less 

Change expert- Imports of 
in diture goods and 

stocks 	services 

Less 
Adjust-
ment to 
factor 
cost  

Plus 	Gross 
Statis- domestic 
tical product 

adjust- at factor 
ment 	cost  

GDP GDP 
index 

(average 
estimate) 
1980=100 

1982 
	

138.2 
	

49.6 
	

39.5 
	

63.3 
	

1.1 
	

289.3 
	

59.5 
	

30.4 
	

0.7 
	

200.0 
	

100.3 

1983 
	

143.6 
	

50.5 
	

41.7 
	

64.7 
	

0.7 
	

301.2 
	

62.8 
	

31.5 
	

0.0 
	

207.0 
	

103.8 

1984 
	

146.6 
	

50.9 
	

45.5 
	

69.0 
	

0.1 
	

311.9 
	

68.5 
	

32.6 
	

2.0 
	

212.8 
	

106.7 

1985 
	

152.0 
	

50.9 
	

46.4 
	

73.1 
	

0.7 
	

323.1 
	

70.6 
	

33.7 
	

1.3 
	

220.0 
	

110.3 

1986 
	

159.5 
	

52.0 
	

46.4 
	

75.1 
	

0.6 
	

333.4 
	

74.7 
	

35.0 
	

1.3 
	

225.0 
	

112.8 

1987 
	

165.0 
	

53.0 
	

48.4 
	

78.1 
	

1.3 
	

345.4 
	

79.1 
	

36.1 
	

2.0 
	

232.1 
	

116.3 

1985 H1 
	

75.0 
	

25.5 
	

23.4 
	

36.7 
	

0.5 	116.2 
	

35.2 	16.7 	0.5 	109.8 	110.1 

H2 
	

77.0 
	

25.4 
	

23.0 
	

36.4 
	

0.2 	161.9 
	

35.4 	17.0 	0.9 	110.3 	110.5 

1986 H1 
	

78.6 
	

25.8 
	

23.2 
	

36.6 
	

0.5 	164.6 
	

35.9 	17.2 	0.4 	111.9 	112.2 

H2 
	

81.0 
	

26.2 
	

23.2 
	

38.5 
	

0.1 	168.7 
	

38.8 	17.8 	1.0 	113.1 	113.4 

1987 H1 
	

82.0 
	

26.4 
	

23.9 
	

38.9 
	

0.7 	171.8 
	

39.2 	18.0 	0.9 	115.5 	115.8 

H2 
	

83.0 
	

26.5 
	

24.3 
	

39.2 
	

0.7 	173.6 
	

39.9 	18.2 	1.1 	116.6 	116.9 

1988 H1 
	

84.6 
	

26.5 
	

24.5 
	

39.6 
	

0.6 	175.9 
	

40.2 	18.5 	1.0 	118.3 	118.6 

Per cent changes 

1984 to 1985 
	

31 	0 
	

2 
	

6 
	

31 	3 	31 
	

- 	34 	2/ 

1985 to 1986 
	

5 	2 
	

0 
	

3 
	

3 	51 	4 	- 	24 	21 

1986 to 1987 
	

3/ 	2 
	

4 	4 
	

31 	6 	31 
	- 	3 	3  

1987H1 to 1988H1 3 	11 	31 	14 
	

21 	21 	2/ 
	

- 	2/ 	21 

* GDP figures in the table are based on "compromise" estimates of gross domestic product, reflecting, for the past, 
average movements in constant price expenditure, output and income estimates of GDP. Percentage changes are calculated 
from unrounded levels and then rounded to half per cent. Figures for 1987H1 and beyond are forecasts. Figures for 
periods up to the end of 1986 are based mainly on the national accounts published earlier (covering periods up to 
1986Q3) and incorporate some revised and later data and forecasts. A full set of national accounts, to end 1986, will 
be published by the CSO on 21 March. 
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FSBR: CHAPTER 1 

I attach a first draft of Chapter 1 of the FSBR. 

year's format and is consistent with the indivi 

which you have seen this week. 

s follows last 

raft chapters 

2. 	We have at this stage omitted the section in par 	1.04 of 

last year's FSBR which refers to reducing the burden of 	on and 

to tax and expenditure on a declining path as a percent 	GDP 
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on present estimates the scorecard package will keep taxation 

roportion of GDP constant at the 1986-87 level of 38.2 per 

3. 	e would welcome your comments on the draft before we send the 

FSBR to the printers on Monday. 

M C SCHOLAR 
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FSBR1 

The Budget 

e objective of the Government's economic policy is to defeat inflation and maintain 

enterprising economy which will generate sustained growth and increased 

emplo 

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

Budget Statement. 	describes the Medium Term Financial Strategy (MTFS); outlines 

developments in th 	y over the past year; provides forecasts to mid 1988; details 

the tax proposals in 	 ; summarises the government's spending plans and brings 

together the financial po 	he public sector for the year ahead. 

The Medium Term Financial Str 

1.03 Chapter 2 describes the MTFS which has been in place since 1980. It provides the 

framework for the government's economic policies, which a re designed to bring down 

inflation and improve the UK's economic per 	e. Monetary and fiscal policy is set to 

reduce the growth of money GDP, so bringing dox*in 	ation. It is supported by measures to 

encourage enterprise, efficiency and flexibility wh 	w 	mprove the prospect for output 

and jobs. The Budget is designed to strengthen these p 

Forecast 

1.04 Chapter 3 describes the main developments in the economy 	1 	d the prospect 

until mid-1988. A strong rise in investment and non-oil exports is 	e 	for 

GDP should grow by 3 per cent. Manufacturing output growth may 

Inflation is forecast to be at around [4] per cent in the fourth quarter of 1 

account deficit of [E2-21 billion] , around I per cent of GDP, is forecast. Th 

prospects for a continuing decline in unemployment. 

1987 and 

y faster. 

urrent 
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impro 

apter 4 sets out the tax proposals in the Budget. They include a cut of 2p in the 

f income tax, a new incentive to encourage the growth of profit related pay, 

en m the regime for pensions, and measures to simplify tax collection and to 

make it more fair and effective. Table 1.1 opposite summarises the effect of all these 

measures. 

Public expenditure 

1.06 Chapter 5 summaris thW overnment's spending plans for the next three years. The 

plans show a continuing fall 	1 government spending as a percentage of GDP. This 

chapter also provides the latest 	s of the outturn for the public expenditure planning 

total in 1986-87 and includes a cor6Orison of outturn and plans for the different spending 

authorities. 

Receipts and expenditure 

1.07 Chapter 6 brings together the complete fin 	picture for the public sector. The 

public sector borrowing requirement (PSBR) for 198 	forecast to be [just under 

£5 billion, over £2 billion] lower than indicated in the 1986"\FSBR. The PSBR for 1987-88 is 

forecast to be some £[311 billion, or [i] per cent of GDP, £[31] billion below the level in 

the MTFS last year. The Budget measures are expected to contribute £[2] billion to the 

borrowing requirement, over and above the cost of indexing tax 	 d allowances. 

Table 1.2 summarises the sources of the receipts and the direction of ex . -  

G  
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TABLE 1.1 THE BUDGET MEASURES1  

yield(+)/cost(-

1988-89 
Changes from 	 Changes from 	 Changes from 
an indexed 	 a non-indexed 	 a non-indexed 
base 	 base 	 base 

Emillion 

1987-88 

2 

Income tax basic rate 	 -2200 	 -2200 	 -2800 

Income tax allowances and thresholds 
	

+ 40 	 - 760 	 -1000 

Excise duties 

oils (net of bus fu 	 + 90 	 + 320 	 + 350 

vehicle excise duty 	 - 85 	 + 10 	 + 10 

tobacco 	 *3 

	

+ 95 	 + 105 

alcohol 	 - 20 	 + 85 	 + 95 

on-course betting duty 	 - 20 	 20 	 20 

gaming machine licence duties 	 + 20 	 + 20 	 + 20 

VAT 

partial exemption rules 

small business package 

other 

Inheritance tax 

Corporation tax 

Profit related pay 

Pensions 

Other tax measures  

+300 	 +300 

115 

5 

85 

30 
	

- 35 

400 

35 

20 

200 

235 

35 

65 

25 

1 

2 

3 

Total tax measures 	 -2095 
	

-2390 
	

-2895 

These measures and the basis of the costings shown, are described in detail in 

Figures include the effect of the consequential change in the rate of advance corpor 

Negligible. 
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Latest 
estimate Forecasts 

£ billion 
19136-117 	 1987-88 
1986 	Latest 
Budget estimate estimate Forecasts 

£ billion 
1916-87 
1986 
Budge t1 

	

11.2 	3.2 

	

2.7 	3.2 

	

21.5 
	

23.3 

	

15.5 
	

16.7 

	

7.5 
	

8.1 

	

4.2 
	

4.4 

	

5.0 
	

5.1 

	

10.1 
	

10.5 

9.4 
2.8 

20.7 
15.6 
7.3 
4.4 
4.7 
9.3 

Co 	 xcluding 
No 

Capita 
Expendit 

Value ad 
Local aut city rates 
Petrol, derv, etc., duties 
Spirits, beer, wine, etc 
Cigarettes and other tobacco 
Other 

1986-87 
1986 Latest 

entimate 

1987-88 

Fnrccost 

173.7 
169.7 

165.3 
158.6 

	

6.7 	 4.0 

	

-1.8 	 -0.6 

General government expenditure 
General government receipts 

General government borrowing requirement 
Public corporations' market and overseas borrowing 

NOT TO BE COPIED 
1. The Budget 	

BUDGFT SECRET 

EXPENDITURE 

38.7 	38.6 40.3 	DHSS - Social security 

Defence 
DHSS - Health and personal 
social services 
Scotland, Wales and Northern 
Ireland 
Education and science 
Other departments 
Privatisation proceeds 
Reserve 
Adjustments 

42.9 

18.5 
17.7 

15.0 
14.3 
31.2 
-4.7 
4.5 

-0.4 

44.6 

18.4 
18.0 

15.5 
15.7 
32.5 
-4.4 

46.0 

18.8 
19.1 

16.0 
16.6 
33.6 

-5 
3.5 

Total expenditure taxes 61.9 	63.7 	68.1 	Public expenditure planning 
total 139.1 140.3 	148.6 

 

General government gross 
debt interest 

Other national accounts 

9.7 	128.6 	less public corporations markets 
and overseas borrowing 

5.8 	adjustments 

North Sea revenues: 

North Sea corporation tax 
Petroleum revenue tax 
Oil royalties 

Total North Sea 

Total taxes and royalties 

National insurance and other 
contributions 
Interest and dividend receipts 
Gross trading surpluses and 
rent 
Other  

2.7 

Agglik 

Ikts‘Ak.  

2.7 
3.0 < IP\  .5 

3.3 

	

18.2 	17.5 	18.3 

	

-0.4 	-1.8 	-0.' 

	

5.7 	5.7 	6.1 

2.7 
4 	1.3 

0.9 

-1.2 	-0.8 

26.2 28.5 
6.4 

1.4 
2.0 
0.8 

General government 
receipts 155.9 158.6 	169.7 

General government 
expenditure 163.4 165.3 	173.7 

Difference between expenditure and revenue financed by borrowing 

Public sector borrowing requirement 
	

7.1 	 4.9 	 3.4 

1 	On current definitions 
2 	Including advance corporation tax but excluding corposation tax on cap 
3 	Before advance corporation tax set off. See footnote to Table 6.B.3 
4 	Adjustments for advance corporation tax set off against North Sea corpolCjion tax plus accruals 
adjustment 
5 	in these and other tables, constituent items may not add up to totals because oi rounding. 
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cc Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir Peter Middleton 
Sir Terence Burns 
Mr F E R Butler 
Sir Geoffrey Littler 
Mr Cassell 
Mr Monck 
Mr A Wilson 
Mr Odling-Smee 
Mr Sedgwick 
Mr Turnbull 
Mrs R J Butler 
Mr Culpin 
Miss O'Mara 
Mr Mowl 
Miss Evans 
Mr Cropper 
Mr Ross Goobey 
Mr Tyrie 
Mr Battishill - IR 
Mr Isaac - IR 
Mr Painter - IR 
Mr Calder - IR 
Mr Ko - IR 
Sir Angus Fraser - C&E 
Mr Knox - C&E 
Mr Willmott - C&E 
Mr Bone - C&E 

FSBR CHAPTER 1 

The Chancellor was grateful for your minute of 26 February. He has 

the following comments to make. 



 

• 
In paragraph 1.03, the second sentence should end 

"designed to bring inflation down further and improve other 

aspects of the UK's economic performance". 

At the end of paragraph 1.03, delete the full-stop and 

add "and to reduce the role of the state in the economy. 

Public expenditure is on a declining part as a percentage of 

Gross Domestic Product (GDP) and taxes have again been 

reduced, as they have in each year since 1981". 

In paragraph 1.04, leave the first and last sentences as 

drafted, but amend the intervening passages to read "GDP is 

forecast to grow by 3% in 1987, the sixth successive year of 

steady growth. A strong rise is forecast in investment, in 

manufacturing output and in non-oil exports. Inflation is 

forecast to be about [4%] in the fourth quarter of 1987". 

In paragraph 1.05 change "cut" to "reduction" in the 

first line. The second sentence should end "... and to make 

it fairer and more effective". 

In paragraph 1.07 the third sentence should read "... 

below the illustrative level in last year's MTFS". 	In the 
next sentence say "the net cost". 

2. 	The Chancellor wishes to consider further the treatment of 

column 3 of Table 1.1. The numbers in paragraph 1.07 and Table 1.1 

may need revision in the light of final decision on the Budget 

package at Monday's overview meeting. 

A C S ALLAN 
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MR C MOWL cc Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Sir G Littler 
Mr F E R Butler 
Mr Cassell 
Mr Monck 
Mr Odling-Smee 
Mr Scholar 
Mr Sedgwick 
Mr Turnbull 
Mr Culpin 
Mr S Davies 
Mr Riley 
Mrs R Butler 
Mr Ritchie 
Mr Devereux 
Ms Evans 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

Mr Battishill - IR 
Mr Calder - IR 
Sir Angus Fraser - C&E 
Mr Wilmott - C&E 

PSBR CHAPTER 6 

The Chancellor was grateful for your minute of 25 February. He 

notes that a number of the figures will need amending as the Budget 

package changes or new information arrives. Otherwise, he has the 

following comments: 

in paragraph 6.06 the first sentence should start "The 

Autumn Statement said that general government receipts in 

1986-87 were expected to be higher ...". Later in that 

paragraph "E1.7 billion" should be "Ell billion" and 

"E0.8 billion" should be "El billion"; 

(ii) 	in paragraph 6.07 delete "mainly" in the first line and 

"also" in the second line. Amend the second sentence to 
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• 
read "Oil revenue are now estimated to have fallen from 

Ex billion in 1985-86 to £41 billion in 1986-87." In the 

last line change "assumed" to "forecast"; 

in paragraph 6.08 add "total" before "non-oil receipts" 

in the first line; amend the beginning of the second 

sentence to read "They are now estimated to have risen 

slightly more, by 91 per cent ...". 	Amend the third 

sentence to read "Corporation tax receipts in 1986-87 

largely depend on profits and other income earned in the 

calendar year 1985". 	Amend the beginning of the next 

sentence to read "On currently recorded data, non-North 

Sea company incomes rose strongly ...". 	In the next 

sentence change the second "rise" to "increase". Amend 

the end of the last sentence to read "but probably also 

reflects a change in the composition of consumption 

towards spending on goods and services subject to VAT"; 

in paragraph 6.09 start the first indent "a further rise" 

then end the second line "corporation tax). 	This 

compares with ...". 	Start the third indent "an 81 per 

cent". Delete "standard rate" in the second sentence; 

in paragraph 6.10 is it really true that GGE is now 

expected to be higher than in the Autumn Statement? 

in paragraph 6.11 delete "over" in the first spntence; 

"is" should be "are" in the last sentence; 

in paragraph 6.13 amend the fourth sentence to read "And 

central government revenue is expected to be less than 

last year, with lower North Sea oil revenues as a result 

of the fall in oil prices, and lower receipts of building 

society composite rate tax as a result of the change in 

payment arrangements". Delete "but there remains 

substantial uncertainty surrounding this estimate" at 

the end; 
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in paragraph 6.14 delete everything after the first 

sentence. Also delete the footnote; 

in paragraph 6.15 change the fifth line to read "... done 

since 1982-83, while general government receipts ..."; 

in paragraph 6.16 amend the first two sentences to read 

"there have been significant changes in the structure of 

receipts over the past eight years. In particular:". In 

the first indent, say "financing public expenditure", and 

"12 per cent of expenditure". Delete the last indent; 

delete Chart 6.1; 

in paragraph 6.20 delete "individual" in the last line; 

in 	paragraph 6.21 	change 	"still 	very 	large" 	to 

"inevitably very large" in the seventh line; 

in paragraph 6.23 the end should read "... the effect on 

profit margins of the decline in sterling, and a rise in 

net trade credit receipts"; 

in paragraph 6.24 the end of the third sentence should 

read "... shows the derivation of the public sector 

financial deficit". The end of the last sentence should 

read "... associated with Rover Group is classified as 

cash expenditure on company securities and appears in 

line 27". Something needs to be added to this paragraph 

to warn of the non-cash basis of PSFD; 

in Table 6.6 the presentation has been changed since last 

year, with taxes on income and North Sea oil royalties 

split into separate lines (which has thrown almost all 

the line number references in the Annex). The Chancellor 

would prefer the presentation in Table 6.6 to go back to 

where it was last year: 	it seems best to segregate 

either all oil revenues or none; 

in paragraph 6A.1 is the "financial deficit" referred to 

in the second and sixth lines the public sector financial 
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deficit or the general government financial deficit? The 

text should make this clear. The last line should say 

"public sector borrowing requirement"; 

in paragraph 6A.5 the second sentence should read "For 

example, oil revenues comprise North Sea corporation tax, 

petroleum revenue tax and oil royalties (all 

included ...". 	(This assumes the presentation in 

Table 6.6 is changed back to last year's); 

in Table 6.B.3, Footnote 5 should read "Includes estate 

duty and capital transfer tax". 

A C S ALLAN 
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FSBR 

The Economic Secretary has seen your submission to the Chancellor 

of 26 February, and those of Messis Sedgwick and Riley of 24 

February. He has the following comments: 

i) Table 1.1. The Economic Secretary thinks that the contrast 

between the cost of the basic rate reduction and the yield from 

income tax allowances and thresholds looks presentationally 

awkward. Could it be made clear that the +40 yield of the latter 

in 1987-88 arises from the thresholds and not the allowances? 

BUDGET SECRET 
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Tabie 	 The Economic Secretary wonders whether 

4111  Corporation Tax Forecast for 1987-88 of £3.2 billion is a mistake. 

Paragraph 207. The Economic Secretary thinks that the phrase 

"to keep monetary conditions on track" is very strange. 

Paragraph 212. The Economic Secretary is in favour of keeping 

the reference to M1 in the text but he thinks it might read better 

as follows: "MO remains the best choice of narrow aggregate 

for target purposes. In principle, there is a case for moving 

to a wider measure of non-interest bearing money, such as the 

non-interest bearing component of Ml. But M1 is very sensitive 

to interest rate changes and its velocity exhibits considerable 

fluctuations, currently exacerbated by the rapid growth of 

interest-bearing sight deposits". 

Chart 25. The Economic Secretary thinks it is confusing 

to describe financial year 1986-87 as "1986" in the table. He 

wonders whether this is a convention. 

Paragraph 222, line 6. Insert "projected" before "planning 

total". 

Paragraph 3.9. 	The Economic Secretary thinks the last 

sentence sounds a bit out of date in view of the recent improved 

MO figures. Also, in the chart above, the Economic Secretary 

tbinks it a pity not to show the present yield on vilts as below 

10. He wonder whether this chart, and that on monetary aggregates 

on the following page, could be extended to show later figures. 

P D P BARNES 

Private Secretary 
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FSBR 

Sir Peter Middleton went through the FS1113, as it stood on 

Friday night, over the weekend. He has a number of comments. 

Chapter 1  

2. 	No comments, but he will wish to pick up the Chancellor's 

comment about column 3 of table 1.1. (There was correspondence 

1 
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on this point last year.) 

Chapter 2  

A number of comments were made at Sir Peter Middleton's 

monetary meeting with the Bank on Thursday last week. Could 

you please consult Mr Peretz about them. He will be sending 

the Bank a revised version of this chapter tonight, with a 

view to clearance in the course of tomorrow and to avoiding 

the need for a meeting between the Chancellor and the Governor 

this year. 

He thinks it is a pity to have dropped the first sentence 

of 2.02 "Economic policy is set in a nominal framework". He 

would prefer this to be reinstated. 

On paragraph 2.10, the second and third sentences to 

read ... period of stability would be desirable in current 

circumstances. Accordingly the UK and the other countries 

represented agreed to co-operate closely ...". 	He questions 

the use of the words "from year to year" in the final sentence, 

and would suggest deletion. 

The final sentence of 2.11 to read "MO has proved a 

reliable ...". 

He still has reservations about paragraph 2.12 as it 

stands, but meanwhile I give you two minor drafting points: 

in the second sentence insert "which are" before "currently"; 

and in the final sentence delete "For the present" and insert 

In paragraph 2.15, delete the "and" after the semi-colon 

in the second sentence. And paragraph 2.16 is to be redrafted 

in the light of the monetary meeting. 

On chart 2.5, he wonders why we need to add "and 

privatisation proceeds" to the title. He does not like the 

description of the years on the scale as "1970, 1971 etc". 

2 
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He thinks we should go back to last year's presentation. 

10. Paragraph 2.19 to read as follows: 

"As usual, the fiscal projections for 

the next 4 years set out in tables 2.3-

5 take account of the composition of 

receipts and expenditure in 1987-88. 

The path of the PSBR is below that shown 

in last year's MTFS. The buoyancy of 

revenues experienced in 1986-87 and 

projected for 1987-88 has made it possible 

to project a PSBR in 1987-88 which 

reflects the Government's long term 

objective for the level of public 

borrowing. 

On paragraph 2.21, he would prefer to standardise on 

privatisation proceeds being "added back" (rather than 

excluded") in the second sentence. He would make the final 

sentence read "These figures illustrate the desired position 
over a period of years; decisions about the PSBR in particular 

years will be taken nearer the time." if the Chancellor wants 
to go that far. 

In paragraph 2.24 move the words "as a proportion of 
GDP" to romp after "steadily". In paragraph 2.28, delete 

"taxation" insert "taxes". Paragraph 2A.1 delete "now" in 

the first sentence. He notices that the heading of table 

2A.1 is right, unlike last year! 

Chapter 3  

I understand that a revised version of this is in 

preparation, which the Chancellor's office will be circulating. 

Chapter 4  

14. Nothing. 

3 
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*Chapter 5  

Nothing. But he thinks it is important for somebody 

to read through the whole document carefully to make sure 

that an unemployment forecast cannot be deduced from it. 

Chapter 6  

In paragraph 6.04, delete the first "three-fold". In 

the fourth indent in paragraph 6.09, insert "forecast" before 

"increase". 

He would like the proposition in the first sentence of 

paragraph 6.15 checked. He would like to see the arithmetic 

set out. 

On the first indent of paragraph 6.16, he was not clear 

what was meant by "public expenditure". He has asked if we 

have standardised on GGE throughout this chapter. On this 

and the next indent, he has some doubts about expressing 

borrowing and revenues as a proportion of expenditure. He 

has asked whether this is new. He wonders whether it will 

complicate the normal practice of using GDP as the denominator. 

Paragraph 6.24, line 6 - "transactions". 

R B SAUNDERS 

Private Secretary 

14 
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DRAFT MINUTE TO PRIME MINISTER 

This minute sets out my proposals for the Budget this year. 
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I am making a number of changes to streamline the taxation of 
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North Sea oil sector. 

should do most good. 

I propose that the scale charge for assessing the taxable 

it of company cars should be increased by 10 per cent. There 

no change in the car fuel benefit scales. 

The Budget will also contain a number of measures designed to 

block up loopholes where substantial losses of tax are at stake. 

On one of these, VAT partial exemption, we have already exchanged 
minutes (my m 	te to you of 16 December and David Norgrove's reply 

d it is now clear that the scale of avoidance is 

first supposed (£300 million in 1987-88 and 
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their pay in profit-related form, the tax relief will be equivalent 

a penny off the basic rate of income. The administration will be 

t simple. 

e agreed with Norman Fowler a major package of proposals 

on pensions which will complement the reforms in 1985 and 1986 

Social Security Acts. Our aim is wider pension ownership, and to 

encourage people to provide for themselves in old age. 

eral strands to the proposals. First, I am 

of tax relief for personal pensions on broadly 

now applying to retirement annuities. This 

es to opt out of their employers' schemes 

ements; and it will also benefit those 

fer an occupational pension scheme. 
SO".•VIM-) 

ch will make it eae4er/for employers 

schemes with the minimum of red tape and 

commitment on the size of final 

pensions. This should encourage wider pension coverage and be of 

particular benefit to the 10 mi,14c or so employees who are not 

covered by occupational schemes. 

Third, I am introducing arra ements to allow members of 

with full tax relief, to a plan outsiOlikeir employer's scheme. 

occupational schemes to make additia 	luntary contributions, 

They will be able to top their pension r6ht up to the present tax 

approval limits. 	This goes well beyond what we have already 

announced. 	It will be good for choice and individual 

responsibility. 

The generous tax treatment of pensions can 	ified only 

if it is not abused. I propose, therefore, to rruce  some 

19. There a 

introducing a s 

liflujt,  the same lines a 

L.- hould-Q44,Gettrage- - 

114 	
and make their own 

whose employers do 

Second, I propose chang 

to set up occupational 

with less of an open-ended 

essive 

ople, 

and 

limited changes to the present rules to restrict 

relief which can be obtained in some circumstances by a f 

including an upper limit of £150,000 on the tax-free 1 

more rigorous rules for calculating final salary. 
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I BUDGET LIST ONLY 



  

. 	. 
NOT TO BE COPIED 

il) 

BUDGET SECRET 
BUDGET LIST ONLY 

 

o 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

  

91.110120-04/': 

2I5m also making a substantial increase in the threshold for 

inhejE1ce tax, from £71,000 to £90,000 and reducing the number of 

tax rates from seven to four. This change will take a third of the 

estates currently liable to inheritance tax out of tax altogether. 

