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1. Summary 

Chapter 2: The public finances under Labour 

 The evolution of the public finances since 1997 mirrors the first 12 years of
Conservative governments after 1979: three years of impressive fiscal consolidation,
eight years of drift (masked by economic overconfidence), and then a big jump in
borrowing thanks to recession and newly discovered structural weaknesses.

 Labour entered the current crisis with one of the largest structural budget deficits in
the industrial world and a bigger debt than most OECD countries, having done less to
reduce debt and – in particular – borrowing than most since 1997. Debt interest
payments had fallen significantly since 1997, but less than in most OECD countries.

 Public sector borrowing is set to reach a post war high next year, with public sector
net debt in 2013–14 reaching its highest level since the early 1970s. Rising debt and
cuts in investment will reduce the estimated net worth of the public sector – its
assets minus liabilities – to less than half the level that Labour inherited from the
Conservatives.

 The looming squeeze on public spending means that, even once the economy is back
at trend in 2014–15, the Treasury plans imply that over the following two years only
21% of the ‘proceeds of growth’ will be consumed by the public sector. This is down
from 44% under Labour to date and 29% under the previous Conservative
governments.

 The Pre Budget Report announced a net tax cut for 2008–09 and 2009–10 and a net
tax rise for 2010–11 onwards. These help reduce tax revenues over the next two
years, and increase them thereafter. This will smooth the path of after tax incomes –
national income less tax revenues will grow at a steady rate over these six years
despite the forecast slowdown and subsequent recovery in the economy.

 From 1996–97 to 2007–08, the Treasury estimates that real national income rose by
£12,700 per family – of which families are paying £5,600 more in tax, leaving them
with £7,100 more income after tax. Between 2007–08 and 2013–14, the Treasury
expects real national income to rise by £4,900 per family – of which £1,900 will be
taken in tax, leaving an increase in after tax income of £3,000.

 The revisions to the Treasury’s public finances forecasts in the PBR were far larger
than average, but not dissimilar from those seen at the outbreak of the last recession
in the early 1990s. There is always considerable uncertainty around all public finance
forecasts, but there is good reason to be particularly wary in the current situation.

Chapter 3: The fiscal impact of the credit crunch 

 The credit crunch has probably imposed a permanent cost on the exchequer of
around 3.5% of national income – just over £50 billion a year in 2008–09 terms. The
government has responded with a fiscal squeeze starting next year that will reach
2.6% of national income a year (or around £38 billion in 2008–09 terms) by 2015–
16. This will largely take the form of a cut in spending as a share of national income.
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 The Pre Budget Report forecasts imply that public sector net debt will be 21.1% of
national income higher in 2013–14 than in 2007–08. This is equivalent to almost
£10,000 for every family in the UK. But only about one fifteenth of this increase is
due to the temporary fiscal stimulus announced in the PBR. The weaker outlooks for
the economy and asset markets are the main drivers.

 If the average interest rate faced by the government remains at current low levels,
then the fiscal squeeze may still have to remain in place until the early 2030s before
public sector debt falls back below 40% of national income. But the cost to the
taxpayer of financing this debt would remain low by historical standards, with net
interest payments remaining well below the 3.0% of national income paid in the last
year that the Conservatives were in office, 1996–97.

 But if the interest rate faced by the government rose to that of the mid 1990s, then
the burden of financing debt would rise gradually but unsustainably, requiring a
bigger fiscal tightening – further tax increases or spending cuts – to keep it in check.
An even sharper rise in borrowing costs would make the intensification of the
squeeze more urgent just to avoid debt and interest payments exploding.

 Much of the focus on the PBR has been on those who will lose from the increases in
tax. But to return tax and spending to around their pre credit crunch levels, the PBR
cut spending by much more than it increased taxes. As a result, real spending by
government departments in 2013–14 could be around 3% or £22 billion lower than
projected at Budget time. Thus the largest group of losers from the PBR will be those
who would have benefited from this forgone public spending.

Chapter 4: The economic outlook 

 The UK economy is already in recession and the near term outlook is worse than it
has been for many years. But our central forecast is that the UK will avoid a deep and
prolonged recession, thanks to enormous monetary and substantial fiscal stimuli
already announced. However, we expect a decidedly slow recovery.

 Our central forecast is similar to the Treasury’s in the near term, but has weaker
growth than the Treasury expects in 2012–13 and 2013–14. We agree with its
assessment that the credit crunch will reduce the productive potential of the
economy by about 4%, albeit more slowly than the Treasury expects.

 Weak consumer spending and investment will be the main drivers of the recession
and continued below trend growth. With credit conditions likely to remain tight, and
given high indebtedness, consumers in aggregate will increase their saving rates and
companies will cut investment.

 The risks to this outlook remain skewed to the downside. A sharp change in
household behaviour could drive the saving rate much higher and consumer
spending sharply lower. But there are upside risks too. In particular, there may be
positive supply side responses to the shocks, which would reduce the loss of
productive potential and allow the economy to sustain a stronger recovery.
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Chapter 5: The fiscal rules and policy framework 

 In 1997, the government promised to abide by two fiscal rules that constrain how
much it borrows and to what purpose. It claims to have met them over an economic
cycle running from 1997 to 2006, but they had already lost credibility as a
meaningful constraint on policy prior to the current crisis.

 Having overachieved the golden rule by delivering an average current budget surplus
of £2 billion a year over the last economic cycle, Labour now expects an average
current budget deficit of £37 billion a year over the next. This would be a much larger
average deficit than in either of the two cycles under the previous Conservative
government.

 The headline measure of public sector net debt could rise to around 170% of national
income now that RBS is to be treated as a public corporation – or to around 240% if
Lloyds Banking Group is treated similarly. But whether these investments will
increase or reduce debt in the long term remains uncertain.

 Given the scale of the shock to the public finances resulting from the credit crunch,
the government has sensibly decided to suspend the rules rather than taking the
draconian decisions necessary to adhere to them.

 The government’s ‘temporary operating rule’ offers it considerable flexibility in
setting fiscal policy, but it may not be seen as much of a constraint on tax and
spending decisions. In practice, the verdict of the financial markets may be the main
constraint and the government’s loss of credibility in the past may make a rise in its
borrowing costs more likely.

 The government should consider adopting a target for future debt servicing costs and
other commitments imposed on future taxpayers, rather than the stock of public
sector net debt. The government could also commit to overachieving the golden rule
by an amount sufficient to ‘pre fund’ any increase in public sector pension costs that
its actions impose on future taxpayers.

 The government should consider creating a properly funded independent body, with
access to all the information currently available to the Treasury, to prepare fiscal
forecasts and recommend to the Chancellor what fiscal tightening or loosening would
be consistent with meeting the fiscal rules.

Chapter 6: Green Budget public finance forecasts 

 Our central forecast is for public sector net borrowing and the current budget deficit
to be £6.6 billion bigger this year, and £6.4 billion bigger next year, than forecast in
the November 2008 Pre Budget Report.

 Assuming that the economy evolves largely as the Treasury expects, over the medium
term we are around 1.3% of national income – or around £20 billion in today’s terms
– less optimistic than the Treasury about the current budget balance and public
sector net borrowing. This reflects a weaker outlook for receipts from income tax,
National Insurance contributions and corporation tax.
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 If the economy evolves as the PBR predicted, we would expect the current budget
balance to move from a peak deficit of 5.7% of national income in 2009–10 to a
deficit of 2.4% of national income in 2013–14. Of this 3.3% of national income
forecast improvement, 1.8% of national income comes from a forecast fall in current
spending and 1.5% of national income from a forecast increase in the tax burden.

 Wewould also predict higher levels of public sector net debt – excluding the impact
of the temporary interventions in financial institutions – than the Treasury, expecting
it to rise to 62.1% of national income in 2013–14. In contrast, the Treasury forecasts
that it will be at 57.4% in that year.

 There is considerable uncertainty around any fiscal forecast, and even more so in the
present climate. If the economy were to follow Morgan Stanley’s central case, we
would expect the current budget in 2013–14 to be 2.8% of national income worse
than the Treasury predicts. Under its ‘pessimistic case’, this gap rises to 6.4% of
national income. Even under its ‘optimistic case’, where public sector net borrowing
would be back in balance in 2013–14, net debt would still hit a peak of 47.3% of
national income. This would be the highest level since 1977–78.

 Our forecasts suggest that to expect to achieve the improvement in the public
finances set out in the PBR would require some combination of spending cuts and tax
increases sufficient to raise an extra £20 billion or so by the end of the next
Parliament. In current circumstances, the cost of doing nothing, should action be
required, is larger than the cost of acting, only to find that it was unnecessary and can
subsequently be reversed.

Chapter 7: Funding government borrowing 

 The government’s ballooning budget deficit will soon require it to issue debt on a
scale last seen at the end of the Second World War. On its 2008 Pre Budget Report
projections, the government will have to issue about £630 billion in gilts over the
next five years, £300 billion more than it expected at Budget time.

 But demand for government debt is likely to remain firm. UK households, insurance
companies and pension funds may all wish to hold more gilts, but the main source of
additional demand is likely to be banks looking for liquid assets with little risk
attached.

 The state of the economy means that demand for short dated gilts is strong relative
to demand for long dated gilts. The Debt Management Office can therefore help keep
the cost of government borrowing down by issuing relatively more short dated gilts
while current market conditions persist.

 Taken at face value, recent movements in the credit default swap (CDS) market
suggest that investors see a more than 7% chance that the UK government will
default on its debt. But this probably reflects unusual developments in this market
rather than a genuine belief that there is a 1 in 15 chance of default.

 Firm demand for gilts – combined with a sensible approach to issuance from the Debt
Management Office – should keep gilt yields low by historical standards, allowing a
further decline in the average coupon paid on the outstanding stock of gilts. But there
is clearly a risk that the surge in issuance could push gilt yields higher. Even if it does
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not, the total amount the government will have to pay in interest will rise because the
stock of debt goes up so much.

Chapter 8: Government and the financial sector 

 The financial crisis has forced governments in the UK and elsewhere to intervene in
the financial sector in a way that had long been unthinkable.

 The scale of the intervention in the UK is enormous, but the long term costs to
taxpayers could well be small – they may even make a profit. That said, the downside
risks are huge because the payoffs on the support measures are asymmetric:
taxpayers are much more likely to make big losses than big profits.

 If the government forces the banks to lend on a scale and at interest rates more
generous than they would have chosen for themselves, this could increase the direct
cost to taxpayers. But if it does not force the banks to do so, the cost in lost tax
revenue of deepening or extending the credit crunch could be greater.

 Three reforms could help stop the current difficulties reoccurring. First,
reintroducing housing costs into the measure of inflation targeted by the Bank of
England might provide limited protection against housing bubbles. Second, capital
adequacy requirements need to be higher in the long term and counter cyclical.
Third, better incentives are needed to promote responsible lending and borrowing.

Chapter 9: Public spending: set for a squeeze 

 The government is projecting much slower growth in public spending over its next
Spending Review than over any of its previous reviews – and slower than under the
18 years of Conservative governments from 1979 to 1997. The increase of 1.1% a
year in real terms would cut public spending by 2.5% of national income over three
years – £37 billion in today’s terms.

 The squeeze on Whitehall departments may be even more severe, given plausible
scenarios for social security and tax credit costs, net debt interest payments, and
other non departmental spending. Total departmental spending may well have to be
frozen in real terms over the three years.

 In that event, most departments are likely to see real cuts, with only high priorities
such as health and education being allocated any real growth – and even these may
see their budgets cut as a share of national income. Capital intensive departments,
such as transport and housing, are likely to suffer more than most due to the planned
cash freeze on investment spending.

 The spending squeeze also has implications for some specific government objectives.
Earnings indexation of the basic state pension is likely to be delayed, pushing up
pensioner poverty. The government is also projected to miss its child poverty target
for 2010 – and unless additional resources can be found, it could stay above the
target for some time after 2010–11. Lower growth in education spending is likely to
squeeze public funding for higher education, which could force funding reforms that
may conflict with the government’s objectives to widen and increase participation.
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Chapter 10: Value added tax 

 VAT is an important source of government revenue, forecast to raise £82.6 billion or
16% of total tax receipts in 2008–09. Like taxes on earnings, VAT distorts the choice
between leisure and consumption. Because VAT is applied at different rates to
different goods and services, it also distorts people’s spending decisions and firms’
production decisions. In its current form, it is mildly progressive, not regressive as
some commentators suggest.

 The temporary cut in the standard VAT rate from 17.5% to 15% is a better stimulus
measure than its critics suggest. We estimate that the VAT cut will reduce prices on
average by 1.2%. Past experience suggests this may lead people to buy 1.2%more
goods and services. Those dismissing it as a failure ignore the likelihood that things
would have been even worse without it.

 The government considered an increase in the rate of VAT to 18.5% in 2011–12. This
would have acted as a stimulus to expenditure before that date, as well as raising
about £5 billion per year thereafter. Whilst, on its own, such a change would be less
progressive than further increases in National Insurance, it would be possible to
compensate most poorer households.

 Broadening the VAT base by extending the standard rate to most goods and services
would remove many of the distortions to consumption decisions caused by the
current system and would raise significant revenue even after more than
compensating poorer households on average. For instance, a net £10 billion could be
raised, with the rest of the revenues used to help meet the child poverty targets and
compensate poorer households, households with children, those with disabilities and
pensioners.

Chapter 11: Income tax and National Insurance 

 Budget 2007 proposed a very simple set of combined income tax and National
Insurance rates. Since then, however, changes have been announced, to come into
effect by 2011–12, that would create a system where key elements of the two
systems are misaligned and which involves a complicated structure for marginal tax
rates on incomes above £100,000 a year.

 The government has proposed two 60% income tax bands, between £100,000 and
£106,475 and between £140,000 and £146,475, to come into effect from 2010–11.
These are likely to distort quite considerably the behaviour of people who expect to
fall into these bands. If individuals at the top of the income distribution are more
responsive to changes in their marginal tax rate than individuals lower down the
distribution, there may be a case for having a lower marginal tax rate at the very top
of the income distribution than slightly lower down. But it seems very unlikely that
the optimal tax schedule has these two large spikes in it.

 It would appear that the Treasury has assumed that there will be a considerable
behavioural response to the new 45% tax rate on incomes over £150,000. However,
it is very difficult to estimate howmuch revenue reforms such as these would raise,
as it requires accurate information about income growth at the top of the income
distribution, the shape of the income distribution and the responsiveness of the very
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rich to changes in their marginal tax rates. All of these are subject to a high degree of
uncertainty, and the Treasury has so far declined to publish the assumptions it made
when estimating howmuch these measures will raise.

 We present two alternative reforms that aim to realign the income tax and National
Insurance thresholds in revenue neutral and broadly distributionally neutral ways.

Chapter 12: Business taxation 

 Finance Bill 2009 will move the UK to an exemption system under which most
foreign dividends will be exempt from UK taxation. This is a welcome move that will
put the UK more in line with other European countries and should help UK
multinationals to make more productive use of their assets.

 The planned increase in the small companies’ rate of corporation tax from 21% to
22% in April 2009 has been deferred by one year as part of a package aimed at
supporting small businesses during the recession. This deferral is unlikely to be very
effective, and maintains a greater artificial incentive for businesses to change legal
form for tax purposes. The government would be better to settle on a small
companies’ rate and support small businesses by other means. In the long term, it is
not clear that there should be separate tax rates for large and small profit firms.

 Empty properties with a rateable value of less than £15,000 will be exempt from
business rates for the financial year 2009–10, but will be taxed again from April
2010. Neither regime is neutral towards the use of land.
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2. The public finances under Labour 

Robert Chote, Carl Emmerson and Gemma Tetlow (IFS) 

Summary  

 The evolution of the public finances since 1997 mirrors the first 12 years of 
Conservative governments after 1979: three years of impressive fiscal consolidation, 
eight years of drift (masked by economic overconfidence), and then a big jump in 
borrowing thanks to recession and newly-discovered structural weaknesses. 

 Labour entered the current crisis with one of the largest structural budget deficits in 
the industrial world and a bigger debt than most OECD countries, having done less 
to reduce debt and – in particular – borrowing than most since 1997. Debt interest 
payments had fallen significantly since 1997, but less than in most OECD countries. 

 Public sector borrowing is set to reach a post-war high next year, with public sector 
net debt in 2013–14 reaching its highest level since the early 1970s. Rising debt and 
cuts in investment will reduce the estimated net worth of the public sector – its 
assets minus liabilities – to less than half the level that Labour inherited from the 
Conservatives. 

 The looming squeeze on public spending means that, even once the economy is back 
at trend in 2014–15, the Treasury plans imply that over the following two years only 
21% of the ‘proceeds of growth’ will be consumed by the public sector. This is down 
from 44% under Labour to date and 29% under the previous Conservative 
governments. 

 The Pre-Budget Report announced a net tax cut for 2008–09 and 2009–10 and a net 
tax rise for 2010–11 onwards. These help reduce tax revenues over the next two 
years, and increase them thereafter. This will smooth the path of after-tax incomes 
– national income less tax revenues will grow at a steady rate over these six years 
despite the forecast slowdown and subsequent recovery in the economy. 

 From 1996–97 to 2007–08, the Treasury estimates that real national income rose by 
£12,700 per family – of which families are paying £5,600 more in tax, leaving them 
with £7,100 more income after tax. Between 2007–08 and 2013–14, the Treasury 
expects real national income to rise by £4,900 per family – of which £1,900 will be 
taken in tax, leaving an increase in after-tax income of £3,000. 

 The revisions to the Treasury’s public finances forecasts in the PBR were far larger 
than average, but not dissimilar from those seen at the outbreak of the last 
recession in the early 1990s. There is always considerable uncertainty around all 
public finance forecasts, but there is good reason to be particularly wary in the 
current situation. 

2.1 Introduction 
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2.2 Labour’s inheritance and objectives 

1 Page 7 of HM Treasury, Analysing UK Fiscal Policy, November 1999 (http://www.hm-
treasury.gov.uk/d/anfiscalp99.pdf). 
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2 The budget balance that would be recorded if economic activity were at its sustainable ‘trend’ level, 
consistent with stable inflation. 
3 See Table 2.1 later for more details. 
4 Page 7 of HM Treasury, Analysing UK Fiscal Policy, November 1999 (http://www.hm-
treasury.gov.uk/d/anfiscalp99.pdf). 
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 Code for Fiscal Stability

 fiscal rules

 golden rule

 sustainable investment rule

2.3 Labour’s record prior to the credit crunch 

5 Page 15 of HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_repindex.htm). 
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Figure 2.1. Revenues, spending, budget balances and debt  
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Note: Net debt measure excludes the impact of financial market interventions. 
Sources: HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm); HM Treasury, Public Sector Finances Databank, December 2008 
(http://www.hm-treasury.gov.uk/d/public_finances_databank.xls). 
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6 Mr Brown’s 1998 Budget Speech: ‘I said that this would be a Budget based on prudence for a purpose and 
that guides us also in our approach to public spending’ (http://www.hm-
treasury.gov.uk/bud_budget98_speech.htm). 
7 ‘Row over £11bn tax black hole’, Guardian, 22 April 2005 
(http://www.guardian.co.uk/money/2005/apr/22/publicfinances.politics). 
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Was the roof in good repair? 

 

 

 

 

The Labour and Conservative eras compared 
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Figure 2.2. Debt, deficits and investment: Labour versus Conservatives 
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(http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 

Were the public finances stronger than when Labour came to power? 
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Table 2.1. Key fiscal indicators: 1996–97 versus 2007–08 
 

Note: OECD figures relate to general government rather than public sector. 
Sources: OECD, Economic Outlook No. 84, November 2008 (http://www.oecd.org/oecdEconomicOutlook); 
HM Treasury, Public Sector Finances Databank, December 2008 (http://www.hm-
treasury.gov.uk/d/public_finances_databank.xls); Office for National Statistics. 

% of national income unless otherwise stated 
Rankings: OECD member countries 

Labour’s 
inheritance
(1996–97) 

Pre-crisis 
position 

(2007–08) 

Change, 
1996–97 to 

2007–08 
(% points) 

Spending    

    Total public spending  39.9% 41.1% +1.2 

         Place in OECD league table 20th/28 
highest 

spending 

11th/28 
highest 

spending 

2nd/28 
largest 

increase 

    Public sector net investment  0.7% 2.1% +1.4 
    

Revenues    

    Tax and other revenues 36.4% 38.5% +2.1 

         Place in OECD league table  22nd/28 
highest 

revenues 

15th/28 
highest 

revenues 

3rd/28 
largest 

increase 
    

Borrowing    

    Public sector net borrowing: total 3.4% 2.5% –0.9 

    Public sector net borrowing: structural 2.8% 2.9% +0.1 

         Place in OECD league table 7th/25 
highest 

borrowing 

3rd/26 
highest 

borrowing 

20th/25 
largest 

reduction 

    Current budget balance: total –2.7% –0.4% +2.3 

    Current budget balance: structural –2.2% –0.8% +1.4 
    

Net worth, debt and debt interest    

    Public sector net worth 17.7% 28.8% +11.1 

    Public sector net debt 42.5% 36.4% –6.1 

         Place in OECD league table 10th/25 
highest 

debt 

11th/28 
highest 

debt 

10th/25 
largest 

increase 

    Public sector net debt interest 3.0% 1.7% –1.4 

         Place in OECD league table 16th/28 
highest debt 

interest 

10th/28 
highest debt 

interest 

20th/28 
largest 

reduction 
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Were the public finances stronger than at the time of the last recession? 

8 Source: R. Chote, C. Emmerson and G. Tetlow, The UK Public Finances: Ready for Recession?, IFS Briefing 
Note 79, October 2008 (http://www.ifs.org.uk/bns/bn79.pdf), using data from annex table 28 of OECD, 
Economic Outlook No. 83, June 2008. 
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2.4 Labour’s forecasts for the next five years 

9 Source: Page 18, table 2.K of S. Farrington, J. McDonagh, C. Colebrook and A. Gurney, ‘Public finances and 
the cycle, Treasury Economic Working Paper 5, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_publicfinances.htm). 
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Figure 2.3. Changing Treasury estimates of trend output and the output 
gap  
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Table 2.2. Change in Treasury forecast for public sector net borrowing  

£ billion (% GDP) 2008–09 2009–10 2010–11 2011–12 2012–13 

Budget 2008 42.5 
(2.9%) 

38 
(2.5%) 

32 
(2.0%) 

27 
(1.6%) 

23 
(1.3%) 

Lost potential output +22.3 +38 +43 +46 +49 

Cyclical movements –2.3 +8 +16 +15 +10 

Other (including 
asset prices) 

+6 +18.5 +17.5 +11.5 +12.5 

Budget 2008  
+ forecast changes 

68.3 
(4.7%) 

101.5 
(6.9%) 

109.5 
(7.1%) 

100 
(6.1%) 

93.5 
(5.4%) 

Net tax cut 6.6 12.4 3.3 –2.9 –4.0 

Net spending increase 2.7 3.9 –8.1 –11.2 –18.6 

PBR 2008 77.6 
(5.3%) 

118 
(8%) 

105 
(6.8%) 

87 
(5.3%) 

70 
(4.1%) 

Note: Figures may not sum due to rounding. 
Sources: Authors’ calculations using HM Treasury, Budget 2008, March 2008 (http://www.hm-
treasury.gov.uk/bud_bud08_index.htm) and HM Treasury, Pre-Budget Report 2008, November 2008 
(http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 

Figure 2.4. Revenues, spending and borrowing 
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Table 2.3. PBR forecasts for components of public sector net borrowing  

 Current budget balance 
(% of GDP) 

 

Economic 
growth 

Output 
gap 

(% of 
potential 
output) 

Cyclical Structural Total 

Net 
investment 
(% of GDP) 

Net 
borrowing
(% of GDP)

2008–09 –¼ –0.3 0.0 –2.8 –2.8 2.5 5.3 

2009–10 –½ –1.5 –0.9 –4.4 –5.3 2.7 8.0 

2010–11 2 –1.9 –1.3 –3.4 –4.7 2.1 6.8 

2011–12 3 –1.3 –1.0 –2.3 –3.3 2.0 5.3 

2012–13 3 –0.7 –0.6 –1.6 –2.2 1.9 4.1 

2013–14 3 –0.1 –0.1 –1.0 –1.1 1.8 2.9 

2014–15 2½ 0 0 –0.5 –0.5 1.8 2.3 

2015–16 2½ 0 0 0 0 1.8 1.8 

Source: Tables B1 and B3 of HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm). Figures for 2014–15 and 2015–16 are Treasury illustrative 
projections, plus assumption that the economy will be back to sustainable levels of activity. 
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Figure 2.5. National debt and public sector net debt 
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Office for National Statistics.  

