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Foreword

The Office for Budget Responzibility [(OBR) wos established in 2070 to provide independent and
outharitative onalysis of the UK s public finonces

In this Economic and fiscal outlbbo k [EFC) we set out forecoststo 2020-21. We alzo azsess whether
the Government is on courze to meet the medium-term fiscol objedives thet it hos set itself, including
the proposed new torgets thet it hos eet out in this Budget. The foreonsts presented in this dooument
represent the collective wew of the three independent members of the OBR’s Budget Respon sibil ity
Cormittee [BRC). We toke full responahbility for the judgements thet underpin thern and for the
condusions we hove recched.

We herve, of course, been hugely supported in this by the stoff of the OBR. 'We are enormously
greteful for the hord werk, expertise ond professiondism that they hove brought to the task, Given
the highly disoggregoted neture of the fiscol forecosts we produce, we hove dlso drown hecraly on
the weark ond expertize of officials aocss government, induding in HWM Revenue ond Customes, the
Depoartrment for Waork and Pensions, HM Treosury, the Department for Communities ond Local
Sovernment, the Department for Business, Innovation ond Skills, the Departrrent of Energy ond
Climneate Chonge, the Oil ond Gos Authority, the Office for Motional Statigics, the LK Delbt
rMonogement Office, the 3oottish Gevernment and Secttish Fisoal Commission, the Welsh
overnment, Tronsport for London and the various public sedtor pension schemes, We are very
grateful for their irme and potience. We hove also hod useful exdionges with staff ot the Bank of
England regarding their lotest forecast, for which we are very grateful.

The forecost process For this EFO hos been os follows:

. In Moy, the Treqsury requested that we findlise the Summer Budget 201 5 forecost on o ‘pre-
scorecord” bosis [l.e. before incorporating the effect of new pelior onnouncements thet are
listed in the Treosury’s “scoreonrd” toble of poligr decisions] around two weeks chead of the
Budget in order to provide the Choncellor with o stable bose for his fingl policy decidons,

. We begon the foreoost process with the preporction by OBR stoff of o revised economic
foreonst, drowing on economic dota releosed since the log published forecast in March 2015
ond with cur preliminary judgements on the outlaok for the econormy.

. IUsing the economic determinonts from this forecost (such osthe components of namingl
income and spending, plus inflotion ond unermployment], we then comimizs oned new
foreonsts from the relevant government depoartments for the vorous tax ond spending strecms
that in ogogregote determine the stote of the public finonces. We discussed these in detail with
the offidals producing them, whidh ollowed usto investigote proposed chonges in forecosting
methodalogy ond to gssess the significonce of recent tow ond spending cutturns. Tn Moy
coszes, the BRC requested changes to methodology ondfor the interpretation of recent dota,

1 Economic and fisal outlook
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. We zsent our first economic and fiscol forecast [incuding o provisional judgement on progress
towords meeting the fiscal torgets] on 4 June. We prowided the Choncellor with these early
foreansts in order to inform his policy choices for the Budget.

. As the forecasting process continued, we identified the key judgements that we would hove to
maoke in order to generote our full economic forecost. Where we thought it would be helpful,
we commissioned analysis from the relevant experts in the Treasury to help inform our views.
The BRC then ogreed the key judgements, allowing the produdtion by OBR staff of o second
full economic foreaost.

. This provided the basis for o further round of fiscal forecosts, Disaussion of these forecosts with
HMRC, O'WP ond the other deportments gove us the cpportunity to follow up the vonous
requests for further analysis, methodological chonges and alternative judgements thot we
made duning the previcus round. We provided the sscond round economic and fiscal forecost
to the Choncellor on 17 June.

. We then produced o third econormy and fiscal forecast, which allowed us to toke on lotest dota
cnd to ensure that our judgements on the fisaol foreaod hod been incorporated. We findlised
this forecast and sent it to the Chancellor on 25 June, and we met with him and Treosury
offiadlsto discuss it on 29 June.

. Meanwhile, we were also sautinising the aosting of tox and spending meosures thot were
being considered for announcement af the Budget, The BRC requested o number of dianges
to the draft costings prepared by HMRC, D'WP and other deparnments. As in March, the policy
coshings scruting process was porticularly difficult for this Budget as we were not given details
of cogtings for a large proportion of significant poligy measures until just before our deodlines.
We hove endorsed all but one of the tox and annually monoged expenditure costings in the
toble os reqsonable and central estimotes of the measures themselves, We were unoble to
certify one element of the welfare sovings pockoge os reosonable ond central in the time
orvoilable, but we hove induded the Treasury's estimote of its impad in our forecost and will
return to the coging of our next foreanst, We hove continued our fuller discussion and
colibration of the uncertainties thot surround these poligr costings, which 15 presented in Annex
A of this EFO and in our annex to the Treosury’s Sunmer Bodget 2015 policy costings
docunent.