There will be worthwhile tax reductions at all levels, particularly 

for smaller es. I also propose to increase from 30 per cent 

to 50 per 

	

10, siness relief for inheritance tax on 	d0 share- 

holdings of alc:N 	size in unquoted companies. This should help 

family firms by CI • relief on assets where cash is not always 

available to pay
. 

.x. „Thesenge3 	taken 	toge-t-4e4--w4-1-1--aUgr 

£70.  mil 	 %; 	v,‘• 	 98-8=81r. 

)
Cv\  fp.a‘ Li A cuitiL10‘c.‘-41,4"kl.  

	

.6 ,446,,,,r_ 6,..--Lap 12  . a, , 	) 

24. 	Last yearSwasr—a- B 	foar--e-l+a-r-i-trioas- (The encouragement we 

give to charitable giving is now very generous; and the Payroll 

Giving Scheme which starts next month will give
/ 
 a further boost. I 

'II* 

to extend slightly the VAT relie 

last year. These extensions wi 

to me by the charities lobby. 

• • 

	 25. I attach a table which summarise 	evenue effects of these 

changes. I would be grateful to know • you are content with my 

proposals. 
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22. Last year's Budget abolished the tax on lifetime gifts between 

.ndividuals. This year I propose to extend the same exemption from 

x to gifts involving se tled property where there is n interest 
Orv-- ssession. I am suce his will be welcomed by many 

therefore have no major new proposals in this field,m#17-7116pose 
A 

r charities which I introduced 

t points which have been put 
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1987-88 	 1988-89 
(cost (-)/yield (+)) 

-2160 	 -2740 

£m 
(rounded to £5.) 

Excise duties.amtamEMPIP)6--------- - 535 	 - 575 

ECTS OF BUDGET CHANGES 

Income tax (inclu er rates) 

30 
	

+ 40 

+ 30 

15 

35 

65 

150 

nil 

5 

igible 

'Cid 1°00 38 01 ION 
A1N0 ISI1 13ocine 

131:103S uocine 

VAT 	- small business package 	<> 	 - 115 	 - 60 

- change in partial exempti 
	

+300 	 +400 

Corporation tax 	mall companies rate 	 negligible 	 - 45 

capital gains 	 negligible 	 + 60 

payment ds oLviej 	 negligible 	 + 100 

dual residents 	 negligible 	 + 125 
Vr 'Alt.  

tax credit relief for banks 	 negligible 	
4 *Jr 	

+ 20 

Car and car fuel benefits 

North Sea oil 

Profit related pay 

c.  
P6SIV-ds 

Pensions 

Inheritance Tax 

Other 

2900 

Note: (All figures are net of the cost or yield of indexation or revalorisation, which is incl 

forecast) 

the base 

Total 2595 

C13Id00 38 01 ION 
NINO isri upans 

131:103S 139C1118 
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24. Last year's Budget contains a substantive package of measures 

to help charities. The encouragement we give to charitable giving 

is now very generous; and the Payroll Giving Scheme which starts 

next month will give it a further boost. I therefore have no major 

new proposals in this field, though I propose to extend slightly 

the VAT reliefs for charities which I introduced last year. These 

extensions will meet points which have been put to me by the 

charities lobby. 

Manpower  

The direct effect of these proposals would be a net increase 

of about 115 staff in 1987-88 and 225 in 1988-89 on the activities 

affected. The whole of this increase comes in the Inland Revenue 

(Customs have a small saving thanks to the small business package). 

In the Public Expenditure Survey the Chief Secretary will be 

carefully scrutinising the Revenue Departments' running costs. 

I attach a table which summarises the revenue effects of these 

changes. I would be grateful to know if you are content with my 

proposals. 

  

N.L. 
5 march 1987 

p.114-C 
vir 	fib !IL' 'It 

ibsC 	s  ‘Vvt11"61)  
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CHANCELLOR 

GGE IN 1986-87  

CONFIDENTIAL 

FROM: COLIN MOWL 
DATE: 4 March 1987 

cc Chief Secretary 
Sir P Middleton 
Sir T Burns 
Mr F E R Butler 
Mr Anson 
Mr Monck 
Mr Cassell 
Mr Scholar 
Mr Turnbull 
Mr Odling-Smee 
Mr Sedgwick 
Mr Moore 
Mrs R J Butler 
Mrs Brown 
Mr Riley 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

You asked (Mr Allan's minute to me of 27 February) whether it 

was really true, as stated in paragraph 6.10 of the draft of 

Chapter 6 of the FSBR, that GGE in 1986-87 is now expected to 

be higher than in the Autumn Statement. 

2. 	Current indications are that, even if the estimated outturn 

for the planning total remains much as in the Autumn Statement 

GGE will be about El billion higher, because of changes in the 

various national accounts adjustments. The biggest factor is 

an increase of E600 million in the estimate of the repayment 

of market and overseas borrowing by public corporations 

(PCMOB) - ie. 	a reduction in PCMOB. This reduction reflects 

a switch in the composition of nationalised industry short-term 

borrowing (less than one year), away from market and overseas 

borrowing towards borrowing from the NLF and, to a lesser extent, 

higher subsidies. As you are aware, the Treasury does not seek 

to control the choice between these sources of short-term 

borrowing. The table below summarises the picture, using the 

latest estimates which are slightly different from those in 

the draft FSBR:- 



CONFIDENTIAL 

 Nationalised industry EFLs 

Financed by: 

Autumn 	Latest 
Statement Estimates 

0.5 	0.5 

Change 
since 
Autumn 
Statement 

 Subsidies 1.6 1.7 +0.1 
 NLF borrowing from CG -0.4 0.1 +0.5 
 Market and overseas borrowing -1.0 -1.5 -0.5 
 Other 0.2 0.2 

 Other List I PCs market and overseas 
borrowing 0.1 0.0 -0.1 

 PCMOB on public expenditure 
definitions 	(=4+6) -0.9 -1.5 -0.6 

The change in PCMOB only affects GGE because it is a change 

in the composition of EFL financing. A change in PCMOB which 

changes the EFL (and the planning total) by the same amount 

has no effect on GGE. 

The remaining £300 million of the increase in GGE is mostly 

accounted for by revised estimates of VAT refunds and grants 

and loans to List III public corporations. 

GEP will be clearing a 1986-87 planning total figure for 

publication in the FSBR with the Chief Secretary early next 

week. There may also be further changes to the national accounts 

adjustments, especially PCMOB which tends to be volatile both 

in-year and between years. However, we expect the final figures 

to show GGE higher than in the Autumn Statement. 

COLIN MOWL 



S CONFIDENTIAL 

MR RILEY 

F CASSELL 
4 March 1987 

cc 	Sir P Middleton 
Sir T Burns 
Mr Peretz 
Mr Scholar 

--Mr Allan 

FSBR 

I have just heard from Eddie George that he is entirely content 

with the drafts of the monetary section of Chapter 2 and of 

paragraphs 3.7-3.11 from Chapter 3. The Bank have no comments, 

and in putting the FSBR drafts back to the Chancellor you can 

record Lhat. 

You can also say that the Governor himself has not yet seen 

them but that Mr George is putting them to him with the 

recommendation that there is no need for a meeting with the 

Chancellor on this year's MTFS. 

F CASSELL 
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FROM: D N WALTERS 
DATE: 5 MARCH 1987 

MR SKERRATT 

FINANCIAL STATEMENT AND BUDGET REPORT 

cc Mr jr 

V  I 

Thank you for your minute of 3 March in which you advised of the Library's revised 

requirement for a total of 200 copies of the 1987 FSBR. This compares with the 25 copies 

which Nigel Fray was told earlier would meet your needs. 

As I explained to you on the telephone, it is disappointing that this change has arisen 

so late in the day. Nigel Fray's earlier enquiries were both to allow us to advise HMSO of 

our total requirements well in advance so that they can ensure the essential early delivery 

and to enable us to finalise the detailed Budget day arrangements. However, I have now 

been able to amend the original order. 

I note that you wish to receive your copies as early as possible on 17 March so that 

they can be labelled for distribution in advance of the lifting of the embargo. However, the 

FSBR and other related Budget documents are kept under tight security until the moment 

the Chancellor sits down to ensure that any chance of early leakage of the measures is kept 

to an absolute minimum. I am afraid, therefore, that I will not be able to release the 

documents to you until that time. 

D N WALTERS 



FROM: PW SKERRATT 
DATE: 3 MARCH 1987 

TO: MR D WALTERS 

Financial Statement & Budget Report 

Further to our recent telephone conversation, I would like 
to confirm that the Library requires a total of 200 copies of the 
1987 FSBR (including the 25 copies in the figures produced by 
Nigel Fray). 

Could you please arrange for us to receive them as early as 
possible on 17th March so that they can be labelled for 
distribution in advance of the lifting of the embargo. 

Please let me know if there are likely to be problems with 

this. 

(32j 

Peter Skerratt 
Treasury & Cabinet Office Library 

I 
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FROM: 
DATE: 

M C SCHOLAR 
5 MARCH 1987 

< ?,1,r.R OF THE EXCHEQUER 

FSBR: CHAPTERS 1 AND 3 

cc Principal Private Secretar 
Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir Peter Middleton 
Sir Terence Burns 
Sir Geoffrey Littler 
Mr F E R Butler 
Mr Wilson 
Mr Cassell 
Mr Monck 
Mr Sedgwick 
Mr Odling-Smee 
Mr Culpin 
Miss O'Mara 
Miss Sinclair 
Miss Evans 
Mr Hudson 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

Mr Battishill - IR 
Mr Isaac - IR 
Mr Painter - IR 
Sir Angus Fraser - C&E 
Mr Knox - C&E 

We are due to submit the first proof of the FSBR to you tomorrow. 

However I understand that you would find it helpful to have sight 

of these two chapters received early from the printer. 

2. 	We are submitting Chapter 1 without updatin 

these are subject to revision - in particular in t 

decisions on the basis of the 1988-89 figure in T 

the PSBR forecast. 

tables since 

ht of your 
;and on 

3. 	It would be helpful to have your response to Mr S 

minute and any other points as soon as possible on Friday. 
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Table 1.1 The Budget measures' 

NOT TO BE RWED 

k million 	 yield( + )/cost(- ) 
1987-88 	 1988-89 
Changes from 
an indexed 
base 

Tax proposals 
Income tax basic rate2  
Income tax allowances and thresho 

Excise duties 
(eet"of,biv,itielsgraftt„s)-- 

wk-vehicle excise duty 
y44-tobacco 
v.d-alcohol 
tft4-on-course betting duty 
w-gaming machine licence duties 

Changes from 	Changes from 
a non-indexed 	a non-indexed 
base 	 base 

VAT 
iv-partial exemption rules 
444-small business package 

-other 

Inheritance Inheritance tax 
Corporation tax 

Profit related pay 
Pensions 
Other Itikkunvaides 

Total altittieatwims 

  

I These measures and the basis of the costings shown, are described in detail 
in Chapters 4. 

3 

 

Negligible.  

2  Figures include the effect of the cons uential change in the rate of 
advance corporation tax. 
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Budget 

1.01 The objective of the Government's economic policy is to defeat 
inflation and maintain a vigorous, enterprising economy which will generate 

tamed growth and increased employment. 

Str 
pro 
summ 
finandal 

e Financial Statement and Budget Report (FSBR) supplements the 
r's Budget Statement. It describes the Medium Term Financial 

TFS); outlines developments in the economy over the past year; 
casts to mid-1988; details the tax proposals in the Budget; 

government's spending plans and brings together the 
of the public sector for the year ahead. 

The Medium Term 1.03 Chapter esc ibes the MTFS which has been in place since 1980. It 
Financial Strategy provides the framework for the government's economic policies, which are 

designed to bring inflation down further and improve other aspects of the 
UK's economic performance. Monetary and fiscal policy is set to reduce the 

14/44 	growth of money GDP, so bringing down inflation. 14-is-soofted-bk7"4-  ''41412Af  
csAtetAAA1  ir.41..-Ar measures to encourage enter. e, efficiency and flexibility whieh-3:4 	— 44* I s c,"7- 

`;ftitea. 
- 	. The But it d11d; 

- 	- 	- 	- . 
Public expenditure is on a decji 	path as a percentage of Gross Domestic 
Product (GDP) and taxes hay- ain been reduced, as they have in each year 
since 1981. 

Forecast 1.04 Chapter 3 describes the main d 	opments in the economy in 1986 
and the prospect until mid-1988 GDP'Q' forecast to grow by 3 per cent ill 
1987, the sixth successive year of steady growth. A strong rise is forecast in 
investment, in manufacturing output and in non-oil exports. Inflation is 
forecast to be about [4] per cent in the fourth quarter of 1987. There are 
good prospects for a continuing decline in unemploy nt. 

Tax measures 1.05 Chapter 4 sets out the tax proposals in the Bu 
reduction of 2p in the basic rate of income tax, a new 
the growth of profit related pay, improvements in the 
and measures to simplify tax collection and to make it fat 
effective. Table 1.1 opposite summarises the effect of all the 

include a 
to ent.ourage 
r pensions, 

ore 
res. 

Public expenditure 1.06 Chapter 5 summarises the government's spending plans fo 
three years. The plans show a continuing fall in general government 
spending as a percentage of GDP. This chapter also provides the late t 
estimates of the outturn for the public expenditure planning total in 1986-87 
and includes a comparison of outturn and plans for the different spending 

tUDGET SECRET 	NOT TO BE COPIED 
Ell I IlinFT qPrPFT---PlinhIBIUDGETAIIST  ONLY 	 5 
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enditure 1.07 Chapter 6 brings together the complete financial picture for the public 
sector. The public sector borrowing requirement (PSBR) for 1986-87 is 
forecast to be [just under £5 billion, over £2 billion] lower than indicated in 
the 1986 FSBR. The PSBR for 1987-88 is forecast to be some k[34] billion, 
or [1] per cent of GDP, k[34] billion below the illustrative level in last year's 
MTFS. The Budget measures are expected to contribute k[2] billion to the 
borrowing requirement, over and above the net cost of indexing tax rates 
and allowances. Table 1.2 summarises the sources of the receipts and the 
direction of expenditure. 
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EXPENDITURE 

DHSS—Social security 

Defence 

DHSS—Health and personal 
social services 

Education and science 

Home Office (including Lord 
Chancellor's department) 

Other departments 

Privatisation proceeds 

Reserve 

Adjustments 

Public expenditure planning 
total 

General government gross 
debt i rest 

ie4 corporations' markets 
a 	as borrowing 

Othe 
adjust 

accounts 

%BUDGET SECRET—BUDGET LIST ONLY 
1 	e Budget 

BUDGET LIST ONLY 

Table 1.2 The finances of the public sectorl 
k billion k billion  

1986-87  
1986 	Latest 
Budget2  estimate 

2-7 

2-4 

1-0 

2-7 

1-3 

0-9 

6-1 4.8 

—12 —1-2 

1116,_ 119-7_  

26-2 26.4 

6-4 5-8 

2.7 3.3 

3-0 3-3 

155-9 158-6 

RECEIPTS 

Income taxes 

Corporation tax excluding 
North Sea3  

Capital taxes 

Expenditure taxes: 

Value added tax 

Local authority rates 

Petrol, derv, etc., duties 	7. 

Spirits, beer, wine, etc. 	 4.4 

Cigarettes and other tobacco 	4-7 

0th r 	 9-3 

North Sea Sea revenues: 

North Sea corporation tax4  

Petroleum revenue tax 

Total North Sea 

Other5  

Total _taxes nd royalties 
National  insurance and other 
contributions 

Interest and dividend receipts 

Gross trading surpluses and 
rent 

Other 

General government 
receipts 

3.3 

3.5 

General gove 
169-7 	expenditure 

1986-87 1987-88 

Forecasts 
1986 	Latest 
Budget' estimate 

42.9 44.6 46-0 

18.5 18-4 18.8 

17.7 18-0 19-1 

14-3 15-7 16-6 

5-6 5-8 6-2 

40.7 42-2 414 

—48 —4.4 — 5-0 

4.5 3-5 

— 0.4 

139-1 140-3 148-6 

18-2 17-5 18-3 

—0-4 —1.8 —0-6 

5-7 5-7 6-1 

163-4 165-3 173/ 

1987-88 

Forecasts 

	

38.7 	38-6 	40-3 

	

9.4 	11-2 	13-5 

	

2-7 	3.2 

	

1-5 	23.3 

	

.5 	16-7 

8.1 

4-4 

5-1 

2.0 

0-8 

4.2 

—08 

128-6 

28-5 

5-8 

Difference between expenditure and revenue financed by borrowin 
1986-87 87-88 

General government expenditure 

General government receipts 

General government borrowing requirement 

Public corporations' market and overseas borrowing 

Public sector borrowing requirement 

1986 Budget 

163-4 

155-9 

7-5 

— 0-4 

71  

Latest estimat 

165-3 

158.6  

6-7 

— 1-8 

4-9 

ast 

3-4 

' In these and other tables, constituent items may not add up to totals because of rounding. 

2  On current definitions. 
3  Including advance corporation tax but excluding corporation tax on capital gains. 
'Before advance corporation tax set off See footnote 3  to Table 6 B.3. 
5  Adjustments for advance corporation tax set off against North Sea corporation tax plus accruals adjustment. 
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COPY NOM OF -30  COPIES 

FROM: 	M C SCHOLAR 
DATE: 	5 MARCH 1987 

R OF THE EXCHEQUER 

FSBR: CHAPTERS 1 AND 3 

cc Principal Private Secretar 
Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir Peter Middleton 
Sir Terence Burns 
Sir Geoffrey Littler 
Mr F E R Butler 
Mr Wilson 
Mr Cassell 
Mr Monck 
Mr Sedgwick 
Mr Odling-Smee 
Mr Culpin 
Miss O'Mara 
Miss Sinclair 
Miss Evans 
Mr Hudson 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

Mr Battishill - IR 
Mr Isaac - IR 
Mr Painter - IR 
Sir Angus Fraser - C&E 
Mr Knox - C&E 

We are due to submit the first proof of the FSBR to you tomorrow. 

However I understand that you would find it helpful to have sight 

of these two chapters received early from the printer. 

We are submitting Chapter 1 without updatin 	ables since 

these are subject to revision - in particular in t 	t of your 

decisions on the basis of the 1988-89 figure in T 	;and on 
the PSBR forecast. 

It would be helpful to have your response to Mr S 

minute and any other points as soon as possible on Friday. 
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k million 	 yield( + )/cost(- ) 
1987-88 	 1988-89 
Changes from 	Changes from 	Changes from 
an indexed 	a non-indexed 	a non-indexed 
base 	 base 	 base 

Tax proposals 
Income tax basic rate2  
Income tax allowances and threshol 

Excise duties 
to-oils (oetNikbv,firel.grafttsY 
%A-vehicle excise duty 

Jai-tobacco 
vol-alcohol 
w-on-course betting duty 
w-gaming machine licence duties 

VAT 
is-partial exemption rules 

%.-small business package 
Is-other 

Inheritance tax 
Corporation tax 	&u.. co' 
Profit related pay 
Pensions 
Other ItteWttatates 

Total VidkAtiriteatrba 

These measures and the basis of the costings shown, are described in detail 
in Chapters 4. 
3  Negligible. 

2  Figures include the effect of the conse uential change in the rate of 
advance corporation tax. 
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 e Financial Statement and Budget Report (FSBR) supplements the 
.. A  or's Budget Statement. It describes the Medium Term Financial 

St. -gy 	TFS); outlines developments in the economy over the past year; 
pro  .   s 	.casts'tk 	to mid-1988; details the tax proposals in the Budget; 
summ  .j,.. -Ire  government's spending plans and brings together the 
finandal ...tji of the public sector for the year ahead. 

The Medium Term 1.03 Chapter 	s *bes the MTFS which has been in place since 1980. It 
Financial Strategy provides the framework for the government's economic policies, which are 

designed to bring inflation down further and improve other aspects of the 
UK's economic performance. Monetary and fiscal policy is set to reduce the 

iikheAe 
flt.14 	growth of money GDP, so bringing down inflation. k-i.,-&bimoottetl-bsv 
1.•-•Ardif measures to encourage enterp  •  e, efficiency and flexibility W44614-44414-

%0  • : 1:1* t..111 	- 	. The-Ruti6ct-its 
-strap  e  - 	 Wm' e  - 

Public expenditure is on a  • -44 	3.ath as a percentage of Gross Domestic 
Product (GDP) and taxes hay 	am n been reduced, as they have in each year 
since 1981. 

Forecast 1.04 Chapter 3 describes the main dWpments in the economy in 1986 
and the prospect until mid-1988. GDPsili forecast to grow by 3 per cent in 
1987, the sixth successive year of steady growth. A strong rise is forecast in 
investment, in manufacturing output and in non-oil exports. Inflation is 
forecast to be about [4] per cent in the fourth quarter of 1987. There are 
good prospects for a continuing decline in unemployment. 

1.01 The objective of the Government's economic policy is to defeat 
inflation and maintain a vigorous, enterprising economy which will generate 
sustained growth and increased employment. 

Tax measures 1.05 Chapter 4 sets out the tax proposals in the Bt.$1  
reduction of 2p in the basic rate of income tax, a ne 
the growth of profit related pay, improvements in the 
and measures to simplify tax collection and to make it fa 
effective. Table 1.1 opposite summarises the effect of all thes 

y include a 
e to encourage 

r pensions, 
ore 
res. 

1.06 Chapter 5 summarises the government's spending plans fo 
three years. The plans show a continuing fall in general governm 
spending as a percentage of GDP. This chapter also provides the lat 
estimates of the outturn for the public expenditure planning total in 1986-87 
and includes a comparison of outturn and plans for the different spcnding 
aufirritie3. 	  
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Receipt( , , ; . enditure 1.07 Chapter 6 brings together the complete financial picture for the public 
((\ 

	

sector. The public sector borrowing requirement (PSBR) for 1986-87 is 
forecast to be [just under £5 billion, over £2 billion] lower than indicated in 
the 1986 FSBR. The PSBR for 1987-88 is forecast to be some £134] billion, 
or [i] per cent of GDP, k[3-1-] billion below the illustrative level in last year's 
MTFS. The Budget measures are expected to contribute £12] billion to the 
borrowing requirement, over and above the net cost of indexing tax rates 
and allowances. Table 1.2 summarises the sources of the receipts and the 
direction of expenditure. 
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General government gross 
debt in rest 
les 	corporations' markets 
a 	as borrowing 
0th' atioa accounts 
adjust 

38.7 	38-6 

9.4 	11.2 
2.7 

21.5 

7. 
4.4 
4.7 
9-3 

61.9 	63. 

2.7 
2.4 

	

40.3 	DHSS-Social security 
Defence 

	

13.5 	DHSS-Health and personal 

	

3.2 	social services 
Education and science 
Home Office (including Lord 
Chancellor's department) 
Other departments 
Privatisation proceeds 
Reserve 
Adjustments 

Public expenditure planning 
total 

23.3 
16.7 
8-1 
4.4 
5.1 

5 
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Table 1.2 The finances of the public sector' 

Income taxes 
Corporation tax excluding 

North Sea3  
Capital taxes 
Expenditure taxes: 

Value added tax 
Local authority rates 
Petrol, derv, etc., duties 
Spirits, beer, wine, etc. 
Cigarettes and other tobacco 
Oth r 

otal x nditure taxe 
North Sea revenues: 

North Sea corporation tax' 
Petroleum revenue tax 

National insurance and other 
contributions 
Interest and dividend receipts 
Gross trading surpluses and 
rent 
Other 
General government 
receipts 

k billion  
1986-87 	1987-88 
1986 	Latest 
Budget2  estimate Forecasts 

26-2 26.4 
6.4 5.8 

2-7 3.3 
3.0 3.3 

155.9 158.6 

k billion 
1986-87 1987-88 

Forecasts 
1986 	Latest 
Budgeti estimate 

42.9 44.6 46.0 
18.5 18.4 18.8 

17.7 18.0 19.1 
14.3 15.7 16.6 

5.6 5.8 6.2 
40-7 42.2 43.4 

-48 -44 -5•0 
4.5 3.5 

-04 

139-1 140-3 148.6 

18.2 17-5 18-3 

-0.4 -1-8 -06 

5-7 5-7 61 

163.4 165.3 173-7 

EXPENDITURE 

General gove 	ent 
expenditure 

RECEIPTS 

Oi1roalties 	 10 	O9 	O8 
Total North Sea 	 6.1 	4-8 	4.2 

Other5  
1,1111111 

Totaltaxes ndroyaltis 	4_!i7-..  !286  .... - 

28.5 
5.8 

3.3 
3.5 

169-7 

Difference between expenditure and revenue financed by borrowin 
1986-87 
1986 Budget 
	Latest estima 

General government expenditure 	 163.4 
	

165.3 

General government receipts 	 155.9 
	

158.6 

General government borrowing requirement 
	 7.5 
	

6.7 

Public corporations' market and overseas borrowing 	- 0-4 	- 1-8 

Public sector borrowing requirement 
	

71 
	

4.9 

I In these and other tables, constituent items may not add up to totals because of rounding. 
2  On current definitions. 
3  Including advance corporation tax but excluding corporation tax on capital gains. 

'Before advance corporation tax set off See footnote 3  to Table 6 8.3. 
s Adjustments for advance corporation tax set off against North Sea corporation tax plus accruals adjustment. 
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FSBR CHAPTER 3 

The version of Chapter 3 that incorporates your drafting changes 

(reported in Mr Allan's note to me of March 2, copy attached) has come 

back from the printers . The version going to you tonight includes 

further suggested changes in manuscript, a number of which reflect 

changes in the recorded numbers and their implications for the period 

to mid-1988. 	We have also taken account of Sir Peter Middleton's 

comments (Mr Saunder's minute to me of March 2). Mr George of the Bank 

has seen the section on financial conditions and does not want to 

suggest any changes. 

2. In the rest of this note I discuss the outstanding issues (other 

than the PSBR about which I will be minuting you separately) on which 

we need to have decisions on the presentation &/or numbers. 

(i) 	The current account  

The CSO's latest revisions to the current account have 

produced deficits of El.lb. in 1986 as a whole, and £3.4b. at 

1 
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an annual rate in the second half of the year. 	A forecast 

deficit of £2ib. in 1987 would be more plausible than a lower 

figure, which would imply a very sharp turn round during 1987 

from the second half of 1986. The text and the detailed 

figures in the tables in the attached draft show forecast 

deficits of £2113. in 1987 and £2b. at an annual rate in the 

first half of 1988. The figure for the first half of 1988 

comes by tradition in table 3.13 only. There is no material on 

the first half of 1988 in tables 3.3 and 3.4. 