Figure 2.6. Public sector net worth 
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Spending 

Figure 2.7. Total managed expenditure 
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GDP and GDP deflators up-to-date as of 23 December 2008 from HM Treasury website (http://www.hm-
treasury.gov.uk/d/gdp_deflators.xls). 
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Table 2.4. Sharing the proceeds of growth: spending 

 Average annual real 
growth in: 

% of GDP growth 
spent: 

 GDP TME GDP 
minus 
TME 

Publicly Not 
publicly 

Conservatives 
(1979–80 to 1996–97) 

2.2 1.5 2.7 28.7 71.3 

Margaret Thatcher’s premiership 
(1979–80 to 1990–91) 

2.2 1.1 3.1 20.6 79.4 

John Major’s premiership 
(1991–92 to 1996–97) 

2.1 2.2 1.9 43.1 56.9 

      

Labour to date 
(1997–98 to 2007–08) 

2.9 3.2 2.8 44.2 55.8 

Labour plans: all 
(2008–09 to 2013–14) 

1.7 1.9 1.6 45.9 54.1 

Labour plans: CSR 2007 years 
(2008–09 to 2010–11) 

0.4 2.8 –1.3 285.3 –185.3 

Labour plans: SR 2010 years 
(2011–12 to 2013–14) 

3.0 1.1 4.5 14.4 85.6 

      

Labour: illustrative projections 
(2014–15 & 2015–16) 

2.5 1.3 3.3 21.5 78.5 

Sources: As Figure 2.7. 
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Revenues 

Table 2.5. Revenue changes projected in PBR 2008 (% of national income)  

 2007–08 2009–10 2013–14 Change 
2007–08 to 

2009–10 

Change 
2009–10 to 

2013–14 
Income tax & NICs 
net of tax credits 

17.4 16.5 18.1 –0.9 +1.6 

Corporation tax 2.9 2.4 2.7 –0.5 +0.3 

North Sea revenues 0.5 0.6 0.4 +0.1 –0.2 

VAT 5.7 4.9 5.4 –0.8 +0.5 

Excise duties 2.9 2.9 2.7 0 –0.2 

Other taxes & 
royalties 

6.9 6.4 6.7 –0.5 +0.3 

Net taxes & NICs 36.3 33.8 36.0 –2.5 +2.2 

Other receipts etc. 2.2 2.5 2.6 +0.3 +0.1 

Current receipts 38.5 36.2 38.6 –2.3 +2.4 
Note: Components may not add to totals due to rounding. 
Source: Table B14 of HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm). 
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Table 2.6. Sharing the proceeds of growth: tax 

 Average annual real growth % of GDP growth: 

 GDP Current 
receipts

GDP 
minus 

current 
receipts

Taken in 
current 
receipts

Not 
taken in 
current 
receipts 

Conservatives 
(1979–80 to 1996–97) 

2.2 1.6 2.5 28.6 71.4 

Margaret Thatcher’s premiership 
(1979–80 to 1990–91) 

2.2 1.9 2.5 32.8 67.2 

John Major’s premiership 
(1991–92 to 1996–97) 

2.1 1.2 2.6 21.1 78.9 

      

Labour to date 
(1997–98 to 2007–08) 

2.9 3.5 2.6 44.1 55.9 

Labour plans: all 
(2008–09 to 2013–14) 

1.7 1.7 1.7 38.8 61.2 

Labour plans: PBR 2008 giveaway 
(2008–09 to 2009–10) 

–0.3 –3.4 1.6 n/a n/a 

Labour plans: PBR 2008 takeaway 
(2010–11 to 2013–14) 

2.7 4.4 1.7 59.9 40.1 

Sources: As Figure 2.7. 
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2.5 Uncertainty and the Treasury’s fiscal forecasts 

Lessons from past experience 

Figure 2.8. Treasury public sector net borrowing forecasts 
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Source: Authors’ calculations, from data contained in HM Treasury, End of Year Fiscal Report, October 2007 
(http://www.hm-treasury.gov.uk/end_of_year_fiscal_report.htm). 

10 In 2007, a Treasury spokesman said, of similar analysis: ‘This analysis is based on flawed assumptions, as it 
incorporates taxes paid by companies rather than by individuals into the calculation’. Source: Daily Express, 
29 May 2007 (http://www.express.co.uk/posts/view/8225/How+you+pay+%C2%A36.60+an+hour+in+tax). 
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Table 2.7. Treasury errors in forecasting public sector net borrowing 

Time period Average absolute error 
(% of national income) 

Average absolute error 
(£ billion) 

One year ahead 1.0 15 

Two years ahead 1.5 22 

Three years ahead 1.9 28 

Four years ahead 2.4 35 

Notes: Figures in £ billion are calculated assuming HM Treasury forecast for national income in 2008–09 of  
£1,463 billion. Average absolute error is given over the period 1977–78 to 2006–07 for one year ahead, 1981–
82 to 2006–07 for two years ahead, 1982–83 to 2006–07 (excluding 1996–97 to 1999–2000) for three years 
ahead, and 1983–84 to 2006–07 (excluding 1984–85 to 1986–87 and 1997–98 to 2000–01) for four years 
ahead.  
Sources: HM Treasury, End of Year Fiscal Report, October 2007 (http://www.hm-
treasury.gov.uk/end_of_year_fiscal_report.htm); authors’ calculations.  

11 IFS forecasts show errors of similar magnitude. See C. Giles and J. Hall, ‘Forecasting the PSBR outside 
government: the IFS perspective’, Fiscal Studies, 1998, 19(1): 83–100 
(http://www.ifs.org.uk/publications/2250).  



The public finances under Labour 

31 

Figure 2.9. Treasury current budget balance forecasts 
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12 See table B13 of HM Treasury, Pre-Budget Report 1998, November 1998 
(http://archive.treasury.gov.uk/pub/html/prebudgetNov98/index.html). 
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Inflation Report

Figure 2.10. Probabilities for net borrowing outcomes  
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Sources: Historic figures come from HM Treasury, Public Sector Finances Databank, December 2008 
(http://www.hm-treasury.gov.uk/d/public_finances_databank.xls). Central projections are taken from HM 
Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm) and assume that the forecast for 2008–09 is correct; methodology 
for computing fan charts taken from C. Emmerson, C. Frayne and S. Love, ‘Updating the UK’s Code for Fiscal 
Stability’, IFS Working Paper W04/29, 2004 (http://www.ifs.org.uk/publications/3163). 

13 Table 2.2 of HM Treasury, End of Year Fiscal Report, October 2007 (http://www.hm-
treasury.gov.uk/end_of_year_fiscal_report.htm). 
14 http://www.bankofengland.co.uk/publications/inflationreport/index.htm. 



The public finances under Labour 

33 

Figure 2.11. Probabilities for net borrowing outcomes, Budget 2005 
forecast 
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3. The fiscal impact of the credit crunch 

Robert Chote, Carl Emmerson and Gemma Tetlow (IFS) 

Summary  

 The credit crunch has probably imposed a permanent cost on the exchequer of 
around 3.5% of national income – just over £50 billion a year in 2008–09 terms. The 
government has responded with a fiscal squeeze starting next year that will reach 
2.6% of national income a year (or around £38 billion in 2008–09 terms) by 2015–
16. This will largely take the form of a cut in spending as a share of national income. 

 The Pre-Budget Report forecasts imply that public sector net debt will be 21.1% of 
national income higher in 2013–14 than in 2007–08. This is equivalent to almost 
£10,000 for every family in the UK. But only about one-fifteenth of this increase is 
due to the temporary fiscal stimulus announced in the PBR. The weaker outlooks for 
the economy and asset markets are the main drivers. 

 If the average interest rate faced by the government remains at current low levels, 
then the fiscal squeeze may still have to remain in place until the early 2030s before 
public sector debt falls back below 40% of national income. But the cost to the 
taxpayer of financing this debt would remain low by historical standards, with net 
interest payments remaining well below the 3.0% of national income paid in the last 
year that the Conservatives were in office, 1996–97. 

 But if the interest rate faced by the government rose to that of the mid-1990s, then 
the burden of financing debt would rise gradually but unsustainably, requiring a 
bigger fiscal tightening – further tax increases or spending cuts – to keep it in check. 
An even sharper rise in borrowing costs would make the intensification of the 
squeeze more urgent just to avoid debt and interest payments exploding. 

 Much of the focus on the PBR has been on those who will lose from the increases in 
tax. But to return tax and spending to around their pre-credit-crunch levels, the PBR 
cut spending by much more than it increased taxes. As a result, real spending by 
government departments in 2013–14 could be around 3% or £22 billion lower than 
projected at Budget time. Thus the largest group of losers from the PBR will be 
those who would have benefited from this forgone public spending. 

3.1 Introduction 
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3.2 Public sector debt and debt interest 

The cost of the crunch and the policy response 
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Figure 3.1. Discretionary policy change projected in the PBR 
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Sources: HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm); authors’ calculations. 

The PBR forecasts for debt and debt interest 

1 The Treasury did not publish a forecast for net debt in 2013–14 in the 2008 Budget. We assume here that the 
Treasury would have been forecasting a strengthening of the current budget by a further 0.3% of national 
income in 2013–14, as it was forecast would happen in the two preceding years, and that net investment 
would remain at 2.3% of national income. 
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Table 3.1. Change in public sector net debt, 2007–08 to 2013–14  

 % of national income 

Rise already implied in Budget 2008  +1.4 

Pre-Budget Report forecast changes  +22.0 

 ‘Denominator’ effect of lower GDP 
in 2013–14 on a given cash debt stock  

+1.9 

 4% loss of potential output +13.2 

 Additional cyclical borrowing +2.6 

 Revenue losses from asset markets etc. +4.3 

Fiscal stimulus (2008–09 to 2009–10) +1.4 

Policy tightening (2010–11 to 2013–14)  –3.7 

Total change +21.1 
Sources: HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm); authors’ calculations. 

2

2 http://www.independent.co.uk/opinion/commentators/george-osborne-labours-folly-has-finally-been-laid-
bare-1062876.html. 
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Figure 3.2. Public sector net debt, interest payments and average interest 
rates  
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Debt and debt interest beyond the PBR forecasting horizon 

3 Given that the debt ratio in period t+1 is defined as: d(t+1) = d(t)[(1+r)/(1+g)] – PS, the primary surplus (PS) 
consistent with a stable debt ratio is equal to [(r-g)/(1+g)]d(t), where r is the nominal interest rate on debt and 
g is the nominal growth rate of national income. 
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Figure 3.3. Debt and debt interest payments: the impact of the tightening  
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time. 
Sources: Historic data from HM Treasury, Public Sector Finances Databank, December 2008 (http://www.hm-
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Pre-Budget Report: The Economy and Public Finances – Supplementary Material, November 2008 
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Figure 3.4. Net debt: with and without fiscal stimulus package 
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Notes: Figures for fiscal loosening are as shown in Figure 3.1. Also see Notes to Figure 3.3. 
Sources: As Figure 3.3. 
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Figure 3.5. Net debt: with and without additional fiscal tightening 
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Figure 3.6. Illustrative future debt interest payments – what difference 
would a change in average borrowing costs make? 
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Sources: As Figure 3.3. 

Figure 3.7. Illustrative future debt levels – what difference would a 
change in average borrowing costs make? 

 

0

10

20

30

40

50

60

70

80

90

100

19
75

-7
6

19
80

-8
1

19
85

-8
6

19
90

-9
1

19
95

-9
6

20
00

-0
1

20
05

-0
6

20
10

-1
1

20
15

-1
6

20
20

-2
1

20
25

-2
6

20
30

-3
1

20
35

-3
6

20
40

-4
1

20
45

-4
6

20
50

-5
1

Pe
rc

en
ta

ge
 o

f 
na

ti
on

al
 in

co
m

e

Out-turns PBR forecast 7% 4.32% 3%

Notes: As Figure 3.6. 
Sources: As Figure 3.3. 



The fiscal impact of the credit crunch
 

 45

3.3 Policy measures in the Pre-Budget Report 

Table 3.2. Impact of PBR measures on public sector net borrowing 

£ billion  2008–09 2009–10 2010–11 2011–12 2012–13 

Net tax cut 6.6 12.4 3.3 –2.9 –4.0 

Of which      

Tax giveaway +6.9 +13.6 +5.5 +6.2 +6.6 

Tax takeaway –0.3 –1.2 –2.2 –9.1 –10.6 

      

Net spending increase 2.7 3.9 –8.1 –11.2 –18.6 

Of which      

Spending increases +2.7 +4.1 +0.7 +0.3 +0.3 

Spending cuts 0 –0.2 –8.8 –11.5 –18.9 

Addition to borrowing 9.3 16.3 –4.8 –14.1 –22.6 
Note: Figures may not add due to rounding. 
Sources: HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm); authors’ calculations. 
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Figure 3.8. Impact of PBR measures on levels of spending and revenues  
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Figure 3.9. Impact of tax and benefit measures announced for 2011–12 
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Notes: Income decile groups are derived by dividing all households into 10 equal-sized groups according to 
income adjusted for household size using the McClements equivalence scale. Decile group 1 contains the 
poorest tenth of the population, decile group 2 the second poorest, and so on up to decile group 10, which 
contains the richest tenth. 
Source: M. Brewer, J. Browne and D. Phillips, The Distributional Effect of the 2008 Pre-Budget Report, 2008 
(http://www.ifs.org.uk/bns/bn80.pdf). 

The spending squeeze and public services 

4 This group tends not to be captured well by the household survey data used for calculating Figure 3.9 and so 
reliably modelling the effect of the income tax change for this group is difficult. For more discussion, see 
Chapter 11. 
5http://www.conservatives.com/News/Speeches/2008/12/David_Cameron_Fiscal_responsibility_and_the_rec
ession.aspx. 
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6 National Audit Office, The Efficiency Programme: A Second Review of Progress, February 2007 
(http://www.nao.org.uk/publications/0607/the_efficiency_programme_a_se.aspx). 
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3.4 Conclusions 

7 See F. Jones, ‘The effects of taxes and benefits on household income, 2006/07’, Economic and Labour 
Market Review, 2(7), July 2008 
(http://www.statistics.gov.uk/elmr/07_08/downloads/ELMR_Jul08_Jones.pdf). 
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4. The economic outlook 

David Miles, with Melanie Baker (Morgan Stanley) 

Summary  

 The UK economy is already in recession and the near-term outlook is worse than it 
has been for many years. But our central forecast is that the UK will avoid a deep 
and prolonged recession, thanks to enormous monetary and substantial fiscal stimuli 
already announced. However, we expect a decidedly slow recovery.  

 Our central forecast is similar to the Treasury’s in the near term, but has weaker 
growth than the Treasury expects in 2012–13 and 2013–14. We agree with its 
assessment that the credit crunch will reduce the productive potential of the 
economy by about 4%, albeit more slowly than the Treasury expects. 

 Weak consumer spending and investment will be the main drivers of the recession 
and continued below-trend growth. With credit conditions likely to remain tight, 
and given high indebtedness, consumers in aggregate will increase their saving rates 
and companies will cut investment. 

 The risks to this outlook remain skewed to the downside. A sharp change in 
household behaviour could drive the saving rate much higher and consumer 
spending sharply lower. But there are upside risks too. In particular, there may be 
positive supply-side responses to the shocks, which would reduce the loss of 
productive potential and allow the economy to sustain a stronger recovery. 

4.1 Introduction 
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4.2 Recent developments and near-term outlook 

Introduction  

Figure 4.1. Economic growth and inflation since 1957  
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Household consumer spending and investment 
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Figure 4.2. Real consumer spending growth  
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Household saving rate and disposable income 
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Figure 4.3. Saving rate  
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The effect of Bank of England rate cuts on disposable income:

1 R. Banerjee and N. Batini, UK Consumers’ Habits, External MPC Unit Discussion Paper 13, Bank of England, 
May 2003. 
2 About 50% of mortgages in the UK have a floating rate. This includes about 10% of the total stock of 
mortgages which pay the lender’s standard variable rate mortgages (SVRs). Most of the rest of that 50% are 
tracker mortgages or discounted variable mortgages of one type or another, where the vast majority of tracker 
mortgages will link to the Bank of England policy rate (though some tracker and variable-rate mortgages will 
have collars or floors). The value of outstanding mortgages in the UK is about £1.2 trillion. So, if rates come 
down by 300bp for 40% of mortgage debt, this will be a boost to disposable income of those with debt (all 
else equal) of roughly £15 billion.  
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before

Household balance sheets  

positive

3 In 2007, 1.5 million fixed-rate mortgages were taken out in the UK. The vast majority have fixed-rate terms 
of between two and five years (longer-term fixed-rate mortgages remain unusual in the UK) and a lot of these 
will have been two-year fixed-rate mortgages. We assume that 75% were two-year fixed-rate mortgages. 
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Figure 4.4. Debt affordability 

 

0

2

4

6

8

10

12

14

1
9

8
8

1
9

8
9

1
9

9
0

1
9

9
1

1
9

9
2

1
9

9
3

1
9

9
4

1
9

9
5

1
9

9
6

1
9

9
7

1
9

9
8

1
9

9
9

2
0

0
0

2
0

0
1

2
0

0
2

2
0

0
3

2
0

0
4

2
0

0
5

2
0

0
6

2
0

0
7

2
0

0
8

2
0

0
9

P
er

 c
en

t 

Debt servicing as a % of disposable income (MIRAS adjusted) 

Interest payments as a % of disposable income (MIRAS adjusted)

Notes: Debt servicing is interest payments by households and regular payment of mortgage principal. MIRAS 
is mortgage interest tax relief (phased out during the 1990s). 
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Figure 4.5. Household capital gearing: increased debt and assets 
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Figure 4.6. Credit availability (Bank of England Credit Conditions Survey) 
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Source: Bank of England.  

Figure 4.7. Growth in the stock of lending to households and absolute 
amounts of monthly net mortgage lending 
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4 An increase in housing equity withdrawal simply means that mortgage lending has increased ahead of 
investment in housing – i.e. in aggregate, households are using secured borrowing to free up funds to invest in 
other assets, to pay down unsecured debt or to spend. 
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Employment and wages 

Figure 4.8. Employment growth 
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5 Working-age inactivity levels have risen over the past 10 years after a sharp rise following the last recession. 
Although this has been declining as a percentage of the working-age population, the decline has been very 
gradual. 
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Housing, equities and the wealth effect  

House prices:

Figure 4.9. House prices relative to average household disposable income  
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Sources: ONS; HBOS; DCLG; Morgan Stanley Research. 

6 See M. Helsby, D. Miles, S. Hayne and M. Baker, UK Banks & Economics: The Mortgage Markets, the Wider 
Economy and the Banks in the Credit Crunch, 14 April 2008. 
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Housing wealth and transaction effects on consumer spending:

Negative equity:

Equities:

Business investment 

Credit conditions – cost and availability of credit (and capital) 

7 S. Babka et al., Capital Goods: Cutting Estimates Sharply but Changing Tactics, Morgan Stanley Research, 3 
November 2008. 
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Availability of credit:

Figure 4.10. Bank of England Credit Conditions Survey: corporate sector 
credit availability 
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Source: Bank of England. 

Box 4.1. Does deleveraging have to reduce non-financial sector credit? 

The impact of deleveraging depends on how leverage was built up. Figure 4.11 shows 
that lending by UK monetary and financial institutions has increased greatly over the 
past 10 years. The ratio of gross M4 lending to GDP – one simple measure of leverage 
for the whole economy – increased from close to 105% to 160% between 2000 and the 
third quarter of 2008. A substantial part of that increase represents lending by banks to 
other financial institutions. This intra-financial-sector lending rose from 23% of GDP to 
about 57% of GDP; M4 lending to the private non-financial sector rose much less 
sharply – from around 81% of GDP to 102% of GDP.  

8 A. Sheets et al., Fear of Commitments, Morgan Stanley Research, 26 November 2008. 
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Figure 4.11. UK bank and building society sterling lending (M4 lending)  
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Note: Figures show lending by M4 lending institutions (banks and building societies) in sterling to the non-
bank private sector – disaggregated into lending to the private non-financial sector and loans to other (non-
bank) financial institutions. 
Sources: Bank of England; ONS; Morgan Stanley Research. 

So, more than 60% of the very substantial rise in total economy leverage since 2000 
came about due to lending between financial firms. Much of that rise came about as 
banks sold assets that once would have sat on their balance sheets (largely as loans) to 
non-banks (e.g. hedge funds) who financed the acquisition with loans. Some of that 
activity came about through off-balance sheet vehicles (structured investment vehicles 
and special purpose vehicles). If this process were to go into reverse, deleveraging in the 
economy could be very substantial while the availability of credit to the non-financial 
sector is little affected. The example outlined below shows how: 

The creation and destruction of leverage 

Old-fashioned bank 

 Assets Liabilities 

 100 (loans)       10 (equity) 

         90 (deposits) 

Total debt in economy (gross): 100 of loans to non-banks + 90 bank debt = 190 

New bank     New non-bank financial 
firm 

Assets   Liabilities   Assets  Liabilities 

100 (loans/ABCP) 10 (equity)   100 (ABS) 100 
(loans/ABCP)  90 (deposits) 

Total debt in economy (gross): 100 of loans to non-banks + 90 bank debt + 100 of bank 
loans/ABCP to the new non-bank institution = 290 
Notes: ABCP = asset-backed commercial paper; ABS = asset-backed securities. 
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Cost of credit:

Reliance on borrowing:

Figure 4.12. Non-financial corporates: internal financing as a percentage 
of gross capital formation 
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Note: Calculation is, for the non-financial corporate sector, gross (including depreciation) corporate savings 
divided by gross capital formation. 
Sources: ONS; Morgan Stanley Research. 
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Conservation of working capital:

Corporate balance sheets 

Figure 4.13. Private non-financial corporate gearing (ratios) 
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9 Liabilities that are securities other than shares, plus loans less direct investment loans. 
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Global environment 

Downturn in commercial property 

Monetary policy 

Neutral rates 

10 If, for example, the price elasticity of the volumes of exports and imports were each ½ – so that the 
Marshall–Lerner conditions were just satisfied – there would ultimately be a roughly 12½% rise in the volume 
of exports and a 12½% decline in the volume of imports if the depreciation in sterling since mid-2007 were to 
be sustained. That would represent a boost to demand of around 7½% of GDP. Empirical evidence does 
suggest that the Marshall–Lerner conditions, that the sum of price elasticities is at least unity, are just satisfied 
for the UK.  
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Inflation outlook 

Real rates 

11 In reaching this judgement, we use a five-equation model that allows us to determine the long-run steady-
state levels for key macroeconomic variables. With inflation roughly at target, this steady state has base rates 
at a ‘neutral’ level of just over 5¼%. 
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Box 4.2. A ‘deflation’ scare 

With growth forecasts for 2009 being reduced sharply by analysts and institutions, and 
with inflation on a downward trajectory in most major economies, ‘deflation’ has re-
entered discussions on the global outlook.  