. At the same time oz we were scrutinising scorecord poligy meosures under consideration, the
Treosury presented its own analysis of the posaible impod on the econamy of the infrodudion
of o Living Waoge Premium for people aged 25 and over. The BRC requested further analyzis
in o number of areas, before reaching findl judgements that were included in cur final
econamy forecad. These judgements are set out in Annex B of this EFC.

. Curing the week before publiootion we produced our final forecost, incorporating the final
pockoge of policy meosures. We were provided with final details of most mojor policy
deciaions with o potential impod on the economy foreoost — including asumed departmental
spending figures for 2016-17 onwards ond the parameters of the Living Woge Premium — on
30 June. These, along with the lotest Quarerly Nohonal Aczounts releass from the OMNS, were

Economic and fiszal cutloolk Z
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incorperated into our final economy forecast, The Government informed us of chongesto
some poliges thaot were relevant to our economy forecod ofter the deadline for induding them
in our final forecod. Incorporating the final poliaes would not hove mode o maternal
difference to thot forecost,

. At the Treosury’s wintten request, ond in line with pre-relegse oocess arrangements for doto
releases from the OME, we prowvided the Chancellor with o near-final droft of the EFD on 3
July. This allowed the Treosury to prepare the Choncellor’s steterment ond documentotion. We
olso provided ofull and finol copy 24 hours in advonee of publicotion.

During the forecosting penod, the BRC held arcund 60 scrutiny and dhallenge meetings with
cfficicls from cther deportments, in addition to numerous further meetings o staff level. We hove
been provided with oll the information and onalysis that we requested. We hove come under no
pressure from Minigers, advzers or offiaals to diange ony of our condusons os the foreaost hos
progressed. A full log of cur substontive contoct with Minigers, their offices ond speaol advizers con

be found on our website.

We would be pledsed to receive feedbadk on any asped of our analysis or the presentotion of the
andlysis. This con be sent to OBRfeedback@ obr.gs.gov.uk.

paia skl CAIL

Robert Cheote Sir Stephen Mickell Groham Porker CBE

The Budget Responsibility Committes

3 Economic and fisal outlook
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1 Executive summary

Overview

1.1 The new Government has used its first Budget to locsen significantly the impending squeeze
on public seraces spending thot hod been penalled in by the Coalition in Maorch, Thisis
being finonced by welfare cuts, net tox inoeaszes ond thres years of higher government
borrowing. The Government has delayed the expedted return to o budget surplus by ayear
to 201 9-20, but 15 then aiming for a slightly bigger surplus in the medium term.

1.2 The Government’s provisional spending ossumptions imply that Resource Departrmental
Expenditure Lirmits [RDEL) — which cover day-to-doy central government spending on public
services, grants ond administration — would be £83.3 billion higher in total over the current
Parliorment than the Coalition suggested in Mardh. The Government hos also announced tox
cuts costing £24.6 billion cver the Parlioment, primanly autting corporation tox retes, roising
the income tox persondl allowonce ond extending inhertonos tax relief for moin readences.

1.3 These ‘gveaways” are baing finonced from five main sources:

. tox increoszes raise £47.2 billion over the Porlioment, induding increases in dividend
toxation, Insuronce premium tox and vehicle exaze duty, plus cuts in pensions tox
relief, earlier corporation tax poayments, ond anti-cvoidonce ond evosion meosures;

. welfare cuts roise £34.9 billion. These indude o four-year freeze in the uprating of
rmost working-oge benehits, cuts in the generoaty of tax credits and reduced work
allowanoes in universal aedit. The Government will olsc force locol authonties ond
housing asscadionsto cut rents, thereby reduang the cost of housing benefit;

. other spending deasions raise £8.1 billion. These include redudions in deportmental
aopital spending and a cut in funding for the BBC reaching £7 45 million 1n 2020-21;

. these various tox ond spending decisions hove indired effects that raise o further
£14.2 hillien. These include the pension contributions that would be poid by additional
public sedor workers, and higher income tox ond MNICs receints; and

. the Budget decisions alze imply £3.5 billion of exdro borrowing over the Parliament, on
top of the £14.6 billion increcse implied by our pre-meosures foreanst, This indudes
£16.7 hillion of odditicnal borrowing between 2016-17 ond 2018-19, to help ovoid
the shorpest auts in public services goending. Thereofter the Government uses some of
the welfore cuts ond tox inareoses to aim for bigger budget surpluses.