(ii) The exchange rate 

The initial section on assumptions now says that the forecast 

"assumes that the exchange rate will remain around its current 

level". We will of course not divulge the precise assumptions 

we have made on exchange rates, but it might be helpful if I 

summarise them here as they influence the RPI prospect. 

In constructing the forecast we will assume the average 

sterling index prevailing in the fortnight following the 

Louvre agreement. Though the text of Part 3 does not say so, 

we also assume - following the Louvre agreement - no changes 

in the other major countries' exchange rates. 

Compared with the January internal forecast that gives us over 

the period to mid-1988 

a rather higher sterling index, at just over 70: 

slightly lower £/$ rate (because we have removed the large 

fall in the $ that the January WEP assumed): this produces 

a higher sterling oil price than assumed in January for a 

Brent price of $15. 

(ill) The RPI  

Taking account of the effects of the package and the exchange 

rate assumptions set out in (ii) only half a percentage point 

cut in the mortgage rate - which in turn could occur with a i 



of a percentage point fall in base rates - is needed to 

achieve RPI inflation of 4 per cent in the fourth quarter of 

1987. 	It will not be easy for commentators to deduce with 

confidence a small mortgage rate cut such as this from the 

housing component of the RPI in table 3.9. Even though we 

assume - probably unrealistically - that the mortgage rate cut 

occurs no sooner than July, and therefore that it is still 

depressing RPI inflation in the first half of 1988, it is 

still difficult to achieve a figure of 4 per cent RPI 

inflation in 1988(2). The text and tables in the attached 

draft nevertheless has 4 per cent inflation in both 1987(4) 

and 1988(2). 

Self employment  

We have received data from Department of Employment which show 

a considerably smaller increase in the numbers self-employed 

in the twelve months to September 1986. 	This is to some 

extent consistent with our current view that growth slackened 

somewhat between mid-1985 and mid-1986. In the normal course 

of events DE would probably have published the revised figures 

in the next package of labour market statistics, two days 

after the Budget. 	However, they are amenable to publishing 

the figures earlier, to allow us to use the revised estimates 

in the FSBR. We have thus incorporated revised numbers (still 

subject to further minor changes) into table 3.11 and amended 

the text in the light of them. 

Charts  

Mr Allan's minute of March 3 (paragraph 5(iii)) reported your 

comment that we do not draw charts for the future. It has in 

fact been the recent practice to have charts with the 

forecasts for the current calendar year in Part 3 of the FSBR 

and Chapter 1 (the IAF) of the Autumn Statement. (Chapter 2 

of the FSBR does not have charts that show the medium term 

projections or assumptions that that particular section 

presents in tables.) Some of the charts in the draft 
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Chapter 3 attached to my minute to you of February 24 did, 

however, show the forecasts for the first half of 1988 as 

well. It might look odd if all the charts in Chapter 3 ceased 

altogether to show future values. Our preference would be to 

revert to last year's practice and show forecasts in the 

charts, where it has been the practice to include these, to 

the end of 1987 only. 

We have left out the charts for imports and exports of 

manufactures. 

3. We have made a few other drafting changes, a few of which require 

comment. 

Paragraph 3.09  

The February MO figure is published two days after the budget. We 

have therefore deleted the specific reference to the February 

figure. 

Table 3.1  

You commented on this. Apart from footnote 2 this is exactly the 

same form as last year, with figures to 1988 1st half only. 

Table 3.2  

The text discussing this table concentrates on the determinants of 

labour cost competitiveness. 	I would prefer to delete the third 

column of this table (relative export prices). 	This shows 

competitiveness little better in 1986(4) than in 1984(4), something 

which I personally believe to be manifestly not true. 

4 
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(d) Paragraph 3.24  

We have not changed this paragraph much, but it might help to set 

out our thoughts about the numbers. The growth in exports of 

manufactures in the three months to January 1987 over the same 

period a year earlier was 6 per cent - similar to the growth rate 

through the year to Q4. The volume of exports of total non-oil 

visible exports (less erratics) were 9 per cent higher in the three 

months to January compared with a year earlier, but these were 

heavily 	influenced by exceptionally high - and in our view 

unsustainable - exports of food and basic materials which we do not 

expect to continue. The manufactured export comparison, therefore, 

gives a better growth to the underlying trend. (It is worth noting 

that paragraph 7 of the last full version of the budget speech 

refers to the higher growth rate. 

Paragraph 3.31  

We are still discussing with the CSO what is the best estimate of 

the stock of foreign assets at the end of 1986. We have included 

higher figures in the latest draft - £110b., 28 per cent of GDP. We 

want, if possible, to avoid highlighting a number - as in the FSBR 

last year - which the CSO revise down a month or so later. 

RPI/TPI  

This draft includes in paragraph 3.50 in the text the reference 

requested in Mr Allan's note to Mr navies of March 4. 

P N SEDGWIC 
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3 The economy: recent 
developments and prospects to 
mid 1988 

Summary 

Demand and activity 3.01 The economy has been growing at around 3 per cent since last spring as 

/)Y e) 	e—xp—or—tArecovered strongly. For 1986 as a whole, recorded GDP growth was 

A 31 	about %24/ per cent. A substantial rise in investment and non-oil exports is 
forecast for 1987, and GDP is expected to grow by 3 per cent, with 
manufacturing output rising slightly faster. 

Labour market 3.02 Employment has continued to grow, particularly since the middle of 
1986. There has been a reversal of the previous rising trend in 
unemployment, and there are good prospects for a continuing decline this 
year. 

Inflation 

Labc,,t- 

World economy 

UK trade and the current 
S A 	

account 

Assumptions 

3.03 Inflation fell last year, to 31 per cent, its lowest level for nea9y170 years. 
During 1987, inflation may rise temporarily to45 per cent by thlummer, as 
last year's movements in petrol prices and in mortgage interest rates affect 
the year-on-year comparisons. But it is then expected to fall back to around 

kiper cent by the fourth quarter. 

3.04 Output in the major industrial countries has been rising by 24-3 per 
cent azrear since 1984, and is likely to continue at that rate in 1987. Imports 
by developing countries (other than oil exporters) should rise this year. 
Markets for UK exports of manufactures may grow a little faster in 1987 
than in 1986. 

3.05 Following the fall in oil prices a year ago, the current account of the 
balance of payments was in deficit 'of around £1 billionfin 1986. Both 
export and import volumes rose sharply in the second half of last year. A 
further relatively modest current account deficit of IL2-1 billion (some 1 per 

cent of GDP)/ is forecast for 1987. 

3.06 The forecast for the UK assumes that fiscal and monetary policies are 
set within the framework of the MTFS. It makes the conventional 
assumption of a $15 oil price, as in last year's forecast, and assumes that the 
cxchangc rate will remain around its current level. 

leks.fr too 0. 

    

Financial conditions 

3.07 The dollar fell further during 1986, particularly against the 
deutschemark and the yen. These changes will, over time, help to reduce the 
size of the US current account deficit and the Japanese and German surpluses. 
As paragraph [2.10] above explained, Finance Ministers of six of the leading 
industrialised nations agreed last month to seek a period of stability in _ 
exchange ratei:Sierling fell in 1986, in the wake of the fall in the oil price., 
It Las remained steady 4zace November..0,a. 	 r."-‘100, 

.k.k. 	 ek-;,-- 	Itte't2- • 
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— BRENT SPOT PRICE (S/BL) 

STERLING INDEX (1975=100) 

Interest rates 

t/c, 

3.08 Short-term interest rates in the UK, which rose to nearly 13 per cent in 
January 1986, fell last spring to around 10 per cent. But with sterling 
weakening in the/Kutumn and MO also indicating an easing of monetary 
conditions they were raised to 11 per cent in October and have remained 
around that level since, though inter-bank rates have recently fallen a little. 
Rates in several overseas countries have been reduced in recent months. 
Longer-term rates in the UK followed the same broad profile as short-term 
rates, falling sharply in the spring and rising in the utumn. In recent weeks 
they have fallen again—to below 10 per cent. 
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Narrow money 3.09 MO growth was below the centre of its 2-6 per cent target range in the 
early months of 1986-87. Its growth quickened from August onwards, 
reflecting both the falls in interest rates in the spring and the buoyant growth 
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of personal incomes, and moved into the upper half of its targ_Et range. More _ 
recentlykt-s-gFewth-h / 	  -Autumn.as-eas 
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.)( Broad money 3.10 The growth of kM3 rose to/18per cent in the early months of 1986-
87 and has since remained at about that level. This is some 3 points above the 
top of its target range and well above the growth of money GDP. Holdings 
of bank deposits by companies and financial institutions have grown 
particularly rapidly. The wider aggregates that include building societies' 
liabilities have grown more slowly, although also at a rate well in excess of 
the growth of money GDP: the year-on-year growth of PSL2 has been 

- I!) about 	er cent in recent months. Credit has continued to grow strongly, 
refle ting at least partly the pace of financial innovation and liberalisation. 

3.11 The growth of broad money must be seen in the context of the strong 
growth of private sector wealth and positive real interest rates that have 
made financial assets attractive to hold. Increased competition in financial 
markets has narrowed the margins between borrowing and lending rates and 
this has led to persons and companies building up both their liquidity and 
their borrowing. The considerable increase in liquidity since 1980 appears to 
have been willingly held, and has been accompanied by lower inflation. 

World economy 
Recent developments 3.12 The world economy has been strongly influenced by the fall in oil and 

other commodity prices, and by the substantial depreciation of the dollar. 
Lower import prices have helped to reduce inflation in the industrialised 
countries and stimulated faster growth in real domestic demand. But 
developing countries—and oil producers in particular— have suffered a 
sharp deterioration in their terms of trade. 

Sec_P-ic-r 	 3 
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3.13 Real GNP in the seven largest OECD countries grew by about 2+ per 
cent in 1986. Domestic demand grew rather faster, at 3+-4 per cent, with 
large rises in household incomes and consumers' expenditure. Inflation fell 
further; average consumer prices in the seven major countries increased by 
only 2 per cent in 1986. 

3.14 Despite the buoyancy of domestic demand in these countries, industrial 
production has grown only slowly. This has been largely a result of weak 
export demand, particularly from developing countries, and relatively 
sluggish growth in investment. 

3.15 The changes in exchange rates over the last two years are already 
beginning to have significant effects on trade volumes; but these have not yet 
been enough to overcome the terms of trade effects (the "J-curve"). As a 
result, the trade imbalances between the major countries remain large. The 
surpluses in Japan and Germany have continued to grow, though more 
slowly; and there has been little sign yet of any substantial reduction in the 
US current account deficit. 

tIc , 
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3.16 Oil prices fell below $10 per barrel last Summer, but rose in the second 
half of the year following the OPEC meeting in December. They have 
recently traded in a range of $15-$18 a barrel. Food and industrial materials 

11; 	
prices also fell sharply throu h most of last year, although they recovered 
	iriffie;Kutumn. Chart j>(and)4khow past movements in real 3. 

Lc'.  commodity prices, highlighting the extent of the recent falls. 
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3.17 World import volumes are thought to have grown by more than 5 per 
cent during 1986. This is somewhat faster than in 1985, largely because of a 
rise in oil trade as the major oil companies rebuilt their stocks. Developed 
countries' exports of manufactures rose by only 3 per cent as buoyant 
domestic demand in industrialised countries, was partially offset by cuts in 
developing countries' imports. 

Prospects 3.18 The outlook for oil prices remains uncertain. The forecast below is 
based on the conventional assumption that North Sea oil prices average 
$15 per barrel in the 1987-88 financial year. Non-oil commodity prices may 
remain low, with food prices held down by the large surpluses of 
agricultural production. With rising activity in the major economies, 
industrial material prices may recover slightly from their current low levels. 

Table 3.1 World economy 
Per cent changes on a year earlier 

1985 
Estimates Forecasts 
1986 1987 1988 H1 

Major Seven countries': 

Real GNP 3 21 21 3 

Real domestic demand 3 31 3 3+ 

Industrial production 3 1 21 4+ 

Consumer prices 4 2 2+ 21 

World trade, at constant prices 

Total imports 31 51 31 41 

Trade in manufactures2  4 21 31 4 

I  US, Japan, Germany, France, UK, Italy and Canada. 	2  Developed countrielexports weighted by UK 
markets. 
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3.19 Table 3.1 shows the projections for activity and inflation in the major 
seven industrialised countries, and for world trade. Inflation is expected to 
remain low, though it may rise a little from last year's level. In the 
US inflation may increase slightly as the effects of the fall in the dollar feed 
through, but the corresponding appreciation of the yen and deutschemark 
should mean that prices in Japan and Germany rise only very slowly, if at all. 

3.20 These changes in exchange rates and inflation will affect domestic 
demand and output. In Japan and Germany they are likely to strengthen 
domestic demand but weaken export demand; in the US, the opposite effects 
are likely. In aggregate, domestic demand in the major industrial countries is 
likely to grow less strongly than in 1986. But GNP growth should be much 
the same, and industrial production should grow rather faster, helped by a 
recovery in exports. 

3.21 World trade in manufactures is forecast to grow rather more quickly in 
1987 than in 1986, though the pattern may be uneven. Import demand in the 
US is likely to slow down considerably, and oil producers are likely to cut 
back their imports further. But imports by Japan and Germany are expected 
to increase rapidly. Growth in total world trade in 1987 is likely to be slower 
than in 1986, largely because the rebuilding of oil stocks is not expected to 
continue. 

UK trade and the balance of payments 

Relative costs and prices 3.22 The UK's eest-m44-ppise competitiveness improved markedly during 
1986. Productivity rose fast and the growth of unit labour costs was only a 
little above that of our main competitors. As a result, the lower exchange 
rate was almost entirely reflected in improved competitiveness. The gain in 
competitiveness seems likely to be maintained over the year ahead. 

Table 3.2 The exchange rate and competitiveness 
Sterling 
Index 

Relative unit 
labour costs* 

elative 
e 	•ort e 	ces* 

(1975=100) (1980=100) (19'0 	100) 

1984 Q4 75 80 

1985 Q4 80 86 

1986Q4 68 72 85 

X 	 * Ratio of UK manufacturing costslimitie• w those overseas. 

Trade prices and the 3.23 Prices of most imports rose during 1986, as the effects of the 

terms of trade (excluding depreciation of sterling more than offset generally weak world prices. 
oil) Export prices also rose, as exporters took advantage of sterling's decline 

improve profit margins. Excluding oil,kerms of trade for goods worsened 
slightly between 1985 and 1986. A-Cur-thar-small  deterieraitertkems likely 	iiT 

1987. 	 feasedn- 
werlei-eemuladityptiaes. 	 6,-(-46•0-- 
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Visible trade volumes 3.24 Exports of manufactures have been growing strongly in recent months. 
(goods other than oil and Growth had flattened in the final months of 1985 and exports fell briefly in 

erratics) early 1986, in common with those of other main manufacturing countries. 
But since then they have recovered strongly, and in the three months to 
January were 64 per cent above their level a year earlier. With rising world 
trade and the continued benefits of improved competitiveness, manufactured 
exports should show further strong growth in 1987. Exports of non-
manufactures rose rapidly last year, mainly as a result of exceptionally high 

)(' 	 grain exports 
-.don:lest-if-use); they are unlikely to continue at these levels in 1987. Total 
exports should grow by about 6 per cent, compared with 24 per cent in 
1986. 

tWIALLtativ reA 24p(* 

3.25 3.25 ..litar UKkappeari to have increased 	 developed 
countries' exports of-maniafac-t•ures in 1986. This reinforces t e previous 
evidence that the declining trend over the years up to 1981 has ended. 

3.26 Non-oil imports were flat in the early part of 1986, but then rose 
sharply in the second half of the year. More recently, the rate of growth has 
moderated. Imports are likely to continue to rise in 1987 as domestic activity 
expands, though improved competitiveness should slow the rate of growth. 
Non-manufactured imports rose rapidly in 1986, again partly the result of 
the poor quality of the 1985 UK harvest; this effect is unlikely to continue in 
1987. In total, imports of goods other than oil are forecast to rise by/41)er 
cent between the second halves of 1986 and 1987. 

12-(C- 
Cli*R-Tfi _ 

EXPORT SHARES AND IMPORT PENETRATION  

   

U.K. MARKET SHARE , EXPORTS 
	

SHARE OF IMPORTS OF GOODS ( EXCLUDING OIL) 
OF MANUFACTURES 

	
IN DOMESTIC DEMAND 

( U.K. WEIGHTED) 

11*  

Oil trade 3.27 Britain's surplus on oil trade halved from k8 billion in 1985 to 
k4 billion in 1986, reflecting the sharp fall in world oil prices and some 
decline in the volume of net oil exports. A fall in North Sea companies' 
payments abroad, which was only partly matched by lower overseas 
earnings by UK oil companies, helped to offset the reduction in the oil 
visible trade surplus. North Sea production in 1987 is likely to be a little 
lower than in 1986 and the oil trade surplus slightly smaller. 

5)a-V-ET 	 7 
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Table 3.3 Visible trade 

Per cent changes on previous year 
All goods 	 Goods less oil and erratic items 

1985 
1986 
1987 

cSzTr-ecast 

-44  Tits, mtta, 4  

Export 
volume 

51 
4 

_ 
31 

Import 
volume 

31 

7)'i 

Termsof 
trade* 

11 
—51 

10;-- 

Export 
volume 

7 
24 

 

Import 
volume 

4 
6 

8Y2.  

Terms of 
trade 

11 
—1 

1 

ex rcrt 	 t411,-e-rt 

3.28 The surplus on invisibles rose in 1986. Net  receipts of interest, profits 
and dividends (IPD) rose particularly rapidly as a result of the lower 
payments abroad by North Sea companies and an increase in the surplus on 
other earnings. The surplus on services fell in 1986, largely due to lower net 
earnings from tourism. The deficit on transfers was abnormally low last 
year, reflecting the size and timing of government transactions with the 
European Community. 

3.29 The surplus on invisibles is forecast to show a further rise in 1987 with 
the pound's depreciation during last year helping to increase the sterling 
value of the earnings on the UK's large stock of foreign assets. The surpluses 
on services should also benefit from the improvement in UK 
competitiveness. These higher earnings should more than offset an increase 
in the transfers deficit to a more normal level. 

Current account 3.30 The current account recorded a £1 billion deficit in 1986 following a 
surplus of £3 billion in 1985. Lower net oil earnings and an increased deficit 
on manufactures *Pak more than offset an improvement in invisibles. The 
forecast for 1987 is for a current deficit of L2-4 billion. 

Table 3.4 Current account 
£ billion 

Manufactures Oil 
Other 
goods 

1985 —3 8 —74 

1986 —51 4 —7 

1987 Forecast —8/ / —7 

Current 
Iiivisib1es 	balance 

3.31 The UK's stock of net overseas assets io-previsierraliy-est-inieteci  to have•  

risen by t e en o 	86 to about [ 	billion (equivalent to f* per cent 
of GDP: its highest level for over 30 years)compared with £80 billion at the 
end of 1985. The increase in the sterling value of assets reflects both the 
strength of world stock markets and the depreciation of sterling last year. 

's-? re. d.1$ 	
..... 

Demand and activity 

3.32 The UK economy continued its steady growth in 1986. But there are 
considerable uncertainties over the precise estimates of the rate of growth, 
given the large differences between the three separate estimates of GDP 
(based on measures of expenditure, income and output). The output 

Set_Q-ET 
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figures—generally recognised as the most reliable short-term indication—
showed non-oil growth of around 3 per cent between the end of 1985 and 
the end of 1986, following a brief pause in late 1985. 

3.33 As in other industrial countries, consumers' expenditure in the UK 
grew strongly in 1986 as inflation fell and real incomes rose. UK exports 
were weak in the first half of the year, but recovered strongly in the second 
half. Imports had been depressed in the first half of the year but also rose 
sharply in the second half as the economy gained momentum, with 
particularly marked rises in imports of capital goods. Output growth in the 
service industries exceeded growth of manufacturing output for the year as a 
whole; but manufacturing output rose 2 per cent between the two halves of 
the year as exports recovered. 

Personal sector 3.34 Real personal disposable income is estimated to have risen by about 
expenditure 4 per cent in 1986, and consumers' expenditure by about 5 per cent. This 

implies some further fall in the personal savingf ratio which has been 
declining throughout most of the 1980s. One reason is that with lower 
inflation households have needed to make less provision for the erosion of 

‘14 	
their past savings. Another factor affeetittg-thirratio has been a 
the growth of employers' contributions to pension funds as a result of the 
surpluses that many funds have been showing, reinforced by the provisions 
of the 1986 Finance Act: these contributions are treated in the national 
accounts as a part of personal income and saving. The buoyancy of 
consumers' spending may also owe something to the strength of the stock 
market. In spite of the fall in the savings ratio, higher asset prices and lower 
inflation have contributed to an increase of over 50 per cent in persons' net 
holdings, of financial assets since the end of 1983. 

ciagro-A 

e c I 

3.35 Real personal disposable income is forecast to rise by a little over 3 per 
cent in 1987. This is rather less than in 1986 and reflects a narrowin: oft 
gap between earnings growth and price inflation. 	may e some The  
further decline in the savingf ratio, Ifttt consumers' expenditure is expected 
to grow more slowly than in 1986, at around 31- per cent. 

9 
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3.36  The housing market was buoyant in 1986, and private residential 
investment, both in new dwellings and in improvements to existing 
dwellings, grew strongly during the course of the year. Private housing 
starts were about 71 per cent higher than in 1985; in Greater London, where 
the largest increases in house prices have been recorded, private housing 
starts in the first three quarters of 1986 were about 60 per cent up on a year 
earlier. These higher starts should be reflected in completions and investment 
in new dwellings during 1987; private residential investment may rise by 
around 10 per cent in the year as a whole. 

Company incomes and 3.37  The rate of return earned by non-North Sea industrial and commercial 
expenditure  companies (ICCs) continued to rise last year; profits earned in the North Sea 

fell by more than half. The outlook for companies is favourable, themgh 6,u--

further  substantial rises in profitability will probably have to depend less on 
depressed world prices of inputs of materials and fuels, and more on firms' 
containing the costs that are under their own control. 

3.38  Company sector spending was relatively weak in 1986. North Sea 
investment has been falling in the face of sharply lower profits. Onshore 
business investment was adversely affected by the bringing forward of 
capital spending into 1985 ahead of the final stage of the reduction in capital 
allowances announced in the 1984 Budget. 

3.39  The prospects are for investment to grow rapidly this year. The DTI 
Investment Intentions survey published last December pointed to growth in 
non-N9rth Sea business investment of about 6 per cent, continuing into 
1988. The latest quarterly CBI survey of industrial trends indicated a pick up 
in investment in manufacturing industry, and the forecast assumes that the 
DTI's Intentions survey projections will be arelvire*Tab1e-3.5 provides 
details of the forecast for total investment and its coMponents. 	b roactLy 

Table 3.5 Gross fixed domestic capital formation 

J.:, billion at 
1980 prices 

1985 

Per cent changes on a year earlier 

1985 1986 
Forecast 

1987 

Businessl 30.5 t voV 
4 —3 XLF 

Private dwellings2  9.3 —  ii-A.k i 1 c S — 1 5 8 

General government 6.6 —4 5 — 1 

Total fixed investment 14-6 	4---  2 0 4 

'Includes investment by public corporations 	
'Includes purchase less sales of land by persons, companies and public 
corporations, other than purchases of council houses. 

3.40 The economy's stock/output ratio fell in 1986 for the sixth successive 
year. It appears that manufacturers ran down stocks and though distributors' 
stock levels rose, the increase was a small one in relation to the increase in the 
volume of sales. The latest quarterly CBI survey suggested that 
manufacturers may not now be intending to reduce their stocks of raw 
materials further, possibly because of the firmer trend in raw material prices 
in recent months. An additional source of destocking in 1986 was the 

,• 	• 
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exceptionally high exports of grain which led to a fall in the stocks held by 
the Intervention Board for Agricultural Produce (IBAP). Grain exports seem 
unlikely to persist at recent levels, and a further rundown in IBAP stocks is 
not expected. 

3.41 Stockbuilding is thus likely to make a positive contribution to growth 
in 1987, although the forecast is for only a small rise in stocks by the 

X 

	

	standards of most years in the 1970s (see Chart A. and there is likely to be a 
further fall in the stock output ratio for the whore economy. 

Prospects for demand 3.42 The forecast is for a further year of steady growth in 1987. GDP is 
and activity expected to grow by 3 per cent, around the rate at which it was growing in 

the latter part of 1986. Exports and investment are forecast to grow strongly, 
offsetting some slowing down in consumer spending. 

Table 3.6 Domestic demand and GDP 
Per cent changes on a year earlier 
(constant prices) 

1986 

Forecasts 

1987 1988 H1 

Domestic demand 34 35 24 

Exports of goods and services 21 4 15 

Imports of goods and services 55 65 25 

Domestic production: GDP* 25 3 25 

* Average measure. 

3.43 The recovery in manufacturing output seen in the second half of 1986 
is forecast to continue, helped by rising exports. Construction output also 
rose sharply during 1986, and should benefit further from the expected 
strength of private investment in dwellings and other new buildings and 
works during 1987. 

11 
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Table 3.7 Real fiutput 
Per cent changes on a year earlier 

Forecasts 
1986 1987 1988 H1 

GDP (output measure) 24 3 24 
Non-North Sea output 24 3-1 3 
Manufacturing output 4 3 

Inflation 
3.44 Both retail and producer output price inflation remain close to the 
lowest levels experienced since the 1960s. The RPI rose by 3-4 per cent in 
1986, compared to a rise of 6 per cent in 1985. The annual inflation rate 
reached a low point of 2.4 per cent in July and August: most of its 
subsequent rise has reflected higher eefft-ribtrtien-fronrttre mortgage 
interest payments Gernrynent,-af-the-R-N-. 

3.45 The rate of increase of producer output prices has also fallen 
significantly since the start of 1986, although it has started to edge up again 
recently, reflecting in part the fall in sterling that took place during the 
/gummer and early itutumn. 
5 	 .N. 
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3.46 Pay increases in the private sector have fallen slightlyk..., 	tilt. tatt o 
the-eurrerrt-parraterrcl. Settlements in manufacturing industry recorded by 
the CBI have shown a fall of about 11 per cent since 1985, although 
settlements in the private sector as a whole, including those outside 
manufacturing, may have fallen by less than this. This decline in pay 
settlements has not yet been reflected in lower recordcd growth in average 
earnings. The current annual rate of growth of earnings reflects settlements 
made over the whole of the last year (the majority of them still dating from 
the pre.34,aus_pa..y...r.o.und), and is also affected by overtime working, which 
has risen since the second quarter of 1986. 
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3.47  In spite of the continuing relatively fast growth of earnings, unit labour 
costs in manuTacturing have thanged only a little since the first quarter of 
1986 as productivity has risen sharply. Between 1985 and 1986 unit labour 
costs in manufacturing rose by about 5 per cent. Chart 3*shows recent and 
forecast movements in UK labour cosin relation to those of other major 
industrial countries. 