We think it is likely that UK inflation on the RPI measure will move significantly into 
negative territory (year on year) and that CPI inflation will dip into negative territory 
(Figure 4.14). 

However, here we would make a qualitative differentiation between ‘good deflation’ 
and ‘bad deflation’. We expect good deflation, but bad deflation is the outcome that 
policymakers are determinedly trying to avoid. 

Good deflation: By good deflation, we mean deflation led by cuts in mortgage rates 
(reflected in RPI) and cuts in energy prices (reflected in both CPI and RPI) as well as 
falling food prices. These do not primarily reflect lower demand and incomes in the UK 
economy. These types of falls in prices increase the real disposable income of households 
– all else equal, they make UK households better off and should spur increases in 
consumer spending. 

Bad deflation: By bad deflation, we mean domestically-generated (endogenous) 
deflation. In this scenario, lower domestic incomes and lower demand lead to lower 
prices and sustained or increased deflation. Nominal interest rates cannot (at all easily) 
be negative, so even at zero interest rates, deflation would imply positive real interest 
rates and an increased real debt burden that can then curtail domestic demand further, 
increasing domestically-generated deflation. 

A deflation ‘scare’ is likely, and is probably underway already, given the levels of break-
even inflation calculated from the difference between nominal government bond yields 
and yields on real (index-linked) government bonds. These declined dramatically in the 
latter part of 2008. However, we do not expect a prolonged (or indeed, problematic) 
period of deflation in the UK: 

 UK households are highly leveraged such that any given change in interest rates has 
a bigger effect on available income. Not only are UK households highly leveraged, 
but most of this debt is variable-rate debt, much of which is directly tied to the 
policy rate or (one- to three-year) short-term fixed-rate debt so that policy rate 
changes hit household incomes relatively quickly. We have seen massive rate cuts 
from the Bank of England. 

 The UK authorities are determined to avoid deflationary outcomes. 

 This period of slowdown has not followed a large boom in the UK economy. We 
believe that there is limited spare capacity in the economy. Without a large 
overhang of excess capacity, the chances of avoiding bad deflation improve. 

 UK financial institutions are writing down debts so that a very prolonged balance-
sheet drag from underperforming assets is not likely. 

 Sterling has depreciated markedly. 
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Figure 4.14. Morgan Stanley central inflation forecasts 
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The transmission mechanism 

The Bank of England’s reaction function 
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The zero bound and unconventional policy measures 

Quarterly Bulletin

4.3 Trend growth and the economic cycle  

Potential growth  

12 Many deposit balances pay close to zero interest already and, in the interests of building up a more 
sustainable balance sheet, banks will probably want to encourage depositors at the expense of new borrowers. 
13 Bank of England, ‘Monetary policy and the zero bound to nominal interest rates’, Quarterly Bulletin, Spring 
2003. 
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Table 4.1. Potential GDP growth (part one): the contribution of labour 
inputs 

Factors: 
(percentage point 
contributions) 

Labour 
participation

Employment 
rate 

Hours 
worked 

Population 
growth  

Total contribution:
labour variables and 

population 
1972–2007 0.2 0.0 –0.2 0.2 0.2 

1996–2007 0.2 0.2 –0.2 0.4 0.7 

2001–2007 0.3 0.0 –0.2 0.5 0.6 
      

2001 0.2 0.2 –0.3 0.4 0.5 

2002 0.3 0.1 –0.3 0.4 0.5 

2003 0.3 0.1 –0.3 0.5 0.5 

2004 0.3 0.0 –0.2 0.5 0.6 

2005 0.3 –0.1 –0.1 0.6 0.7 

2006  0.3 –0.1 –0.1 0.6 0.7 

2007  0.3 –0.1 0.0 0.6 0.8 

2008 H1 0.3 –0.1 0.0 0.6 0.8 

Forecasts      

2009 0 –0.1 0 0.4 0.3 

2010 0 –0.1 0 0.4 0.3 

2011 0 0.0 0 0.3 0.3 

2012 0 0.0 0 0.3 0.3 

Note: The trend rate of the underlying components from the production function is calculated using an HP 
filter, which aims to decompose output into a permanent (‘trend’) component and a cyclical factor. 
Source: Morgan Stanley Research estimates. 
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Figure 4.15. Labour participation  
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Note: We define labour participation as employment plus unemployment (aged 16 years and above) divided by 
the overall population. 
Sources: ONS; Morgan Stanley Research. 

Table 4.2. Potential GDP growth (part two): capital deepening and 
innovation 

Factors: 
(percentage 
point 
contributions) 

Capital 
deepening 

TFP 
growth 

Total 
contribution 
from labour 

variables and 
population 

(from Table 4.1)

Overall 
potential 

GDP growth 
from sum of 

filtered 
contributions

Actual 
observed 

GDP 
growth 

1972–2007 0.4 1.8 0.2 2.4 2.4 

1996–2007 0.7 1.5 0.7 2.9 2.9 

2001–2007 0.7 1.3 0.6 2.6 2.5 
      

2001 1.1 1.4 0.5 2.9 2.4 

2002 1.0 1.3 0.5 2.7 2.1 

2003 0.9 1.2 0.5 2.6 2.8 

2004 0.7 1.2 0.6 2.5 2.7 

2005 0.6 1.3 0.7 2.6 2.0 

2006  0.4 1.3 0.7 2.5 2.8 

2007  0.4 1.4 0.8 2.5 3.0 

2008 H1 0.3 1.4 0.8 2.5 2.2 

Forecasts      

2009 0.0 1.4 0.3 1.7  

2010 0.0 1.4 0.3 1.7  

2011 0.1 1.4 0.3 1.8  

2012 0.1 1.4 0.3 1.8  

Note: The trend rate of the underlying components from the production function is calculated using an HP 
filter, which aims to decompose output into a permanent (‘trend’) component and a cyclical factor. 
Source: Morgan Stanley Research estimates. 

14 We estimate TFP by using a standard (Cobb–Douglas) production function (for details, see D. Miles with M. 
Baker and V. Pillonca, ‘The economic outlook’, in R. Chote, C. Emmerson, R. Harrison and D. Miles (eds), The 
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The output gap 

IFS Green Budget: January 2006, IFS Commentary 100, available at 
http://www.ifs.org.uk/budgets/gb2006/06chap3.pdf). 

15 For instance, we assumed a simple Cobb–Douglas specification where technology enters multiplicatively. 
16 Note, however, that running the filter on a GDP series including our forecasts would instead suggest that 
trend growth was only around 1½% in Q3 2008 and is likely to remain around that level for the next couple of 
years at least. One property of this filtering technique is significant sensitivity to the last data point. Since the 
last data point of the forecasts is different from using actual data, this results in a different assessment of 
potential growth. 
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Figure 4.16. Cyclical fluctuations in the UK economy since 1978 
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Table 4.3. Dates of full UK economic cycles since 1987 
HM Treasury Statistical filter 

HP 1,600 
1986Q2 – 1997H1 (45Qs) 1987Q3 – 1994Q2 (28Qs) 

1997H2– 2006H1 (36Qs) 1994Q3 – 1999Q2 (20Qs) 

 1999Q3 – 2006Q3 (29Qs) 

Sources: HM Treasury; Morgan Stanley Research.  

Conclusion: what is the trend rate of growth now? 

4.4 Conclusions: three scenarios for the next five 
years 

17 One property of this filtering technique is significant sensitivity to the last data point. Since the last data 
point of the forecasts is different from using actual data, this results in a slightly different assessment of past 
cycles. 
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Figure 4.17. Alternative GDP growth scenarios  
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Central case  

Table 4.4. Morgan Stanley central case economic projections 

 2006–
07 

2007–
08 

2008–
09 

2009–
10 

2010–
11 

2011–
12 

2012–
13 

2013
–14 

Real GDP 
(% annual change) 

2¾ 3 –½ –¼ 2 3 2¼ 2½ 

Real consumer 
spending 
(% annual change) 

2¼ 3¼ ½ ¼ 1 2½ 2¾ 2 

Employment 
(% annual change) 

¾ 1 –½ –1¼ ½ 1 ¾ ¾ 

CPI inflation 
(% annual change) 

2½ 2¼ 3½ ¾ 2½ 2 2 2 

Output gap 
(%) 

½ 1¾ –0 –1½ –1 ¼ ¾ ¾ 

Saving rate 
(%) 

3¾ 1½ 0 1 1¾ 2 2 2½ 

Unemployment rate 
(%) 

5½ 5¼ 6¼ 7¾ 7½ 7½ 7½ 6½ 

Productivity growth 
(% annual change) 

2 1¾ ¼ 1 1¾ 1¾ 1¾ 1¾ 

Note: The output gap is calculated mechanically using an HP filter on real GDP (including our forecasts). 
Sources: ONS; Morgan Stanley Research. 2008–09 onwards are Morgan Stanley Research estimates. 
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‘Pessimistic case’ 
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Table 4.5. Morgan Stanley pessimistic case economic projections 

 2006–
07 

2007–
08 

2008–
09 

2009–
10 

2010–
11 

2011–
12 

2012–
13 

2013
–14 

Real GDP 
(% annual change) 

2¾ 3 –¾ –2¾ 1 1¾ 1½ 2 

Real consumer 
spending 
(% annual change) 

2¼ 3¼ 0 –2½ –¼ 1 1¾ 1¼ 

Employment 
(% annual change) 

¾ 1 –½ –2¾ ½ ½ ½ ¾ 

CPI inflation 
(% annual change) 

2½ 2¼ 3½ –½ ¾ 1 2½ 2 

Output gap 
(%) 

¾ 2½ 1 –2 –1½ –0 ¾ 1¼ 

Saving rate 
(%) 

3¾ 1½ ¼ 3 5 6¼ 5½ 6¼ 

Unemployment rate 
(%) 

5½ 5¼ 6½ 9¼ 9 9 9 8 

Productivity growth 
(% annual change) 

2 1¾ ¼ ¼ ¾ 1¼ 1¼ 1¾ 

Note: The output gap is calculated mechanically using an HP filter on real GDP (including our ‘pessimistic’ 
forecasts). 
Sources: ONS; Morgan Stanley Research. 2008–09 onwards are Morgan Stanley Research estimates. 

 

 

18 http://www.statistics.gov.uk/pdfdir/wealth0108.pdf.  
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‘Optimistic case’ 

Table 4.6. Morgan Stanley optimistic case economic projections 

 2006–
07 

2007–
08 

2008–
09 

2009–
10 

2010–
11 

2011–
12 

2012–
13 

2013
–14 

Real GDP 
(% annual change) 

2¾ 3 –¼ 1 3 3¾ 3 3½ 

Real consumer 
spending 
(% annual change) 

2¼ 3¼ ¾ ¼ 1¾ 2¾ 3 2¾ 

Employment 
(% annual change) 

¾ 1 –¼ ¾ 1¾ 2¼ 1½ ¾ 

CPI inflation 
(% annual change) 

2½ 2¼ 3½ 1 2¾ 2¼ 2½ 2 

Output gap 
(%) 

½ 1½ –½ –1½ –1 ½ ¾ 1½ 

Saving rate 
(%) 

3¾ 1½ 0 2 2¾ 3½ 3 2¼ 

Unemployment rate 
(%) 

5½ 5¼ 6 5¾ 4½ 3¼ 3 3 

Productivity growth 
(% annual change) 

2 1¾ ¼ ¼ 1¼ 1¼ 1¾ 1¾ 

Note: The output gap is calculated mechanically using an HP filter on real GDP (including our ‘optimistic’ 
forecasts). 
Sources: ONS; Morgan Stanley Research. 2008–09 onwards are Morgan Stanley Research estimates. 
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5. The fiscal rules and policy framework 

Robert Chote, Carl Emmerson and Gemma Tetlow (IFS) 

Summary  

 In 1997, the government promised to abide by two fiscal rules that constrain how 
much it borrows and to what purpose. It claims to have met them over an economic 
cycle running from 1997 to 2006, but they had already lost credibility as a 
meaningful constraint on policy prior to the current crisis. 

 Having overachieved the golden rule by delivering an average current budget surplus 
of £2 billion a year over the last economic cycle, Labour now expects an average 
current budget deficit of £37 billion a year over the next. This would be a much 
larger average deficit than in either of the two cycles under the previous 
Conservative government.  

 The headline measure of public sector net debt could rise to around 170% of 
national income now that RBS is to be treated as a public corporation – or to around 
240% if Lloyds Banking Group is treated similarly. But whether these investments 
will increase or reduce debt in the long term remains uncertain. 

 Given the scale of the shock to the public finances resulting from the credit crunch, 
the government has sensibly decided to suspend the rules rather than taking the 
draconian decisions necessary to adhere to them. 

 The government’s ‘temporary operating rule’ offers it considerable flexibility in 
setting fiscal policy, but it may not be seen as much of a constraint on tax and 
spending decisions. In practice, the verdict of the financial markets may be the main 
constraint and the government’s loss of credibility in the past may make a rise in its 
borrowing costs more likely.  

 The government should consider adopting a target for future debt servicing costs 
and other commitments imposed on future taxpayers, rather than the stock of 
public sector net debt. The government could also commit to overachieving the 
golden rule by an amount sufficient to ‘pre-fund’ any increase in public sector 
pension costs that its actions impose on future taxpayers.  

 The government should consider creating a properly funded independent body, with 
access to all the information currently available to the Treasury, to prepare fiscal 
forecasts and recommend to the Chancellor what fiscal tightening or loosening 
would be consistent with meeting the fiscal rules.  

5.1 Introduction 
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Financial Times

5.2 Gordon Brown’s fiscal rules  

 

1 ‘Cut spending to reduce borrowing’, Financial Times, 2 January 2007 (http://www.ft.com/cms/s/683400d2-
9a05-11db-8b6d-0000779e2340.html).  
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The golden rule 

 

 

Intergenerational fairness 

2 For a discussion, see HM Treasury, Fiscal Policy: Current and Capital Spending, London, 1998 
(http://www.hm-treasury.gov.uk/d/530.pdf).  
3 The extent to which fiscal policy has been ‘coordinated’ with monetary policy since 1997 is discussed in 
section 2.7 of R. Chote, C. Emmerson, C. Frayne and G. Tetlow, ‘The public finances under Mr Brown’, in R. 
Chote, C. Emmerson, A. Leicester and D. Miles (eds), The IFS Green Budget: January 2007, IFS Commentary 
102 (http://www.ifs.org.uk/budgets/gb2007/07chap2.pdf). 
4 For a detailed discussion, see section 3.2 of R. Chote, C. Emmerson and G. Tetlow, ‘The fiscal rules and policy 
framework’, in R. Chote, C. Emmerson, D. Miles and J. Shaw (eds), The IFS Green Budget: January 2008, IFS 
Commentary 104 (http://www.ifs.org.uk/budgets/gb2008/08chap3.pdf). 
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Taking account of the economic cycle 

5 According to Treasury estimates, if national income were to rise by 1% relative to its sustainable level, 
current spending would be expected to fall by about 0.5% of national income while current receipts would be 
expected to rise by about 0.2% of national income over the following two years. The net effect is to increase 
the current budget surplus by about 0.7% of national income. As taxes and spending both equal roughly 40% 
of the economy, if national income were to rise by 1%, both revenues and spending would fall by about 0.4% 
of national income when compared with the size of the economy (assuming there were no change in their cash 
value). Treasury estimates suggest that, in addition to this ‘denominator’ effect, over the following two years 
we would see spending on transfer payments and debt interest payments drop by 0.1% of national income and 
revenues rise by 0.6% of national income. Adding the two effects together, after a 1% rise in national income 
relative to its sustainable level, we would see current spending fall by about 0.5% of national income while 
current receipts rise by about 0.2% of national income over the following two years. The net effect is to 
increase the current budget surplus by about 0.7% of national income. See page 18, table 2.K of S. Farrington, 
J. McDonagh, C. Colebrook and A. Gurney, ‘Public finances and the cycle’, Treasury Economic Working Paper 
5, November 2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_publicfinances.htm). 
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Assessing compliance with the golden rule 

Figure 5.1. Treasury current budget balance forecasts 
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Sources: Successive Budgets and 2008 PBR; all documents available at http://www.hm-
treasury.gov.uk/bud_bud08_index.htm.  

6 This is perhaps best demonstrated by the Treasury’s announcement in July 2005 that, in the light of new 
evidence, the then current economic cycle was believed to have begun eight rather than six years earlier. See 
HM Treasury, Evidence on the UK Economic Cycle, July 2005 (http://www.hm-
treasury.gov.uk/d/economic_cycles190705.pdf). 
7 See page 13, chart 2.D of HM Treasury, End of Year Fiscal Report, November 2008 (http://www.hm-
treasury.gov.uk/d/pbr08_endofyear_403.pdf).  
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8 For a detailed discussion, see section 3.2 of R. Chote, C. Emmerson and G. Tetlow, ‘The fiscal rules and policy 
framework’, in R. Chote, C. Emmerson, D. Miles and J. Shaw (eds), The IFS Green Budget: January 2008, IFS 
Commentary 104 (http://www.ifs.org.uk/budgets/gb2008/08chap3.pdf). 
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Figure 5.2. Meeting or missing the golden rule? 

 

-40

-35

-30

-25

-20

-15

-10

-5

0

5

Conservatives:   
1978 to 1986

Conservatives:   
1986 to 1997

        Labour:         
1997 to 2006

        Labour:         
2006 to 2014

£
 b

ill
io

n
, 

2
0

0
8

–0
9

 t
er

m
s

-2.7

-2.4

-2.1

-1.7

-1.4

-1.0

-0.7

-0.3

0.0

0.3

P
er

ce
n

ta
g

e 
o

f 
n

at
io

n
al

 in
co

m
e

Average current budget surplus

Notes: Figure shows cumulative current budget surplus as a share of national income over 1978–79 to 1986–
87, 1986–87 to 1997–98, 1997–98 to 2006–07 and 2006–07 to 2013–14. On the left-hand axis, this is 
expressed in 2008–09 terms using the 2008 PBR projection of GDP of £1,463 billion. 
Source: HM Treasury, Public Sector Finances Databank, December 2008 (http://www.hm-
treasury.gov.uk/d/public_finances_databank.xls). 

The sustainable investment rule 

9 Page 20, paragraph 2.13 of HM Treasury, 2007 Pre-Budget Report and Comprehensive Spending Review, 
October 2007 (http://www.hm-treasury.gov.uk/pbr_csr07_index.htm). 
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Figure 5.3. Treasury forecasts for underlying public sector net debt 
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treasury.gov.uk/d/public_finances_databank.xls); HM Treasury, Budget 2002, April 2002 (http://www.hm-
treasury.gov.uk/bud_bud02_index.htm); HM Treasury, Pre-Budget Report 2008, November 2008 
(http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 
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Why impose a debt ceiling? 

in
extremis

The height of the debt ceiling 

10 Page 19 of HM Treasury, Long-Term Public Finance Report: An Analysis of Fiscal Sustainability, December 
2006 (http://www.hm-treasury.gov.uk/prebud_pbr06_adlongterm.htm). 
11 R. Woods, ‘The role of public debt in the UK fiscal rules’, paper presented at the 6th Banca d’Italia Public 
Finance Workshop, 2004 (http://www.bancaditalia.it/studiricerche/convegni/atti/publ_debt/session2/333-
366_woods.pdf). 
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Figure 5.4. General government debt ratios in OECD countries in 2008 
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(http://www.oecd.org/document/18/0,3343,en_2649_33733_20347538_1_1_1_1,00.html). 
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12 Debt interest payments would also not rise as a share of national income as long as nominal interest rates 
were not above 5% p.a. 
13 Source: Table 4.1, page 36 of HM Treasury, Long-Term Public Finance Report: An Analysis of Fiscal 
Sustainability, March 2008 (http://www.hm-treasury.gov.uk/d/bud08_longterm_586.pdf). 
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Other liabilities: public-service pensions and PFI contracts 

14 See Conservative Party, Reconstruction: Plan for a Strong Economy – Plan for Change, September 2008 
(http://www.conservatives.com/~/media/Files/Downloadable%20Files/Reconstruction_-
_Plan_for_a_strong_economy.ashx?dl=true).  
15 A. Bozio and P. Johnson, ‘Public sector pay and pensions’, in R. Chote, C. Emmerson, D. Miles and J. Shaw 
(eds), The IFS Green Budget: January 2008, IFS Commentary 104 
(http://www.ifs.org.uk/budgets/gb2008/08chap8.pdf). 
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Table 5.1. Estimated value of various future public sector obligations 
based on official estimates 

  £ billion % of GDP

(1) Public sector net debt, March 2008 526.8 36.5 
    

(2) Estimated unfunded public sector pension liabilities, 
March 2006 (official estimate) 

≈650 ≈45 

(3) Estimated future PFI payments, signed current deals, 
October 2008 (IFS estimate based on official numbers) 

≈130 ≈9 

    

(4) Total (rows 1, 2 and 3) ≈1,300 ≈90 

Sources: Public sector net debt from tables A7 and A8 of HM Treasury, Public Sector Finances Databank, 
December 2008 (http://www.hm-treasury.gov.uk/d/public_finances_databank.xls). Public sector pension 
liabilities from page 38, box 4.3 of HM Treasury, Long-Term Public Finance Report: An Analysis of Fiscal 
Sustainability, March 2008 (http://www.hm-treasury.gov.uk/d/bud08_longterm_586.pdf). Estimated future 
PFI payments from page 37, table 2.6 of HM Treasury, 2008 Pre-Budget Report: The Economy and Public 
Finances – Supplementary Material, November 2008 (http://www.hm-
treasury.gov.uk/d/pbr08_chartstables_501.pdf) with payments discounted to 2008–09 by future nominal 
national income (assuming real growth of 2½% p.a. and economy-wide inflation of 2.7% p.a. from April 2014 
onwards).  

16 A more detailed discussion of the treatment of both public sector pensions and PFI contracts in the public 
finances can be found in section 3.3 of R. Chote, C. Emmerson and G. Tetlow, ‘The fiscal rules and policy 
framework’, in R. Chote, C. Emmerson, D. Miles and J. Shaw (eds), The IFS Green Budget: January 2008, IFS 
Commentary 104 (http://www.ifs.org.uk/budgets/gb2008/08chap3.pdf). 
17 Source: Page 38, box 4.3 of HM Treasury, Long-Term Public Finance Report: An Analysis of Fiscal 
Sustainability, March 2008 (http://www.hm-treasury.gov.uk/d/bud08_longterm_586.pdf). 
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Other liabilities: recent financial market interventions 

18 HM Treasury, ‘PFI Signed Projects List – November 2008’ (http://www.hm-
treasury.gov.uk/ppp_pfi_stats.htm). 
19 See pages 28–30 of House of Commons Treasury Committee, The 2008 Budget, Ninth Report of Session 
2007–08, HC 430 (http://www.publications.parliament.uk/pa/cm200708/cmselect/cmtreasy/430/430.pdf) 
and M. Kellaway, ‘Private Finance Initiative and public debt’, Economic & Labour Market Review, 2(5): 21–22, 
May 2008 (http://www.statistics.gov.uk/elmr/05_08/downloads/ELMR_May08_Kellaway.pdf). 
20 Source: http://www.networkrail.co.uk/aspx/5327.aspx.  
21 In the case of Northern Rock – which was nationalised on 17 February 2008 – this reclassification was made 
from 9 October 2007. This was the date that the loan was made from the Bank of England that required 
Northern Rock to obtain the Bank’s permission to restructure, change its business, pay dividends, or acquire or 
dispose of certain types of assets. In the case of Bradford & Bingley, its inclusion on the public sector balance 
sheet is from 26 September 2008, whereas it was actually nationalised three days later (on 29 September 
2008). For details of the ONS decision on Northern Rock, see M. Kellaway and H. Shanks, ‘Northern Rock plc’, 
NACC Decisions, 7 February 2008 (http://www.statistics.gov.uk/articles/nojournal/Rock_article.pdf), while IFS 
analysis can be found at http://www.ifs.org.uk/pr/Northern_Rock.pdf. For details of the ONS decision on 
Bradford & Bingley, see the ONS News Release at http://www.statistics.gov.uk/pdfdir/cbb1108.pdf. 
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Table 5.2. Actual and possible impact on public sector net debt from 
recent financial sector interventions 

  Amount paid 
for acquisition 

Equity 
acquired 

Gross liabilities net of 
short-term financial assets 

    £bn % of GDP 

Nationalisations     

Northern Rock To be decided 100% 81.9 5.6 

Bradford & Bingley To be decided 100% 41–51 2.8–3.5 
     

Bank Recapitalisation Fund     

Royal Bank of Scotland £15bn ord. shares
£5bn pref. shares

63% Up to £1,845 Up to 125% 

Lloyds Banking Group £13bn ord. shares
£4bn pref. shares

44% Up to £1,017 Up to 70% 

Sources: Gross liabilities net of short-term financial assets: Northern Rock for 2008Q3 from table PSF1 of 
Office for National Statistics, First Release: Public Sector Finances, November 2008, 18 December 2008 
(http://www.statistics.gov.uk/pdfdir/psf1208.pdf); Bradford & Bingley from Interim Results for half year 
ended 30 June 2008 (http://www.bbg.co.uk/bbg/ir/news/releases/groupnews/gn2008/2008-08-29/2008-08-
29.pdf); Royal Bank of Scotland from Interim Results for half year ended 30 June 2008 
(http://www.investors.rbs.com/downloads/interim2008.pdf); Lloyds TSB from Interim Results for half year 
ended June 2008 (http://www.investorrelations.lloydstsb.com/ir/company_reports_page.asp#2008); HBOS 
from Interim Results for half year ended June 2008 
(http://www.hbosplc.com/home/includes/RNS_Interims_2008.pdf). Amount paid, and equity acquired, by the 
Bank Recapitalisation Fund from statement by Chancellor of the Exchequer Alistair Darling to the House of 
Commons on financial markets, 13 October 2008 (http://www.hm-
treasury.gov.uk/statement_chx_13_10_08.htm). 

22 Source: Page 6 of Office for National Statistics, First Release: Public Sector Finances, November 2008, 18 
December 2008 (http://www.statistics.gov.uk/pdfdir/psf1208.pdf). 
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23 See table 3, page 104 of K. Sandal, ‘The Nordic banking crises in the early 1990s – resolution methods and 
fiscal costs’ in T. Moe, J. Solheim and B. Vale (eds), The Norwegian Banking Crisis, May 2004, Norges Bank 
Occasional Paper (http://www.norges-bank.no/upload/import/publikasjoner/skriftserie/33/chapter3.pdf). 
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5.3 A new temporary operating rule 

 

 

 

24 HM Treasury, The Code for Fiscal Stability, November 1998 (http://www.hm-
treasury.gov.uk/ukecon_fisc_code98.htm). 
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25 Paragraph 1.11 of HM Treasury, The Government’s Fiscal Framework, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_fiscalframework.htm). 
26 Paragraph 1.12 of HM Treasury, The Government’s Fiscal Framework, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_fiscalframework.htm). 
27 See page 6 of Conservative Party, Reconstruction: Plan for a Strong Economy – Plan for Change, September 
2008 (http://www.conservatives.com/~/media/Files/Downloadable%20Files/Reconstruction_-
_Plan_for_a_strong_economy.ashx?dl=true). 
28 Source: Foreword to E. Balls and G. O’Donnell, Reforming Britain’s Economic and Financial Policy: Towards 
Greater Economic Stability, Palgrave Macmillan, 2002. 
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5.4 An improved fiscal framework 

 

 

 

An improved golden rule 

 

29 Page 1 of HM Treasury, Fiscal Policy: Lessons from the Last Economic Cycle, November 1997, London: HM 
Treasury (http://www.hm-treasury.gov.uk/d/lessons.pdf).  
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Enhancing intergenerational fairness 

Better account of uncertainty in fiscal forecasts 

Review

A forward-looking approach 

30 See http://www.niesr.ac.uk/pubs/review.php.  
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Protecting future generations: a ‘sustainable commitments rule’ 

31 At the end of the forecast period to have a falling cyclically-adjusted current budget in the case of Labour or 
a cyclically-adjusted balance in the case of the Conservatives. 
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Figure 5.5. Public sector net debt interest since 1948–49 
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Sources: Public sector net debt interest is gross interest paid less gross interest received. Measures of gross 
interest are ONS series ANLO and ANBQ, from table 2.3C of Financial Statistics Freestanding Time Series 
Data. Projections from HM Treasury, Budget 2007 (http://www.hm-treasury.gov.uk/bud_bud07_index.htm) 
and Pre-Budget Report 2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 
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Figure 5.6. Estimated future public-service pension payments 
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Note: Years refer to the financial year in which three quarters of the calendar year lie.  
Sources: HM Treasury, Long-Term Public Finance Report: An Analysis of Fiscal Sustainability, 2004 and 2008 
(both available from http://www.hm-treasury.gov.uk/bud_bud08_longterm.htm). 

32 For a discussion of the impact of these reforms, see, for example, A. Steventon, An Assessment of the 
Government's Reforms to Public Sector Pensions, Pensions Policy Institute, London, 2008 
(http://www.pensionspolicyinstitute.org.uk/uploadeddocuments/PPI_public_sector_pensions_16_Oct_2008.p
df). 
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Figure 5.7. Estimated future payments under PFI contracts 
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Sources: Table B16, page 126 of HM Treasury, Financial Statement and Budget Report, Hc620, London, 
March 1998. Estimated future PFI payments from table 2.6, page 37 of HM Treasury, 2008 Pre-Budget 
Report: The Economy and Public Finances – Supplementary Material, November 2008 (http://www.hm-
treasury.gov.uk/d/pbr08_chartstables_501.pdf). 
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Figure 5.8. Estimated commitments for future taxpayers, PBR 2008 
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Figure 5.9. Compliance with a possible ‘sustainable commitments rule’ 
ceiling, PBR 2008 compared with Budget 2007 
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Sources: As Figures 5.5, 5.6 and 5.7, and HM Treasury, Financial Statement and Budget Report, March 2007 
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Restoring confidence: a fiscal policy committee 

 

33 See, for example, table B3, page 190 of HM Treasury, Pre-Budget Report 2008, November 2008 
(http://www.hm-treasury.gov.uk/prebud_pbr08_repindex.htm).  
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34 A. Alesina and G. Tabellini, ‘Bureaucrats or politicians?’, Bocconi University, IGIER Working Paper 238, 2003 
(http://www.igier.unibocconi.it/index.php). 
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35 X. Debrun, N. Hauner and M. Kumar, ‘The role for fiscal agencies’, in M. Kumar and T. Ter-Minassian (eds), 
Promoting Fiscal Discipline, International Monetary Fund, 2007. 
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 Belgian High Council of Finance

 Denmark’s Economic Council

 GermanWorking Group on Tax Estimates

 US Congressional Budget Office

36 For example, T. Kirsanova, C. Leith and S. Wren-Lewis, ‘Optimal debt policy, and an institutional proposal to 
help in its implementation’, paper prepared for a workshop organised by DG Ecfin of the European 
Commission on the Role of National Fiscal Rules and Institutions in Shaping Budgetary Outcomes, Brussels, 
November 2006 (http://www.economics.ox.ac.uk/members/simon.wren-
lewis/docs/eu_paper_on_fiscal_institutions_4.pdf). 



The IFS Green Budget 2009 

110 

 

 

 

 

 

 

 

37 http://news.bbc.co.uk/1/hi/programmes/andrew_marr_show/7640418.stm. 
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6. Green Budget public finance forecasts 

Robert Chote, Carl Emmerson and Gemma Tetlow (IFS) 

Summary  

 Our central forecast is for public sector net borrowing and the current budget deficit 
to be £6.6 billion bigger this year, and £6.4 billion bigger next year, than forecast in 
the November 2008 Pre-Budget Report. 

 Assuming that the economy evolves largely as the Treasury expects, over the 
medium term we are around 1.3% of national income – or around £20 billion in 
today’s terms – less optimistic than the Treasury about the current budget balance 
and public sector net borrowing. This reflects a weaker outlook for receipts from 
income tax, National Insurance contributions and corporation tax.  

 If the economy evolves as the PBR predicted, we would expect the current budget 
balance to move from a peak deficit of 5.7% of national income in 2009–10 to a 
deficit of 2.4% of national income in 2013–14. Of this 3.3% of national income 
forecast improvement, 1.8% of national income comes from a forecast fall in 
current spending and 1.5% of national income from a forecast increase in the tax 
burden.  

 We would also predict higher levels of public sector net debt – excluding the impact 
of the temporary interventions in financial institutions – than the Treasury, 
expecting it to rise to 62.1% of national income in 2013–14. In contrast, the 
Treasury forecasts that it will be at 57.4% in that year. 

 There is considerable uncertainty around any fiscal forecast, and even more so in the 
present climate. If the economy were to follow Morgan Stanley’s central case, we 
would expect the current budget in 2013–14 to be 2.8% of national income worse 
than the Treasury predicts. Under its ‘pessimistic case’, this gap rises to 6.4% of 
national income. Even under its ‘optimistic case’, where public sector net borrowing 
would be back in balance in 2013–14, net debt would still hit a peak of 47.3% of 
national income. This would be the highest level since 1977–78. 

 Our forecasts suggest that to expect to achieve the improvement in the public 
finances set out in the PBR would require some combination of spending cuts and 
tax increases sufficient to raise an extra £20 billion or so by the end of the next 
Parliament. In current circumstances, the cost of doing nothing, should action be 
required, is larger than the cost of acting, only to find that it was unnecessary and 
can subsequently be reversed. 

6.1 Introduction 
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6.2 Short-term projections 

Table 6.1. Comparison of forecasts for government borrowing, 2007–08 

£ billion 

 

HM Treasury 
PBR forecast, 
October 2007 

IFS Green Budget 
forecast, 

January 2008 

Estimate,  
PBR, 

November 2008 
Current receipts 551.2 548.7 547.5 

Current expenditurea  559.5 559.5 554.2 

Net investment 29.7 29.7 29.9 

Total managed expenditure 589.2 589.2 584.1 

Public sector net borrowing 38.0 40.5 36.6 

Surplus on current budget –8.3 –10.8 –6.7 

a. In line with the National Accounts, depreciation has been included as current expenditure.  
Sources: Out-turn figures for 2007–08 from HM Treasury, 2008 Pre-Budget Report, November 2008 
(http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). Forecasts from HM Treasury, 2007 Pre-Budget 
Report and Comprehensive Spending Review, October 2007 (http://www.hm-
treasury.gov.uk/pbr_csr07_index.htm) and table 5.2 of R. Chote, C. Emmerson and G. Tetlow, ‘Green Budget 
public finance forecasts’, in R. Chote, C. Emmerson, D. Miles and J. Shaw (eds), The IFS Green Budget: January 
2008, IFS Commentary 104 (http://www.ifs.org.uk/budgets/gb2008/08chap5.pdf). 

Borrowing in 2008–09 
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Table 6.2. Comparison of forecasts for government borrowing, 2008–09 

£ billion Differences in Green 
Budget forecast 

relative to: 
 

Budget, 
Mar. 08 

PBR, 
Nov. 
2008 

Green 
Budget, 
Jan. 09 

Budget PBR 

Current receipts 575 545.5 538.9 –36.1 –6.6 

Current expenditurea 585 586.7 586.7 +1.7 0.0 

Net investment 33 36.5 36.5 +3.5 0.0 

Total managed expenditure 618 623.2 623.2 +5.2 0.0 

Public sector net borrowing 43 77.6 84.3 +41.3 +6.6 

Surplus on current budget –10 –41.2 –47.8 –37.8 –6.6 

a. In line with the National Accounts, depreciation has been included as current expenditure. 
Sources: Treasury forecasts from HM Treasury, 2008 Pre-Budget Report, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm) and HM Treasury, Budget 2008: Financial Statement and Budget 
Report, March 2008 (http://www.hm-treasury.gov.uk/bud_bud08_repindex.htm). 

Receipts and spending in 2008–09 

1 Source: Table 2.4 of HM Revenue and Customs statistics 
(http://www.hmrc.gov.uk/stats/income_tax/menu.htm). 
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Table 6.3. Comparison of Green Budget and HM Treasury forecasts for 
current receipts, 2008–09 and 2009–10 

£ billion 2008–09 2009–10 

 PBR 
Nov. 
2008 

Green 
Budget 

Jan. 2009

PBR 
Nov. 
2008 

Green 
Budget 

Jan. 2009 
Income tax (net of tax credits) 151.2 147.1 145.2 143.4 

National Insurance contributions 97.7 97.7 100.8 100.5 

Value added tax (VAT) 82.6 81.5 72.6 70.5 

Corporation tax (net of tax credits) 44.9 45.0 41.7 40.0 

Petroleum revenue tax 2.6 2.6 1.5 1.5 

Fuel duties 25.1 25.1 26.2 26.2 

Capital gains tax 4.9 3.9 2.4 2.4 

Inheritance tax 3.1 3.1 2.4 2.4 

Stamp duties 8.3 7.6 6.9 6.7 

Tobacco duties 8.2 8.2 8.2 8.2 

Spirits duties 2.3 2.3 2.5 2.5 

Wine duties 2.8 2.8 2.9 2.9 

Beer and cider duties 3.4 3.4 3.3 3.3 

Betting and gaming duties 1.5 1.5 1.4 1.4 

Air passenger duty 1.9 1.9 1.9 1.9 

Insurance premium tax 2.3 2.3 2.5 2.5 

Landfill tax 0.9 0.9 1.2 1.2 

Climate change levy 0.7 0.7 0.7 0.7 

Aggregates levy 0.4 0.4 0.3 0.3 

Customs duties and levies 2.6 2.6 2.8 2.8 

Total HM Revenue and Customs 447.1 440.5 427.5 421.4 

Vehicle excise duties 5.8 5.8 6.0 6.0 

Business rates  23.5 23.5 24.6 24.6 

Council taxa  24.6 24.6 25.7 25.7 

Other taxes and royaltiesb 15.7 15.7 15.9 15.9 

Net taxes and NI contributionsc 516.6 510.1 499.6 493.6 

Accruals adjustments on taxes –3.1 –3.1 2.5 2.5 

Less Own resources contribution to EU budget –4.3 –4.3 –4.8 –4.8 

Less PC corporation tax payments –0.2 –0.2 –0.2 –0.2 

Tax credits adjustmentd 0.7 0.7 0.7 0.7 

Interest and dividends 7.7 7.7 8.1 8.1 

Other receiptse 28.0 28.0 29.5 29.5 

Current receipts 545.5 538.9 535.5 529.4 
a. PBR figures are based on stylised assumptions rather than government forecasts, as council tax increases are 
determined annually by local authorities, not by the government. 
b. Includes VAT refunds and money paid into the National Lottery Distribution Fund. 
c. Includes VAT and the traditional ‘own resources’ contributions to the EU budget. 
d. Tax credits that are scored as negative tax in the calculation of ‘Net taxes and NI contributions’ but 
expenditure in the National Accounts. 
e. Includes gross operating surplus and rent; net of oil royalties and business rates payments by local 
authorities. 
Sources: PBR forecasts from HM Treasury, 2008 Pre-Budget Report, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm); this table is similar to table B13 on page 203. Authors’ 
calculations. 
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Borrowing in 2009–10 

2 A detailed discussion can be found in S. Adam, ‘Capital gains tax’, in R. Chote, C. Emmerson, D. Miles and J. 
Shaw (eds), The IFS Green Budget: January 2008, IFS Commentary 104 
(http://www.ifs.org.uk/budgets/gb2008/08chap10.pdf).  
3 For IFS analysis of the monthly ONS/HM Treasury press releases on the public finances, see 
http://www.ifs.org.uk/publications/browse?type=pf.  
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Table 6.4. Comparison of forecasts for government borrowing, 2009–10 

£ billion Differences in Green 
Budget forecast 

relative to: 
 

Budget, 
Mar. 08 

PBR, 
Nov. 08 

Green 
Budget, 
Jan. 09 

Budget PBR 

Current receipts 608 535.5 529.4 –78.6 –6.1 

Current expenditurea 612 613.4 613.7 +1.7 +0.3 

Net investment 35 40.4 40.4 +5.4 0.0 

Total managed expenditure 647 653.8 654.1 +7.1 +0.3 

Public sector net borrowing 38 118.3 124.7 +86.7 6.4 

Surplus on current budget –4 –77.9 –84.3 –80.3 –6.4 

A, In line with the National Accounts, depreciation has been included as current expenditure. 
Sources: As Table 6.2. 

Receipts and spending in 2009–10 

4 For more details, see page 203, table B13 of HM Treasury, 2008 Pre-Budget Report, November 2008 
(http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 
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6.3 Medium-term prospects 

5 Estimates provided in Chapter 10 suggest that over the whole 13 months this change will cost £12.0 billion 
rather than the PBR estimate of £12.4 billion. 
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Table 6.5. Medium-term public finance forecasts under Pre-Budget 
Report 2008 assumptions – £ billion 

£ billion 2008–09 2009–10 2010–11 2011–12 2012–13 2013–14 

Green Budget forecasts       
Current budget       

Current receipts 538.9 529.4 564 604 645 685 

Current expenditurea 586.7 613.7 650 675 702 729 

Surplus on current budget –47.8 –84.3 –86 –71 –57 –44 

Capital budget       

Net investment 36.5 40.4 33 33 33 33 

Public sector net borrowing 84.3 124.7 119 104 90 77 
       

HM Treasury forecasts       

Current budget       

Current receipts 545.5 535.5 576 621 664 708 

Current expenditurea 586.7 613.4 649 675 702 729 

Surplus on current budget –41.2 –77.9 –73 –54 –37 –21 

Capital budget       

Net investment 36.5 40.4 33 33 33 33 

Public sector net borrowing 77.6 118.3 105 87 70 54 
a. In line with the National Accounts, depreciation has been included as current expenditure. 
Sources: Authors’ calculations. Treasury forecasts from HM Treasury, 2008 Pre-Budget Report, November 
2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm); this table is similar to table B10 on p. 198. 

Table 6.6. Medium-term public finance forecasts under Pre-Budget 
Report 2008 assumptions – % of national income 

% of national income 2008–09 2009–10 2010–11 2011–12 2012–13 2013–14 

Green Budget forecasts       
Current budget       

Current receipts 36.8 35.8 36.4 36.9 37.2 37.3 

Current expenditurea 40.1 41.5 41.9 41.2 40.5 39.7 

Surplus on current budget –3.3 –5.7 –5.5 –4.3 –3.3 –2.4 

Capital budget       

Net investment 2.5 2.7 2.1 2.0 1.9 1.8 

Public sector net borrowing 5.8 8.4 7.7 6.4 5.2 4.2 

Public sector net debt 41.6 49.1 54.6 58.2 60.7 62.1 
       

HM Treasury forecasts       

Current budget       

Current receipts 37.3 36.2 37.2 37.9 38.3 38.6 

Current expenditurea 40.1 41.4 41.9 41.2 40.5 39.7 

Surplus on current budget –2.8 –5.3 –4.7 –3.3 –2.2 –1.1 

Capital budget       

Net investment 2.5 2.7 2.1 2.0 1.9 1.8 

Public sector net borrowing 5.3 8.0 6.8 5.3 4.1 2.9 

Public sector net debt 41.2 48.2 52.9 55.6 57.1 57.4 
a. In line with the National Accounts, depreciation has been included as current expenditure. 
Sources: Authors’ calculations. Treasury forecasts from HM Treasury, 2008 Pre-Budget Report, November 
2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm); this table is similar to table B11 on p. 198. 
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Breakdown of medium-term revenue projections 
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Figure 6.1. PBR and IFS forecasts for revenue growth, 2008–09 to 2013–
14 
 

0.0 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0

Other

Excise duties

Value added tax

Corporation tax

National Insurance

Income tax (net of tax credits)

Of which:

Current receipts

Average annual nominal increase

HM Treasury IFS Green Budget

Note: Corporation tax includes petroleum revenue tax. 
Sources: Authors’ calculations. Treasury forecasts from HM Treasury, 2008 Pre-Budget Report, November 
2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 

Figure 6.2. Forecasts for corporation tax receipts under HM Treasury and 
Green Budget assumptions 
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Green Budget, baseline
Green Budget, Morgan Stanley 'central' forecast
Long-run average

Notes: Corporation tax includes petroleum revenue tax. Morgan Stanley central forecast is for lower nominal 
national income in all years from 2009–10 onwards than HM Treasury Pre-Budget Report forecasts suggest. 
Sources: Authors’ calculations. Treasury forecasts from HM Treasury, 2008 Pre-Budget Report, November 
2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 
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Uncertainties around the baseline Green Budget forecast  

6 Financial companies, excluding life assurance, paid 27% of mainstream corporation tax in 2006. Source: 
Table 11.2 of HMRC statistics (http://www.hmrc.gov.uk/stats/corporate_tax/menu.htm). Financial services 
were 7.6% of GDP in 2007. Source: ONS National Accounts Blue Book. 
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Figure 6.3. Probabilities of current budget balance outcomes (Green 
Budget baseline) 
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Notes: Central projections are taken from Table 6.6 and assume that the Green Budget projection for 2008–09 
is correct. Methodology for computing fan charts taken from C. Emmerson, C. Frayne and S. Love, ‘Updating 
the UK’s Code for Fiscal Stability’, IFS Working Paper W04/29, 2004 
(http://www.ifs.org.uk/publications/3163). 