19/9 	1980 	1901 	307 190 .1 	19114 	15/0, 	1911,• 	19./ 

FUNLI As I 

Prospects 3.48 The lower pay settlements recorded in recent months should lead to a 
lower recorded growth of earningswer thc remainder of this pay roun4-
Nevertheless employees should enjoy a further substantial rise in real 
earnings in 1987. The high rate of productivity growth currently being 
recorded should contain the growth in unit labour costs to below 4 per cent 
for the non-oil private sector as a whole, and to around 11 per cent for 
manufacturing industry. 

Table 3.8 Costs in manufacturing 

Per cent changes on a year earlier 
Unit labour 
costs 

Cost of materials 
and fuels' 

Estimated total 
costs2  

Output 
prices' 

1984 3 81 41 51 

1985 4 41 41 61 

1986 5 —104 0 41 

1987 Forecast 11 3/ 2 4/  

'Producer prices excluding food, drink and tobacco. 	 2  Including costs of bought in services. 

3.49 The figures in Table 3.8 suggest that profit margins in manufacturing 
have widened markedly in recent years; it seems likely that industry will 
hold on to the gains it made last year with the help of falling input costs, and 
profit i margins may widen further during 1987 given the forecast low 
growth in unit labour costs. In the longer run the higher level of 
profitability should lead to more investment, greater capacity, higher 
productivity, and hence lower inflationary pressure. 

.S<4;t1NE-1- 13 
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Employees in employment Self- 
employed 

HM 
Forces 

Male Female 

September 1983 to 
September 1984 
September 1984 to 
September 1985 
September 1985 to 
September 1986 

+ 	9 1 

-41 

+191 

204- 
+ +98- 

+233 

+44-2-

.3S 
+ 1-22* 

+3 

Total in 
employment 

+406 

+ 3iy 
33 

+ 

_ 
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3.50 The year-on-year rate of inflation i likely to continue to edge up over 
the next few months, reaching a-p-eik of 	5 per cent by the Summer. 
This will mainly reflect the relative movements in 1986 and 1987 of petrol 
prices (which fell during the first half of 1986 to a low point in July and 
early August) and mortgage interest rates. But inflation should then fall back 
in the second half of the year, to around 4 per cent in the fourth quarter. No_ tkix 

(TP E.) 4, este.,LA 	shc.4, 	 t1 	fl. 124%-- 

Table 3.9 Retail prices index 

	

'C 	HC4 Yz. tun 	cLo.rvu, t44._ 	Mar', cu,c1 protte.A1 
r"."`"4 ,t,(1)-,"`" 

Per cent changes on a year earlier 

Weight in Forecasts 

 

1986 1986 Q4 1987 Q4 

Food 181 3* 21 
Nationalised industries' 6 31 2 
Housing 141 7 191 
Other 61 21 1341 
Total 100 31 J4J 

I Includes water. 

3.51  The GDP deflator measures the price of domestic value added—
principally unit labour costs and profits per unit of output—and excludes 

------)import prices. It is sensitive to movements in North Sea profits, which may 
fri,,,, it-,  (986 Ube. rvrt-R- ,have fallen by more than half in the current financial year: as a result the ir- 

kJ ,t twitcx 4,4,4-ax,r1- 	i deflator for GDP at market prices may have risen by only 3 per cent in 

K441.4. L411•/" kfa sT4 4a1 -6Cf  1214-618a4 1986-87. Given the assumption of a $15 oil price from now on, and with the 
ii> a- 5-4.64‘."-further rise in non-North Sea profits now foreseen, the GDP deflator may 

A1,4,01,02,4 •4_,./.44,-, R*1 31k- 6-45" '6"'' (rise rather faster in 1987-88 than in the previous year, perhaps by around 
wit- "1°1°3'4" , ,Abe-T"'""r1 .44 per cent. 

tv,a 1c(SCet,J -ja 1" t.  
atm) colr.;.,0,..1x4. G. Litcxue  

()O

i  
c c.....,tek. ‘,4.);4ret , cer.vr,a-A. 

r----Productivity and the labour market 
t...,- 	owercut 

te- 0,----- c 3.52  Results from the 1984 Census of Employment became available in 
epv, ..te.04, . r  	December. These showed that the change in the number of employees since 

the last Census in 1981 had been very close to provisional estimates based on 
	the-results-ofstitcessive Labour Force SurveysProwth since March 1983 in 

the employed labour force in Great Britain is ;lbw estimated at 1,bilizalik 046 000 
Table 3.10 shows changes in employment over the last three years for which 
figures are available. 

Table 3.10 Employment 
Thousands, change in GB seasonally adjusted 

* Figure for self-employment growth outos-this-last-terrr is a projection based on self-employment growth over the previous few years. 
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a it  
3.53 Growth in employment averaged a--Fehrtively-meelest-3-7-,000 a quarter 
in the first half of 1986, reflecting the period of sluggish output growth at 
the end of 1985 and in early 1986. The third quarter saw employment 

atrno..v 	growing aq,mare—than-twic-e- this rate as the economy quickened again. 
Recent monthly figures for manufacturing employment point to a still-f'+-Crtc"--
lar-ger-rioe in total employment&I the fourth quarter. 1y-6.-vtix  
pijg 44,  
3.54 While confirming earlier figures for the total number of employees the 
Census results show some differences from the previous figures in the 
composition of changes in employment. Full-time female employment has 
risen by much more, and part-time female employment by much less than 
previously estimated; employment outside manufacturing has risen more 
than previously thought while manufacturing employment has shown a 
corresponding greater decline. The estimate of productivity growth in 
manufacturing since the 1979 cyclical peak has been raised by about k  per 
cent a year on average. Underlying growth in manufacturing productivity 

X 	now seems to be itr147 back to the rate experienced in the 1960s. 

Table 3.11 Output per head of the employed labour force 

Per cent changes 

Annual averages 	1983 Q4 	1984 Q4* 	1985 Q4 
to 	to 	to 

1964-73 1973-79 1979-86 1984 Q4* 1985 Q4 1986 Q4 

Manufacturing 31 34 31 21 41 
Non-manufacturing** 3 4 1 11 1 14 
Whole economy 21 2 2 1 11 
Non-North Sea economy 21 4 11 11 14 2 

*Figures for 1984 Q4 are adjusted for the estimated effect of the 	 **Includes private sector and nationalised industries other than 
coal strike, 	 manufacturing and oil. 

OUTPUT, EMPLOYED LABOUR FORCE AND OUTPUT PER HEAD 

Unemployment 3.55 Seasonally adjusted adult unemployment in the United Kingdom fell 
----q100,000 in the six months to January, the largest six month fall since 

)( 	 11974. The continued strength of the UK economy means that employment 

SO-T 	 1; 
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growth is likely to pick up further during the next year, and the outlook for 
a continuation of the decline in unemployment is promising. The training 
and counselling measures announced and implemented over the past year are 
helping Cii)al.a --taLi-the long term  unemp1oyed71 /4A sustained major 
reduction in unemployment will depend, as it-has always done, on 
moderation in pay settlements. 

Forecast and outturn 
3.56 The table below compares the main elements of the forecast published 
in the 1986 FSBR with the outturn or latest estimate: 

Table 3.12 Forecast and outturn 
1986 	Latest 	Average 
FSBR 	estimate/ errors from 
forecast 	forecast 	past forecasts 

Total gross domestic product; per cent 
change between 1985 and 1986 	 3 
RPI: per cent increase between the 
fourth quarters of 1985 and 1986 	 31* 	11 
Money GDP, per cent change 
between 1985-86 and 1986-87 	 6 	6 
Current account of the balance of 
payments in 1986, k billion 	 31 	-1 	3 

PSBR, financial year 1986-87, billion 	7 	L.53  
* Outturn 

3.57 Inflation in the fourth quarter of 1986 was in line with the forecast 
made a year ago. GDP growth has probably been a little below forecast, 
although the data on which latest estimates for 1986 are based is still very 
uncertain. Non-oil tax revenues have grown faster than forecast, and the 
PSBR in 1986-87 is likely to turn out about £2 billion below last year's 
forecast. The largest error made last year was on the current account; the 
main factors here were that growth in UK export markets turned out well 
below what had been expected a year ago while the terms of trade worsened 
more than forecast. 

3.58 This year's forecast is summarised in Table 3.13. 

Risks and uncertainties 
3.59 No forecast is complete without an indication of error margins. 
Table 3.13 sets out the average errors from past forecasts, alongside the 
forecasts themselves. These average errors provide an indication of possible 
errors in the current forecast. Those items which represent the relatively 
small balance between large flows in either direction are particularly subject 
to error. For example, the flows on either side of the PSBR, including the 
revenues of the public corporations, are about 200 billion; and for the 
current account of the balance of payments exceed £150 billion. 

16 
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Table 3.13 The prospects: summary 
forecast Average errors 

from past 
forecasts' 

...(Output and expenditure 
at constant 1980 prices 

per cent 
changes 
1986 to 1987 

Domestic demand 	 31 	 i 

of which: 
Consumers' expenditure 	 31 	 1 

General government consumption 	 2 	 1 

Fixed investment 	 4 	 4 

Change in stockbuilding (as per cent of level 
of GDP) 	 I 	 i 

Exports of goods and services 	 4 	 21 

Imports of goods and services 	 61 	 21 

Gross domestic product: total 	 3 	 i 
manufacturing 	 4 	 2 

Inflation 
Retail prices index 	 per cent 

changes 

1986Q4 to 1987Q4 	 4 	 11 

1987Q2 to 1988Q2 	 4 

Deflator for GDP at market prices 	 per cent changes 
on a year earlier 

Financial year 1986-87 	 3 

Financial year 1987-88 	 41 	 11 

per cent changes 
on a year earlier 

Financial year 1986-87 	 6 

Financial year 1987-88 	 71 	 11 

14,. Balance of payments on current account 

1987 	 —21 	 3 

1988 first half (at an annual rate) 	 —11 	 31 

[14 (1)] 

[1(11)] 
I The errors relate to the average differences (on either side of the central figure) between forecast and oii-utturn. 

The method of calculating these errors has been explained in earlier publications and government forecasts (see 
Economic Progress Report June 1981). The calculations of average errors are based on forecasts made between 

1975 and 1985. The errors are after adjustment for the effects of major changes in fiscal policy where excluded 

from the forecasts. 

2  Per cent of GDP at market prices shown in brackets. 

)is Money GDP at market prices 

*. PSBR 
Financial year 1986-87 

Financial year 1987-88 

£ billion2  

[-.5 (11)1 
U 4.- 44 (1)3 
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Table 3.14 Constant price forecasts of expenditure, imports and gross domestic product* 
k billion at 1980 prices, seasonally adjusted 

General 
Consumers' 	government 
expenditure 	consumption 

Total 
fixed 
investment 

Exports 
of goods 
and 
services 

Change 
in stocks 

Total 
final 
expenditure 

Less 
Imports of 
goods and 
services 

Less 
Adjustment 
to factor 
cost 

Plus 
Statistical 
adjustment 

Gross 
domestic 
product at 
factor cost 

GDP index 
(average 
estimate) 
1980=100 

1982 138-2 49.6 39.5 63.3 - 1 1 289.3 59.5 30.4 0.7 200.1 100.3 

1983 143.6 50.5 41.7 64.7 0 301.2 62.8 31.5 0.0 2070. 103.8 

1984 146.6 50.9 45.5 691 -01 312.0 68.6 32.6 2-0 212.8 106.7 

1985 152-0 50.9 464 73.1 07 3231 70.7 33.7 1.5 2201 110.3 

1986 159.4 51.9 46.3 75.3 0.6 333-6 74.8 35.0 2.0 225.7 113.1 

1987 165.3 53.1 48.2 78.4 1.5 346-5 79.5 36.3 2.1 232.7 116.6 

1985 H1 75.1 25.5 23.4 36.7 0.5 161.2 35.2 16-7 0.5 109.8 1101 

H2 77.0 25.4 23.0 36.4 0.2 161.9 35.5 17.0 1.0 110.3 110.6 

1986 H1 78-6 25.8 23.2 36.7 0.5 164.8 35.9 17.2 0.5 112.2 112.4 

1-12 80.8 261 23.2 38.7 0.1 168.8 39.0 17.8 1.5 113.6 113.8 

1987 H1 81.9 26-5 23.9 39.0 0.8 1724 39.3 18.0 0.8 115.6 115.9 

H2 83-4 26.6 24-3 39.3 0.7 174.3 40.2 18.3 1.2 117.1 117-4 

1988 H1 8ti 	14- .9 26.5 24.4 39.6 08 176.3 402 185 10 118%Lf. 1I88 

1984 to 1985 

Per cent changes 

31 0 2 6 3+ 31 / 31 31 

1985 to 1986 5 2 0 3 3 6 4 21 21 

1986 to 1987 31 2 4 4 4 61 31 t 	3 3 

1987 H1 to 1988 H1 
/ 

0 2 11 21 21 3 21 2f 

* GDP figures in the table are based on " compromise " 
estimates of gross domestic product, reflecting, for the past, average 
movements in constant price expenditure, output and income 
estimates of GDP. Percentage changes are calculated from 

unrounded levels and then rounded to half per cent. Fig 
1987 H1 and beyond are forecasts. Figures for periods up to 
the end of 1986 are based mainly on the national accounts 
published earlier (covering periods up to 1986 Q3) 	LD 

or 	and incorporate some revised and later data hind forecasts. A full 
set of national accounts, to end 1986, will belpublished by the 
CSO on 21 March. 

n 
r,..) 	) 



ECOFIN 

Briefing for EcoCab to Chancellor 
Chancellor's meeting on Budget broadcast charts 

EcoCab 
Papers for Overview 4 

Jan PSBR (internal) 

RPI (internal) 

Unemployment figures 

RPI published 
provisional money (internal) 

TCSC report on PEWP 	 Revised Budget statement outline to Chancellor 
published 

Monday 
9 February 

Tuesday 
10 February 

Wednesday 
11 February 

Thursday 
12 February 

Friday 
13 February 

Chancellor's meeting on MTFS issues etc 	 ECOFIN 
Overview 3. Paper for EcoCab circulated 

12.2.87 
CONFIDENTIAL 

Date 	 CHX diary & Parliament 	 FSBR and Budget 	 External Events 

Monday 
16 February 

Tuesday 
17 February 

Wednesday 
18 February 

Thursday 
19 February 

Friday 
20 February 

PEWP debate 

Overview 4 

First draft of MTFS (early sections) 
to Chancellor 	 Jan PSBR published 

Chancellor's meeting on MTFS draft 	 GDP(0) 
(and target ranges) 

Papers for Overview 5 	 Provisional money published 

First draft of Budget statement to Chancellor 
1st drafts of chapters 4, 5 and 6 to Chancellor 



12.2.87 
CONFIDENTIAL 

Date 	 CHX diary & Parliament 	 FSBR and Budget 	 External Events 

Monday 	 Chancellor comments on Chapters 4,5,6 by noon 
23 February 	 Overview 5 

Chancellor's comments on statement circulated 

Trade figures 

Tuesday 	 Full drafts of chapters 2 and 3 (MTFS/IAF) 
24 February 	 to Chancellor 

Wednesday 
25 February 

Chancellor to comment on chapters 2 and 3 by 10am 
Submission to Chancellor on revised MTFS assumptions. 

Draft of chapter 1 to Chancellor 
last date for decisions on VED 

Thursday 
26 February 

Chancellor to comment on chapter 1 by 10am 
1st Order 	 Papers for Overview 6 

Friday 	 Second draft of Budget statement to Chancellor 
27 February 	 1st draft of FSBR (all chapters, typescript) to Chancellor 

[last date for VAT, excise duties changes] 

Saturday/Sunday 
28 February/1 March 	 Chancellor works on Budget Statement 

• 



12.2.87 
CONFIDENTIAL 

Date 	 CHX diary & Parliament 	 FSBR and Budget 	 External Events 

Monday 	 Chancellor to comment on draft FSBR by 10am 
2 March 	 Overview 6 

FSBR to printer, incorporating Chancellor's 
amendments. 
Submission to Chancellor on post-Budget 
fiscal projections 
Chancellor's office circulate revised version 
of Budget statement 
[Last for income tax changes] 

Full money 

Tuesday 
3 March 
	

Draft Budget broadcast circulated 	 Feb CGBR 1st estimate 

Wednesday 
4 March 
	

NEDC 
	

Chancellor meetings with HMT and (separately) 	Reserves 
Bank on MTFS 

Thursday 
5 March 
	

Papers for Overview 7 

Friday 	 Chancellor's office submit third draft of 
6 March 	 statement to Chancellor 

1st proof of FSBR (all chapters) to Chancellor 

Saturday/Sunday 
7-8 March 	 Chancellor works on Budget statement 

• 



12.2.87 
CONFIDENTIAL 

Date 	 CHX diary & Parliament 	 FSBR and Budget 	 External Events 

Monday 
9 March 

ECOFIN Chancellor to comment on 1st proof of FSBR by 10am 
Overview 7 
FSBR to printers incorporating Chancellor's comments 
Chancellor's office circulate revised version of 
Budget statement 

Tuesday 
10 March 

Draft EPR supplement to Chancellor 
Draft notes for Queen and overseas posts to Chancellor PSBR (internal) 

Wednesday 	 Chancellor comments on EPR, notes for Queen and 
11 March 	 overseas posts by 10am 

2nd proof of FSBR to Chancellor 
List and presentation of press notices to Chancellor 

RPI (internal) 

Thursday 	 Chancellor comments on FSBR proof by 10am 
12 March 	 EPR supplement to printer 

Final proof of FSBR to printer (last opportunity 
for substantive changes) 

Friday 	 Final draft of statement to Chancellor 
13 March 	 EPR proof to Chancellor 

Copy of Budget statement to Prime Minister 
Telegram for overseas posts: final draft to Chancellor 
Note for Queen: final draft to Chancellor 
Final version of Budget broadcast to Chancellor 
PS/Chancellor sends copy of statement section on oil 
taxation to PS/Mr Walker (if necessary) 

RPI published 
prov money (internal) 

Saturday 	 am FSBR proofs checked in HMT 
14 March 	 am EPR proof with Chancellor's comments to printer 

pm FSBR proofs returned to printer, copy to Chancellor 

Saturr/Sunday 	Chancellor finalises Budget statement 
14/1. arch 



12.2.87 
CONFIDENTIAL 

Date 	 CHX diary & Parliament 	 FSBR and Budget 	 External Events 

Monday 
	

Audience with Queen 
	

Budget Cabinet 
16 March 
	

Budget statement finalised (am) 
Read at press (FSBR and EPR) 

Tuesday 
17 March 
	

Budget Day 	 FSBR and EPR published 	 FSBR published 

Wednesday 
18 March 
	

Budget debate 

Thursday 
19 March 
	

Budget debate 	 prov money 
unemployment 

Friday 
20 March 

Monday 	 Budget debate 	 Finance Bill 1st Reading 
23 March 	 concluding day 

Tuesday 
	

TCSC (officials) 
24 March 

Wednesday 	 TCSC 
25 March 

• 
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FROM: 
	M C SCHOLAR 

DATE: 
	

6 MARCH 1987 

R OF THE EXCHEQUER 

FSBR: CHAPTERS 4, 5 AND 6 

cc Principal Private Secretary 
Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir Peter Middleton 
Sir Terence Burns 
Sir Geoffrey Littler 
Mr F E R Butler 
Mr Wilson 
Mr Cassell 
Mr Monck 
Mr Sedgwick 
Mr Odling-Smee 
Mr Culpin 
Miss O'Mara 
Miss Sinclair 
Mr Mowl 
Miss Evans 
Mr Hudson 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

Mr Battishill - IR 
Mr Isaac - IR 
Mr Painter - IR 
Sir Angus Fraser - C&E 
Mr Knox - C&E 

••. 	I attach first proofs of these Chapters. We are due to return them 

to the printer by close on Monday night and would therefore 

appreciate your comments on Monday. 	We will s 	it the second 

proofs to you on Wednesday night. 

CHAPTER 4  

2. 	This Chapter takes account of your amendments and 	 the 

presentation of Lloyd's and the second year effects of 	get 

measures. 
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Table 5.1 has been amended to show figures for Home Office in 

of those for the territories as requested by the Chief 

ry. 	A reference to the Rover payment is included in 

5.06. 

CHAPTER 6  

4. 	You will receive the forecasters' final assessment of the 

prospects for 	PSBR in 1986-87 and 1987-88 by the middle of next 

.  Nme the draft of the FSBR uses: 

V7.a PSBR of £4.9 billion, which was obtained, 

as yo 	ested, from our last central estimate of 

E4.3 bi 	lk  •lus a safety margin of £0.6 billion; 
1987 	.  PSBR of £4 billion. The last central 

forecast 	 billion was based on a package which 

assumed revaidisation of excise duties. 	In view of 

the decision not to revalorise, which adds £0.6 billion 

to the PSBR, the draft assumes for the time being a 

PSBR of £4 billion. 

The text does however anticipa 	e of the changes which the 

forecasters expect to include i,9t week's assessment, for 
example the prospect of higher local uthority rates increases than 

expected earlier. 

All of your comments on the fif.'st draft of Chapter 6 

(Mr Allan's minute to Mr Mowl of 27 February) 	have been 

incorporated except for a minor one on the annex. You will recall 

that the two-page table (now table 6.7) just b 	re the annex 

included oil royalties as a separate line. This 	mistake and 

as you requested, we have now included "oil royal 	with taxes 

on income as in last year's FSBR. The comm 	in the 

penultimate sentence of paragraph 6A.5 however was the 	last 

year's FSBR and does not, we think, need changing. 

The major changes, suggested by Mr Mowl, since the 1 

are: 

week. In the 

for 

for 
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paragraph 6.07: the first sentence has been amended to 

include a reference to lower than expected oil 

production. 	The explanation of the fall in oil 

revenues in 1987-88 has also been amended; 

the addition of paragraph 6.10 and table 6.2 on the 

burden of tax as agreed following Mr Sedgwick's minute 

to you of 5 March; 

the omission of references to the Local Authority 

Borrowing Intentions Survey. We have discussed the 

para raphs on local authorities with the DoE. 	They 

ike us to delete references to the survey as the 

e are likely to publish for the LABR in 1986-87 

is 	han could be justified by it. Last year was 

the f st 	me the survey was mentioned in the FSBR; 

at your 	t we have added a reference to the non-

cash basi e PSFD in paragraph 6.25. 

(v) 	paragraph 6.1777contains some observations about the 

shares of different taxes etc in the financing of total 

general government expenditure. We see no harm in this 

(novel) presentation but we could, if you prefer, turn 

the paragraph into on: .eut the structure of taxation, 

and express the share of the taxes in relation to 

total taxes and NICS. 

7. 	You asked whether 'financial defic 	j paragraph 6A.1 is the 

public sector or general government finan al deficit. The term is 

intended to apply to the entries in this line in each of the 

10 columns in table 6.7: we have changed the drafting to make this 

clearer. 

... 	8. 	The proof omits the chart on the structure 	ceipts and 

expenditure which you asked us to drop from the pre 	raft. We 

wonder whether you would be willing to consider re 	g this 

chart (copy attached) - it was part of our attempt 	prove 

Chapter 6. 	Although Chapter 6 is, properly, concer 	ith 

bringing together receipts and expenditure, the expenditure 	mt 

in this chart will clearly not do in its preccnt form sinctil 
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expenditure table is inconsistent with the Chief Secretary's wishes 

the structure of the expenditure tables in Chapters 1 and 5. If 

u were content in principle to restore the chart we would agree 

s etailed content with the Chief Secretary. 

• • 

	 9. 	so attach, for information, the first proof of Chapter 2 
in th 	m agreed at your meeting on this yesterday. 

	

... 	10. You asked that the Guinness chart (2.5) be redrawn, to make 

the froth look like froth. I attach a new version, by Mr Cavanagh 

Itof the CSO. 	P is OK now? 

11. In Chapte 

form, we will a 

corporation tax a 

After discussion wit 

ich you have already seen in its first proof 

able 1 to show the separate components of 

suggested (Mr Allan's minute of today). 

orlett, I suggest that in the text we 

refer to "improvement. 'tIhe tax regime for pensions" not "for 

personal pensions", sinct1è changes go a good deal wider than 

personal pensions (AVCs affect occupational pensions; then there 

are the abuse provisions) and we are presenting the package as a 

fairly wide reform. A further point is that the package is not 

really an improvement in the tax re for personal pensions - but 

the introduction of such a regim 	you agree? 

M C SCHOLAR 
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The structure o 

23 

8 

10 

30 

_ 

2 

U.,  

'3 

100 

BUDGET SECRET 

BUDGET SECRET 
rtfarYtri-  txtrill-drIbt 

1978-79 

25 

NOT TO BE COPIED 

1987-88 

Corporation 	xcl. North Sea)  	5 
Capital taxes 	  1 
Local authority rates 	  8 

Central government ex ure taxes 	 24 

North Sea revenues 	 

National Insurance Contrib io 

Interest and dividends 	 

Other receipts 	  

Borrowing2  

TOTAL RECEIPTS AND BORROWING 

12 

100 

1978-79 1987-88 
Expenditure  

DHSS - Social security 	  

Defence 	  10 

DHSS - Health and personal social 
services 	  10 

Scotland, Wales, N. Ireland 	  10 

Education and science 

Other Departments 	 

10 

26 

Interest 
Other adjustments 	  2 

10 

TOTAL EXPENDITURE 	 100 

26 

11 

11 

9 

10 

18 

10 

5 

100 

1  This table is based on the presentation in table 1.2. For 1987-88 the cas 
of receipts and borrowing and expenditure are 4 	] billion. 

2 ,- ny general government 
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dium Term Financial Strategy 

2.01 The Medium Term Financial Strategy (MTFS) continues to provide 
the framework for the Government's economic policy, as it has done since 
1980. It is intended to bring inflation down further over a period of years, 
and ultimately to achieve price stability. It is complemented by policies 

ned further to improve other aspects of the UK's economic 
rmance.  