6.4 Alternative macroeconomic assumptions 



Green Budget public finance forecasts
 

125 

Table 6.7. Public finance forecasts under various macroeconomic 
scenarios  

 2008–
09 

2009–
10 

2010–
11 

2011–
12 

2012–
13 

2013–
14 

Treasury Pre-Budget Report forecasts       

GDP growth  –¼ –½ 2 3 3 3 

Output gap (% of potential GDP) –0.3 –1.5 –1.9 –1.3 –0.7 –0.1 

Public finance forecasts (% of GDP)       

Current budget surplus –2.8 –5.3 –4.7 –3.3 –2.2 –1.1 

Cyclically-adjusted current budget surplus –2.8 –4.4 –3.4 –2.3 –1.6 –1.0 

Net borrowing 5.3 8.0 6.8 5.3 4.0 2.9 

Net debt 41.2 48.2 52.9 55.6 57.1 57.4 

       

Green Budget baseline       

GDP growth  –¼ –½ 2 3 3 3 

Output gap (% of potential GDP) –0.3 –1.5 –1.9 –1.3 –0.7 –0.1 

Public finance forecasts (% of GDP)       

Current budget surplus –3.3 –5.7 –5.5 –4.3 –3.3 –2.4 

Cyclically-adjusted current budget surplus –3.2 –4.9 –4.3 –3.3 –2.7 –2.2 

Net borrowing 5.8 8.4 7.7 6.3 5.2 4.2 

Net debt 41.6 49.1 54.6 58.2 60.7 62.1 

       

Morgan Stanley central case       

GDP growth  –½ –¼ 2 3 2¼ 2½ 

Output gap (% of potential GDP) 0.0 –1.5 –1.0 0.2 0.6 0.6 

Public finance forecasts (% of GDP)       

Current budget surplus –3.3 –5.7 –5.3 –4.6 –4.2 –3.9 

Cyclically-adjusted current budget surplus –3.6 –4.9 –4.5 –4.5 –4.5 –4.3 

Net borrowing 5.7 8.4 7.4 6.7 6.1 5.8 

Net debt 41.4 49.2 54.5 59.0 63.9 67.7 

       

Morgan Stanley ‘pessimistic case’       

GDP growth –¾ –2½ 1 2 1½ 2 

Output gap (% of potential GDP) 1.0 –2.0 –1.4 –0.1 0.7 1.2 

Public finance forecasts (% of GDP)       

Current budget surplus –3.3 –6.5 –7.5 –7.5 –7.5 –7.5 

Cyclically-adjusted current budget surplus –4.2 –5.7 –6.4 –7.2 –7.8 –8.3 

Net borrowing 5.7 9.3 9.7 9.7 9.6 9.6 

Net debt 41.5 53.9 64.2 74.0 82.6 90.5 

       

Morgan Stanley ‘optimistic case’       

GDP growth –0 1¼ 3 3¾ 3 3½ 

Output gap (% of potential GDP) –0.6 –1.4 –0.8 0.4 0.7 1.4 

Public finance forecasts (% of GDP)       

Current budget surplus –2.5 –4.7 –2.8 –0.5 0.8 1.8 

Cyclically-adjusted current budget surplus –3.5 –4.7 –2.0 0.2 0.7 1.3 

Net borrowing 5.0 7.4 4.9 2.4 1.1 0.0 

Net debt 40.2 45.6 47.3 46.6 45.7 43.6 

Sources: Authors’ calculations; Morgan Stanley; Treasury forecasts from HM Treasury, 2008 Pre-Budget 
Report, November 2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 
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Figure 6.4. Current budget balance forecasts 
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Figure 6.5. Public sector net debt forecasts 
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Sources: Authors’ calculations; Morgan Stanley; Treasury forecasts from HM Treasury, 2008 Pre-Budget 
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6.5 The Budget judgement 
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7 Page 4, paragraph 1.13 of HM Treasury, 2008 Pre-Budget Report, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm). 
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Figure 6.6. Illustrative projection for public sector net debt under the 
Green Budget baseline  
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Notes: Authors’ calculations based on HM Treasury assumptions about further fiscal tightening in 2014–15 
and 2015–16 from Pre-Budget Report 2008 and Green Budget baseline forecasts described above. The 
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national income from 2015–16 onwards. Average debt servicing costs are assumed to remain at 4.32% from 
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of debt falls. This implies a strengthening of the current budget over time. 
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treasury.gov.uk/d/public_finances_databank.xls). Projections from 2008–09 onwards are authors’ calculations. 
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8 Goldman Sachs client note, 21 January 2009. 
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7. Funding government borrowing  

David Miles, Laurence Mutkin and Owen Roberts (Morgan Stanley) 

Summary  

 The government’s ballooning budget deficit will soon require it to issue debt on a 
scale last seen at the end of the Second World War. On its 2008 Pre-Budget Report 
projections, the government will have to issue about £630 billion in gilts over the 
next five years, £300 billion more than it expected at Budget time. 

 But demand for government debt is likely to remain firm. UK households, insurance 
companies and pension funds may all wish to hold more gilts, but the main source of 
additional demand is likely to be banks looking for liquid assets with little risk 
attached.  

 The state of the economy means that demand for short-dated gilts is strong relative 
to demand for long-dated gilts. The Debt Management Office can therefore help 
keep the cost of government borrowing down by issuing relatively more short-dated 
gilts while current market conditions persist.  

 Taken at face value, recent movements in the credit default swap (CDS) market 
suggest that investors see a more-than-7% chance that the UK government will 
default on its debt. But this probably reflects unusual developments in this market 
rather than a genuine belief that there is a 1-in-15 chance of default. 

 Firm demand for gilts – combined with a sensible approach to issuance from the 
Debt Management Office – should keep gilt yields low by historical standards, 
allowing a further decline in the average coupon paid on the outstanding stock of 
gilts. But there is clearly a risk that the surge in issuance could push gilt yields 
higher. Even if it does not, the total amount the government will have to pay in 
interest will rise because the stock of debt goes up so much. 

7.1 Introduction 
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7.2 The likely scale of debt issuance 

Figure 7.1. Government net debt issuance  
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Notes: Series is changes in government debt as a percentage of GDP. Pre-1974 series is gross nominal 
liabilities of the National Loans Fund (formerly known as the national debt). 1974 onwards it is the general 
government gross debt. Data beyond 2008–09 use HMT forecasts (for general government gross debt as a 
percentage of GDP) and are for fiscal year rather than calendar year. 
Sources: Morgan Stanley Research; DMO; HM Treasury. 

1 The net cash requirement can sometimes differ significantly from the net borrowing requirement. For 
example, the recapitalisation of the banks undertaken this financial year generated a cash requirement but did 
not count as net borrowing.  
2 This estimate does not include the impact of the Treasury’s announcement on 19 January 2009 that it would 
create a Bank of England asset purchase facility, with authorisation for initial purchases of £50 billion financed 
by the issue of extra Treasury bills (http://www.hm-treasury.gov.uk/press_05_09.htm). 
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Table 7.1. Public sector net borrowing 

£ billion 2007–08 2008–09 2009–10 2010–11 2011–12 2012–13 2013–14 

2008 PBR 36.6 77.6 118.3 105 87 70 54 

IFS base case 36.6 84.3 124.7 119 104 90 77 

MS central case 36.6 84.2 124.3 114 108 104 103 

MS pessimistic case 36.6 84.2 132.6 141 146 150 156 

MS optimistic case 36.6 73.2 111.0 78 41 19 0 

Sources: IFS; Morgan Stanley Research; HM Treasury. 

Table 7.2. Public sector net debt 

% of GDP 2007–08 2008–09 2009–10 2010–11 2011–12 2012–13 2013–14 

2008 PBR 36.3 41.2 48.2 52.9 55.6 57.1 57.4 

IFS base case 36.3 41.6 49.1 54.6 58.2 60.7 62.1 

MS central case 36.3 41.4 49.2 54.5 59.0 63.9 67.7 

MS pessimistic case 36.3 41.5 53.9 64.2 74.0 82.6 90.5 

MS optimistic case 36.3 40.2 45.6 47.3 46.6 45.7 43.6 

Sources: IFS; Morgan Stanley Research; HM Treasury. 

Table 7.3. Gilt issuance: the DMO’s illustrative projections based on  
Pre-Budget Report forecasts 

£ billion 2006–
07 

2007–
08 

2008–
09 

2009–
10 

2010–
11 

2011–
12 

2012–
13 

Central government net 
cash requirement 

41.2 37.3 152.9 125.9 108 97 80 

Redemptions 29.9 29.2 18.3 17 39 38 24 

Financing requirement 71.1 66.5 171.2 142.9 147 135 104 

Other sources of financing* –8.6 –8.1 –24.8 –10.0 –10 –10 –10 

Illustrative gross gilt sales 62.5 58.4 146.4 132.9 137 125 94 

* Other sources of financing include net sales of National Savings and changes in the outstanding stock of 
Treasury bills. Both factors contribute strongly to funding the net cash requirement in 2009–10. Treasury bill 
issuance contributes around £14.5 billion to funding and National Savings and Investment over £10 billion. For 
future years, we assume that National Savings and Investments run at a higher level than on average over the 
past few years and contribute £10 billion, but that changes in the stock of Treasury bills, and other short-term 
financing arrangements, have zero net impact.  
Sources: DMO, Morgan Stanley Research. 

Table 7.4. Outlook for gross gilt issuance 

£ billion 2006–
07 

2007–
08 

2008–
09 

2009–
10 

2010–
11 

2011–
12 

2012–
13 

DMO/PBR illustrative gilt sales 62.5 58.4 146.4 132.9 137 125 94 

IFS base case 62.5 58.4 153.1 139.6 150.5 142 114 

MS central case 62.5 58.4 153.0 139.2 146.1 146 128 

MS pessimistic case 62.5 58.4 153.0 147.5 172.9 184 174 

MS optimistic case 62.5 58.4 142.0 125.9 109.9 79 43 

Note: The alternative projections in this table to the DMO/PBR illustrations are not really forecasts of what 
gilt sales would be, since they are based on an assumption of unchanged spending plans and tax rates. 
Sources: IFS; Morgan Stanley Research; HM Treasury. 
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Figure 7.2. National debt as a percentage of national income and the real 
interest rate since 1855  
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debt). 1974 onwards it is the general government gross debt. Data beyond 2008–09 are HMT forecasts (for 
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* Real interest rate series is the consol rate less long-term expected inflation. For calculation of the latter, we 
use an econometric model (based on past values of inflation) to project expected inflation at each point in 
time. For more details, see box 1 in D. Miles et al., Where Should Long-Term Interest Rates Be Today? 9 
March 2005. 
Sources: DMO; HM Treasury. Estimates of inflation expectations (and of real interest rates) during the years 
of the Second World War and immediately after are not reliable due to the impact of rationing. 
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7.3 Gilt issuance and borrowing costs 

Figure 7.3. UK gross issuance forecast 
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3See D. Miles and L. Mutkin, ‘Funding, debt management, and credit market problems’, in R. Chote, C. 
Emmerson, J. Shaw and D. Miles (eds), The IFS Green Budget: January 2008, IFS Commentary 104 
(http://www.ifs.org.uk/budgets/gb2008/08chap6.pdf). 
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The effect of increased issuance on gilt yields  

Box 7.1. The CDS market 

The term ‘credit default swap’ is something of a misnomer: it is not actually a swap, in 
the sense that there is no regular two-way stream of cash flows. It is an agreement 
under which the buyer of default protection agrees to pay a fixed annual premium in 
return for the right to deliver a particular issuer’s bond to the seller of default protection 
and receive its face value in exchange, in circumstances in which the issuer defaults in 
some way on its obligations as a debtor (‘credit events’). The premium payable is known 
as the CDS spread, and the issuer to whose bonds the agreement refers is known as the 
reference entity. 

Where the reference entity is a sovereign, the most important credit events are: failure 
to pay coupon or principal; the repudiation of or imposition of a moratorium on 
payment of debt; or the restructuring of its debt obligations.  



The IFS Green Budget 2009 

140 

The recent sharp widening of CDS spreads is not confined to the UK government. All 
government CDS spreads widened during the second half of 2008. The UK government 
CDS spread is higher than for many developed countries, but it is not an outlier (Figure 
7.4). 

Figure 7.4. Sovereign five-year CDS 
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It is not plausible to interpret the widespread increase in government CDS premiums as a 
pure expression of the market’s perception of the probability of a government default 
on its debt obligations. Using an expected recovery rate4 of 40%, a 150bp five-year CDS 
premium implies a more than 12% chance that the UK government will default within 
five years. Even assuming only a 10% recovery rate, a 150bp CDS spread implies a more-
than-7% chance that the borrower will default. Such implied probabilities are at odds 
with the ratings assigned by credit rating agencies and with the behaviour of even the 
most conservative of investors (such as official reserves managers, who continue to own 
gilts).  

The widening of government CDS spreads is explained by factors that are related, one 
way or another, to the credit crunch and its effects.  

Under more normal market conditions, arbitrage should ensure that the cash bond 
market and an associated derivative market, such as CDS, will be closely aligned. But the 
credit crunch, which has increased the cost to some institutions of holding positions on 
their balance sheet, has made arbitrage expensive. Arbitrageurs who would normally act 
to take advantage of the widening of CDS spreads are unwilling or unable to do so.  

Thus, government CDS spreads have widened as risk managers (and speculators) have 
bought default protection, while potential arbitrageurs have found that their higher cost 
of balance sheet has made arbitrage between the CDS and the underlying government 
bond market prohibitively costly. The widening of UK CDS is no doubt partly a symptom 
of the government’s deteriorating fiscal position; but it is much more a sign that the 
credit crunch continues to cause severe stresses and rather bizarre pricing in many 
financial markets.  

4 Expected recovery rate = the percentage of face value expected to be recovered by the creditor in the event 
of the borrower defaulting. 
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The effect of increased issuance on the interest burden 

Figure 7.5. Average gilt interest rate and annual debt service cost  
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Who is going to buy all the new gilts?  
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Figure 7.6. Breakdown of gilt holdings 
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5 DMO, Supplementary Methods for Distributing Gilts: A Consultation Document, 17 December 2008 
(http://www.dmo.gov.uk/docs//publications/giltsmarket/consultationpapers/cons171208.pdf). 
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Households

Insurance companies’ and pension funds’

Figure 7.7. 30-year gilt yield less 30-year swap rate 
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6 Financial Services Authority, Strengthening Liquidity Standards, Consultation Paper 08/22, December 2008 
(http://www.fsa.gov.uk/pages/Library/Policy/CP/2008/08_22.shtml). The consultation period ends on 4 
March 2009. 
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7.4 Optimal debt management  

Distribution of gilt issuance  
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Figure 7.8. Change in government debt as a share of national income vs 
spread between 2- and 10-year gilt yield 
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Figure 7.9. Gilt issuance versus yield curve slope 
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Table 7.5. Breakdown of gilt issuance by maturity and type  

 Conventional 
 0–7 years 7–15 years 15+ years Total 

Index-linked Total 

 % £bn % £bn % £bn % £bn % £bn £bn 

1990–91 40 1.1 33 0.9 8 0.2 81 2.3 16 0.5 3 

1991–92 43 7.7 28 5.1 11 1.9 82 14.8 16 2.9 18 

1992–93 39 14.2 28 10.1 15 5.4 81 29.7 17 6.3 37 

1993–94 36 19.7 30 16.7 15 8.2 81 44.6 17 9.4 55 

1994–95 35 10.3 29 8.7 15 4.6 79 23.7 17 5.1 30 

1995–96 36 11.1 27 8.4 15 4.6 79 24.2 18 5.5 31 

1996–97 37 14.4 25 9.8 16 6.2 78 30.3 18 6.9 39 

1997–98 35 9.1 25 6.6 16 4.0 76 19.7 20 5.1 26 

1998–99 38 3.1 24 2.0 15 1.2 77 6.3 21 1.8 8 

1999–00 39 5.6 20 2.8 17 2.4 75 10.8 23 3.3 14 

2000–01 39 3.9 16 1.6 17 1.7 73 7.3 25 2.5 10 

2001–02 37 5.0 17 2.3 20 2.7 73 10.0 26 3.5 14 

2002–03 36 9.4 18 4.7 19 5.0 72 19.0 27 7.0 26 

2003–04 34 17.1 19 9.3 21 10.5 74 36.9 25 12.5 50 

2004–05 37 18.6 14 7.1 23 11.5 74 37.2 25 12.4 50 

2005–06 33 17.2 15 8.1 25 13.2 74 38.4 26 13.5 52 

2006–07 28 17.5 19 11.9 25 15.6 72 45.0 27 16.9 63 

2007–08 17 10.1 17 10.0 40 23.4 74 43.5 26 15.0 59 

2008–09 43 62.8 23 33.1 21 30.5 86 126.4 14 20.0 146 

2009–10e 40 57.6 20 28.8 20 28.8 80 115.2 20 28.8 144 

Source: DMO; e = DMO estimate of total with Morgan Stanley estimates of breakdown. 

Issuance techniques 

 

7 DMO, Supplementary Methods for Distributing Gilts: A Consultation Document, 17 December 2008 
(http://www.dmo.gov.uk/docs//publications/giltsmarket/consultationpapers/cons171208.pdf). 
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7.5 Conclusions 
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8. Government and the financial sector 

David Miles (Morgan Stanley)  

Summary  

 The financial crisis has forced governments in the UK and elsewhere to intervene in 
the financial sector in a way that had long been unthinkable.  

 The scale of the intervention in the UK is enormous, but the long-term costs to 
taxpayers could well be small – they may even make a profit. That said, the 
downside risks are huge because the payoffs on the support measures are 
asymmetric: taxpayers are much more likely to make big losses than big profits. 

 If the government forces the banks to lend on a scale and at interest rates more 
generous than they would have chosen for themselves, this could increase the direct 
cost to taxpayers. But if it does not force the banks to do so, the cost in lost tax 
revenue of deepening or extending the credit crunch could be greater. 

 Three reforms could help stop the current difficulties reoccurring. First, 
reintroducing housing costs into the measure of inflation targeted by the Bank of 
England might provide limited protection against housing bubbles. Second, capital 
adequacy requirements need to be higher in the long term and counter-cyclical. 
Third, better incentives are needed to promote responsible lending and borrowing.  

8.1 Introduction 

1 In the UK, deposit protection is provided by the Financial Services Compensation Scheme. Up to a limit, the 
payouts that are made by the scheme are retrieved by levies upon financial firms. But those limits are not large 
relative to the scale of deposits covered. If the scheme were to make payouts on a significant proportion of the 
deposits of a large bank, the gap between payouts and the maximum that could be levied on financial firms 
would need to come from the state; whether such state support could ultimately be recouped from financial 
firms is unclear. 
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8.2 The causes of the problems 

2 See R. Bitner, Confessions of a Sub-Prime Lender – An Insider’s Tale of Greed, Fraud and Ignorance, John 
Wiley and Sons, 2008.  
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Figure 8.1. The sources of bank debt across Europe 
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Figure 8.2. The gap between bank loans and deposits across Europe 
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8.3 Government support for the financial sector 

 Support measures:

 Deposit protection

 Guarantees

 Bank recapitalisation and nationalisation
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Support measures 

Table 8.1. Bank of England consolidated balance sheet: December 2007 
and December 2008 (£ million) 

Liabilities 05/12/07 03/12/08 Assets 05/12/07 03/12/08

Notes in circulation 42,115 44,836  

Reserve balances 21,627 38,637  

Standing facility deposits - - Standing facility assets - -

 Other maturity within-maintenance  
period sterling reverse repos 

- -

Fine-tuning sterling repo - 4,512 Fine-tuning sterling reverse repo - -

One-week sterling - 65,225 One-week sterling reverse repo 16,419 -

 Longer-term sterling reverse repo 15,000 158,719

 Ways and Means advances to HM 
Government 

13,370 370

Foreign currency public 
securities issued 

4,680 5,397 Bonds and other securities acquired  
via market transactions 

7,917 11,710

Cash ratio deposits 2,936 2,433  

Other liabilities 24,958 98,114 Other assets 43,609 88,355

Total liabilities 96,316 259,154 Total assets 96,315 259,154

Source: Bank of England. (Cells containing dashes indicate zero or negligible items.) 

both
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Financial Stability Report

Deposit protection 

3 The securities must generally be rated AAA by two or more of S&P, Fitch and Moody’s (as opposed to a 
rating from one agency under the ECB Repo Facility). Haircuts will be applied within a band of 12–22% for 
RMBS, covered bonds and credit card ABS. Additional haircuts (5%) will apply for own-name RMBS, covered 
bonds and credit card ABS, while non-sterling-denominated paper will be penalised by a further 3%. 
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Guarantees  

4 But as part of new measures to accelerate payouts to depositors with a bank that runs into problems, a 
degree of pre-funding may be introduced. 
5 The financing operates on the basis that the firms in a subclass (e.g. deposit takers) will pay levies required to 
meet the compensation claims that arise from defaults in their subclass. Once a subclass reaches its annual 
threshold for levies to the FSCS, the other subclass (if one is in place) in that broad class will be required to 
contribute to cover further compensation costs. A final layer of funding was introduced in the form of a 
general retail pool, through which the other broad classes support any broad class that reaches its overall 
annual threshold. 
6 Source: 
http://nds.coi.gov.uk/environment/fullDetail.asp?ReleaseID=389537&NewsAreaID=2&NavigatedFromDepart
ment=True. 
7 Source: http://www.hm-treasury.gov.uk/fin_mort_crosby.htm.  
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Table 8.2. The cost of UK bank guarantees 

Guarantee fees Median CDS, July 07 – July 08 
(bp) 

Total cost 
(bp) 

Abbey 54 104 

Barclays 60 110 

HBOS 72 122 

HSBC 47 97 

Lloyds 39 89 

Nationwide 96 146 

RBS 64 114 

Standard Chartered 51 101 

Source: Morgan Stanley estimates. 
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Bank recapitalisation and nationalisation 

 

 

 

given market prices at the time the terms were
agreed

8 This table is an assessment of the terms of bank recapitalisations based on specific deals rather than on 
government policy statements about the terms on which capital more generally will be made available. 
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Table 8.3. Capital supplied to banks by the UK has been relatively 
expensive 

 
Form Capital 

treatment 
Redemption Government board 

representation 
Common stock 
constraints 

France Subordinated hybrid 
debt 

- 5-year OAT + 
~400bps 

Tier 1 After year 5 

An earlier redemption is allowed 
in agreement with the 
Commission bancaire if the 
securities are replaced by 
hybrids of equivalent 
subordination and nominal value 

No - 

Germanya Silent participation 

Around 9% 

Core  
Tier 1 

After year 5b No No common 
dividends to be 
paid until end of 
stabilisation 
measures 

Austria Participation capital 
(domestic non-voting 
Core Tier 1) 

- 8.0% 

Core  
Tier 1 

After five years at par 

Issuer has the right to convert 
the instruments into common 
shares (terms to be determined) 

No No 

US Cumulative preference 
shares 

- 5% until year 5 

- 9% thereafter 

- Warrants attached 
 (15% of size) 

Tier 1 After three years 

Buyback possible before year 3 

No Three-year 
restriction on 
common stock 
dividend increases 
and share 
repurchases 

Switzerland 30 months mandatory 
convertible 

- 12.5% 

Tier 1 N/A No - 

Netherlands Non-cumulative Core 
Tier 1 securities 

Higher of 8.5% or 
110% of common 
dividend in 2008, 
120% in 2009, 125% 
for 2010 (ING 
precedent) 

Conversion into 
ordinary shares at 
issuer option after 
three years 

Core  
Tier 1 

Buyback at 150% of issue price 
at any time (‘cap’) 

If converted, the Dutch 
government can opt for 
repayment of the securities at 
100% in cash (‘floor’) 

Yes, two board 
members 

- 

Belgium Non-cumulative Core 
Tier 1 securities 

Higher of 8.5% or 
105% of common 
dividend in 2008, 
120% in 2009, 125% 
for 2010 

Conversion into 
ordinary shares at 
issuer option after 
three years 

Core  
Tier 1 

Buyback at 150% of issue price 
at any time; however, State can 
require buyback to be settled in 
shares 

If converted, the Belgium 
government can opt for 
repayment of the securities at 
100% in cash (‘floor’), 115% in 
year 4 increasing by 5% 
annually, capped at 150% 

Yes, two board 
members 

 

UK Non-cumulative 
preference shares 

- 12% until year 5 

- Libor + 7% 
thereafter 

Tier 1 After year 5 

Buyback at market price before 
year 5 

Only via common 
share investment 

No common 
dividends until 
prefs are 
redeemed / 
repurchased 

Notes: Details for each country reflect the terms of specific transactions with one or more banks in each 
country, rather than a stated general policy on the terms at which capital will be provided to banks. 
a. Convertible option is less shareholder-friendly as indicated, being similar to the Austrian solution. 
b. No confirmed detail as yet, assumed to be standard German silent participation terms. 
Sources: Debt Management Office; Morgan Stanley estimates. 
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9 Letter from the Chancellor to the Chairman of the Treasury Committee, 3 November 2008 (http://www.hm-
treasury.gov.uk/uk_financial_investments_limited.htm). 
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Summary 

 

 

 

 

much

8.4 Stopping it all happening again 

 

 

 

10 HM Treasury, ‘Statement on the government’s Asset Protection Scheme’, 19 January 2009 (http://www.hm-
treasury.gov.uk/press_07_09.htm). 
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The framework for maintaining financial stability 

11 The previous measure of inflation that the Bank targeted (RPIX) was affected by house-price inflation. At the 
time of the switch from the RPIX target to the CPI target at end-2003, the difference between the two measures 
was substantial. In December 2003, RPIX inflation was above the target level of 2½%. CPI inflation was running at 
1¼% – significantly below the new (and lower) target of 2%. Much of that difference was due to the impact of 
high house-price inflation. 
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The role of capital requirements 

12 http://www.hm-treasury.gov.uk/fin_chx_selectcommittee.htm. 
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Better monitoring of the affordability of debt 

13 As house prices have fallen, some UK banks will see 10–15% growth in risk-weighted assets (and therefore 
their required capital) from the operation of the Basle II rules. 
14 The FSA statement on its approach to regulation of bank capital (released on 19 January 2009) suggests it is 
acutely aware of this 
(http://www.fsa.gov.uk/pages/Library/Communication/Statements/2009/bank_capital_.shtml). 