E(Am. 04,A4C. flotA:c4i 

4Ak 4; a- htnimAkskt 

f rAwve-4441... poli 
impro 
inflation, 

etary and fiscal policies are designed to reduce the growth of 
P. so bringing down inflation. They are complemented by 

ourage enterprise, efficiency and flexibility. These policies 
vision of money GDP growth between output growth and 

the creation of jobs. 

rtvt.tL pet4 Attiefri, 
litars , 	CIOP rta 
)-3 CL Sou.riA. 

cvv1 &t )1-vo.A.A.r-
04-‘1,.....4 6 terte.AAt 
% 't (At ffom-a 

4. 

'PPfv•Ltivi 
conomy has grown at•artittrrd- per cent a year on 

averag  •  wit 	e variation in the gro t rate 1
rom year to year. This is the 

longest period of steady expansion since 	96' and it has been achieved 
while inflation has come down sharply—from a peak of over 20 per cent in 
1980 to 4 per cent now. Productivity is rising rapidly, at a rate which 
compares very favourably with our major competitors. The economy has 
weathered the fall in oil price 	t year without disruption, and is about to 
embark on a seventh year 	y growth combined with low inflation. 

Chart 2.1 Money GDP output and 

TO 	70 
70- 

IS 	I5 

money GDP 

Retail PACO, 

II In iv 	it In iv 	ti III tv I II 10 10 1 1,  10 IV I II IP IV I II IP IV I II IN IV 

1979 	 980 	'991 	,992 	lOtS 	Moo 	199 	MOO 
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I. 

4$7182.  -.- 
1  Per cent change on previous financial ye 
and inflation. The figure for 1987-88 is a fo 
describe the Government's broad medium term 

m r Ca% 1  

S'42,61444.4%t 
x 	 2.0 	owth of money GDP in 1986-87 is expected to be -spit* below 
x 	 the 	forecast at the time of the last Budget. The forecast for 1987-81(1  

, 	escn 	apter 3, is 	higher than the 6-1- per cent indicated 
last year. 	two years to 987-88 the growth rate is little changed. In 
the later y 	owth of money GDP declines at the same rate as in last 
year's MTF 

Instruments of policy 2.06 The Government sets monetary and fiscal policies to achieve monetary 
conditions which will deliver its objectives for money GDP. A declining 
path for money GDP growth, as in Table 2.1, requires firm monetary 
policies supported by low public sector borrowing. 

czwelpt.,bitl  

— 1986-87 
6 

1987-88 
74 

.2 for assumptions on output 
subsequent years the figures 

1988-89 
64 

1987-88: target range. 
1988-89 onwards: illustrative ranges. 

1986-87: per cent c ange on previous financial year. 

1989-90 	1990-91  
6 	 54 

4.6 
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BUDGET SECRET—BUDGET LIST ONLY 
. 	2 Medium Term Financial Strategy 

BUDGET SECRET 
BUDGET LIST ONLY 

0130  
NOT TO BE COPIED 

Objectives and the framework of policy 
ney GDP 2.04 Policy is directed at maintaining monetary conditions that will bring 

about a gradual reduction in the growth of money GDP over the medium 
term. In the short term there will be fluctuations, but it is the medium term 
trend which is important. The government will aim to avoid.stsioftericial-
departures in the medium term from the path set out in table 2.1 

x 	Table 2.1 Money GDP oniklitimilesip.-Growth 

2.07 Fiscal policy is revie 
rates, Which can be vane 
monetary policy. They wil 
keep monetary conditions on 

h year at Budget time. Short-term interest 
frequently, are the essential instrument of 

to be maintained at levels necessary to 

2.08 The authorities seek to funcrt 	R fully, and no more, over each 
financial year by sales of debt outsi 	onetary sector. This will 
continue to be the basis for funding 	cy. 

Monetary policy 
2.09 Monetary conditions are assessed in the light of movements in narrow 
and broad money, and the behaviour of other financ indicators, in 
particular the exchange rate. There is no mechan 	o ula for taking these 
factors into account; a balance must be struck bet 	exchange rate and 
domestic monetary growth consistent with the Govt 	i  's aims for 
money GDP and inflation. 

2.10 Over the past two years, the dollar has depreciated 	lly against 
most other major currencies. At a meeting of Finance Min 	Central 
Bank Governors of six major industrial nations in Paris on 2 	uary, it 

was K 	 that a period of stability would *OW be desirable. 	ci,. 	ly, 

x 	 the UK and other countries represented there agreed it=acrent 
< 	 eitkess+wsterfees to co-operate closely to 

fka--es,N. .....--athetweent4gFels. The MTFS projections assume that there is no major 
change in either the sterling exchange rate index or the sterling/dollar 
ex Iv-mg,-  rite from year to year.  
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best choice of narrow aggregate for 

2.12 In principle there is 	r moving to a wider measure of non- 
interest bearing money, suc 	theAon-interest bearing component of Ml. 
But the velocity of this aggre 	hibits considerable fluctuations which 
are currently exacerbated b th  apid growth of interest bearing sight 

eposits, an it is ultra-sensitive t..„ 	irate changes. 	MO remains the 
urposes. 

ow money 2.11 Last year's MTFS set out the properties desired of a target aggregate 
for narrow money. In particular it should have a stable relationship with 
money GDP. As Chart 2.2 shows, the velocity of MO has grown relatively 
steadily over a long period of time. MO has proved a reliable indicator of 
monetary conditions. 

Chart 2.2 Velocity of monetary aggregates 

25 

,eoer ',az Ise 1•511 499US$isiitaa"  
1g, t9, 

S.  

74, Kat. CLicAAwdo...A421 

Chart 2.3 Growth of MO and money GDP 
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2.13 The target range for MO growth in 1987-88 is 2-6 per cent, unchanged 
from the range indicated in last year's MTFS. Ranges for the later years are 
illustrative, but have a downward profile consistent with the declining path 
for money GDP growth. 

2.14 If the underlying growth of MO threatens to move significantly outside 
its target range in 1987-88 there is a presumption that the Government will 
take action on interest rates unless other indicators suggest that monetary 
conditions remain satisfactory. 

oft 
4 

Broad money has been growing considerably faster than money GDP 
ent years. In part this has reflected high real interest rates, which have 
to the attractiveness of financial assets in generalhe end of 
ding in 1985 has also contributed. But perhaps most important, the 

competition in financial markets in recent years has led to rapid 
rivate sector li uidity and borrowing. Private sector borrowing 

and is now at= 10 per cent of GDP (Chart 2.4). It has 
e than public borrowing to upward pressure on real interest 
s are likely to persist, so that broad money growth may 

a 	rou its recent rate, well in excess of the growth rate of money 

Chart 2.4 Public and private sector borrowing 
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2.16 The 1986 Building Societies Act marks a furthe 
status of building societies. As their behaviour becomes 
banks, wider aggregates which include building society 
to continue to be less erratic than kM3. 

2.17 Both the Chancellor and the Governor of the Bank of En 	e 
drawn attention to the increasing difficulties in interpreting chang)ii'brbad 
money. With rapid and pervasive changes in financial practices, there is no 
simple relationship between broad money growth and money GDP. For this 
relsnn, the Government has decided that there should be no formal target 
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for broad money in 1987-88. But the rate of growth of broad money cannot 
be ignored, and the Government will continue to take it into account in 
assessing monetary conditions. 

se or borrowing requirement and privatisation proceeds 
10 

tv44Aft.1)  
The PSBR path 2.19 +he fiscal projections for the next four years= SCt out in Tables 

The path of the PSBR is below that shown in last year's MTFS. The 
buoyancy of revenues experienced in 1986-87 and projected for 1987-88 has 
made it possible to 	achieve thc-dcsirerHuw Lsrcl efthL PSBR a a 

i
atrac4,6td (ASS 

ig%A. iNfe./a 44..F.  CO-  fc.k. 
11_ tti-- 4(4 deo,114 L.134f)  

vvu—i—t- AOLE. 	skov-rb iv, 

[34%,,m,  luar.tr 
LA-, GA,..o2. 

19:, 0% --ri  
l'n-gt cu.a  

Chart 2.5 P 

Fiscal policy 
2.18 The PSBR in 1986-87 is expected to be about 1i per cent of GDP. 

is is 	 aritowyeezr4-poopooten, in spite of lower oil 
revenues. After remaining at about 31 per cent of GDP between 1981-82 
and 1984-85, the PSB 

hart 2.5 shows,0—priv-atisatiOn proceeds are added back, it has been 
as a share of GDP in 3dlidoSite:=1;=140P:X7 than ist any reir-- since 

tt,t, Fa.6- furs de...a 	ak 	(Una. 

e L,fe".  

stla 	1-ta tai;Ak 
qty.'s kt, 

04;i cdvit, 4uv 	bwet 
6,401,4' 

compolitien 	eft..CLIpt ditd 
itar 

2.20 The PSBR for 1987-88 istt at £4  billion, or 1 
North Sea revenues in 1987-88 are forecast at about L 

in 1986-87. The proceeds from the Governme t s 
1444t-e fkAl% 	programme are expected to be £5 billion, as set out in the A 

Statement. 

f's6i2 4-0 	at+ iv, 
41,1u-cc- %izAt.is 	itt mcw- okiaa 

I will tx tE,Xibgel rrk. I.RkLd of 
_Rao..  
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4 2.21 The PSBR is projected to remain at 1 per cent of GDP 
If privatisation proceeds are added 	back the ratio gradually falls fro 
ce—t-n in 1987-88 to 2 per cent in the final year.piege-ftgereg,illwAr-at-e-the 
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Real GDP 
Non-North Sea 
Total 
Inflation 
GDP deflator 

ssumptions 2.22 For the period to 1989-90, the public expenditure projections in 
Table 2 ollow the plans set out in the Public Expenditure White Paper 

111 1 (Cm 56). It is assumed that the planning total will grow by 1 per cent in real 
terms in 1990-91. Decisions on the planning total for that year will be taken 
in the 1987 Survey. The revenue projections in Table 2.Are based on the 
conventional assumptions of constant 1987-88 tax and national insurance 
contribution rates, and allowances and thresholds indexed from the proposed 
1987-88 levels. All changes proposed in the Budget are taken into account. 

2.23 The assumptions about output growth and inflation that underlie the 
venue projections are shown in Table 213. They are consistent with the 

res for money GDP growth in Table 2.1. As last year, oil prices are 
ed to average $15 a barrel in 1987, and thereafter to remain broadly 

ged in real terms. 

Table 2. 

3 
3 

3 
	 4+ 

Oirt-11 
Perce 
1986-87 	1987-88 

N‘ 

inflation assumptions 
ge on previous financial year 

1988-89 

21 
2+ 

4 

1989-90 1990-91 

21 21 

2+ 2+ 

3+  3 

Public expenditure 

2.24 Continued restraint in 	c spending is a vital element of the 
Government's economic strat . General government expenditure has 
fallen steadily as a proportion 	m its peak of over 46 per cent in 

1982-83. 	 ,The plans in the White Paper 
imply a continuing fall. This will e 	a low level of borrowing to be 
combined with reductions in the hiirOn of taxation, so improving 
motivation, efficiency and employment. Public expenditure is discussed 
more fully in Chapter 5. 

4.  
Table 24 General government expenditure 

L billion, cash 
1985-86 	1986-87 1987-88 

Public expenditure planning total' 
Gross debt interest 
Other adjustments2  

i334, 
IS 

144 

General government expenditure3  151.-S 16S 11+ 

of which 
Privatisation proceeds4  14-Vz 

For 1985-86 to 1989-90, the figures are taken from Table 5.1. The 
planning total is assumed to grow by I% in real terms in 1990-91. 
2See paragraph 5.04. 

:se 

3General government expenditure, and its components, ar rounded to 
the nearest Ll billion from 1986-87 onwards. 
4See the Public Expenditure White Paper (Cm 56), Table 1.4. Proceeds 
are assumed to be the same in cash terms in 1990-91 as in 1989-90. 
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Revenue 
2.25 T 

GE43.jd—overnment revenues from the North Sea lie 
(1"-nore or less unchanged in cash terms, having fallen shar.1 
Over the period as a whole non-North Sea revenues are projected 	2-- broadly in line withAmoney 	Wiscitfe,A.  

- 1 
t, 

(-"1 itc"")lw4Aii.1cor. 

overnment receipts 

NOT T 0 BE COPIE 

Er it OMURA 
' to remain 
in 1986-87. 

to grow 

billion, cash 

- 

Taxes on incomes, expenditure and capital 
National insurance and other contributions 
Interest and dividends 
Other receipts 
Accruals adjustment 
General government receipts' 
of which 
North Sea tax2  

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

iig 13C lif S.  1C3 
2g 30 37. 34- 
t 6 C ‘ 
7 L C C,  

_ --I -I 
it.q 17% 1E8 198 

85-86 
	

1986-87 

iri 	1S-1 

'General government receipts, and its components, are rounded to the 
nearest Ll billion from 1986-87 onwards. 

ties, petroleum revenue tax (including advance payments), and 
corpvtiot a from North Sea oil and gas production (before advance 
torpor o tax set-off). This does not correspond exactly to tax receipts 
in the s 	financial year in respect of North Sea production. See 
footnote 	ab 

Public sector borrowing 
2.26 The projections of government expenditure . 	. 110 - 
together in Table 2.rto provide projections of the g- 	vernment  
borrowing requirement (GGBR.1,arici the PSBRAThe  

ye-ar--b..u.-yet-te-be-agfeed. 

2.27 Changes since the 1986 MTFS are discussed in the Annex to this 
Chair*. 
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General gov<(\  penditure 
General governrpeieipts 
Fiscal adjustment from previous years2  
Annual fiscal adjustment2  

k billion, cash  
1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 

chi- 	i St) 	i9f 	irk 
it ri 	i 1$ 	rag 	I IS 

3 	S 
3 	,-,

4. Z 
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Public sector borrowing' 

	

CI 	.5  
Li- i2- 	4-3i 	40,  

	

i•L 	i 1/4 	i 	1 	I 	1 

GGBR 
Public corporations' market and 
overseas borrowing 

PSBR 
Money GDP at market prices 

PSBR as per cent of GDP 

iyeci.'EtTh§tCR ET 
DruErtisT  ONLY EAUDGET SECRET—BU 

NOT TO BE COPIED 

2  Means lower taxes or higher expenditure than is assumed in 
for 1986-87 and 1987-88 are provided in Tables i.2i 	 lines 1 and 2. 

Conclusion 2.28 Evelot t home and abroad may modify some of the assumptions 
on which t e e 	ions have been based. But the Government is 
committed te maintaining progress towards lower inflation, lower public 
expenditurc as a share of GDP and lower taxes in the medium term. The 
MTFS provides the framework within which the financial policies to 
achieve this are set. 

I Rounded to the nearest ,4 1 billion from 1986-87 sV u her details 
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a 

Per cent 

 

1988-89 	 1989-90 

I 	 + 
1987-88 

+I 
1986-87 

-I 34- 

Table 2A.1 Mo 	eli Growth 
om 1985 MTFS projections 

2-6 
	

1-5 	1-5 

2-6 
	

1-5 	1-5 
1987 MTFS 

1986 MTFS 

Table 2A.2 The Growth of MO 
hanges on a ycar earlier 

1987-88 	1988-89 	1989-90 

Changes since the 1986 MTFS 

Money GDP 2A.1 The growth rate of money GDP in 1986-87 is expected to be somewhat 
lower than envisaged in last year's MTFS, with filfliraiMane- Q 

&loaner increase in the GDP deflator. A bounce-back is projected in 1987-88 leaving 

torfl ey GDP growth over the two years to 1987-88 much as projected last year. 
1987-88, inflation and money GDP growth are 1 point higher than assumed 

r, though declining at the same rate. The projection of output growth is 
d. 

Monetary aggregates 
at 

2A.2 The growth of MO in 1986-87 is expected to be akigivai*iwooe-the centre of 
its target range. The target range for 1987-88 is the same as the illustrative range 
given last year. The illustrative ranges for subsequent years are also the same. 

Fiscal projections 

Expenditure 

A 

Receipts 

2A.3 Table 2A.3 shows changes in the fiscal projections since the 1986 FSBR, after 
allowance for classification changes. 

2A.4 The expected overspend on the planning total in 1986-87 is referred to in 
Chapter 5. The planning totals for 1987-88 onwards 
Expenditure White Paper (Cm 56), which incorpora 
last year General government expenditure is rather hi 
projected last year, partly because of the higher plannin 
a change in the level and pattern of public corporations' b 
reduced level of total borrowing, they borrowed more fro 
and less from the market and overseas than projected last year. 
onwards, the higher levels of general government expenditure 
planning totals. 
acLjAist444e44441, 

2A.5 The reduction in North Sea revenues in 1986-87 is due to last summer's fall 
in dollar oil prices. Little change on last year's projections is expected in later years. 
eitvi *Amid  -aapeciailicsmpurzticsnaErwcrsi*T. are higher throughout the period. 

the Public 
figures than assumed 

86-87 than 
partly because of 

Within a 
overnment 
87-88 

higher 
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10 Ps 
'Classification c 	 the 1986 FSBR. 

The main chan 
'Includes changes 	 and other items. 

3  The alkcation of 	ceipts e een North Sea and other is affected by the treatment of advance corporation tax set-off See 

footnotqto Table 611 3 
`Line 8 = lines 10 - 9 	+ 7. 
'Public corporations' market and overseas borrowing is included in the planning total and in the PSBR, but not in general 

government expenditure. Changes in it are therefore deducted in line 2 and added back in line 9. 

neral government receipts + 1 • i. 	--+- ?) 	-i-  *4/2. 	--'• +46- 	+ 06_ 

ed cumulative fiscal 	 - 	— 2_ 47.. 	- 3 	— 1+. 
ent4  
e rporations' market and 

ersea 	rrowing5 	-.1. t. • I 	— I 	-. 	_ 112. 	.... ;11.  

...... I .1 	."--. 2. 	— 	2  42.  
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Table 2A.3 Revenue and expenditure' 
Changes from 1986 MTFS projections k billion 

-St 1986-87 1987-88 1988-89 1989-90 

Expenditure 

1 	Planning total 	 t 	„„4,- 	41 / 2-. 	1  2- 

2 ()thee.' 	 /2_ 	 Vz_ 	94_ 

3 General government expenditure Tr, 

Receipts3  
4 North Sea taxes 	 - - • 

5 Other taxes and contributions -4- 

ther2 	 C 

•••••• 	I tri 

111.. 	 4 1+11 Z 	 + 

1/2. 	• 	I 
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e Budget tax proposals 
.43046,14142 

4.01 The main tax changes proposed in the Budget are summarised below. 
A full list of changes is given in Table 4.1 

Income tax j, j2 The basic rate of income tax will be reduced to 27 per cent. 

he main income tax personal allowances will be increased in line with 
tory indexation provisions (based on the increase of 3.7 per cent in 

the year to December 1986). This will mean that: 

e person's and wife's earned income allowances will rise from 
j2J 2,425. 

*thee.1lowance will rise from £3,655 to 

ivithe ag all 
£4,505 to 
£9,800. 

ce will rise from £2,850 to £2,960 (single) and from 
,67 (married) and the income limit from £9,400 to 

iv-the additional personal allowance and widow's bereavement allowance 
will rise from £1,320 to £1,370. 

4.04 For those aged 80 	the age allowance will be further increased 

to £3,070 (single) and £ 	married) 
.7\ 

4.05 The allowance for the bj4d will be increased from £360 to £540. 

come tax tax will be as follows: 
4.06 T,44T-G&144;414-f-or-liie higher xi 

te.c.o 
Tax rate 
per cent 

27 	 0004117 

40 	 17)901-20)400 

45 	 20)401-25)400 

50 	 25)401-33,3 

55 	 33,301-41, 200 

60 	 over 41)200 

4.07 Car benefit scale charges will be increased by 10 p 
	OM 

6 April 1988. 

Profit related pay 4.08 An income tax relief will be introduced for employees 1, • • 1  - elated 

pay (PRP) schemes which meet certain conditions, and which ve 
registered with the Inland Revenue. The maximum amount of " 	eligible 

for relief will be £3,000, or 20 per cent of total PAYE pay, whichever is 
lower. Relief will be given on half the eligible amount. 
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Ts Band/of 
chargeable value 
£000 

f+ V 
0-90 I 

90-140 
140-220 
220-330 

Over 330 

deah.  
per ce 

0 
30 
40 
50 
60 

- <10  

Vehicle cise duty 

Inheritance tax 

Excise duties 4.09 A duty differential will be created for unleaded petrol, equivalent to 5p 
a gallon less than for leaded petrol. 

(J414 d4-t7  
4.10 Duty will no longer be levied on on-course betting. The-litgie5 on 
gaming machine licences will be increased by between 25 and 28 per cent. 

4.11 The rates of duty on farmers' heavy goods vehicles over 7.5 tonnes will 
be increased by between 5 and 34 per cent. The rateyof duty for trade licences 
will be increased to £85 for cars and £17 for motor cycles. A new taxation 
class will be created for recovery vehicles. The duty rate will be £50. 

2 From Budget Day the threshold will be increased from £71,000 to 
000 and the number of chargeable bands reduced from seven to four. 

w scale will be as follows: 

1. 	• 

	

41 J5- Proft, 	a(c.kpkz.A. 	it. 
of lax 1...a; Lic v4k at- 

	

au._ (Lb_ 61- 	effet, c1 /4"41, 
t¼ti II co a iv  10 eke( 

etall;0±-11-Loptice. of 
cife 

Corporation tax 
I* divvy. pc.irk. 

Ka.  ee A 

4- 
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4.13 Lifetime gifts of "interests in possession" in settled property will be 
exempt fromheritance 	IHT) if the donor survives for seven years. 
Measures against abuse 	corporated. 

4.14 Trust property in whi 	is an/interest in possessiotef  will not be 
taxed on the death of a life teçIt if the property is put into a heritage 
maintenance fund not later tha wo ears after the death. 

, 6 
4.yi From Budget Day, the rate o 

4445/  The main rate of corporation tax for the financ 
35 per cent. The small companies' rate of corpor 
27 per cent. The rate of advance corporation tax 
automatically to 27/73rds as a consequence of the re 
of income tax. 

47/ All companies Rod-building societie 
in period, to pay 	tax nine mont 
accounting perio for which tax is due. 

4,14( From Budget Day there will be changes in the tax treatm 
companies' capital gains. They will be taxed without adjustment, qjfrni t'h'an 
the indexation that applies to post-1982 gains, at the rates applying to other 
profits (including, where appropriate, the small companies' rate) and credit 
for payment of ACT will be allowed against liability to tax on them. 

ss relief on transfers of holdings of 
more than 25 per cent (other than co ol holdings) in unquoted companies 
will be increased frr 30 to 50 per cerCe Companies dealt in on the Unlisted 
Securities Mark4win from Budget Day be treated for IHT purposes in the 
same way as companies with a full listing on the Stock Exchange. 

year 1987 will be 
will be reduced to 
.11 go down 

n the basic rate 

0. NI aft.a.; kx1.6v1.1 
ill become I 
s after the cn 

fa-X 
r a phasing—. 
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allowance. 

4. 	It is [also] proposed to r 
ACT paid by an oil extra 
preference shares where the 
purposes. 

t the set-off against ring fence profits of 
pany in respect of certain dividends on 
raised has not been used for oil extraction 

of Section 16 of the Oil Taxation 
(IF  
0 I 

 ainst ring fence profits, by 
ACT and by allowing surrender 

a 	i  50 joint venture owning that 
• 

[4. 	It is proposed to mitigate 
Act 1975, which restricts set—off o 
allowing limited carryback of surre 
of ACT to a ring fence company by 
L01111).411 y.1 

Business Expansion 
Schetn71 Is 

4r1()  huwurrp_Wit-r 
T—BUD§bEITOJiG.ETrI_TsT ONLY 
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4,1From 1 April 1987, credit for any foreign withholding tax actually 
paid or deemed to be paid on interest received by banks on any new loan 
made by them to a non—resident will be allowed only against corporation 
tax due on the profit from that loan. This rule will apply to existing loans 
with effect from 1 April 1988. 

4.,20" From 1 April 1987, dual resident companies will not be allowed a 
double deduction for interest payments. This change will not apply to 
trading companies. 

4 	Legislation will be introduced for a new scheme, known as Pay and 
o streamline the assessment and collection of corporation tax. The 

will be implemented when the necessary computerisation is 

04—to 
fieldfa 

IAA-to allo 
purpose o 
field after th 	years. 

axations to the expenditure relief rules are proposed: ce,-1-icLA 
proportion of the costs up to payback of developing ew 

roleum revenue tax (PRT) liabilities in another field; and 

research expenditure which is not specifically for the 
rmined oil field to be set against PRT liabilities in any 

07a_ 462,--IILIA 

4s  

Oil taxation 4. 

A minor technical change is also proposed to the rules for allocating oil 

4.31(Two amendments will be made to the Business Expansion Scheme: 

the investor will VA-for investments made in the first half of the t 
be able to opt for part of the relief to be given 

44-the rules governing the special relief for film pr 
relaxed. 

vious year; and 

will be 

kak 

, ------- 

F
irtsc-.4-,19(-r0,41 , 

s.;olkei, 

-fr. 	11-t- raw 

BUDGET 

In the light of the reform of So 
tax regime or personal pensions (ie pensions taken out fb 
independently of his emplojeJ) will be introduced, to 

	

tn.e._ 	 retire 

annuitie 	main features will be: 

byL-benefits based on the actual return from invested contributions money 
urchase'); 

NOT TO BE COPIED 
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a tax-free lump sum, subject to a limit; 

annual contributions limited to 17.5 per cent of earnings (more for 
people over 50) with employers free to contribute within the limit; 

tax relief for contributions, tax exemption for fund income and gains. 

4,27'Employees will be able to "contract-out" of the State Earnings Related 
Pension Scheme (SERPS) by joining a personal pension scheme, to which 
the DHSS will pay a "minimum contribution". 

.2‹"No frills" occupatio e  Employers will be able to 
tablish simplified "no frills" occupational schemes which may be "final 

or "defined contribution". Under the new Social Security rules, the 
may be "contracted out money purchase" schemes. 

  

-  e will be greater transferability between different types of pension 
arr.is  

iiip.  
: -It its. 

,....-40  
4.2efti Iv 	:,1 voluntar contributions AVCs Members of occupational 
pension S't e • - , ill be able to pay AVCs—on which tax relief will be 
available--rrangements outside their employer's scheme. As with in-
scheme AVCs, contributions will be subject to existing limits on 
contributions and benefits. 