15 HM Treasury, The UK Mortgage Market: Information, Incentives and Pricing (Interim Report), December 
2003; HM Treasury, The UK Mortgage Market: Final Report and Recommendations, March 2004. Both are 
available for download from http://www.hm-treasury.gov.uk/consult_miles_index.htm. 
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8.5 Conclusions 
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9. Public spending: set for a squeeze 

Haroon Chowdry, Rowena Crawford, Carl Emmerson and Gemma Tetlow (IFS) 

Summary  

 The government is projecting much slower growth in public spending over its next 
Spending Review than over any of its previous reviews – and slower than under the 
18 years of Conservative governments from 1979 to 1997. The increase of 1.1% a 
year in real terms would cut public spending by 2.5% of national income over three 
years – £37 billion in today’s terms. 

 The squeeze on Whitehall departments may be even more severe, given plausible 
scenarios for social security and tax credit costs, net debt interest payments, and 
other non-departmental spending. Total departmental spending may well have to be 
frozen in real terms over the three years.  

 In that event, most departments are likely to see real cuts, with only high priorities 
such as health and education being allocated any real growth – and even these may 
see their budgets cut as a share of national income. Capital-intensive departments, 
such as transport and housing, are likely to suffer more than most due to the 
planned cash freeze on investment spending.  

 The spending squeeze also has implications for some specific government 
objectives. Earnings indexation of the basic state pension is likely to be delayed, 
pushing up pensioner poverty. The government is also projected to miss its child 
poverty target for 2010 – and unless additional resources can be found, it could stay 
above the target for some time after 2010–11. Lower growth in education spending 
is likely to squeeze public funding for higher education, which could force funding 
reforms that may conflict with the government’s objectives to widen and increase 
participation. 

9.1 Introduction 
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9.2 Trends in UK public spending 

Total spending since 1948–49 

Figure 9.1. Composition of public spending (TME) since 1948–49 
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Notes: Projections are from the November 2008 Pre-Budget Report. Current expenditure includes 
depreciation. 
Sources: Measures of public spending are ONS series ANLO, ANLT, ANLY, ANNW and ANNZ from table 2.3C of 
Financial Statistics Freestanding Time Series Data. GDP is ONS series BKTL from table A2 of United Kingdom 
Economic Accounts (http://www.statistics.gov.uk/statbase/tsdtimezone.asp). HM Treasury, Pre-Budget 
Report 2008 supplementary material, London, November 2008 (http://www.hm-
treasury.gov.uk/d/pbr08_chartstables_501.pdf).  
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Growth in public spending under Labour to date 

Figure 9.2. Total managed expenditure 
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Notes: Light-green bars represent the years covered by the 2007 CSR and white bars are illustrative Treasury 
plans for government spending for years not yet covered by a Spending Review, while the dotted white bars 
are not explicit government projections but are based on authors’ calculations. 
Sources: Table B1 of HM Treasury, Public Sector Finances Databank, London, December 2008 
(http://www.hm-treasury.gov.uk/d/public_finances_databank.xls) and table B10 and paragraphs 2.60 and 
6.33 of HM Treasury, Pre-Budget Report 2008, London, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_repindex.htm). GDP and GDP deflators up-to-date as of 23 December 2008 
from HM Treasury website (http://www.hm-treasury.gov.uk/d/gdp_deflators.xls).  
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International comparison of total spending  

1 Throughout this chapter, we refer to changes in ‘real’ spending, by which we mean spending calculated by 
deflating spending with growth in the GDP deflator. While this might not be the appropriate deflator for the 
increase in the cost of goods and services purchased by public spending, it could be considered the most 
appropriate deflator when considering the cost to the taxpayer. 
2 Data available from OECD statistics (http://stats.oecd.org/WBOS/index.aspx). 
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Figure 9.3. Total public spending, OECD countries, 1996 and 2008 
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(http://www.oecd.org/document/61/0,3343,en_2649_34573_2483901_1_1_1_1,00.html). 
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Planned growth in spending to 2009–10 

Impact of PBR 2008 on planned public spending from 2010–11 
onwards 

–

3 Projections of spending in these areas had also been revised upwards (though to a much smaller extent) in 
the 2008 Budget. 
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Figure 9.4. Impact of PBR 2008 on total public spending from 2010–11 
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Notes: The light-green line represents total spending as a share of national income according to the plans 
outlined in the November 2008 PBR. The dark-green line represents how spending as a share of national 
income would have looked if no changes had been made to the NHS capital budget or planned efficiency 
savings in 2010–11 or the planned growth rate from 2011–12 onwards. The CSR 2007 plans have had 
projected GDP increased by 2% to take account of FISIM (financial services indirectly measured), which is now 
included in measures of GDP. 
Sources: Authors’ calculations from HM Treasury, Pre-Budget Report 2008, London, November 2008 
(http://www.hm-treasury.gov.uk/prebud_pbr08_repindex.htm) and HM Treasury, 2007 Pre-Budget Report 
and Comprehensive Spending Review, London, October 2007 (http://www.hm-
treasury.gov.uk/pbr_csr07_index.htm).  
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–

9.3 Spending Reviews under Labour to date 

4 These assumptions about spending growth require government revenues to remain roughly constant as a 
share of national income in order to achieve a strengthening of the current budget by 0.5% of national income 
in each year. In other words, this assumption implies negligible fiscal drag over this period. 
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Table 9.1. Comparison of Labour’s Spending Reviews to date 

Average annual growth 
in real public spending over: 

Original 
spending 

plans 

Adjusted for 
subsequent 

inflation 

Eventual 
out-turn / 

Latest 
forecast 

Inherited Conservative spending plans  
 April 1997 to March 1999 

 
1.0a 

 
0.6a 

 
0.0 

Comprehensive Spending Review, July 1998 
 April 1999 to March 2002 

 
2.7 

 
3.4 

 
3.7 

Spending Review, July 2000 
 April 2001 to March 2004 

 
3.2 

 
2.9 

 
4.9 

Spending Review, July 2002 
 April 2003 to March 2006 

 
4.3 

 
4.3 

 
4.9 

Spending Review, July 2004 
 April 2005 to March 2008 

 
3.2 

 
3.3 

 
3.1 

Comprehensive Spending Review, 2007 
 April 2008 to March 2011 

 
2.0 

 
2.3? 

 
2.8? 

Spending Review 2010? 
 April 2011 to March 2014? 

 
1.1? 

  

a. Original plans, and plans adjusted for inflation, from April 1997 to March 1999 refer to GGE(X) rather than 
TME. 
Sources: Eventual inflation and latest spending estimates as Figure 9.2. Figures for each Spending Review from 
HM Treasury, Financial Statement and Budget Report November 1996, TSO, London, 1996; HM Treasury, 
1998 Comprehensive Spending Review, Cm. 4011, London, July 1998; HM Treasury, 2000 Spending Review, 
Cm. 4807, London, July 2000; HM Treasury, 2002 Spending Review, Cm. 5570, London, July 2002; HM 
Treasury, 2004 Spending Review, Cm. 6237, London, July 2004; 2007 Pre-Budget Report and Comprehensive 
Spending Review, Cm. 7227, London, October 2007. Documents available from http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm and http://archive.treasury.gov.uk/siteindex.html.  
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9.4 Scenarios for the next Spending Review 

Figure 9.5. Average TME, current spending and investment spending 
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Planning Sustainable Public
Spending: Lessons from Previous Policy Experience

Lesson 5: Avoid a bias against capital investment
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Figure 9.6. TME, AME and DEL growth 
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treasury.gov.uk/pespub_index.htm. Figures for 2007–08 onwards are from table B16 and paragraph 6.33 of 
HM Treasury, Pre-Budget Report 2008, London, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_repindex.htm). 

Figure 9.7. Average TME, AME and DEL growth 
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– –

– –

Figure 9.8. Trade-off between spending on DEL and AME, 2011–12 to 
2013–14 
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–

–

Figure 9.9. Planned composition of TME in 2010–11 
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Table 9.2. Possible future Spending Review allocations under PBR 2008 
spending plans 

Real average annual growth in spending on:  

Provisional spending plans  
 TME 

 
+1.1 

  

Projections 
 Net debt interest 

 
+7.7 

  

Remainder (TME less net debt interest) +0.7 
  

Projections 
 Social security benefits and tax credits 

 
+1.7 

  

Remainder (TME less net debt interest and social security 
benefits and tax credits) 

+0.4 

  

Assumptions 
Other AME (i.e. total AME excluding net debt interest 
and social security benefits and tax credits) 

 
+1.9 

  

Remainder (total DELs) 0.0 
  

Total AME +2.5 

Total DELs 0.0 

5 Budget 2008 forecast that the economy would be operating at trend from 2012 onwards, whereas PBR 2008 
forecast that the economy would not return to trend until 2013. Therefore, growth in social security spending 
may be slightly lower than the Budget forecast over this period as the economy rebounds to trend and 
consequently unemployment continues to fall. However, for public finance projections, the Treasury assumes 
unemployment is constant when it is projected by independent forecasters to fall, and so Treasury planned 
social security spending will not be affected by the new projections of a later return to trend. 
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–

–

–

– –

How might the spending freeze be divided between 
departments? 
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Figure 9.10. Possible departmental spending allocations 
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treasury.gov.uk/prebud_pbr08_repindex.htm) assuming depreciation is the same as that projected in April 
2008 (calculated from tables 1.5, 1.10 and 1.12 of Public Expenditure Statistical Analyses 2008, available 
from http://www.hm-treasury.gov.uk/pespub_index.htm). GDP deflators are up-to-date as of 23 December 
2008 from HM Treasury website (http://www.hm-treasury.gov.uk/d/gdp_deflators.xls). 
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Figure 9.11. Planned spending on education, health and DELs, under 
Spending Reviews to date 
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Implications for the quality of public services 
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9.5 Potential implications for policy outcomes 
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–
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Earnings indexation of the basic state pension 

Security in Retirement: Towards a New Pensions System

6 Available on DWP website at http://www.dwp.gov.uk/pensionsreform/whitepaper.asp. 
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Figure 9.12. The effect on total benefit expenditure of re-linking the 
uprating of the basic state pension to average earnings  
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Work and Pensions, Fourth Report, session 2005–06 
(http://www.publications.parliament.uk/pa/cm200506/cmselect/cmworpen/1068/106807.htm). 

–

Child poverty 

–

7 M. Brewer, J. Browne, C. Emmerson, A. Goodman, A. Muriel and G. Tetlow, Pensioner Poverty over the Next 
Decade: What Role for Tax and Benefit Reform?, IFS Commentary 103, 2007 
(http://www.ifs.org.uk/publications/3991). 
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–

–
– –

– –
–

–
–

Figure 9.13. Actual, required and projected path of child poverty 
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Sources: M. Brewer, A. Muriel, D. Phillips and L. Sibieta, Poverty and Inequality in the UK: 2008, IFS 
Commentary 105 (http://www.ifs.org.uk/comms/comm105.pdf). 

–
– –

– –

8 This assessment was made after Budget 2008, and reported in evidence to the Treasury Select Committee. 
See Q67 of the oral evidence in House of Commons Treasury Committee, The 2008 Budget, HC 430, London 
(http://www.publications.parliament.uk/pa/cm200708/cmselect/cmtreasy/430/430.pdf). There have been no 
tax or benefit measures announced since then that will have a significant impact on relative child poverty, but 
work in progress at the time of writing was updating these forecasts to account explicitly for the rises in child 
poverty since 2004–05, and the current economic conditions. The original forecast was made in M. Brewer, J. 
Browne and H. Sutherland, Micro-Simulating Child Poverty in 2010 and 2020, Joseph Rowntree Foundation, 
York, 2006 (http://www.jrf.org.uk/bookshop/eBooks/9781859355091.pdf). 
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Higher education 

 

 

9 Written ministerial statement provided to the House of Lords, 29 October 2008; see 
http://www.dius.gov.uk/speeches/denham_ministerial_statement_291008.html. 
10 Based on latest available estimates of public HE expenditure per student in annex 2 of the DIUS 
Departmental Report 2008; see http://www.dius.gov.uk/docs/about/21076_DIUS%20AR&A_Web_NEW.pdf. 
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11 Thus, if inflation falls to 0%, graduates would not pay any interest on their student loans. At the time of 
writing, DIUS ministers had not announced what they would do in the event of deflation; as the rules currently 
stand, graduates could receive interest on their student loans if this scenario were to arise. 
12 For maintenance loans, issued with the same repayment terms, only 79 pence out of every £1 lent to 
students is expected to be recouped. Source: written answer provided to the House of Commons, 4 February 
2008 (http://www.publications.parliament.uk/pa/cm200708/cmhansrd/cm080204/text/80204w0046.htm). 
13 For further analysis exploring the government’s options if it allows the fee cap to be raised, see J. Chester 
and B. Bekhradnia, Funding Higher Fees: Some Implications of a Rise in the Fee Cap, Higher Education Policy 
Institute, Oxford, April 2008 (http://www.hepi.ac.uk/pubdetail.asp?ID=250&DOC=Reports). 
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9.6 Conclusions 

– –

14 See, for example, N. Barr, Funding Higher Education: Policies for Access and Quality, House of Commons 
Education and Skills Committee, 24 April 2002 (http://econ.lse.ac.uk/staff/nb/Barr_Selcom020424.pdf). 
15 L. Dearden, E. Fitzsimons, A. Goodman and G. Kaplan, ‘Higher education funding reforms in England: the 
distributional effects and the shifting balance of costs’, IFS Working Paper WP18/07, October 2007 
(http://www.ifs.org.uk/wps/wp1807.pdf). The figure of £2,800 is the authors’ own calculation based on a 
male:female ratio among graduates of 42:58; source: table 1.2 of Higher Education Statistics Agency, 
Destinations of Leavers from Higher Education Institutions, 2007 
(http://www.hesa.ac.uk/dox/dlhe_longitudinal/0203/DLHE_Long_2002_03_FINAL.pdf). 
16 One exception to this would be raising the rate at which repayments are made (currently 9%) beyond the 
£15,000 earnings threshold, thereby making graduates pay off their debt faster. Higher-earning graduates 
would be the most affected by any increases in this percentage, so it would be a progressive measure (among 
graduates). 
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10 Value added tax  

Thomas F. Crossley, David Phillips and Matthew Wakefield (IFS) 

Summary  

 VAT is an important source of government revenue, forecast to raise £82.6 billion or 
16% of total tax receipts in 2008–09. Like taxes on earnings, VAT distorts the choice 
between leisure and consumption. Because VAT is applied at different rates to 
different goods and services, it also distorts people’s spending decisions and firms’ 
production decisions. In its current form, it is mildly progressive, not regressive as 
some commentators suggest.  

 The temporary cut in the standard VAT rate from 17.5% to 15% is a better stimulus 
measure than its critics suggest. We estimate that the VAT cut will reduce prices on 
average by 1.2%. Past experience suggests this may lead people to buy 1.2% more 
goods and services. Those dismissing it as a failure ignore the likelihood that things 
would have been even worse without it. 

 The government considered an increase in the rate of VAT to 18.5% in 2011–12. 
This would have acted as a stimulus to expenditure before that date, as well as 
raising about £5 billion per year thereafter. Whilst, on its own, such a change would 
be less progressive than further increases in National Insurance, it would be possible 
to compensate most poorer households. 

 Broadening the VAT base by extending the standard rate to most goods and services 
would remove many of the distortions to consumption decisions caused by the 
current system and would raise significant revenue even after more than 
compensating poorer households on average. For instance, a net £10 billion could 
be raised, with the rest of the revenues used to help meet the child poverty targets 
and compensate poorer households, households with children, those with 
disabilities and pensioners.  

10.1 Introduction 

1 See page 6 of House of Commons Library Paper 701 
(http://www.parliament.uk/commons/lib/research/briefings/snbt-00701.pdf). 
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10.2 The structure and impact of VAT 

2 This chapter is not a thorough evaluation of the VAT system, nor does it offer suggestions for comprehensive 
reforms. The interested reader can find a more comprehensive and detailed assessment by I. Crawford, M. 
Keen and S. Smith, Value Added Tax and Excises, prepared for the Report of a Commission on Reforming the 
Tax System for the 21st Century chaired by Sir James Mirrlees, Institute for Fiscal Studies, 2008 
(http://www.ifs.org.uk/mirrleesreview/reports/indirect.pdf). 
3 Annex B, HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/d/pbr08_annexb_262.pdf). 
4 For more details, see table 6 in S. Adam & J. Browne, A Survey of the UK Tax System, IFS Briefing Note 9, 
December 2006 (http://www.ifs.org.uk/bns/bn09.pdf). 
5 See table C7 of HMRC, Annual Report 2006–07 Tables and Statistics 
(http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=
pageVAT_ShowContent&id=HMCE_PROD1_028433&propertyType=document). Note that the definitions 
used here are based on National Accounts principles and these do not correspond to VAT legislation, 
particularly for housing. However, calculations by IFS researchers based upon RPI expenditure weights give the 
same answer. In addition, the 55% figure is inclusive of VAT; excluding VAT, the appropriate proportion would 
be somewhat lower. 
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Myth 1: VAT does not distort work decisions 

6 For a recent example of use of both misconceptions, see BBC Political Editor Nick Robinson’s blog at 
http://www.bbc.co.uk/blogs/nickrobinson/2008/11/further_vat_rise_was_considered.html. 
7 See the editorial section of the Mirrlees Review: Reforming the Tax System for the 21st Century, Oxford 
University Press, forthcoming, for details about how this result is modified when individuals can borrow and 
save and when savings income may include ‘rents’ (e.g. accruing from monopoly power) in addition to the 
normal return on riskless capital.  
8 See 1979 Budget Speech, available at 
http://www.margaretthatcher.org/archive/displaydocument.asp?docid=109497. 
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Myth 2: VAT is a regressive form of taxation 

Figure 10.1. VAT paid as a percentage of net household income 
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Notes: Income deciles based on equivalised household net income using McClements equivalence scales. Net 
income is defined as private income minus income tax, NI and council tax plus benefits and tax credits. The 
Family Expenditure Survey significantly under-records expenditure on VATable goods and hence all VAT 
amounts have been increased by a factor of 1.410 so that estimated VAT revenue matches government 
revenue estimates. Incomes data are from the Family Resources Survey 2006–07.  
Sources: Family Expenditure Survey 2005–06; Family Resources Survey 2006–07; HM Treasury, Pre-Budget 
Report 2008, November 2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_repindex.htm); and authors’ 
calculations.  
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Figure 10.2. VAT paid as a percentage of household expenditure 

 

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

20%

Poorest 2 3 4 5 6 7 8 9 Richest

Decile group  

V
A

T 
p

ai
d

 a
s 

a 
p

er
ce

n
ta

g
e 

o
f 

sp
en

d
in

g Income decile

Spending decile

Notes: Income deciles based on equivalised household net income using McClements equivalence scales. Net 
income is defined as private income minus income tax, NI and council tax plus benefits and tax credits and is 
derived from the Family Resources Survey 2006–07. Expenditure deciles based on equivalised household non-
housing expenditure using McClements equivalence scales. The Family Expenditure Survey significantly under-
records expenditure on all goods and hence expenditure has been increased by a factor of 1.37 so that it 
matches National Accounts data. Expenditure on VATable goods is particularly underestimated and hence all 
VAT amounts have been increased by a factor of 1.410 so that estimated VAT revenue matches government 
revenue estimates. 
Sources: Family Expenditure Survey 2005–06; Family Resources Survey 2006–07; HM Treasury, Pre-Budget 
Report 2008, November 2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_repindex.htm); National 
Accounts; and authors’ calculations.  
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10.3 Cutting VAT as a stimulus measure 

9 Blanchard’s quotes came from an interview with French newspaper Le Monde and were reported at 
http://news.bbc.co.uk/1/hi/business/7797478.stm. 
10 Mr Clegg was speaking on BBC Radio 4’s Today programme; see 
http://news.bbc.co.uk/1/hi/uk_politics/7809330.stm. 
11 Mr Cameron was speaking on BBC Radio 2’s Jeremy Vine programme, on 2 January; see 
http://news.bbc.co.uk/1/hi/uk_politics/7808634.stm. 
12 T.F. Crossley, H. Low and M. Wakefield, ‘The economics of a temporary VAT cut’, IFS Working Paper 
WP09/02, January 2009 (http://www.ifs.org.uk/wps/wp0902.pdf). 



The IFS Green Budget 2009 

200 

The impact on prices 

 

 

How will consumers respond? 

13 The ONS first release of December 2008 inflation figures suggests that inflation fell by 1 percentage point 
and that the VAT cut made the largest contribution to this change. See 
http://www.statistics.gov.uk/pdfdir/cpinr0109.pdf. 
14 Further explanation of this comparison can be found in T.F. Crossley, H. Low and M. Wakefield, ‘The 
economics of a temporary VAT cut’, IFS Working Paper WP09/02, January 2009 
(http://www.ifs.org.uk/wps/wp0902.pdf).  
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Forward-looking consumers 

 

 

15 This hypothesis – that individuals might not perceive a wealth increase when government policy increases 
current resources – is known as ‘Ricardian equivalence’ after the 19th century British economist David Ricardo. 
16 This parameter is called the elasticity of intertemporal substitution (EIS). 
17 O. Attanasio and M. Wakefield, The Effects on Consumption and Saving of Taxing Asset Returns, prepared 
for the Report of a Commission on Reforming the Tax System for the 21st Century chaired by Sir James 
Mirrlees, Institute for Fiscal Studies, 2008 (http://www.ifs.org.uk/mirrleesreview/reports/consumption.pdf).  
18 M. Browning and T.F. Crossley, ‘Luxuries are easier to postpone: a proof’, Journal of Political Economy, 
108(5):1064–8, October 2000. 
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Credit-constrained consumers 

Summary: why the temporary VAT cut should stimulate demand 
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Prospects for further stimulus 

19 It is true that different policies might induce incremental spending with different import intensities. 
However, we have little evidence to guide us on this point. 
20 See paragraph 2.25 of HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_repindex.htm). 
21 For a fuller explanation, see T.F. Crossley, H. Low and M. Wakefield, ‘The economics of a temporary VAT 
cut’, IFS Working Paper WP09/02, January 2009 (http://www.ifs.org.uk/wps/wp0902.pdf).  
22 While we consider possibilities for a longer period of stimulus through VAT, we do not consider the 
possibility of making the stimulus stronger by reducing the main VAT rate below 15%: there are practical 
difficulties with such an approach, given European legislation. 
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o 

o 

23 Of course, the purchases of those whose expenditure is equal to current income will still be boosted by the 
policy, but nonetheless an important part of the mechanism to increase consumer purchases has been shut off 
once households come to believe that the cut is permanent. A perception of permanence might though 
encourage purchases through an income effect when the tax is assumed to be permanently lower. However, 
given current concerns about the public finances, it is plausible to argue that such a permanent change in VAT 
could only be expected if the income effect were anticipated to be offset through tax revenues being recouped 
from elsewhere. 
24 See BBC News Online, ‘Treasury eyed VAT rise to 18.5%’, 25 November 2008 
(http://news.bbc.co.uk/1/hi/business/7749074.stm) and ‘VAT rise to 18.5% scrapped at last minute’, Financial 
Times, 26 November 2008, as well as page 6 of House of Commons Library Paper 701 
(http://www.parliament.uk/commons/lib/research/briefings/snbt-00701.pdf). 
25 This policy might itself have effects that stimulate economic activity. The pre-announced increase in NI is an 
anticipated wage fall, which makes current leisure expensive relative to future leisure. This should stimulate 
labour supply. However, given current concerns about job losses in the economy, it is not clear that this would 
be an effective stimulus at the present time.  
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10.4 Raising revenue by increasing the VAT rate 

26 HM Treasury, Tax Ready Reckoner and Tax Reliefs, November 2008 (http://www.hm-
treasury.gov.uk/d/pbr08_taxreadyreckoner_287.pdf). 
27 It should be noted that our estimate of the revenue raised by the across-the-board 0.5% increase in NI is 
somewhat lower than the Treasury’s and this is reflected in Figure 10.3, though it does not affect the 
qualitative pattern of distributional results. This difference in costing is due to the fact that in the same way 
we allocate a rise in employees’ NI to workers, we also allocate the increase in employers’ NI to workers by 
reducing wages to keep employment costs fixed. These lower wages reduce the amount of income tax payable, 
and increase entitlement to benefits and tax credits, offsetting some of the increases in NI. It appears that 
Treasury estimates of the revenue raised from changes to employers’ NI make different assumptions about 
‘second-round’ effects or ignore them. See Box 11.3 for more details. 
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Figure 10.3. Comparing losses from NI reforms and potential VAT 
increase (percentage of household expenditure) 
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Notes: Income deciles based on equivalised household net income using McClements equivalence scales. Net 
income is defined as private income minus income tax, National Insurance and council tax plus benefits and tax 
credits and is derived from the Family Resources Survey 2006–07. The Family Expenditure Survey significantly 
under-records expenditure on all goods and hence expenditure has been increased by a factor of 1.37 so that it 
matches National Accounts data. Expenditure on VATable goods is particularly underestimated and hence all 
VAT amounts have been increased by a factor of 1.410 so that estimated VAT revenue matches government 
revenue estimates. All direct tax and benefit changes are modelled using the Family Resources Survey, whilst 
all indirect tax changes are modelled using the Family Expenditure Survey. 
Sources: Family Expenditure Survey 2005–06; Family Resources Survey 2006–07; National Accounts; HM 
Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_repindex.htm); and authors’ calculations.  

28 Note that, while the PBR 2008 announcement that the rate of income tax on earnings above £150,000 
would rise to 45% from April 2011 was largely uncontroversial, that reform will affect only the top 1% of 
earners. This NI reform applies to the highest10% of earners.  
29 We pointed out at the end of Section 10.3 that it is difficult to quantify the additional stimulus this would 
achieve, but it is likely to be small.  
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10.5 Raising revenue by broadening the VAT base 

 

 

30 While the remainder of this section will focus on the distributional effects of broadening the VAT base, it is 
worth noting that a pre-announced broadening of the base would result in some current stimulus via a 
substitution effect because it would make some types of consumption more expensive in the future. 
Quantitative assessment of the resulting stimulus is difficult, but it is likely to be small. First, some of the 
points mentioned at the end of Section 10.3 regarding the stimulus effect of an increase in the VAT rate apply: 
we should expect no response from credit-constrained households, and the responses of forward-looking 
households may be dampened by an income effect (as the broadening would presumably be permanent). In 
addition, the broadening would raise the future price of goods that are largely necessities. As explained in 
Section 10.3, necessities have a small intertemporal substitution elasticity.  
31 One potential argument is practical difficulties in defining the value added and the sale price (e.g. financial 
services) or in collecting the tax (e.g. from very small firms where costs of collection and compliance may 
exceed revenues).  
32 For more details, see Mirrlees Review: Reforming the Tax System for the 21st Century, Oxford University 
Press, forthcoming.  
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gain

 

 

33 I. Crawford, M. Keen and S. Smith, Value Added Tax and Excises, prepared for the Report of a Commission 
on Reforming the Tax System for the 21st Century chaired by Sir James Mirrlees, Institute for Fiscal Studies, 
2008 (http://www.ifs.org.uk/mirrleesreview/reports/indirect.pdf). 
34 With the exception of new houses, the portion of international passenger transport that takes place in the 
UK, and ships and aircraft above a certain size. In addition, VAT is not imposed on goods currently classified as 
exempt (e.g. insurance and financial services). Insurance premium tax remains at 5%.  
35 Excluding the same categories that Crawford, Keen and Smith (2008) exclude.  
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Figure 10.4. Losses from applying a uniform rate of VAT of 17.5% 
(percentage of household expenditure): 
before compensation and after compensation (Option 1) 
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Notes: As Figure 10.3. 
Sources: As Figure 10.3. 

36 Because our measure of spending is a ‘snapshot’, many households will not have purchased a particular item 
in the reference period that they do use and purchase at some point. For this reason, whilst we are able to 
present average gains and losses for large population groups (e.g. deciles or family types), we are unable to 
show the numbers of winners and losers because many people with recorded zero purchases in the reference 
week would purchase the relevant items over a longer period (e.g. a year), and would actually lose. Conversely, 
some people will have spent more than they usually do on certain goods during the reference period and their 
loss will be overestimated. 
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Figure 10.5. Losses from applying a uniform rate of VAT of 17.5% 
(percentage of household expenditure): 
before compensation and after compensation (Option 1) 
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Notes to Figure 10.3. 
Sources: As Figure 10.3. 

37 This assessment was made after Budget 2008, and reported in evidence to the Treasury Select Committee. 
See House of Commons Treasury Committee, The 2008 Budget, HC 430, London 
(http://www.publications.parliament.uk/pa/cm200708/cmselect/cmtreasy/430/430.pdf), and look at Q67 of 
the oral evidence.  
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measured

Figure 10.6. Losses from applying a uniform rate of VAT of 17.5% 
(percentage of household expenditure): 
after compensation (Option 2) 
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benefiting

10.6 Conclusions 

38 With exemptions and zero-rating still in place for new housing, they would not be totally eradicated, 
however.  
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11. Income tax and National Insurance  

James Browne (IFS) 

Summary  

 Budget 2007 proposed a very simple set of combined income tax and National 
Insurance rates. Since then, however, changes have been announced, to come into 
effect by 2011–12, that would create a system where key elements of the two 
systems are misaligned and which involves a complicated structure for marginal tax 
rates on incomes above £100,000 a year. 

 The government has proposed two 60% income tax bands, between £100,000 and 
£106,475 and between £140,000 and £146,475, to come into effect from 2010–11. 
These are likely to distort quite considerably the behaviour of people who expect to 
fall into these bands. If individuals at the top of the income distribution are more 
responsive to changes in their marginal tax rate than individuals lower down the 
distribution, there may be a case for having a lower marginal tax rate at the very top 
of the income distribution than slightly lower down. But it seems very unlikely that 
the optimal tax schedule has these two large spikes in it.  

 It would appear that the Treasury has assumed that there will be a considerable 
behavioural response to the new 45% tax rate on incomes over £150,000. However, 
it is very difficult to estimate how much revenue reforms such as these would raise, 
as it requires accurate information about income growth at the top of the income 
distribution, the shape of the income distribution and the responsiveness of the very 
rich to changes in their marginal tax rates. All of these are subject to a high degree 
of uncertainty, and the Treasury has so far declined to publish the assumptions it 
made when estimating how much these measures will raise.  

 We present two alternative reforms that aim to realign the income tax and National 
Insurance thresholds in revenue-neutral and broadly distributionally-neutral ways. 

11.1 Introduction 
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11.2 Reforms announced since Budget 2007 

1 Note that there are still three income tax rates for savings income: the 10% rate still exists for savings 
income falling in the starting-rate band. This remains an unwelcome over-complication of the income tax 
system.  
2 For more on this, see S. Adam, M. Brewer and R. Chote, The 10% Tax Rate: Where Next?, IFS Briefing Note 
77, 2008 (http://www.ifs.org.uk/bns/bn77.pdf). 
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Figure 11.1. Effects of changes announced in Budget 2007 on the 
combined income tax and employees’ NI schedule in 2009–10  
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Source: Author’s calculations. 

Figure 11.2. 2009–10 combined income tax and employees’ NI schedule 
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Source: Author’s calculations. 
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and

Figure 11.3. Income tax, employees’ NI and employers’ NI reforms 
between 2009–10 and 2011–12 
 

0%

10%

20%

30%

40%

50%

60%

70%

£0 £50,000 £100,000 £150,000 £200,000

Annual gross earnings

C
o

m
b

in
ed

 m
ar

g
in

al
 in

co
m

e 
ta

x 
an

d
 

N
at

io
n

al
 In

su
ra

n
ce

 r
at

e

2011–12

2009–10

Notes: Percentages expressed as a proportion of gross employer cost (i.e. gross earnings plus employers’ NI). 
Includes income tax and employers’ and employees’ NI. Assumes individual is contracted in to the State Second 
Pension, has only one job and has constant earnings throughout the year. Source: Author’s calculations.

3 This is intended to reverse the real rise in the basic-rate limit that will occur in 2010–11 when RPI inflation is 
forecast to be negative but the Treasury has said that the basic-rate limit will not fall.  
4 This is calculated by adding together the income tax rate, employees’ NI rate and employers’ NI rate and 
dividing by 1 plus the employers’ NI rate, in this case (0.45 + 0.015 + 0.133)/1.133. This is because increasing 
gross earnings by £1 leads to additional income tax liability of 45p, additional employees’ NICs of 1.5p and 
additional employers’ NICs of 13.3p and the total cost to the employer has increased by £1.133. This therefore 
gives the proportion of an extra pound that an employer spends employing someone that is taken in income 
tax and employees’ and employers’ NICs.  
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11.3 Income tax changes affecting the very rich 

Withdrawal of the personal allowance above £100,000 

5 Such individuals would receive income tax relief at 60% when making an individual contribution to their 
pension (and greater relief if it were made via their employer, e.g. through salary sacrifice), but would be likely 
to only face a tax rate of 40% on their pension income in retirement.  
6 Source: Private correspondence.  
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45% income tax rate above £150,000 

 

 

 

7 Sources: HM Treasury, Pre Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm) and table 2.4 of HMRC Statistics 
(http://www.hmrc.gov.uk/stats/income_tax/table2-4.pdf).  
8 See Box 11.1 for more details.  
9 The 59.6% is equal to (52.8% + 17%) / 1.17. 
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Box 11.1. Using the Survey of Personal Incomes to estimate the effects of these 
income tax reforms 

The Survey of Personal Incomes (SPI) is an annual sample of individuals who HMRC 
believes could be liable to income tax. Stratified samples are drawn from three HMRC 
databases (people subject to PAYE, self-assessment taxpayers and neither of these). 
Variables that were used to stratify the sample include sex, pay, tax liability, main 
source of income and occupational pensions in previous years. Individuals with high 
incomes or rare allowances tend to be oversampled. This is therefore a much better 
source of information on those with very high incomes than traditional household 
surveys such as the Family Resources Survey that we generally use to analyse tax and 
benefit reforms.  

Certain steps are taken to ensure anonymity. All sources of income, allowances and 
reliefs are rounded to three significant figures, with tax amounts imputed based on 
these rounded figures. Unusual combinations of allowances are examined to ensure no 
one can be identified. HMRC ensures that no group has a sampling weight of less than  
1 in 60 or represents a population of fewer than 10,000. Finally, incomes of more than 
£600,000 are combined to create composite records in order to ensure anonymity. This 
is done by combining cases with similar characteristics (e.g. same stratum and sex) and 
taking averages for each variable on the file.  

To create a 2011–12 population using 2005–06 data, we simply increase everyone’s 
incomes by a certain proportion. We choose the uprating factor to ensure we match the 
Treasury’s estimate of the number of people with incomes greater than £100,000 in 
2011–12, namely 750,000. In other words, we ensure that the 750,000th richest person 
in the income distribution has an income of £100,000 and that relative income 
differentials are unchanged. This also ensures that around 350,000 people have incomes 
greater than £150,000, in line with the Treasury’s estimate. This requires that we 
increase nominal earnings by 27%, which means we are effectively assuming average 
annual income growth of 4.1% between 2005–06 and 2011–12 or average annual real 
income growth of 1.3% using actual inflation between 2005 and 2008 and Treasury 
forecasts of inflation to 2011.  
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Box 11.2. Estimating the behavioural response to the new 45% income tax rate 

It is highly likely that changes in the income tax and NI rates that apply to the richest 
individuals will lead these individuals to change their behaviour in a manner that reduces 
the revenue raised. However, accurately estimating what these behavioural changes 
mean in practice for tax revenues is extremely hard.  

Estimates of how much revenue is lost by behavioural changes to changes in the top rate 
of tax rely on accurate estimates of the extent to which the very rich will change their 
behaviour and on accurate estimates of the underlying distribution of income of the very 
rich. These are discussed in turn below. 

A recent study by IFS researchers together with Professor Emmanuel Saez of the 
University of California, Berkeley (henceforth BSS)a estimated a parameter known as the 
taxable income elasticity amongst the richest 1% of adults in the UK. This elasticity tells 
us to what extent taxable income falls when the richest 1% are faced with a rise in the 
marginal tax rate. Using information on how the share of total income held by the top 
1% changed during the 1980s, when marginal tax rates for the very rich were cut 
considerably, BSS estimate that the taxable income elasticity is 0.46. However, BSS 
stress the considerable uncertainty around this estimate. 

Box 11.1 described how the Survey of Personal Incomes can be used to estimate the 
underlying distribution of income of the very rich, which then allows one to assess the 
impact of income tax changes on the very rich. But despite the survey oversampling very 
rich individuals, the number of observations with very high incomes is still very small, 
and this means that any estimates of the revenue lost by behavioural change from a tax 
change applying to the richest individuals can be very sensitive to the sample. An 
alternative approach to using the SPI is to assume that the underlying distribution of 
income of the very rich follows a distribution with a known shape, and a common 
approach is to use Pareto distribution.  

Ongoing work by IFS researchers is exploring both of these methods in more detail, and 
is examining how sensitive are the resulting estimates of the amount of revenue lost by 
behavioural change to increases in the tax rates affecting the very rich, and therefore 
estimates of the revenue-maximising top rate of tax. This work has not yet been 
completed, but IFS hopes to publish a Briefing Note on it in the spring of 2009.  

PBR 2008 contained no detail of how the government estimated the revenue that would 
be raised from the two proposed tax changes affecting the very rich, and the Treasury 
and HMRC have so far declined to release any details.  

 

a. M. Brewer, E. Saez and A. Shephard, Means-Testing and Tax Rates on Earnings, submission to the IFS 
Mirrlees Review, Institute for Fiscal Studies, 2008 
(http://www.ifs.org.uk/mirrleesreview/press_docs/rates.pdf). 
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Conclusion 

10 See M. Brewer, L. Sibieta and L. Wren-Lewis, Racing Away? Income Inequality and the Evolution of High 
Incomes, IFS Briefing Note 76, January 2008 (http://www.ifs.org.uk//bns/bn76.pdf).  
11 Source: Table 4 of HM Treasury, Tax Ready Reckoner and Tax Reliefs, November 2008 (http://www.hm-
treasury.gov.uk/d/pbr08_taxreadyreckoner_287.pdf). 
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11.4 Alternative reform packages 
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Figure 11.4. Effect of Package 1 on the combined income tax and 
National Insurance schedule 
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Notes: As Figure 11.3. 
Source: Author’s calculations. 

Figure 11.5. Distributional impact of Package 1  
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Notes: Income decile groups are derived by dividing all families into 10 equal-sized groups according to 
income adjusted for household size using the McClements equivalence scale. Decile group 1 contains the 
poorest tenth of the population, decile group 2 the second poorest, and so on up to decile group 10, which 
contains the richest tenth. Assumes employers’ NI contributions are incident on employees so that employer 
cost remains the same after the change to employers’ NI.  
Source: Author’s calculations using the IFS tax and benefit microsimulation model, TAXBEN, run on the 2006–
07 Family Resources Survey.  
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Box 11.3. Assigning employers’ National Insurance contributions 

In our distributional analysis of the packages, we change individuals’ gross earnings in 
each job they hold so that the cost to their employer of employing them remains the 
same before and after the reform. This means that employers’ and employees’ NI are 
treated in the same way, which is appropriate as both contribute to a wedge between 
the cost of an employee being employed and the employee’s take-home pay, and 
therefore their ultimate impact on take-home pay will be the same. However, a 1 
percentage point cut in employers’ NI would not be worth as much to an individual as a 
1 percentage point cut in employees’ NI, as although it leads to higher gross earnings, 
some of these additional earnings are taxed away. Similarly, an increase in employers’ NI 
does not reduce net income by as much as a similar increase in employees’ NI because an 
increase in employers’ NI leads to a reduction in gross earnings, which then reduces 
income tax and employees’ NI payments. 

To compare an individual’s net income under two tax and benefit systems, we first run 
them through our tax and benefit microsimulation model under the original system. We 
then make the employers’ NI adjustment to their gross earnings and run them through 
again under the new tax and benefit system to get their new net income level. The gain 
or loss from the reform is the difference between these two net income levels.  
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Figure 11.6. Effect of Package 2 on the combined income tax and 
National Insurance schedule 
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Notes: As Figure 11.3. 
Source: Author’s calculations. 

Figure 11.7. Distributional impact of Package 2 
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Notes: As Figure 11.5. 
Source: Author’s calculations using the IFS tax and benefit microsimulation model, TAXBEN, run on the 2006–
07 Family Resources Survey.  
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11.5 Conclusions 
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12. Business taxation 

Rachel Griffith, Helen Miller and Martin O'Connell (IFS) 

Summary 

 Finance Bill 2009 will move the UK to an exemption system under which most 
foreign dividends will be exempt from UK taxation. This is a welcome move that will 
put the UK more in line with other European countries and should help UK 
multinationals to make more productive use of their assets. 

 The planned increase in the small companies’ rate of corporation tax from 21% to 
22% in April 2009 has been deferred by one year as part of a package aimed at 
supporting small businesses during the recession. This deferral is unlikely to be very 
effective, and maintains a greater artificial incentive for businesses to change legal 
form for tax purposes. The government would be better to settle on a small 
companies’ rate and support small businesses by other means. In the long term, it is 
not clear that there should be separate tax rates for large- and small-profit firms. 

 Empty properties with a rateable value of less than £15,000 will be exempt from 
business rates for the financial year 2009–10, but will be taxed again from April 
2010. Neither regime is neutral towards the use of land. 

12.1 Introduction 

12.2 Taxation of companies’ foreign profits 

1 Taxation of Companies’ Foreign Profits: Discussion Document, June 2007 (http://www.hm-
treasury.gov.uk/consult_foreign_profits.htm).  
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The move to exemption 

capital export neutrality

Capital ownership neutrality
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Is all foreign income included? 

 

 

Anti-avoidance rules and the definition of foreign-source income 

2 See M. Gammie, R. Griffith and H. Miller, ‘Taxation of companies’ foreign profits’, in R. Chote, C. Emmerson, 
D. Miles and J. Shaw (eds), The IFS Green Budget: January 2008, IFS Commentary 104 
(http://www.ifs.org.uk/budgets/gb2008/08chap12.pdf). 
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Box 12.1. Controlled Foreign Companies regime 

Under the current credit system, the UK normally taxes the profits of foreign 
subsidiaries only when they are remitted to the UK in the form of dividends. This means 
that UK multinational companies have the scope to defer UK taxation indefinitely by 
keeping the profits of their foreign subsidiaries offshore. To counter this, the UK 
operates a CFC regime that limits the extent to which companies can defer UK tax by 
retaining profits in a jurisdiction with a lower corporation tax rate. 

Broadly speaking, a company is treated as a CFC if it is resident outside the UK, is 
subject to a tax regime with a significantly lower rate of tax than the UK (less than 75% 
of the tax rate applied in the UK) and is controlled by UK residents. In such cases, the 
UK-resident company is taxed on the proportion of the profits of the CFC that can be 
attributed to the UK by virtue of the size of its shareholding (provided that such profits 
account for at least 25% of the total profits of the CFC). 

There will be new provisions added to the CFC regime when the UK moves to an 
exemption system in order to tackle avoidance behaviour. 

What is the likely impact of the move to an exemption system? 

3 A full description of all the provisions set out in the December legislation can be found in ‘Taxation of the 
foreign profits of companies: draft provisions’, December 2008 (http://www.hm-
treasury.gov.uk/consult_foreign_profits.htm). 
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12.3 Taxation of small companies 

Organisational form 

4 Page 49, paragraph 3.23 of HM Treasury, Budget 2007, March 2007 (http://www.hm-
treasury.gov.uk/bud_bud07_index.htm).  
5 For basic-rate income tax payers, dividends are effectively not taxed under the personal income tax system, 
while for higher-taxed individuals, they are taxed at a reduced rate. In both cases, dividends do not attract 
National Insurance. For further information, see C. Crawford and J. Freedman, Small Business Taxation: a 
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Figure 12.1. Percentage of £15,000 gross profits paid in tax and NI over 
time, by legal form 
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Notes: All allowances and thresholds used in these calculations are in 2008–09 prices. It is assumed that the 
incorporated individual pays themselves a salary equal to the personal allowance, with the remaining profits 
extracted in the form of dividends (on which corporation tax and income tax on dividend income must be 
paid). 
Sources: C. Crawford, ‘Corporation tax and entrepreneurship’, in R. Chote, C. Emmerson, D. Miles and J. Shaw 
(eds), The IFS Green Budget: January 2008, IFS Commentary 104 
(http://www.ifs.org.uk/budgets/gb2008/08chap11.pdf), updated using Tolley’s Income Tax, various years and 
Tolley’s National Insurance Contributions, various years; Tolley’s Corporation Tax, various years.  

special study of the structural issues surrounding the taxation of business profits of owner managed firms, 
submission to the IFS Mirrlees Review, Institute for Fiscal Studies, 2008 
(http://www.ifs.org.uk/mirrleesreview/press_docs/small_businesses.pdf).  
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Figure 12.2. Percentage of £25,000 gross profits paid in tax and NI over 
time, by legal form 
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Notes: As Figure 12.1. 
Sources: As Figure 12.1. 