  

o-rsA4 LI 

4 	Exploitation of tax reli :A number of changes in current pensions 

164hese include: F  

law and practice will 17 
	

to counter certain types of exploitation 

on lump sums .; °- - - £150,000; 

iv-changes in the rules o 'n,, al salary" for pension purposes; GAL. 

111 changes in the rules relating 	derated accrual of benefits. 

Employee share schemes 4,32-  The rules for the 1980 and 1984>employee share option schemes will he 
changed to make it possible, in the event of a takeover, for participants to 
exchange their existing share options for options over shares in the acquiring 
company. 

Capital gains tax 4.26-  The capital gains tax annual exempt amo 
accordance with the statutory indexation provis 
in the case of individuals, and from £3,150 to £3, 
trusts. 

cUsia•ula 

be increased in 
£6,300 to £6,600 
e case of most 

eS itAx+121?s ettln 
Nei 

4,20( The ceiling for retirement relief will be raised from 
£125,000. 

00 to 

L

e,f siA4,11a.1 pyoviiActy 	 

Lb. 	 42('Legislation is proposeciketi-the-titteetien of members of L 
- 	close ensure that the normal  tax treatment of provision 

----insurance companies antther traders. These proposals 	affect the tax 
onLu.ltd: 	 treatment of Lloyd's reinsura ce to close and will first apply to premiums 

for the 1985 Lloyd's account closing at 31 December 1987. 
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AT 	471•7/  From 18 March 1987 the registration limits will become £21,300 per 
annum and £7,250 per quarter. 

4.)( Subject to the Government's obtaining the necessary derogation from 
thCoiTi5uif the European Community, businesses with annual 
t 	nover below £250,000 are to be given the option of accounting for VAT 

e 	
e basis of payments received and made. This optional system of cash 

.• • . , ting is intended to come into effect on 1 October 1987. 

. 
wit•d 

) , .4 tr. 41C"-  , tional system of annua accounting for VAT is to be introduced 
e payments basedpn tae previous year's tax so that businesses 

with ii I 	mover below £250 000 would need to send only one return 
to Cus 	year. 

4.40 The 	it 'hin which businesses must notify and be registered for 
VAT will b 	to 30 days. 

5 I 	 id., R lu or-0-01-4. A v-46.1. 	/9pyti,A. hi  
4.41' The special VAT schemes for retailers a.r-e-to-be,4444p.r-eve4-an4 

1--3 i-re s i'^aJA  r on 44444,-. -fit-Z.4A 6443•44-4 	. 

441,2 The rules on VAT input tax deduction by partly exempt traders are to 
be revised so as to curb tax av ance and to prevent distortion of 
competition. 

to(cLLA, 

4.ft'S VAT reliefLwill be exte 
hospices to transport the termi 
identification equipment used b 	ou 
the goods donated for export by 
welfare; to installing or adapting lay 
residential homes'Ifer-a4letit an 

directly use •ra medical 

certain welfare vehicles used by 
ill; to specialised location and 

in rescue and first aid services; to 
or relief of distress or animal 1-,....L.p....1 
r bathroontfacilitiestin charity ----------- 

) yik drugs and chemicals sopplieekr, 
caie or research. 
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PAY contractor 
schemes 

4736" Changes will be made to the PAYE and subcontractor deduction 
schemes, including the charging of interest where formal assessments have 
had to be made of tax deducted under these schemes. This follows/ 
recommendationSof the Keith Committee. 
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How the figures in Table 4.1 have been calculated 

Table 4.1 gives the direct effects of changes in taxation. Estimates are rounded to 
the nearest k5 million. "Negligible" means less than 	million. 

irect effect of a tax change is the difference between the yield of the tax 
would arise on the basis of the rates of tax, allowances, etc prevailing before 

et (the  pre-Buc_l_get regime) and the yield after the changes proposed in the 
e post-Budget regime)k 

For 	and evenue taxes (and VED) the difference in yield for each tax is 
gener 	ted by applying the pre- and post-Budget tax regimes to the same 
tax base 	e is the post-Budget base—that is the levels of income, profits etc 
forecast fo 	ears on the assumption that all the measures proposed in the 
Budget tak 	certain cases, however, the difference in yield also takes 
account of ch 	xpayers' behaviour arising from the tax change where these 
behaviouial chan 	a be directly attributed to the change in tax. For example, 
the estimate of the direct cost of the cut in stamp duty rate in last year's FSBR 
allowed for the expected increase in chargeable transactions. 

For Customs and Excise taxes and duties, the calculation takes into account, 
where possible, the effect of the tax change on the pattern of consumers' 

on other expenditure taxes but makes no 
ticular, it is assumed that total consumers' 

er description of the methodology is in 

Table 4.1 shows the expected chang 
proposals. Additional information is 
proposals where the effect on tax liabili 
change applies (full year effect) is substan 
in either 1987 -88 or 1988-89; or where the fihpact of the proposal is expected to 
build up over a period of years. 

expenditure and the resulting 
allowanc5 for secondary effe 
expenditure does not change. 
Economic Trends, March 1980. 

recei • ts of tax resulting from the Budget 
the commentary below for those 
e first complete year to which the 

different from the effect on receipts 

ssume that the dircc 	ects showni he third colu 	of Table 4. 
allow.. s, rates of duty etc p .osed the Budget for 198 
for 	88-8' . •• compare the effec 	receipts in that year 

tes of duty uric 	ged from t eir mone evels in 198  

s of 
inue to a sly 

wances and 
unins ed base). 

The estimates shown in Table 4.1 do not reflect changes in 
changes in money incomes and in the general level of priccs 
variables which may result from the proposed tax change. The 
are, of course, taken into account in estimating the impact of th 
PSBR. The base for the post-Budget forecast of each tax (given 
takes account of the effects, direct and secondary, of all the measures 
the Budget. 

se arising from 
economic 

ary effects 
e on the 

tilVd in 

Table 4.1 does not include certain measures announced and implemented b 
Budget/ray. These are the amendment of the material interest test for approved 
employee share schemes and other purposes, tax relief for the cost of seconding 
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tion A: (to second para of Annex introduction) 

The estimates in the first column of table 4.1 
show the direct effect of the Budget measures 
on receipts in 1987-88. The comparison is with 
the non-indexed base - that is the pre-Budget 
regime of allowances, thresholds and rates of 
duty at their 1986-87 money levels. The 
stimates in the second and third columns 
sume indexation of both the pre- and 
t-Budget regimes as appropriate. The changes 

herefore measured from an indexed base and, 
988-89, assume the tax rates and indexation 

allowances, thresholds and rates of duty 
in the Budget for 1987-88. 

- • 	• 
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employees to educational bodies, the tax treatment of invalid care allowance paid to 
married women, and changes in the pricing and valuation rules for petroleum 
revenue tax. These measures are reflected in the baseline for costing the effect of tax 
changes in the Budget. 

The remainder of this annex provides a commentary on the Budget proposals in 
Table 4.1. The paragraph numbers refer to the lines in this table. 

1 The basic rate will be reduced from 29 per cent to 27 er cent. The cost figures in 
the table for this item assume that the changes in items 	have been made first. 
They include the saving in public expenditure on mortgage interest relief to those 

ow the tax threshold. The effect of the consequential change in the rate of 
ance corporation tax (ACT) is shown in line [0] of Table 4.1. 

ngle person's allowance and the wife's maximum earned income relief will 
ed from £2,335 to £2,425 and the married allowance from £3,655 to 

3 Th 
increase 

4 The age 
and for the 
increased fro 

al personal allowance and widow's bereavement allowance will be 
1,320 to £1,370. 

will be increased for the single person from £2,850 to £2,960 
m L4,505 to £4,675; the age allowance income limit will be 

9,400 to £9,800. 

5 There will be a new, higher level of age allowance for those aged 80 or over. The 
\ allowance will be £3,070 for the single person and £4,845 for the married. 

6 The blind allowance will be 	eased from £360 to £540. This will cost about 

£2 million per year. ... 

\o 

 L17,900. 7 The basic rate limit will be creae 

8 The threshold for the 45 per c 	higher rate will be raised by £200 to £20,400. 

The thresholds for the 50 per cent,5 	t and 60 per cent rates will remain at 

£25,400, £33,300 and £41,200 resp 

9 One half of profit related pay (PRP) pd to an employee under a registered 
scheme will be relieved from income tax, subject to the lower of two annual limits: 
where the total PRP exceeds 20 per cent of total PAYE pay, PRP will be regarded 
for tax relief purposes as limited to that amount, and the maximum annual amount 

for 
o PRP w lc may se taken into account will be £3,000. 
the 

- - : - 	. 	. • 

the proposed income tax relief/is inevitably uncertain, 	es to exceed 

£100 million in later years. It will depend . • • 	t , , 11  of PRP schemes 

introduced by employers and re: 	II ID y the Inlani e, the numbelof 

-------e—m—pT6Yees covered b 	, t - : ; . - of PRP 	I.  .:., - , • emp oyers 

arran:e s• -- or the timing of PRP payments. 	ik N 

6 Aril Pis" 

BUDGET SECRET-BU 

10 For 1988-89, the scale for taxing car benefits in respect o 
provided for directors, and for employees whose remuneratio 
£8,500 a year or more, will be increased by 10 per cent. No c 
1988-89 to the scale charges for car fuel benefit, also—from 6 
VAT purposes. 

liWith effect from 6 April 1987 the official rate of interest for taxing 6hap or 
interest-free loans provided for directors, and for employees whose remuneration is 
at a rate of £8,500 a year or more will follow more closely movements in banks' 

b

ft 

cars 
te of 

osed for 
used for 
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CAA" 

ax treatment of Lloyd's reinsurance to close will be made consistent with 
ent of provisions for outstanding liabilities made by insurance companies 

rovisions made b other financial traders. The legislation will first take 
loyd's 1985 Account This is assessable for the year 1985-86, the tax 

ot become payable until 1 January and 1 July 1989. The estimate of 
effe 
for w - 
receipts  

- BUDGET SECRET-BUDGET LIST ONLY 
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12 Legislation providing for the taxation of supplementary benefit paid to the 
unemployed and to strikers will be amended to reflect the replacement in 1988 of 
supplementary benefit by income support. 

13 Approved savings-relate 	 —11-eshaL‘, 	lull JR-rm. will 
be permitted to enable directors and employees, when their company is taken over, 
to exchange their existing options for options over shares in the acquiring 
company. 

Income tax and capital 
gains tax 

14 The limit on charitable donations qualifying for relief under payroll deduction 
mes will be increased to £120 from April 1987. 

16 The Inland Revenue's powers to apportion the income and annual payments of 
a close company to its participators will be made obligatory (a recent Court case 
held that they were discretionary). 

17 A possible anomaly in the la 	lating to the taxation of foreign partnerships 
will be removed to prevent 	al potential revenue loss. 

18 Relief under the Business Ex 	Scheme for investments made in the first 
half of the tax year will, in part, b ble to be claimed against the income of the 
previous tax year. The special relie 	oduction, which requires the 
company to be producing films throu 	three year qualifying period, will 
be relaxed so that the requirement can 	ied by the distribution of films 
produced in this period. 

C
,Sk.z.c-Letc.ce.s CLk 

ratLfervi40tkctakailiS 
Oltetk Q-*V‘42 41)  

Shi I 	be- 
-e.44.i.74:3 it (11A4-4 . 

19 The Revenue will be given a limited discretion in certifying offshore funds as 
distributing funds. 

come tax and corporation 20 A new tax regime for personal pensions will be intr 
tax 	extend the present, broadly similar, legislation for retir 

estimated cost assumes an initial take-up of 200,000 rising 

to replace and 
uities. The 

0 by April 1989. 

a7 
uard against 

members 
ion plans 

11 cost 

21 The changes proposed for pensions include some tightenin 
exploitation of the tax reliefs and some relaxations, in particula 
of occupational schemes to pay additional voluntary contributio 
outside their employer's scheme ("freestanding AVCs"). The estim 
of the package assumes an initial take-up of "freestanding AVCs" o 
includes a modest yield from the tightening up measures. 

22 A change is proposed in the limit applicable to tax exempt life or endowment 
business carried on by friendly societies. The present limit of £750 gross 
assup-A  s..;ii 	chnngPri rn Dflt) annual premium. 

BUDGET CRET NOT 
qft16@t-PB  ONLY 
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Insertion B: 	Income 	x\,2  corporation tax, capital gains 
tax, inheritance tax and stamp duties. 

    

harlatlIAGETeSECR-Els for AlaTtTOtBECOPIED 
eRy1)(1ElbLlErT rofwyhe  definitional and 
cgu atory changco rcTating to unit trusts 

introduced in t 	inancial Services Act. 

23 The PAYE and subcontractor deduction schemes will be slightly amended. In 
particular, there will be an interest charge where PAYE tax, or an amount that 
should have been paid under deduction by a contractor, has to be formally 
determined. 

24 Where certain interest is paid between companies which are members of a group 
or under common control, it will be treated in all cases as being paid and received 
on the same day. Without this measure there could have been widespread 
avoidance. 

25 The exemption limits for trade union provident funds will be increased from 
400 to L3,000 (for lump sums) and from 500 to 625 (for annui i s 

tal allowances for construction costs of properties provided for letting on 
nancy terms by "approved bodies" were introduced in 1982 for a period 

s ending 31 March 1987.-14-is•-prepeseel-t-e-e4aentIlliat perio y a 
fur 	ears ending 31 March 1992. 

oi Ort,t1 
Cka_X_P-19(-0— 1.0 

Co r-ca:i hXX 

Income tax, corporation 
tax/and capital gains tax 

leave k is Fff sea 
e 

Ccia-v4"0,  co.-pizkie!1 /4  lux  

Corporation tax31;29'As a consequence of the reduction in the basic rate, the rate ofhCT)for 1987-88 
—› 

will be 27/73rds of the amount of the distribution. This reduction in ACT will be 
--Valanced by an increase inkubs 	t liability to mainstream corporation tax. 

-*The small companies rate 	• rporation tax for the financial year 1987 will be 
reduced to 27 per cent. 

3,1All companies 	building soci 
months after the end of each account 

-.4maiedirirseeietier the change will be ph 

27 Wit 
new wo 
a taxable b 
computing ill he_ cq efts pc> 443_15 

v.: 4.1:Loazt..  
28 Legislation w 	nab e securities quoted on new ecognised Investment 
Exchanges to be treated in the same way as comparable securities quoted on the 
Stock Exchange. 

om 6 April 1987,training costs borne by an employer to equi  
waker w—h—o-  t 144-mafle-rerittrrtia*wil 

ived by the employee anckuch costs wi 
er's taxable profit 

will be liable to pay eerpera•tioe tax nine 
. For individual companies errel. eke. 
ver a period of up to three years. 

with 
no longer be treated as 

e arb1kwed in ) 
ris4_ 	17.•%C.) 

; A. 1.4 Ki.C.AN, 

3,ilinder present law capital gains by comOnies are reduced by one—seventh 
before being charged to corporation tax at 35 per cent. Gains realised from Budget 
Day will cease to be reduced. Instead they will be taxed in full (with indexation 
allowance) at normal corporation tax rates. For small companies, the small 
companies' rate will apply to gains. The yield represents the difference between 
receipts at the level of capital gains before the change and repts at the level of 
capital gains expected as a result of the change. 

3Credit for the payment of ACT will be allowed agains 	for tax on gains 

realised from Budget Day. The cost shown against this me 	remely 

tentative. 

4Dual resident companies are companies which are simultaneo 	nt in two 

countries. It is proposed that, unless they are trading companies, the 	no 

longer enjoy a deduction in both countries for the interest which th 

31k The rules for calculating banks' taxable income from making a loan 
resident will be changed so that any tax credit for foreign withholding taCpid or 
deemed to be paid on the interest they receive may be oft jet only against UK tax 
due on the turn on that loan. The yield will build up over time to about 

BUDGET
60ii1bo 1w 190-91. 
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4/i3Up to 10 per cent of e 
allowed against a participat 
£40 million in 1989-90, and 

4Research expenditure will be 
any field if, three years after it is ineir 
field. No cost therefore arises until 1 
million, and £25 million thereafter (t 

new oil fields will be 
I. The coskbuildiup to 

c.t itMi. INJt 

e incurred in developin 
T liability in another fl

illion in 1990-91. 
s, 

e_ctati owed against a participa-tor's PRT liability in 
has not yet become allowable for any 

hen it will amount to about £30 
account of CT clawback). 

SECRET 	NOT TO BE COPIED 
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Inheritance tax 

2.2:0 

47The scope for redistributing oil allowance amongst participators, in order to 
correct imbalances, will be extended. The cumulative total of oil allowance will be 
unchanged. 

Capital gains tax 45 The capital gains tax annual exempt amount is to be 	eased in accordance 

with the statutory indexation provisions from £6,3 
individuals, and from £3,150 to £3,300 in the case 

It t. trO,600 in the case of 
eY  •• • 	. \StS. irk 

4j-Thc limit for retirement relief will be increased from .44  li ; I: o £125,000. 

4 The estimated full year cost for the proposed rate structuxiraph [4. 
attributable to transfers in 1987-88 is k2/0 million, measured .,:, - 	e indexed 

base. 	 2- 

4; The rate of relief on transfers of holdings of more than 25 per ce 	to 

50 per cent in unquoted companies is to be increased from 30 to 50 per c 
Budget Day. Minority holdings in USM companies will no longer qua if' for 
business relief, but shares in such companies will be treated for all IHT purposes like 
shares in companies with a full listing. The revenue effecyof these changes is likely 
to 	be b 

BUDGET SECRET—BUDGET LIST ONLY 
Annex o Chapter 4 

[3fi Effects of Section 16 of the Oil Taxation Act 1975 will be mitigated by 
allowing limited carry back of ACT surrendered to a ring fence subsidiary by its 
parent (initially restricted by a monetary ceiling of £10 million per company), or, 
in the case of a company owned by a consortium which is a 50/50 joint venture, by 
allowing surrender of ACT to the ring fence consortium company.] 

3).  ACT in respect of dividends paid on or after Budget Day otreference shares 
where the capital raised has not been used for ring fence purposes will no longer be 
available for set-off against corporation tax on ring fence profits. Without this 
measure, there could have been widespread avoidance of the ring fence provisions, 
possibly costing tens of kmillion. 

he capital gains provisions for groups of companies will be amended to include 
g societies. 

Pay and File companies will estimate and pay their corporation tax on the 
no 	date without the need for the Inland Revenue to make estimated 
ass 	terest will run from the normal due date on tax paid late by the 
comp 	n tax repaid to the company. Returns will be due twelve months 
after the 	 eriod with automatic penalties for delay. This measure will 

not be i 	for some years. 

44JThe legis açj.e41cting controlled foreign companies is to be amended to 
prevent avoid ce of a UK tax charge on dividends. Without this provision, there 
could be a significant loss of tax.1 

Corporation tax and capital 4I The provisions concerning financial futures dealt in onaecognised Futures 
•••••• 

gains tax Exchanges and with traded options will be amended. 

BUDUET SECRET-
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9e,  
.49-(a) The charge on transfers made by individuals to interest in possession trusts on 
or after 17 March 1987 and more than seven years before the death of the transferor 
will be abolished. 

The charge on termination of an interest in possession in settled property in 
favour of another individual on or after 17 March 1987 and more than seven years 
before the death of the person beneficially entitled to the interest will be abolished. 

An alternative basis will be provided for determining the rate of charge on the 
termination of an interest in possession in settled property in favour of a 

cretionary trust on or after 17 March 1987. 

IHT will not be payable in respect of settled property on the death on or 
arch 1987 of a person beneficially entitled to an interest in possession in 
ty if the property becomes subject to the trusts of a qualifying heritage 
e fund within two years (or if a Court Order is needed, within three 

death. 

0453 
BE COPIED 

(b) The 
heritage 
entered the 
possession, the 
the person who 

here property formerly subject to an interest in possession leaves a 
e fund will be altered: if the tax given up when the property 

cc fund was tax on the termination of an interest in 
c 	ge will be based on the cumulated chargeable transfers of 

e interest was terminated. 

Changes 	ax rules for unit-el-6.B ar.qessary to catg..-for t 
and r 	tory changes 	to unit trusts intro 	d-in-the Financial Se 

Stamp duties 5 Certain technical change 
nd the reserve tax. 

posed to the legislation governing stamp duties 
7) 

tint" 1909. Th cc t offfiral -will bc#25 million in 1988-89 and some 
h E ORE 	NOT TO BE COPIED 

Value Added Tax 5,i• The gross margins earned by t 
European Community will be brou 
1 April 1988. 

oper tors on sales of tours within the 
the scope for VAT with effect from 

5, The law will be changed to strengthenqie rules relating to the deduction of . 
input tax by p4Ftly exempt traders; 	6 N-e-010- 	 (1-.1  
4A- Trit....yitss ,c by-, (4y, Ltd ri. 

Sh Businesses with annual turnover below £250,000 will have the option of 
accounting for VAT on the basis of payments made and 	"ved. It is intended that 
this system should be introduced on 1 October 1987. 

5 ' The registration limit will be increased to L21,300 pet 	d L7,250 per 
quarter. 

The time allowed to notify for registration will be extended 	and it 
will be made easier to deregister. 

rvA Businesses with annual turnover below L250,000 will have the opt 	of 
Making a single VAT return each year (instead of the present four) with " 
advance payments based on the VAT paid in the previous year. This syste will be 
introduced in the second half of 1988. Certain recommendations of the Keith 
Committee which were due to be implemented in 1988 will, as a result, be deferred 
1 

	

L5 mill  a 
	li 

	

7.• 	$  
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(b) Where this option is s 	, the tax 
will be regarded as having 	id on the 

date of the offer and so wil 	• 	ear 
interest after that date. 

,-,41111R 
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(under inheritance ax items) 

	

52_ (a) The tax sata 	by acceptance of 

	

pre-eminent herita 	operty in lieu of 
IHT will be calcula d, at the option 
of the offeror, by rference to the 
value of the property at the date of the 
offer instead of the value at the date of 
acceptance. 
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Simplifwel-special schemes for retailers will be/made available for use by many 
more small and medium-sized businesses. 	/ 

/ 
6/The law will be changed to prevent the avoidance of tax on imported services 
by exempt businesses. 	 I 

7— 	fre-cl.:,a4s. / 611 VAT reliefilArill be extended to certain wdfare vehicles used by hospices to 
transport the terminally ill; to specialised lo anon and identification equipment used 
by mountain rescue and first aid services; tci goods donated for export by a charity 
for relief of distress or animal welfare; to ' stalling or adapting liwatcir-y.-or 
----Ehicntfacilitie n charity residential ho es for the disabled; and to drugs and 

micals s 	t 	s/hroi directly usecnn medical care or research. 
70 (..s. is. 	-r )1...-1,4  

ere will be no changes in the duties on a co olic  •  rinks, tobacco products 
ydrocarbon oils. 

p 7 	 n unleaded petrol will be-irtereased by 43-2p a gallon (inclusive of 
"c 	s e AT). 

4oThe d 	• 	placed on-course at horse and greyhound racetracks will be 
lished. 

7 The rate of gaming machine licence duty will be increased as follows: 

for 5p "amusement with prizes" machines by £30 
for 10p "amusement with prizes" machines by £75 
for 5p jackpot machines by £75 
for 10p jackpot machines 	110 

The amount of refund on s 	of a licence will be increased and the 
arrangements for collecting t 	uty 11 be changed. 

ties on cars, light vans, taxis, buses, coaches, 

7jThe concessionary rates of duty for 	'heavy goods vehicles over 
7.5 tonnes will be increased by varying arwmts as the final stage in the process of 
bringing them into line with the proportion of average mileage covered by these 
vehicles on public roads. From 1 January 1988 the rate of duty for trade licences will 
be increased to £85 for cars and £17 for motor cycles, as the second stage in the 
process of increasing these rates to the rates for ordinary licences for cars and motor 
cycles between 150 and 250cc, respectively. 
4 

76 From 1 January 1988 a new taxation class will be cr 
The rate of duty will be set at £50. 

The law will be amended so that, on convion foVE,I e sian he Courts 
will be required to order payment of all bacVle fromit ex 	last licence 
or date of acquisition of the vehicle, without regard for any non— 	vehicle 
during the period. 

There will be no change in bus fuel grant. 

I 	BUDGET SECRET I NOT TO BE COPIED 
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Vehicle excise duties 7 There will be no change in th 
motor cycles and most lorries. 

covery vehicles. 
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ince the last FSBR, extra funds have been allocated to priority 
including education, health and law and order. The estimated costs 

mand-led programmes, such as social security, have also risen. 

Changes since previou 
Budget 

iture 
ion 

Estimated 	Plans 
1987-88 

Esti 	
L 1986-87 

f-)Outtum 

Table 5.1 Publi 

1988-89 
Plans 

1989-90 
Plans 
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Public spending plans 5.01 The 1987 public expenditure White Paper (Cm 56-1 and II) set out 5  ) 
plans for public spending for the next three years and provided the basis for 
the more detailed Supply Estimates, cash limits and other spending controls 
for 1987-88. These plans are summarised in Table 5.1. 

Department 
DHSS - Social security 41-5 [44.6] 46-0 47.5 	49.3 

Defence 
	 18-0 	[184] 

	
18.8 
	

19-0 	19.5 

 

DHSS - Health and personal social services 16.6 	 .0] 

1-4-3- 

19.1 19-9 	20-8 

16-5 	16-8 

  

-16-0 

  

14-5 

-4:1=414-0 5 

-2-7 	[ - 4-0 

Education and science 

(—other 619(1dt-1w, t-s 

Privatisation proceeds 

	

16-6 	17-4 

E.4-Z 23 	3e06- 

	

- 5-0 	-50 

17.8 	' 

.3.4aPr. if-.5 '0 

-5•0 

Reserve 

Adjustmentsl 

 

3.5 	5.5 	7-5 

  

   

Public expenditure 
b, 	planning total 133-6 	[140.3] 	148-6 154.2 	161.5 

[18/10 

[e-8]7'0  

[173,] 
fait° 

[1493] 

General government gross debt interest2 	17.7 

Other adjustments2 
	

7-2 

General government 
expenditure2 
	

158.5 

Planning total in real terms 
(base year 1985-86) 
	

133-6 
General government expenditure 
as a percentage of GDP 

[17-5] 

[7A3  

[165.171  

[136.e 

[19]  

g [It 	S.4- 

[188] 
139:2 
WI) 

gen  
6144,..4 

_ 
	[43i] 	[4J 4 	[4 

) 	P-nri -50 S wrei v064.4‘...t 
[Comments on adjustment line if required] 	 2  teummrrartnrrottrthrrg-rom7rrarunsr 

}-1-tv,Aiz tt CZ  Ww-4-W-44;4"j‘t  

Public spendiiig fiends 

CiAzoAulk 	5-  3LS 11;3 ) 

5.03 The plans show a further fall in general government spending 
percentage of GDP over the next three years (see Table 5.1); this is the case 
with or without any proceeds from privatisation. By 1989-90, the 

smo..G
i§  
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percentage should be back to the level of the early seventies. This reflects the 
Government's continued objective of reducing steadily the State's share of 
the nation's income. 

5.04  General government expenditure covers spending by central .-- 

i'd."44444:1?  

government and local authorities. It is the 	

- 

ate 
spending usedin the national-accounts, forccasts 	of-the-economy a t\f--9 
MTFS. The main difference between general government expenditure and 
the planning total is the inclusion in the former of general government gross 
debt interest, amounting to some [k18] billion in 1987-88. There are also a 

umber of other definitional differences and adjustments, which are 
cribed in the Annex to Part 2 of the 1987 public expenditure White 

r. In 1987-88, these adjustments account for a further £7 billion. 

-4  V' ci latest estimates, which still remain subject to some uncertainty, 
su:I:' est  y  t the planning total outturn in 1986-87 is likely to be about 4(i  4 

Alen], [k1.2] billion above the plans shown in the 1986 public 
expes l'ili t, hite Paper and the 1986 Budget. [This is very close to the 
estimatOrk 	n figure shown in the Autumn Statement and this year's 
White P . -r.  '4°<he details are shown in Table 5.2. 

‘ 
Table 5.2 Compariso f plans and estimated outturn for 1986-87 

L billion 

1986-87 

Plans I Estimated 
outturn 

Outtum 
minus 
plans  

  

Central government 
Local authority 

of which 
Relevant expenditure 
Other current 
Capital 

Nationalised industries and 
other public corporations 

Privatisation proceeds 

Reserve 
Adjustment 2  

Public expenditure planning total 

102-6 

	

35-2 	[38.2] 

	

27-0 
	

[29-5] 

	

4-5 
	

[4-8] 

	

3-7 
	

[3.9] 

	

1-6 	[1-4] 

	

—4•8 	[ — 4-4] 

4-5 

[ 

139- 	[140-3]  

[f 2-5] 
[ + 3-1] 

[+2-5] 
(+0-3] 
[+ 0-3] 

[ — 0.2] 
[ + 04] 

[ — 4-5] 	cr 
[ 	I 

[+1•2J 

I Plans from The Government's Expenditure Plans 1986-87 to 198 
classification changes. 
2 1  

9702. adjusted for 

The major changes between plans and estimated outturn 

an increase of [k3 billion] in local authority expenditur 
overrun of [L2-fl  billion on expenditure relevant for Aggr 
Exchequer Grant (relevant expenditure); 

an increlase in social security expenditure of [kil] billion; 

111. 
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Central government' 
of which Voted in Estimates 

Other 
Local authorities' 
of which Relevant expenditure 

Other current 
Capital 

Nationalised industries 
Other public corporations 
Privatisation proceeds 
Reserve 

Adjustments2  

98-5 
713 
27.1 
35.2 
6.9 
.5 

[105-1] 
[74.7] 
[30.4] 
[38.2] 
[29.5] 
[4.8] 
[3.9] 
[0.5] 
[0.5]0 9 

[ - 4.4] 

L 3 

1985-86 
	

1986-87L 
Outturn 	Estimated 

°Outturn,-- 

BUDGET SECRET-BUD 

Supply Estimates 5.07 For 1987-88, the plans set out in the public 
have now been translated, where appropriate, into 
Supply Estimates. The total Estimates provision for 1 
Government is seeking Parliamentary approval is show 
main Estimates for 1987-88 are published in a series of b 
17 March 1987 with a Summary and Guide (Cmf941) whic 
Supply procedure and summarises the Estimates. It also expla 
relate to the public expenditure planning total. 

104..5 
5.08 Of the kft-G75:14billion included in the Supply Estimates, 25,6 a78.gbillion is direct public expenditure. The remaining 0673Am does 
not feature directly as public expenditure because it consists of grants to local 
aut 	• • 

lull 	Orr 	 whose  Neotglisolitddaiit D 
G  §IJIIATEEtitli§T ONLY 

re White Paper 
ntrol totals in 
r which the 
le 5.4. The 

1 

SS 
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Additions to programmes amount to some [L5.3] billion andlafter allowing 
for a shortfall of k400m on privatisation proceeds and allocation of the 
Reserve of k4.5 billion, the overrun on the planning total amounts to about 
[L1.2] billion. 

Public expenditure by spending authority 
L billion 

1987-88 
Plans 

108-3 
76.3 
32.0 
40.2 
31.0 
4.9 
4.3 
0.7 
1-0 

-5•0 
3-5 

148.6 

1988-89 
Plans 

1989-90 
Plans 

111.2 115.7 
78.7 81.1 
32-5 34.6 
41.1 42-4 
32-2 33-1 

4.9 5.2 
4.0 4.1 
0.3 -0•1 
1.0 1-1 

-50 -5•O 
5.5 7.5 

154-2 161-5 Public expenditure planning total 
	

133.6 	[140.3] 

'Excluding finance for public corporations (including nationalised industries). 
2 [  

Public expenditure by 
spending authority 

5.06 Central government spen 	makes up about three quarters of the 
planning total. About 70 per c t of this is voted by Parliament through the 
annual Supply Estimates and cos 	penditure of government 
departments for their own activitie 	1 as their funding of other bodies 
such as the National Health Service. 	• of the remainder consists of social 
security payments paid out of the Natie,nal Insurance Fund. Spending by 
local authorities accounts for about one quarter of public expenditure. 
Nationalised industries and other public corporations account for the 
remainder of the total. Table 5.3 gives outturn figures for the last two years 
and the plans as published in the public expenditure White Paper. 
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96-0 

2.0 

41.  1 
(74.9) 
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jikst t,z/ 

expenditure. Nat'l/459i per cent of the money voted in Estimates is subject 
to cash limits, which provide the Government with greater control over its 
cash expenditure during the financial year. 

,1 le 5.4 Supply expenditure 

L billion 

0202 
NOT TO BE COPIED 

Final 
outturn 

1986-87 

Expected 
outturn 

/06.0f 	‘99-0/ 

rf  98.1f 
P5- 

1987-88 

Provision 

Main Supply Estimates 

Supplementaries and net unde 

Totl Supply expenditure 

(public expenditure element) 

1985-86 

Expected outturn 
in 1986 Budget 

„42.9.r.2. 3 	104-• 

4102-e-c-c0  
f ,  if 

6 3 
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e public sector's finances 

1985-861986-87 	  1987-88 

outturn 	1986 	Latest 	Forecast 
cv 	 Budget 	estimate 

k billion .t 

0203 

The scope of this chapter 6.01 This ghapter brings together revenue (discussed in Chapter 4) and 
spending (in Chapter 5), and provides an analysis and forecast of the public 
sector's finances in 1987-88, together with new estimates of outturn in 

87. It also comments on the main features of the public sector's 
ces in those two years, including the most important changes that have 

lace since last year's projections. Table 6.1 is a summary. 

Table 6.1 P 	nditure, Receipts and Borrowing 

kil\Ait/V 

General government expenditure 

General government receipts 

158-5 

15F6 

163-4 

155-9 

165/ I 

158-4 1 

1731.1 

144-7-  II, k. 1 

4- .0  

General government borrowing requirement 

Public corporations' market and overseas 
borrowing 

6-9 

1 

7-5 

-04 

61 tr 

- 1.0-  

41 

-0.0 e 
Public sector borrowing requirement 

0 
5.8 7.1 4.9 b(  

6.02 The PSBR is now estimated tjIt under k5 billion in 1986-87, 
compared with the forecast of k7 billiq made a year ago. The PSBR is 
forecast to be ('billion in 1987-88. 

1" 4" 

Public sector's finances: 6.03 The public sector's finances can be analysed in a mber of different 
three-fold analysis ways: 

tw-by type or activity, showing on the one hand 	nt types of 
receipts (income taxes, corporation taxes, capital ta 	diture taxes, 
North Sea revenues, and so on); and on the other ha 	e s ending (on 
social security, defence, health, education and so on) fi 	ee 	those 
receipts and by borrowing; 

44--by sector, showing the authority which undertakes the fin 
spending: central government, local authorities or public corp 

BUDGET SECRET-BUDGET LIST ONLY 

BUDGET SECRET-BU 

vviEby economic category, showing, for example, whether the receipts and 
spending are current or capital transactions and whether current spending 
is on goods and services or transfer payments. 

ci
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Analysilby type or 
activity 
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6.04 This three-fold analysis of the public sector's finances is analogous to 
the three-fold presentation of public spending that has become an established 
feature of the Public Expenditure White Paper: see paragraph 13 of Cm 56-I. 
The rest of this (Thapter sets out these three analyses in detail. 

c_ 

6.05 Table 1.2 analyses the public sector's finances by type or activity. The 
main receipts ofl'general government' (ie central plus local government) are 
grouped according to the kind of activity which gives rise to them, while 
spending is shown, by department, as in Chapter 5 and in the Public 

penditure White Paper. Its bottom line, the public sector borrowing 
irement, is derived from those two totals. This derivation is repeated in 

6.1. 

utumn Statement said that general government receipts in 
likely to be higher than forecast in the 1986 Budget. The size 
ot now appears to be rat-h&--64-gger than envisaged then. Total 

ent receipts are now estimated to be over Z2fbillion 
6 Budget forecast, despite a shortfall of k1i billion in oil 

shows non-North Sea corporation tax (L11 billion) 
account for most of the additional receipts. Stamp 

duty, included in "other" expenditure taxes in Table 1.2, accounts for nearly 
a further Li- billion. 

vo)b a 
h 0 " 

s=fia,N61141-419864 tli 1g1 a 
petroleum revenue tax an 
are now estimated to have 
billion in 1986-87. They are 

billio 	 lower r ipts of North Sea corporation tax. This 
ects the fall in oil prices in 	eration tax is paid with a lag. 

procitictiian-in-1-987„-are-forecast-te 	The sterling oil price is assumed 
to be somewhat higher in 1987 than X*6 and oil production is forecast to 
fall slightly. 

6.08 The 1986 Budget expected total non-oil recet 
than the projected rise in non-oil money GDP. T 
have risen slightly more, by 91 per cent, compare 
cent rise in non-oil money GDP. Corporation tax re 
depend on profits and other income earned in calenda 
currently recorded data non-North Sea company incom 
1985. The rise, however, is insufficient to explain the wh 
corporation tax receipts. One possibility is that the recorde 
the full rise in company income. Another possibility is that th 
of total income growth among individual companies was such 
was made of capital allowances and other tax offsets than the fore 
implied. The greater than expected buoyancy of VAT is partly att 
to total consumer spending rising a little faster than forecast, but probably 
also reflects a change in the composition of consumption towards spending 
on  	ods 	spnirps stib.ert  to VAT 

NOT TO B E-CUPTE 

6. 
198 
of the 
general 
higher th 
receipts. As 
and VAT (k 

6.07 The shortfall inCoil reve net) :eflects lower than assumed oil pricesLin 
tire LO-3 billion repayment of advancer 
d in the Autumn Statement. Oil revenues 

£11-1- billion in 1985-86 to £41 
ast to fall 	urthr 	to 

tivt. 6 j1 

to rise a little less 
now estimated to 

estimated 9 per 
1986-87 largely 

5. on 
trongly in 

ncrease in 
erstate 

tion 
se 
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6.09 In 1987-884total and non-oil money GDP are forecast to increase at 
much the same rate, about 71 per cent. Non-oil receipts are also forecast to 
rise by 7/per cent, after taking account of the Budget proposals. As 
Table 1.2 shows there is within this overall increase: 

, 
r1A-a further rise, of 21 per cent, in receipts okcorporation tax'(excluding 

AAA 

North Sea mainstream corporation tax). This reflects continued growth of 
c.t.k._ 

r 
company incomes in 1986. 

	

44A-a 4it per cent increase ir,income taxik 	lower than the increase in 
personal incomes, (reflecting the income tax reductions announced in the 

udgett 	 c; -6 

8/per cent increase inc A15-eceipts, following an 11 per cent 
e in 1986-87. The rate of increase in consumer spending on goods 

	

ices subject to VAT is forecast to 	lower in 1987-88 than in .y   

0A-a 
than 

04-a 5..r 

1• 
	 - 

,-.T- , 	,,...,...0"e.. 
nt increase in‘loc_all authority ratlf/a.aaosk smaller increase 

crease in 
c.vvv.t kni, 4:.t.ri:r2.::-.pelrt44:lix:cs. 

. 
..r.. 

(.4 

	

b. 	x en itur 
C  c to :// 

'-•-• FN." 	exhi 
bell) 

OrA_ 	4.1 	J r 

1-1  
6.11 General government expendit 	pected to rise by 5 per cent in 
1987-8£t, to £1731 billion. The plannintotal, at L148.6 billion, is the same 
as in thtfrubLicScpenditurc White Paper. General government gross debt 

>, 	interest payment*forecast to rise from k171 billion in 1986-87 to  
f•• 

 

£18/billion in 1987-88. 
3 

Borrowing 6.4 The difference between general government recj,s and expenditure is 
the general government borrowing requirement ( 	, as shown in 
Table 6.1. As general government lending to publi 	ions is included 
in general government expenditure, the GGBR. toge 	public 
corporations' market and overseas borrowing, gives th  

oveinment expenditdOsis expected to have been 
£165 bTion in 1986-87, -a little higher than in the Autumn Statement and 

.Trublic.Expenditure White Paper, and newly a  billion higher than in the 
1986 Budget forecast. There are two main reasons for the overspend 
compared with the Budget forecast. First, as explained in Chapter 5, the 
planning total is expected to b 	11 billion higher than planned. Secondly 

al financing requirement, a component of 
tions have met a higher proportion by 

aller proportion by market and 
etting these factors is an estimated__ 

g 	ern nt (debt interest payments')  

within public corporation 
the planning total, public c 
general government finance a 
overseas borrowing. Partially 
a billion reduction inAgeneral 

I Tota 
• 

6c, t 

'  • • 

6.11 A year ago the PSBR in 1986-87 was forecast at £7.1 sill 
Borrowing in the eleven months to February is provisionally  etJto 
have been k[1.6] billion. Borrowing in March is always relative 
Central government expenditure is likely to be unusually high this 
a result of transactions related to the Rover Group)  Aftel-eentral gement 
revenue is expected to be less than last year, with lowetkorth Sea cat ) 
I-4,1;4160es as a result of the fall in oil prices., aFwl-lewer-rec-eipt-s-ef-bttiklmg- 

e ti C•:r3 te,  Ntsr43.— 
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39.2 

38.4 

39.4 

38.8 

38.3 

37.8 

38.1 

37.8 

38.6 

37.9 

38.6 

37.1 37 

Total taxes 
and NICs as a 
share of 
total GDP 

Non-oil 
taxes 
and NICs 
as a share 
of non-oil 
money GDP 

d National Insurance Contributions (NICs) 
to GDP - % 

3-84 1984-85 1985-86 1986-87 1987-8E 
Estimated Forecas-
Outturn 

Table 

1981-82 	1982- 
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We 

$zt4-0 1C7-1"  

le 6.2 shows taxes 	(including rates) and national 

nce contributions as a percentage of GDP. 	While,  

o erall, the percentage is estimated to have fallen in 1986-87 

and is forecast to fall further in 1987-88, non-oil taxes are 

estimated to have risen in 1986-87 as a percentage of non-oil 

GDP, and are likely to stay much the same in 1987-88.* 
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peak in 1984-85. 
finance only 2 per cent of expenditure compared with 8 per cent at their 
tm-North Seeics havc grown, but in 1987-88 they are expected to 

MA-there has been a switch away from direct to indirect taxation; 
expenditure taxes, including rates, financed 28 per cent of expenditure in 
1978-79 but are expected 	ance 4øper cent in 1980-81 

7 g viss-the contribution of in 
seTt. 	

ax has fallen from 25 per cent to 23 per 

Analysis by sector 6.1, The PSBR may also be ana ed b 
be undertaking (or repaying) the b' 
authorities and public corporations. 
of the PSBR in 1986-87, in summary oo 

3 
Table 6. Public sector borrowing requirement 

6. 

0206 
-----NDTITY13E-COPIED 

past 

vA--bo ro 
public 
1978-79 

the authority or sector which will 
: central government, local 
ihows the sectoral composition 

.afvoingemettos. Local authority borrowing is always high in the closing weeks 
of the financial year. ancl-eetti€1-1,e-highert-Ittirtrstittl-this-,Loar.. The latest 
estimate of the outturn for the PSBR in 1986-87 as a whole is 44.91bi1lion, 
or 11-3tper cent of money GDP. 

..r 	 •.` C 	 1 
6.1/ The PSBR in 1987-88 is forecast to beAklotbillion, or /per cent of 
money GDP. 

6.11 Both general government expenditure and receipts are estimated to 
have fallen as a proportion of money GDP in 1986-87, the latter because of 
the fall in oil revenues. In 1987-88 expenditure is projected to fall again as a 

ortion of money GDP, as it has done since 1982-83, while general 
ment receipts are forecast to be the same a.;a proportion of money 
in 1986-87. 

have been significant changes in the streetttre 	ef feceitatslover the 
S. In particular: 	 1  

as become a much less important means of financing 
re, its share falling from 12 per cent of expenditure in 
ent in 1987-88. 

Y406•Y‘Ye  

,D1 
5. 	1  tr  4-9 
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k billion 

 

1985-86 
outturn 

1986-87 
Latest estimate 

\ 1 Central government on own accoun-t3 
2kocal authority borrowing from central government 
3XLocal authority borrowing from market and overseas 

\4 Total local authority borrowing 
5public corporations' borrowing from central government 
6XPublic corporations' borrowing from market and overseas 

L7 Total public corpoptions' borrowing 
8 Public sector borrowing requirement 
Memorandum item:— 

Central government borrowing requirement 
(lines 1 +2 +5) 10.9 10.f .r  

NOT TO BE COPIED 

5.8 
	

f4.91 
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4' 
6.1$ Tables 64 to 6.1 show estimated outturns and forecasts of receipts and 
expenditure in 1986-87 and 1987-88 for each of the three sectors. These 
tables include some of the analysis by economic category in paragraph 6.27 
and Table 6.0. Expenditure in 1987-88 does not include the Reserve, which 
has not been allocated. The forecast of the PSBR assumes however that the 
Reserve is fully spent. 

649 Central government spending includes grants and subsidies to local 
authorities and public corporations (including nationalised industries), which 
are included in the receipts of those sectors, shown in Tables 6.1 and 6./. 

Table 6. 	1 government transactions 
k billion 
1985-86 	1986-87 	1987-88 
Outtum 	Latest 	Forecasts 

estimate 

Receipts 

Taxes and 	ies 	 100-6 	104.3 	111.1 ke 
National insur 	an other contributions 	24-7 	26-1 tr 	28-6 
Other 	 10-5 	10-/ 1 	9.0 1  
Total receipts 1.41447%-e-t, 	150-4 % wet :1 135.8 
Expenditure 

Current expenditure on goods a d services 	46.6 	49.2 	521 1 
Current grants and subsidies 	 72.2 	76-9 	79.p it,  
Interest 	 164 	16-6 	174 3 
Net lending and capital Ox 	iture, 
excluding on-lending to local au 	rities and 
public corporations 	 4.2 	3.5 	2.3 

Total expenditure 
*Excluding any allocation from the Reserve 

1391 	146.2 	1S0•9* it' I. I 

  

6.24 Local authority receipts consist primarily of the rate income plus 
granAfrom central government. The forecast increq.siz net rate income 
between 1986-87 and 1987-88 takes account of ti=rpt inlormation about 
rate decisions by a-seakrie-rtf local authorities. 

... 
6.21 The local authority borrowing requirement (L 	e first eleven 
months of 1986-87 is provisionally estimated to have b 	a s slus of 
k[0•41 billion. The estimated outturn for the year as a w 	wing of 
kOfbillion. This estimate takes account of the 	

oost: ity o 

Survey of a-safaple of local authorities. If the estimated outtu 	t ect, 
and the margin of error surrounding the forecast is inevitably 	y sr?: the • 
LABR in 1986-87 will held billion lower than in 1985-86. Thi all,A 

X ("-G-As' t 	 borrowing appears to haG been the result of current receipts rising or • 

than current expenditure and a small fall in net capital spending. In 1986-87, 
as in 1985-86, local authorities replaced substantial amounts of market and 
overeas borrowing by borrowing from t e central government. 
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ure 

penditure on goods and services 

ts and subsidies 

apital expenditure 
Inter 

Net len 

Total ex 

7-0 

3. ko 

.4' 

Table 6.f Local authority transactions 

J billion 

1985-86 	1986-87 	1987-88 
Outturn 	Latest 	Forecasts 

estimate 

Receipts 

Rates (net of rate rebates)I 	 13.8 	15.5 	1.6e7 (1  - 0  
Rate support grant 	 11.3 	11.8 	13.0 
Other grants from central government 	10.0 	1 F 4 	12-fr i% • e 

er 	 5.6 	5.6 	5-/1/1-- 

I receipts 40-7 	44.3 	46er 	• .) 

0298 
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Table 64 

	

28.5 	31kr 324" 3.3. 2 

	

5.3 	5.8 	5.6 

	

3.7 	4.4 	4-6 

	

4.2 	3.8 ' 	41 0  

	

41-7 	45.2 	47/2  

'Memo: Rateret s 	 1.6 	 1.7 	1-9 
2  Excluding any alloc 	o),jhe Reserve 

b 
6.2/ Table 61 shows public corporations' transactions. The public 
corporations' receipts include subsidies and capital grants from central and 
local government. For the nationalised industries (and the majority of other 
public corporations) their net e ternal finance, ie their borrowing plus 
subsidies and grants, is incl d 	the planning total. Changes from one 
year to-another are affecte 	vatisations. During the course of 1986-87 
British Gas and British Air 	privatised and ceased to be classified as 
public corporations. 

Public corporations' transactiA 
k billion 

(> 1985-86 
Outturn 

1986-87 	1987-88 
Latest 	Forecasts 
estimate 

Receipts 

Gross trading surplus (including subsidies) 8.1 

Other 1-8 

Total receipts 9.9 

Expenditure 

Interest, dividends and taxes on income 4.3 

Net lending and capital expenditure 5.6 

Total expenditure 9.9 

Excluding any allocation from the Reserve 

6.4 Public corporations' borrowing requirement in the first eleve 	ont s 
of 1986-87 is provisionally estimated at a net repayment of £[111  billion. 
The estimated outturn for the year as a whole is a net repayment of 
£1-billion_ compared with a zero borrowing requirement in 1985-86. 
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The reduction in borrowing appears to have been due to a number of factors 
including rising output, further improvement$ in productivity, the effect on 
profit margins of the decline in sterling and aisin netXrade  credit.  

4 	 e 
nomic 6.24 The transactions leading up to the PSBR may also be analysed by 

ory 	economic category (some details of which are given in Tables 64 to 
6  6.labove). This analysis is shown in Table 6.47with a breakdown between 

central government, local authorities and public corporatio_ps. This analysis, 
which distinguishes between current and capital transactionA(and within the 
latter between physical and financial investment) shows the derivation of the 
public sector financial deficit. The polio-seeter financial deficit, unlike the 

R, is not wholly a measure of actual cash transactions because certain 
included in lines 1 and 2 of Table 6.4 are measured on an accruals basis. 

uals adjustment is made in line 28 before the PSBR is derived. 

6 	unallocated Reserve is assumed to be used up by spending on 
cur 	s or physical capital formation—ie in transactions that fall above 
the 	rplus/deficit line. In practice allocations from the Reserve can 
affect 1 	ansactions (lines 25 to 29). For example expenditure in 
1986-87 	with Rover Group is classified as cash expenditure on 
company s 	nd appears in line 26. 
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,C billion' 

General government Public 	Public 
corpora- sector 
tions 

1986-87 Latest estimate 

Total Local 
authori-
ties 

Central 
govern- 

Line2 	ment 
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Table 614 Public sector transactions by sub-sector and economic category 
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0-1 

Current and capital receipts 

12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

22 

23 

Taxes on income, and  oil royalties 
Taxes on expenditure 
Taxes on  capital 
National insurance and other contn 

Gross trading surplus 
Rent and miscellaneous current transfers 

Interest  and dividends from private sector a 

Interest and dividends within public sector  
Imputed charge for non-trading  capital consum 

Capital transfers from private sector 

Total 
Current and capital expenditure 

Current expenditure  on goods and services 

Subsidies 
Current grants to personal sector 
Current grants paid abroad  
Current grants within public sector  

Debt interest  
Gross domestic fixed capital formation  

Increase in  stocks 
Capital grants to private  sector 

Capital grants within public sector 

Total 
Unallocated Reserve  

1 	53.4 	 53.4 	-0-1 	53.3 
2 	48./ I 	15.5 	63/ 6. 	 631  to 

3 	2.7 %e 	 2.7 	 2.7 .00- 
4 	261 	 26.5 	 26.5 
5 	-1573 - 	ol ,r 	0.1 	7,0 	7/i 
6 	011- 	3.1 	3.3 	0.5 	3-8  
7 	2-7 	0.7 	3.1 1 	.1-10,c-i 	41  )- 
8 	5.7 	-3.3 	2.4 	-2-4 	- 

	

1.0 	1-4 	2-4 	- 	2-4 

0-,111.- 

	

140.0 	17.8 	157.8 	6t .7 

 

tril  
6-4 

---54"1"-1-0 • e 

 

77•••8er2r -et .0 
-6-4 

  

    

- 
22-3 

09 	- 17.5 

3.7 	-71 	-5-3 

	

0.1 
	

0.1 

2.2 	 - 2.8 	.t.!.0-2,....___ 	9,..---- 

1.1 6 	- o.if / 	O'-, 	- 
-_14sP15_ to 0 - 9/ T3  - 168-7_ tkoct 3 - 51 4-  -174 1? 