A move in the right direction? 

(externalities)

6 In 2002, the Paymaster General, Dawn Primarolo, explained the thinking behind the starting rate: ‘We 
believe that cutting corporation tax is an effective way of targeting support at small and growing businesses. 
… We want to create growth and economic activity, and to sustain entrepreneurial activity’ (House of 
Commons Standing Committee F, 16 May 2002, cols. 114–115). 
7 For more details, see C. Crawford, ‘Corporation tax and entrepreneurship’, in R. Chote, C. Emmerson, D. 
Miles and J. Shaw (eds), The IFS Green Budget: January 2008, IFS Commentary 104 
(http://www.ifs.org.uk/budgets/gb2008/08chap11.pdf). 
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Temporary deferral 

12.4 Empty property relief 

8 For discussion of changing incentives, see C. Crawford and J. Freedman, Small Business Taxation: a special 
study of the structural issues surrounding the taxation of business profits of owner managed firms, 
submission to the IFS Mirrlees Review, Institute for Fiscal Studies, 2008 
(http://www.ifs.org.uk/mirrleesreview/press_docs/small_businesses.pdf).  
9 Source: Page 10, table 1.2 of HM Treasury, Pre-Budget Report 2008, December 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_repindex.htm). 
10 For discussion of aligning corporate tax rates, see C. Crawford and J. Freedman, Small Business Taxation: a 
special study of the structural issues surrounding the taxation of business profits of owner managed firms, 
submission to the IFS Mirrlees Review, Institute for Fiscal Studies, 2008 
(http://www.ifs.org.uk/mirrleesreview/press_docs/small_businesses.pdf). 
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Regime 1: Before April 2008 

 

 

Regime 2: From April 2008 

 

 

Regime 3: April 2009 to April 2010 
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Figure 12.3. Three regimes of business rates by occupation status: 
industrial property 
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Notes: Figures are based on a property with a rateable value of £14,999. Tax liability is calculated, subject to 
relief, by multiplying the rateable value by the 2008–09 standard multiplier, which is 46.2p. In the City of 
London the multiplier is slightly higher, while for small businesses it is slightly lower. The multiplier used in 
Scotland and Wales is determined by the devolved administrations and differs slightly from that used in 
England, while the tax regime used in Northern Ireland combines a regional multiplier with locally-varying 
district multipliers. 
Source: Authors’ calculations using the multiplier and the relevant tax regimes. 

Figure 12.4. Three regimes of business rates by occupation status: 
commercial property 
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Source: As Figure 12.3. 
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Incentives 

Policy 

11 R. Boadway, E. Chamberlain and C. Emmerson, Taxation of Wealth and Wealth Transfers, submission to the 
IFS Mirrlees Review, Institute for Fiscal Studies, 2008 
(http://www.ifs.org.uk/mirrleesreview/reports/wealth_transfers.pdf).  
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12.5 Conclusions 
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Appendix A: Forecasting public finances 

Carl Emmerson and Gemma Tetlow (IFS) 

A.1 The accuracy of our previous forecasts 

Table A.1. A comparison of last year’s IFS Green Budget forecast and the 
Treasury’s October 2007 Pre-Budget Report forecast with the estimated 
out-turn for 2007–08 from the November 2008 Pre-Budget Report 

£ billion 

 

HM Treasury 
PBR forecast, 
October 2007 

IFS Green Budget 
forecast, 

January 2008 

Estimate,  
PBR, 

November 2008 

Current receipts 551.2 548.7 547.5 

Current expenditurea  559.5 559.5 554.2 

Net investment 29.7 29.7 29.9 

Total managed expenditure 589.2 589.2 584.1 

Public sector net borrowing 38.0 40.5 36.6 

Surplus on current budget –8.3 –10.8 –6.7 

a. Includes depreciation.  
Sources: Out-turn figures for 2007–08 from HM Treasury, 2008 Pre-Budget Report, November 2008 
(http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). Forecasts from HM Treasury, Pre-Budget Report 
and Comprehensive Spending Review, October 2007 (http://www.hm-treasury.gov.uk/pbr_csr07_index.htm), 
and table 5.2 of R. Chote, C. Emmerson and G. Tetlow, ‘Green Budget public finance forecasts’, in R. Chote, C. 
Emmerson, D. Miles and J. Shaw (eds), The IFS Green Budget: January 2008, IFS Commentary 104 
(http://www.ifs.org.uk/projects/284). 
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Table A.2. IFS Green Budget and Treasury errors in forecasting tax 
receipts, 2007–08 

£ billion Pre-Budget 
Report, October 

2007 

IFS Green Budget, 
January 2008 

Income tax (net of tax credits) +2.1 +2.1 
National Insurance contributions –3.9 –4.9 
Value added tax +0.8 +0.8 
Corporation tax (net of tax credits) +0.0 –2.0 
Fuel Duties +0.0 +0.0 
Stamp duties +1.0 +0.5 
Other taxes +0.9 +1.9 
Net taxes & National Insurance contributions +0.9 –1.6 
Non-tax receiptsa 

+2.8 +2.8 
Total current receipts +3.7 +1.2 

a. Includes accruals adjustments on taxes, the tax credits adjustments, interest and dividends, gross operating 
surplus and rent; net of oil royalties and business rate payments by local authorities, the own resources 
contribution to the EU budget and PC corporation tax payments.  
Sources: As Table A.1.  

A.2 Techniques used in our forecasts 
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Information from current receipts 

2008 09 forecast Receipts received so far this year 2007–08 receipts
Receipts received to the same point last year

The IFS modelled receipts approach 

2008 09 forecast 2007 08 receipts Tax base change Elasticity Tax changes

A.3 Forecasts for 2008–09  

1 For a more detailed explanation of both these techniques, see C. Giles and J. Hall, ‘Forecasting the PSBR 
outside government: the IFS perspective’, Fiscal Studies, 19, 83–100, 1998. 
2 L. Blow and I. Crawford, The Distributional Effects of Taxes on Private Motoring, IFS Commentary 65, 1997. 
3 M. Chambers, ‘Consumers’ demand and excise duty receipts equations for alcohol, tobacco, petrol and 
DERV’, Government Economic Service, Working Paper 138, August 1999. 
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HM Revenue and Customs receipts 

income tax

National Insurance contributions

VAT

corporation tax

stamp duties

fuel duties

Other government receipts 

Government expenditure 

current spending

public sector net
investment
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Table A.3. Forecasts for government borrowing in 2008–09 

£ billion PBR 
Nov. 2008 

Current 
receipts 
method 

IFS 
forecasting 

model 

IFS 
forecast 

judgement 

Income tax (net of tax credits) 151.2 159.9e 147.1 147.1 

National Insurance contributions 97.7 96.9 104.7 97.7 

Value added tax (VAT) 82.6 80.7 83.0 81.5 

Corporation tax (net of tax credits) 44.9 46.2 46.9 45.0 

Petroleum revenue tax 2.6 3.8 1.7 2.6 

Fuel duties 25.1 24.9 25.4 25.1 

Capital gains tax 4.9 n/a 5.8 3.9 

Inheritance tax 3.1 3.0 3.1 3.1 

Stamp duties 8.3 8.7 7.6 7.6 

Tobacco duties 8.2 8.1 8.7 8.2 

Spirits duties 2.3 2.4 2.5 2.3 

Wine duties 2.8 2.7 2.8 2.8 

Beer and cider duties 3.4 3.4 4.0 3.4 

Betting and gaming duties 1.5 1.5 1.6 1.5 

Air passenger duty 1.9 1.9 2.1 1.9 

Insurance premium tax 2.3 2.3 2.6 2.3 

Landfill tax 0.9 1.0 1.1 0.9 

Climate change levy 0.7 0.7 0.7 0.7 

Aggregates levy 0.4 0.4 0.4 0.4 

Customs duties and levies 2.6 2.7 2.6 2.6 

Total HMRC 447.1 451.1 454.3 440.5 

Vehicle excise duties 5.8 5.7 5.7 5.8 

Business rates  23.5 23.5 23.3 23.5 

Council taxa 24.6 24.6 24.6 24.6 

Other taxes and royaltiesb 15.7 15.7 15.0 15.7 

Net taxes and NI contributionsc 516.6 520.7 523.0 510.1 

Other adjustmentsd 28.8 28.8 28.8 28.8 

Current receipts 545.5 549.5 551.8 538.9 

Current spending 586.7 586.7 586.7 586.7 

Current balance –41.2 –37.2 –34.9 –47.8 

Net investment 36.5 36.5 36.5 36.5 

Public sector net borrowing 77.7 73.7 71.4 84.3 
a. PBR figures are based on stylised assumptions rather than government forecasts. 
b. Includes VAT refunds and money paid into the National Lottery Distribution Fund. 
c. Includes VAT and the traditional ‘own resources’ contributions to the EU budget. 
d. This line is a sum of accruals adjustments on taxes, tax credits adjustment, interest and dividends, and other 
receipts, less own resources contribution to EU budget and PC corporation tax payments. 
e. Current receipts estimate of income tax revenues includes capital gains tax. 
Sources: PBR forecasts from HM Treasury, 2008 Pre-Budget Report, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm); this table is similar to table B13 on page 203. Authors’ 
calculations. 
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Table A.4. Alternative macroeconomic assumptions underlying medium-
term public finances forecasts 

Annual % change 
unless otherwise state 

2008
–09 

2009
–10 

2010
–11 

2011
–12 

2012
–13 

2013
–14 

Green Budget baseline 
(PBR assumptions) 

      

Gross domestic product (GDP) –¼ –½ 2 3 3 3 

Real consumers’ expenditure ¾ –¾ –1½ 2¼ 3 3 

Employment –½ –1¼ ½ 1 1 1 

Real wages –1¾ 5¼ 1¼ ¾ 1½ 1¾ 

GDP deflator 3¼ 1½ 2¾ 2¾ 2¾ 2¾ 

Output gap (% of potential GDP) –0.3 –1.5 –1.9 –1.3 –0.7 –0.1 

       

Alternative Green Budget scenario I 
(Morgan Stanley central case) 

      

Gross domestic product (GDP) –½ –¼ 2 3 2¼ 2½ 

Real consumers’ expenditure ½ ¼ 1 2½ 2¾ 2 

Employment –½ –1¼ ½ 1 ¾ ¾ 

Real wages –1¾ 5½ –1¼ 1½ 1½ 1 

GDP deflator 4 ¾ 2¾ 2¼ 2½ 2½ 

Output gap (% of potential GDP) 0.0 –1.5 –1.0 0.2 0.6 0.6 

       

Alternative Green Budget scenario II 
(Morgan Stanley ‘pessimistic case’) 

      

Gross domestic product (GDP) –¾ –2½ 1 2 1 ½ 2 

Real consumers’ expenditure 0 –2½ –¼ 1 1¾ 1¼ 

Employment –½ –2¾ ½ ½ ½ ¾ 

Real wages –1¾ 7 ¼ 0 –¼ ½ 

GDP deflator 4 –½ 1¼  1½  2¾  2½  

Output gap (% of potential GDP) 1.0 –2.0 –1.4 –0.1 0.7 1.2 

       

Alternative Green Budget scenario III 
(Morgan Stanley ‘optimistic case’) 

      

Gross domestic product (GDP) –0 1¼ 3 3¾ 3 3½ 

Real consumers’ expenditure ¾ ¼ 1¾ 2¾ 3 2¾ 

Employment –0 1 1¾ 2¼ 1½ ¾ 

Real wages 3 2¾ 3½ 3¾ 3 3¼ 

GDP deflator 4 1 3 2½ 2½ 2½ 

Output gap (% of potential GDP) –0.6 –1.4 –0.8 0.4 0.7 1.4 

Sources: Authors’ calculations; Morgan Stanley; Treasury forecasts from HM Treasury, 2008 Pre-Budget 
Report, November 2008 (http://www.hm-treasury.gov.uk/prebud_pbr08_index.htm). 
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Appendix B: Headline tax and benefit 
rates and thresholds 

 2008–09 level 2009–10 levela 

Income tax 
Personal allowance: under age 65 
 aged 65–74 
 aged 75 and over 
Married couple’s allowance, restricted to 10%: 
 aged 65 or over on 6 April 2000 
 aged 75 or over 
Basic rate 
Higher rate 
Tax rates on interest income 
Tax rates on dividend income 
Starting-rate limit 
Basic-rate limit 

 
£6,035 p.a. 
£9,030 p.a. 
£9,180 p.a. 

 
£6,535 p.a. 
£6,625 p.a. 

20% 
40% 

10%, 20%, 40% 
10%, 32.5%b 

£2,320 p.a. 
£34,800 p.a. 

 

£6,475 p.a. 
£9,490 p.a. 
£9,640 p.a. 

 
£6,865 p.a. 
£6,965 p.a. 

20% 
40% 

10%, 20%, 40% 
10%, 32.5%b 

£2,440 p.a. 
£37,400 p.a. 

 
National Insurance 
Lower earnings limit (LEL) 
Upper earnings limit (UEL) 
Earnings threshold (employee and employer) 
Class 1 contracted-in rate: employee – below UEL 
      – above UEL 
   employer – below UEL 
     – above UEL 
Class 1 contracted-out rate: employee – below UEL 
(salary-related schemes)       – above UEL 
 employer – below UEL 
      – above UEL 

 
£90 p.w. 

£770 p.w. 
£105 p.w. 

11% 
1% 

12.8% 
12.8% 
9.4% 
1% 

9.1% 
12.8% 

 
£95 p.w. 

£844 p.w. 
£110 p.w. 

11% 
1% 

12.8% 
12.8% 
9.4% 
1% 

9.1% 
12.8% 

Corporation tax 
Rates: small companies’ rate 
 standard rate 

 
21% 
28% 

 
21% 
28% 

Capital gains tax 
Annual exemption limit: individuals 
 trusts 
Rate 

 
£9,600 p.a. 
£4,800 p.a. 

18% 

 
£10,100 p.a. 
£5,050 p.a. 

18% 

Inheritance tax 
Threshold 
Rate for transfer at or near death 

 
£312,000 

40% 

 
£325,000 

40% 

Value added tax 
Registration threshold 
Standard rate 
Reduced rate 

 
£67,000 p.a. 

15%c 
5% 

 
£68,000 p.a. 

15%c 
5% 

Excise duties 
Beer (pint at 3.9% abv) 
Wine (75cl bottle at 12% abv) 
Spirits (70cl bottle at 40% abv) 
20 cigarettes: specific duty 
  ad valorem (24% of retail price) 
Ultra-low-sulphur petrol (litre) 
Ultra-low-sulphur diesel (litre) 

 
36pd 

157pd 
622pd 
224pd 
129pd 
52pe 
52pe 

 
36pd 

157pd 
620pd 
218pd 
127pd 
54p 
54p 

 Continues 
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Continued   

 2008–09 level 2009–10 levela

Air passenger duty 
Destinations within the EU:  economy 
    club/first class 
Destinations outside the EU: economy 
    club/first class 

 
£10 
£20 
£40 
£80 

 
£10f 

£20f 
£40f 
£80f 

Betting and gaming duty 
Gross profits tax 
Spread betting rate: financial bets 
 other bets 

 
15–50% 

3% 
10% 

 
15–50% 

3% 
10% 

Insurance premium tax 
Standard rate 
Higher rate (for insurance sold accompanying certain 
goods and services) 

 
5% 

17.5% 

 
5% 

17.5% 

Stamp duty 
Land and buildings: 
 residential threshold  
 non-residential threshold 

 rate: up to threshold 
  threshold–£250,000 
  £250,000–£500,000 
  above £500,000 
Stocks and shares: rate 

 
 

£175,000g 
£150,000 

0% 
1% 
3% 
4% 

0.5% 

 
 

£175,000g 
£150,000 

0% 
1% 
3% 
4% 

0.5% 

Vehicle excise duty 
Graduated system (for new cars from 1 March 2001) 
Standard rate 
Small-car rate (engines up to 1,549cc) 
Heavy goods vehicles (varies according to vehicle type 
and weight) 

 
£0–£400 p.a.h 

£185 p.a. 
£120 p.a. 

£165–£1,850 
p.a. 

 
£0–£405 p.a.h 

£190 p.a. 
£125 p.a. 

£165–£1,850 
p.a. 

Landfill tax 
Standard rate 
Lower rate (inactive waste only) 

 
£32 per tonne 

£2.50 per tonne 

 
£40 per tonne 

£2.50 per tonne 

Climate change levy 

Electricity 
Natural gas 
Coal 
Liquefied petroleum gas 

 
0.456 p/kWh 
0.159 p/kWh 
1.242 p/kg 
1.018 p/kg 

 
0.470 p/kWh 
0.164 p/kWh 
1.281 p/kg 
1.050 p/kg 

Business rates 

Rate applicable for high-value propertiesi in: England 
 Scotland 
 Wales 

 
46.2% 
46.2% 
46.6% 

 
48.1% 
48.1% 
48.9% 

Council tax 

Average rate band D council tax in England and Wales 
 

£1,354 p.a. 
 

Councils to set 

Income support / income-based jobseeker’s allowance 
Single (aged 25 or over) 
Couple (both aged 18 or over) 

 
£60.50 p.w. 
£94.95 p.w. 

 
£64.30 p.w. 

£100.95 p.w. 

Basic state pension 
Single 
Couple 
Winter fuel payment: for those aged 60–79 
 for those aged 80 or over  

 
£90.70 p.w. 

£145.05 p.w. 
£250 
£400 

 

£95.25 p.w. 
£152.30 p.w. 

£200 
£300 

 
 
 

 Continues 
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 2008–09 level 2009–10 levela 
Pension credit 
Guarantee credit for those aged 60 or over: single 
     couple 
Savings credit for those aged 65 or over: 
 threshold – single 
 threshold – couple 
 maximum – single 
 maximum – couple 
 withdrawal rate 

 
£124.05 p.w. 
£189.35 p.w. 

 
£91.20 p.w. 

£145.80 p.w. 
£19.71 p.w. 
£26.13 p.w. 

40% 

 
£130.00 p.w. 
£198.45 p.w. 

 
£96.00 p.w. 

£153.40 p.w. 
£20.40 p.w. 
£27.03 p.w. 

40% 

Child benefit 
First child 
Other children 

 
£20.00 p.w.j 
£13.20 p.w.j 

 
£20.00 p.w. 
£13.20 p.w.  

Child tax credit 
Family element (doubled for first year of a child’s life) 
Child element 
Disabled child element 

 
£545 p.a. 

£2,085 p.a. 
£2,540 p.a. 

 
£545 p.a. 

£2,235 p.a. 
£2,670 p.a. 

Working tax credit 
Basic element 
Couples and lone-parent element 
30-hour element 
Disabled worker element 
Childcare element: 
 maximum eligible cost for one child 
 maximum eligible cost for two or more children 
 proportion of eligible costs covered 

 
£1,800 p.a. 
£1,770 p.a. 
£735 p.a. 

£2,405 p.a. 
 

£175.00 p.w. 
£300.00 p.w. 

80% 

 
£1,890 p.a. 
£1,860 p.a. 
£775 p.a. 

£2,530 p.a. 
 

£175.00 p.w. 
£300.00 p.w. 

80% 

Features common to child and working tax credits 
First threshold 
First threshold if entitled to child tax credit only 
First withdrawal rate 
Second threshold 
Second withdrawal rate 

 
£6,420 p.a. 

£15,575 p.a. 
39% 

£50,000 p.a. 
1 in 15 

 
£6,420 p.a. 

£16,040 p.a. 
39% 

£50,000 p.a. 
1 in 15 

Maternity benefits 
Sure Start maternity grant 
Statutory maternity pay: weeks 1–6 
   weeks 7–33 
 
 
Maternity allowance 

 
£500 

90% earnings 
£117.18 p.w., or 
90% earnings if 

lower 
£117.18 p.w. 

 
£500 

90% earnings 
£123.06 p.w., or 
90% earnings if 

lower 
£123.06 p.w. 

a. 2009–10 figures take pre-announced values where available and estimated results of standard indexation 
otherwise. 
b. Offsetting tax credit available, which reduces effective tax rates to 0% and 25%. 
c. The 15% rate applies from 1 December  2008 until 31 December 2009. Before and after these dates, the 
standard rate of VAT was/will be 17.5%. 
d. The 2008–09 figures apply from November/December 2008 rather than the beginning of the tax year. The 
2009–10 figures assume indexation in line with negative (–2¼%) RPI inflation in the year to September 2009, 
plus the government’s commitment to a 2% real increase in the case of alcohol duties.  
e. Applies from 1 December 2008 rather than the beginning of the tax year. From April to November 2008, the 
duty was 50p per litre. 
f. Air passenger duty due to be reformed from November 2009. 
g. £175,000 threshold applies from 3 September 2008 to 2 September 2009. Before and after these dates, the 
threshold was/will be £125,000, or £150,000 in designated disadvantaged areas. 
h. Highest rate applies only to cars registered on or after 23 March 2006. For cars registered before this date, 
the highest rates are £210 and £215 for 2008–09 and 2009–10 respectively 
i. Applies where rateable values are at least £21,500 in Greater London, £15,000 in the rest of England, 
£29,000 in Scotland and £5,000 in Wales. Lower rates apply below these thresholds. 
j. Applies from 1 January 2009. Prior to this, the rates payable since April 2008 were £18.80 and £12.55 per 
week. 
Sources: See next page. 
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Sources: Various HM Treasury and HM Revenue and Customs Press Releases, March 2008 and December 2008; 
HM Treasury, Pre-Budget Report 2008, November 2008 (http://www.hm-
treasury.gov.uk/prebud_pbr08_index.htm); HM Treasury, Tax Ready Reckoner and Tax Reliefs, November 
2008 (http://www.hm-treasury.gov.uk/d/pbr08_taxreadyreckoner_287.pdf); http://www.hmrc.gov.uk; 
http://www.dwp.gov.uk/mediacentre/pressreleases/2008/dec/NewBenefitRates.pdf; 
http://www.dvla.gov.uk/media/pdf/leaflets/v149.pdf; 
http://www.local.communities.gov.uk/finance/busrats/bri72008.pdf; 
http://www.scotland.gov.uk/Topics/Government/local-government/17999/11199; 
http://wales.gov.uk/publications/accessinfo/drnewhomepage/busnindustrydrs/2008/nondommultiplrates09-
10/?lang=cy; http://www.cipfastats.net/uploads/MainTables282200824916.pdf; 
http://www.hmrc.gov.uk/budget2008/bn84.pdf; http://www.hmrc.gov.uk/pbr2008/pbrn27.pdf; 
http://www.hmrc.gov.uk/pbr2008/pbrn28.pdf; http://www.hmrc.gov.uk/pbr2008/pbrn19.pdf. 
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