- 

0 

1.644r V3 

_494r -311 
-5-1 	-1-3 

- 46- 	-4-5 

0-8 	-183 

- 12.4 

Financial surplus/deficit 
Financial transactions 

24 	 , co - 44' 	 r -740-r-f t .0 

  

Net lending to private  sector  and abroad  
Cash expenditure on company securities (net) 
(including  privatisation proceeds) 
Transactions concerning certain public sector 
pension schemes 

Accruals adjustments 
Miscellaneous financial transactions 

( Borrowing requirement 

I Sign convention: receipts positive, payments negative.  

25 
	- 0-2 
	

0-5 

26 
	

ri  

27 
	

0-8 

28 	-0-1  
29 	0-2 	011-- 
30 	51 it- 	0/ e 	6-2 

2  Relationship between lines: (24) = (11) + (22) + ( 
)J-t 

- 

3.1c%  

0.8 

-- 
1 
4.9 

t30) t,,( 	30) 
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Total Central 	ocal 
govern- 	authori- 

Line2  ment ties 

-0-2 	-0-1 	-0.3 rease in stocks 19 	-0-2 

23 

21 	 c? 	D-Er%.k 	-0 7 	01 1 	 Capit 

22 	- 	 -..1.744.- 	r - 5.4 0 	-7.-Total 
-3.5 Unallocat Reserve 

24 - 8-5 	Financial surplus/deficit 

25 	-02 	0-4 	0.2 Net lending to private sector and  abroad 

Current and capital receipts 

1 	57-1 

2 	511 r 	Ike ci_z, 
3 	3.2 

	

4 	28-h 	- 

	

5 	-0.3 	0.5  

	

6 	o./ 2 	3-1 

	

7 	21 4, 	0-7 

	

8 	5.9 	-3.7 

	

9 	1.0 	1.5 

	

10 	 - 

// 	15O• '( 	• 'D listri tug -* 

57./3 Taxes  on income and oil royalties 

68-X-ir  Taxes on expenditure 
3-2 	Taxes on  capital  

28-4 te 	National insurance and other contributions  

7.1 	Gross trading surplus 

Rent and  miscellaneous current  transfers  

411,  Interest and dividends from private sector and abroad 

Interest  and dividends within public sector  

2.5 	Imputed charge for non-trading  capital consumption 

0./ .3 	Capital transfers from private sector 

(w.C.4' Total 

57.1 y 	-0•l 

Current and capital expenditure 

12 	-52.0 1 

13 	 -1•0 

/4 	-47•8 	-46 

15 	-2 .74  
16 	-7-2411-13  -6  24.1-1:1•‘' 

7.3.84'1 	Current expenditure on  goods and services 

7:53•5"-- b. 

 

- &'5 -b.t  Subsidies  

-52-4 	 -52.4 	Current grants to personal sector 

-2 / 4 

17 	-1713 	-0-7 	- 181 0 	7.---1-1=.0-c1 	 ebt *nterest 

18 	-3-5 	 b 	-7-0 	- 4-6 	-111 1,  QC 	domestic fixed capital formation  

20 	-2-0 	-0-7 	-2-7 	'-0-I 	-28 	Cava  	to private sector 

Financial transactions 

within public sector 

3. 
2.2 
2.5 

.64=1 
0.5 

-214i 	urrent grants  paid abroad 

rent grants  within public sector 
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Public 	Public 
corpora- sector 
tions 

Cash expenditure on co 	securities (net) 

26 	5.0 	 5-0 	 5-0 	(including privatisatio trte is 

27 	0.1 	 01 3'- 
28 -013 7 0.1 -0-2 

29 -016 	0.1 -  :19  

30 

Transactions concernin 	blic sector 

	

0.5 	pension schemes 

	

- 0.2 	Accruals adjustments 

)33.- 	 01 Miscellaneous financial transac  

Borrowing requirement 
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ex to Chapter 6 

 

Part A: Relationship between tables in Chapter 6, and with 
Table 1.2; and outturn data 

Relationship between 6A.1 Table 6.ft is based on the definitions used to compile the national accounts. In 
tables 

	

	der to show the financial deficit for each sector, lending and other financial 
sactions are separated from the analysis of receipts and expenditure in lines 1-23 

own in lines 25-29. These lines show the relationship between the financial 
line 24) and the borrowing requirement for each sector (line 30). 

ki• 	, 
6 	6.1-64 are summary versions of the sectoral columns of Table 61. -1  
The 	on in Table 6.4 Ts rearranged so that, for example, central 
governm 	ts to local authorities (which appear as negative expenditure in the 
local au 	lumn of Table 61, lines 16 and 21) appear as receipts in 
Table 6.1. 	id by local authorities to central government (which appears as 
negative rec ipt 	rlocal authorities column of Table 6, line 8) appears as 
expenditure i 	able 6.1. Finally, lending and other financial transactions (lines 25- 
29 of Table 6) are included in the receipts and expenditure of Tables 6.1,-6.$. 

	

4‘• 	6  

6A.3 Table 1.2 in Chapter 1 uses the same information as Table 6.$, but again 
rearranges it. To derive gcneral overnment expenditure, it starts by giving a 
functional breakdown of the 	c expenditure planning total: that includes not 
only general government 	re items in the third column of Table 6.4 7 
(including the "financial tra' - 'tions " in lines 25-26), but also borrowing or 
capital expenditure by public tpØiiions in the fourth column. General 
government expenditure as shoçIin Table 1.2 is then obtained by adding general 
government debt interest from thir 	umn of Table 6.$7and the national 
accounts adjustments already inclu e 	e 61,-1and deducting public 
corporations' borrowing from the ma 	d from overseas. 

4- 
6A.4 Alternatively, general government expenditure in Table 1.2 (and Table [2.]) 
can be obtained as the sum of lines 22, 23, 25 and 26 (third column) in Table 64 and 
on-lending to public corporations in Table 6.1 

the receipts shown in 
anges them 

ample, oil 
ue tax (included 

total taxes and 

6A.5 To derive general government receipts, Table 1 
the third column of Table 6?, (lines 11, 27, 28 and 29 
according to the type of activity which gives rise to th 
revenues comprise North Sea cogoration tax and petro 
in "taxes on income" in Table 6) plus oil royalties. The 
royalties" is the same as the first line of Table [2.i] in Chapt 

ts (as in 
by 

in 

re 
three 

Outturn data 6A.6 Outturns for the PSBR and the statutory central governme 
Tables 6.B.1-4 in Part B of the Annex) are compiled monthly and 
press notice 12 working days after the end of the month and then in 
Tables 2.5 and 3.12 to 3.16 of the following issue of Financial Statistics. 
Ofiletails of the PSBR on national accounts definitions, as in Table 6.6, 
compiled quarterly and published in sections 2 to 5 of Financial Statistics 
months after the end of the quarter. 
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6A.7 The first outturn for the PSBR in 1986-87 will accordingly be published on 
April 16. The first national accounts outturns for 1986-87 will appear in the June 
issue of Financial Statistics, including supplementary Table 13 which is based on 
Table 6.6. 

Part B: Central government transactions 
Commentary ic the tables 6B.1 The tables in Part B of this Annex are confined to central government 

transactions only, and are based on the statutory funds and accounts. Their 
relationship to the accounts of central government on a national accounts basis (as 
in Table 6.3) is described in the Financial Statistics Explanatory Handbook (1987 
edition, p38). The receipts and payments in the Part B tables are all shown on a cash 

is, not accrued. Table 1.2, however, shows the main categories of taxes on an 
ued basis as in the national accounts: for instance the item "income taxes" in 

1.2 differs slightly from "income tax" in Table 6.B.3. 

Table 6.B.1 	 f central government transactions 

J billion 
1986-87 
latest 
estimate 

Consolidated 

Revenue (Table 	 111.4 

Expenditure (TableAB)_, 	 110  1 

K eficit metril:Tr-L--Ti 'National Loans Fund 	 — 48 

A.r.11 

foot-wol-e 

National Loans Fund (Table 6.B.4) 

Receipts 

Payments 

404.., 4---. Total net borrowing by th 

Other funds and accounts (net) 0 

Central government borrowing quirementi(Table 6. 

cE
icluding borrowing for on-lending local authorities andfL- 1_ 

public corporations) 

15-6 

9.* 

cf 
- 104 if- 

- 	- 
al Loans Fund 

Table 6.B.2 Consolidated Fund expenditure 
k million 
1986-87 
latest 
estimate 

Supply issues' 

Standing services 

Payment to the National Loans Fund in respect 
of service of the national debt 

Northern Ireland—share of taxes etc. 

Payments to the European Communitiest  

Other scrviccs 

Total standing services 

40'2-000--  Of I 

8 900 

2 000 

3-6003-  3 30c 

4-06-  Ito 

1+  30,  
Total Consolidated Fund expenditure 

'Supply Issues are monies paidfrom the Consolidated Fund to Departments' cash accounts with the Paymaster Ge al for spending 
on Supply. Supply Expenditure ( see Table 5.4..equates closely to total Supply Issues in most years, although there may sometimes 

be slight timing differences between the two. 
2.449\million was paid to the European Communities from Supply Issues instead of Standing Services. 

d  
A.A.A./Ho 
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1987-88 1986-87 

Budget Forecast Latest 
estimate 
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Inland Revenue Revenue 

Income taxi 

Corporation tax2 3  

Petroleum revenue tax' 

apital gains tax 

elopment land tax 

ance tax5  

uties 

In s d Revenue 

0214   
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Table 6.B.3 Consolidated Fund revenue 
k million 

BUDGET SECRET—BUDGET LIST ONLY 
Rrinex to Chapter 6 

NA.$1t 

38 500 

11 700 

2 400 

1 050 

35 

910 

1 430 

56 000 

38 300 .. 

13 p00 

t-4040 ;zit,  

1 050 

55 

990 

i 

56 900 

4=112:1 341 4100 

15 000 

2404 i bqo 
1 250 

20 

1 060 

2 000 

was  qoc 

'own 

eet the cos 

tual payments to 

privatisation 

kx.)1 \-1) 

----‹
Total Customs and Excise 

Cu 	 cise 

Value 

Petrol, 	 ties 

Cigarettes 	h obacco 

Spirits, beer, w 42lèr and perry 

Betting and gaming 

Car tax 

Other excise duties 

EC own resources6  

Customs duties, etc. 

Agricultural levies 

ehicle excise duties' 

20 700 

7 300 

4 700 

4 400 

800 

980 

Gas levy 

Broadcasting receiving licences 

Interest and dividends 

Others 

r•-• 
21 CO 

7 500 

4=30'5 000 

4 200 

760 

980 

10 

1 290 

5-2.0 

1 010 

880 

8 ir‘-1  

23 Orr 
2. 

8=146  7  WOO 

5,&j °  

4 1 
800 

.1=000 flO 

S X0 

1 3fri  

490 

1 030 

1 020 6  
7 

20 

1 300 

2 500 
	

2 500 	2 600 

	

160 
	

220 
	

230 

	

40 400 
	

41 400 	4010/8. 4-3 qi 

--------C Total Consolidated Fund revenue 108 600 111 400 	1:121881k 117 Ye 

   

See paragraph 6.8.1. 
2  Includes advance corporation tax 

3  North Sea corporation tax 

paid in previous periods in respect of both onshore and offshore activities. Dividends 
Liability to corporation tax arising In respect of North Sea production may be sans 

activities alone cannot be identified. 

(net of repayments) 

of which satisfied by setting off ACT 

	
4 100 
2 700 
1 200 

4  Includes advance payments of petroleum revenue tax. 
5  Includes estate duty and capital transfer tax. 

6  Customs duties and agricultural levies are accountable to the European Communities as 
the Communiriec are recorded in Table 6.8.2. 

7  Includes driving licence receipts. 
8  Includes the 10 per cent of 'own resources' refunded by the European Communities to m 
proceeds and oil royalties ( see Table 1.2). 

4 400 

100 	

V;598 
-*Itt 
800 

t 	;.,,off ACT arising on dividends 
Lgtwciated with North Sea 
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Table 6.B.4 National Loans Fund receipts and payments 

NOT TO BE COPIE 

k million 
1986-87 
Latest 
estimate 

Receipts 
Interest on loans, profits of the Issue Department of the 
Bank of England, etc. 	 6 700 

Service of the National Debt—balance met from the Consolidated Fund 	 8 900 

Total receipts 	 15 600 
c_ i 	Payments 
jjJVLS rtvice of the National Debt 

A.vir gat e 
6 ct 

Isiikv•Ar 	st 
t  

15 400 

ment and expenses 	 170 

   

.ce of the National Debt 	 15 600 

    

Lo 

— 	Nat io 	dustries 	 .3t 

0,411s.s.4 — Other pu 	orations 	 2444" 170 

Local aut 	 4 900 

;,./sitWit —Private sect 	nd 	in central government 	 100 

m51( , 
614 

"AA. vA-Ai/u. Total National 
	

ns Fund lendingl 	 5AgG 4-  70' 

Consolidated Fund deficit 	 4 800 

Total payments 

' On-lending to local authorities and public corporations in Table 6. 
1 

rrricludes, in addition to National Loans Fund lending, net 

lending from other funds and accounts (mainly Supply Iccuec in Table 6 11.2). 

Printed by Her Ma.esty's Sationery Office 

B MAGI." 11  SEC R ET—BU 
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DATE: 	6 March 1987 

MR SCHOLAR 

cc: CST 
FST 
EST 
MST 
Sir P Middleton 
Sir T Burns 
Sir G Littler 
Mr F E R Butler 
Mr Wilson 
Mr Cassell 
Mr Monck 
Mr Sedgwick 
Mr Odling-Smee 
Mr Culpin 
Miss O'Mara 
Miss Sinlair 
ss E

4c 
Mi

Ii 
ns 

Mr Croppe5:-. 
Mr H son 

Mr Tyrie 
Mr Ross Goobey 

Mr Battishill - IR 
Mr Isaac - IR 
Mr Painter - IR 
Sir Angus Fraser - C&E 
Mr Knox - C&E 

FSBR: CHAPTER 1 

The Chancellor was grateful for your minute of 5 March. He had the 

following comments 

(1) 	In Table 1.1  he felt that we could not split out the 
separate components of income tax, VAT and excise duties 

but have a single line for corporation tax. He feels 

that we should either split corporation tax (into small 

companies, capital gains, dual resident companies and 

other); or - if there is no room for that - consolidate 

throughout. 
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6 

In paragraph 1.05 the Chancellor felt the end of the 

second sentence should read "...improvements in the tax 

regime for personal pensions, and measures to help small 

businesses." [Is it legitimate to restrict the reference 

to personal pensions? The difficulty is that leaving the 

reference simply to "pensions" makes it sound potentially 

very wide]. 

He has not, at this stage, commented on paragraph 1.07, 

where the numbers are likely to change. 

5.4 
A C S ALLAN 
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MR SEDGWICK 

cc: CST 
FST 
EST 
MST 
Sir P Middleton 
Sir T Burns 
Sir G Littler 
Mr F E R Butler 
Mr Cassell 
Mr Monck 
Mr Odling-Smee 
Mr Scholar 
Mr Culpin 
Mr Mowl 
Mr Riley 
Ms Evans 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

THE TAX BURDEN: PRESENTATION IN THE FSBR 

The Chancellor was most grateful for your minute of 5 March. He 

agrees that Chapter 6 is the right place, with both a table and 

text. The table and side-heading should both say "in relation to" 

not "relative". And the text should read as follows 

"Table 6.2 shows taxes (including rates) and national 

insurance contributions as a percentage of GDP. While, 

overall, the percentage is estimated to have fallen in 1986-87 

and is forecast to fall further in 1987-88, non-oil taxes are 

estimated to have risen in 1986-87 as a percentage of non-oil 

GDP, and are likely to stay much the same in 1987-88." 

2. 	This may need revision in the light of the latest figures. 

CS 
A C S ALLAN 



e_
. 

Tr
I 

• • 

••
••

 

c N
„ 

,....
.,,, 

(
 

t 	
....

... 
, 

...,
,_,

,...
 

.no
., 



CL 

i 	J 4-' 	t 
I 	1 

1' vArm 
Ok 

BUDGET SECRET 

• 
CHANCELLOR 

COPY NO 1 OF "ZA 

FROM: P N SEDGWICK 
DATE: 5 MARCH 1987 

cc 	Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Sir G Littler 
Mr F E R Butler 
Mr Cassell 
Mr Monck 
Mr Odling-Smee 
Mr Scholar 
Mr Culpin 
Mr Mowl 
Mr Riley 
Ms Evans 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

THE TAX BURDEN : PRESENTATION IN THE FSBR 

Mr Allan's minute to me of March 2 (paragraphs 3 and 4) reported your 

request for some material on taxes as a percentage of GDP. You wanted 

to show in particular "that in one economic sense, taxes are not being 

cut at all" because the share of non-North Sea taxes in non-North Sea 

GDP does not fall in 1987-88 even after taking account of the budget 

measures. 	You also mentioned that the Budget measures "in practice do 

no more than offset real fiscal drag". 	You felt that material on the 

tax burden could be in Chapters 3 or 1 of the FSBR. I have discussed 

how to meet your request with, amongst others, Mr Scholar. 

The Industry Act Forecast (Chapter 3 of the FSBR) does not at 

budget time have any material on fiscal conditions other than the 

numbers for the PSBR in table 3.13. 	(At the time of the Autumn 

Statement the IAF has an extended section on fiscal conditions in the 

current year.) The most natural place therefore for material on the 

tax burden is Chapter 6, which inter alia discusses the buoyancy of 

certain taxes. It would be possible to summarise as well the main 

points in a sentence or two in Chapter 1. 

I attach a draft section for Chapter 6 which includes a table that 

shows the figures for the share of taxes in GDP - both including and 
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exdiking 	the North Sea - since 1981-82. 	(Because the Revenue 
Departments have not yet finalised their post-Budget forecasts of taxes 

the numbers in the table for both 1986-87 and 1987-88 may change a 

little. It is still possible that there could be a small increase in 

the non-oil tax burden in 1987-88.) The draft material could come 

after the discussion in paragraph 6.09 of the present draft of 

Chapter 6 which discusses the forecast of non-oil tax receipts in 

1987-88. 

4. I have included two sentences in square brackets that point out 

that the share of non-North Sea taxes in non-North Sea GDP (i) rose in 
1986-87, and (ii) is likely to be the same in 1987-88 - after taking 

account of the current package . 	While these make the point you 

requested, they do not sit too happily with other aspects of the 

presentation of the budget that emphasise that as a result ot a 

consistent application of prudent policies it has been possible to 

reduce both borrowing and taxes. 	Mr Scholar feels that the upbeat 

character of Chapter 1 of the FSBR would be spoiled by the inclusion of 

any sober material on the tax burden. He would also prefer to omit the 

sentences in square brackets from Chapter 6. I have not included a 

reference to fiscal drag since one reason for the non-North Sea tax 

burden (post package) remaining flat in 1987-88 is the further rise in 

the effective CT rate (on a payments basis) and in any case the budget 

package allows real fiscal drag to operate on personal taxes. 

P N SEDGWICK 

2 
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DRAFT SECTION ON TAXES AS A SHARE OF GDP 

As table [6.2] shows totalltaxes and national insurance I, 
contributions as a share of money GDPE_the burden _ 	_  
of tax - fell between 1981-82 and 1985-86. 	It is 

estimated to have fallen a little further in 1986-

87. [Non-oil taxes and national insurance contributions 

as a share of non-oil money GDP are estimated to have 

risen in 1986-8-7:1 After allowing for the tax cuts 

announced in the Budget the total burden of tax is , 
forecast 	fall slightly in 1987-88. [Excluding 

oil 	enues however the tax burden in 1987-88 is 

cted to be the same as in 1986-87.] 

Table [6.2]: Taxes and National Insurance Contributions (NICs)  
to GDP - % 

(pi ?Witt- 
1981-82 1982-83 1983-84 1984-85 1985-86 1986-87 1987-88 

Estimated Forecast 
Outturn 

Taxes 

to GDP 

39.4 

38.8 

Total taxes 
and NICs as a 
share of 
total GDP 

Non-oil 
taxes 
and NICs 
as a share 
of non-oil 
money GDP 

39.2 38.6 39.1 38.6 38.3 38.1 

38.4 37.9 37.8 37.1 37.8 37.8 

3hotit 	bvikavi si#1-tt 19 91— R2 )  

Vfrov-  &Lofty., 
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He feels there is one important point that it is no-Where in 

the FSBR or Budget Speech at all. This is that in one important 

economic sense, taxes are not being cut at all. As a percentage of 

GDP, they fall (just) from 38.2 per cent to 38.1 per cent; but that 

is entirely due to oil revenues: non-North Sea tax as a percentage 

of non-North Sea GDP actually rises slightly, from 37.7 per cent in 
1986/87 to 37.8 per cent in 1987/88. 	In other words, the Budget 

measures in practice do no more than offset real fiscal drag. This 

point is part of the defense to claims of "irresponsible 

over-heating". 

4. 	The Chancellor feels this point is probably best placed in 

Chapter 3 (though there may also be a case for Chapter 1). 	The 

best bet is probably to use Table 1 of Annex 3 to his Cabinet 

Paper, starting with 1981-82 and updated to 1987-88, with an 

appropriate deadpan sentence or two. 
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R OF THE EXCHEQUER 

FSBR: CHAPTERS 4, 5 AND 6 

cc Principal Private Secretary 
Chief Secretary 
Financial Secretary 
Economic Secretary 
Minister of State 
Sir Peter Middleton 
Sir Terence Burns 
Sir Geoffrey Littler 
Mr F E R Butler 
Mr Wilson 
Mr Cassell 
Mr Monck 
Mr Sedgwick 
Mr Odling-Smee 
Mr Culpin 
Miss O'Mara 
Miss Sinclair 
Mr Mowl 
Miss Evans 
Mr Hudson 
Mr Cropper 
Mr Tyrie 
Mr Ross Goobey 

Mr Battishill - IR 
Mr Isaac - IR 
Mr Painter - IR 
Sir Angus Fraser - C&E 
Mr Knox - C&E 

I attach first proofs of these Chapters. We are due to return them 

to the printer by close on Monday night and would therefore 

appreciate your comments on Monday. 	We will't the second 

proofs to you on Wednesday night. 	 kai) 

CHAPTER 4  

2. 	This Chapter takes account of your amendments and v 	on the 

presentation of Lloyd's and the second year effects of 	dget 

measures. 
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Table 5.1 has been amended to show figures for Home Office in 

of those for the territories as requested by the Chief 

ry. 	A reference to the Rover payment is included in 

5.06. 

CHAPTER 6  

You will receive the forecasters' final assessment of the 

prospects for 	PSBR in 1986-87 and 1987-88 by the middle of next 

week. In the 	me the draft of the FSBR uses: 

for 
	

7 a PSBR of £4.9 billion, which was obtained, 

as yo 	Taiested, from our last central estimate of 

£4.3 bi 	lus a safety margin of £0.6 billion; 

for 1987 	PSBR of £4 billion. The last central 

forecast o 	billion was based on a package which 

assumed reva11isation of excise duties. 	In view of 

the decision not to revalorise, which adds £0.6 billion 

to the PSBR, the draft assumes for the time being a 

PSBR of £4 billion. 

The text does however anticipa 	e of the changes which the 

forecasters expect to include 	npt week's assessment, for 
0 

example the prospect of higher local uthority rates increases than 

expected earlier. 

All of your comments on the first draft of Chapter 6 

(Mr Allan's minute to Mr Mowl of 27 February) 	have been 

incorporated except for a minor one on the annex. You will recall 

that the two-page table (now table 6.7) just before the annex 

included oil royalties as a separate line. This 	mistake and 

as you requested, we have now included "oil royal 	with taxes 

on income as in last year's FSBR. 	The comm 	in the 

penultimate sentence of paragraph 6A.5 however was the 

year's FSBR and does not, we think, need changing. 

6. 	The major changes, suggested by Mr Mowl, since the 1 

are: 

S last 
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paragraph 6.07: the first sentence has been amended to 

include a reference to lower than expected oil 

production. 	The explanation of the fall in oil 

revenues in 1987-88 has also been amended; 

the addition of paragraph 6.10 and table 6.2 on the 

burden of tax as agreed following Mr Sedgwick's minute 

to you of 5 March; 

the omission of references to the Local Authority 

Borrowing Intentions Survey. We have discussed the 

paragraphs on local authorities with the DoE. They 

like us to delete references to the survey as the 

e are likely to publish for the LABR in 1986-87 

is 	han could be justified by it. Last year was 

the f st 	me the survey was mentioned in the FSBR; 

at your-St we have added a reference to the non- 

cash basi 	he PSFD in paragraph 6.25. 

(v) 	paragraph 6.(-77contains some observations about the 

shares of different taxes etc in the financing of total 

general government expenditure. We see no harm in this 

(novel) presentation but we could, if you prefer, turn 

the paragraph into on 	ut the structure of taxation, 

and express the sha 	of the taxes in relation to 

total taxes and NICS. 

You asked whether 'financial defic 	paragraph 6A.1 is the 

public sector or general government fina 	deficit. The term is 

intended to apply to the entries in this line in each of the 

10 columns in table 6.7: we have changed the drafting to make this 

clearer. 

The proof omits the chart on the structur 	ceipts and 

expenditure which you asked us to drop from the pre 	draft. We 

wonder whether you would be willing to consider 	 g this 

chart (copy attached) - it was part of our attempt 	prove 

Chapter 6. 	Although Chapter 6 is, properly, concer 	ith 

bringing together receipts and expenditure, the expenditur 

in this chart will clearly not do in its present form sinc 
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xpenditure table is inconsistent with the Chief Secretary's wishes 

the structure of the expenditure tables in Chapters 1 and 5. If 

were content in principle to restore the chart we would agree 

tailed content with the Chief Secretary. 

••• 

	 9. 	so attach, for information, the first proof of Chapter 2 

in th 	agreed at your meeting on this yesterday. 

04O 	 10. You asked that the Guinness chart (2.5) be redrawn, to make 

the froth look like froth. I attach a new version, by Mr Cavanagh 

b
of the CSO.  V is OK now? 
11. 	In Chapter ' , aich you have already seen in its first proof 

form, we will am d 	ble 1 to show the separate components of 

corporation tax as 	suggested (Mr Allan's minute of today). 

After discussion wit 	orlett, I suggest that in the text we 

refer to "improvement 	 tax regime for pensions" not "for 

personal pensions", sincvt changes go a good deal wider than 

personal pensions (AVCs affect occupational pensions; then there 

are the abuse provisions) and we are presenting the package as a 

fairly wide reform. A further point is that the package is not 

really an improvement in the tax re for personal pensions - but 

the introduction of such a regime 	you agree? 

M C SCHOLAR 
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