& Economic and fisal outlook
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Executive summary

1.4

1.5

1.6

Zn the bosis of these provisional plans, the forthooming Spending Review would be o ot
less dhallengng than it oppeared in March. The Government would hove to identify further
real cuts in public services spending riaing to a peak of £17.%9 billion in 2019-20, rather
thon £41.9 billion in 2018-1%. Thereofter spending s ossumed to rise again in real terms.
Public services spending would fall by an cverage of 1.5 per cent o year in real terms cver
this Parlioment os awhole, slightly less thon the 1.6 per cent o year auts cver the last.

We now forecost thot public sedaor net borrowing will totol £6%2.5 billion this year, down
£5.8 billion since March thonks to stronger-thon-expeded revenues, the spending auts
onnounaced in June, the rise in insurance premium tox ond o delay to the introduchon of toe-
free childoore, The defiat then declines maore slowly thon in Mardh, movng into surplus by
£10.0 killion in 2012-20, inoeozing te £171.8 billion in the following year.

Chart 1.1 surmmaorn ses the impact of the Budget policy deaisions ooross the forecnst, Modest
spending auts ond tox inaeoses reduce borrowing a litle this year, Crver the following three
years the welfore auts and tox inaeoses mount steadily, but they are not large encugh to
pay for the higher public servoes spending ond tox cuts - hence the need for more
baorrowing to fill the gop. In the final two years the welfare cuts, tox inaeaszes and indired
effedts more thon pay for the tox auts and [smaoller) aodditions to public serices spending -
increasing the then budget surplus. In 2020-21, the Budget raises £13.3 billion from
welfare cuts, £15.2 killion from tax increases and £5.1 billion from lower departmental
copital spending, other measures and indired effects. This poys for £21.6 billien more
public seraces spending, £2.4 billion of tox cuts ond o £4.3 hbillion bigger budget surplus.

Chart 1.7: The impad of Budget policy decisions over the foreaost

a0
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a0 bigger surplus
0 W Gross tox ats
20 H B Chonge in RDEL
10
c B Gross tox increoses
=]
= 04
0
= B Mat welfare cuts
210 4
-20 4 W Indired effeds
=30 _
-i Other spending
_an cuts
Where the money is coming from m Exira borrowing
-50
2073-14 201817 201713 2078-1% 20719-20 2020-21
Zource: OER
Econcrmic and fiscol outlook &
13297/15 ADD 2 MCS/ah 11
DGG 1A EN

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81182&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

1.7

1.8

1.9

Executive surmmeory

The Choncellor said in his Mordy Budget speech thot he wonted to raise £12 billion from
welfore cuts ond £5 billion from anti-avoidance and evosion meosures by 2017-18. As
defined in the Treasury’s scorecard of policy meosures, this Budget roises £7.0 billion from
welfare cuts ond £2.4 billion from ‘ovaidancs and tox planning, evosion and complionce,
ond imbalonces in the tox systern’. These nise to £12.1 billion and £5.0 billion in 201 8- 20,

The Budget poligy measures toke place ogoinst the bodidrop of an underlying economic
ond fisool foreoost that has donged relatively hittle since our last forecost in March, We hove
not odjusted our economy foreonst for the potentially disruptive events in Greece thaot were
shll unfolding when we dosed the pre-measures forecast on 25 June.

In terms of our economy forecost, since Mardh:

. we hove revised GOP growth in 2015 down 1o 2.4 per cent, refleching the weaolker-
thon-expeced start to the year and o small drag from the in-year public spending cuts
announced in June. Growth s undonged since March in 2016, os we assume that the
effect of the in-yeor cuts will be back-looded, offsething the slower cuts in 2016-17.
Srowth 1sthen up o little in 2017, reflecting the slower pooe of fiscol iightening;

. we hove mode small upward revisions to unemployment and downword revisions to
hours worked in the final yeors of the forecast, That reflects higher labour costs from
the introdudion of the Mationdl Lrang Waoge, We cssume that this would raise the
effective minimum woge for those aged 25 ond gbove by over 13 per cent by 2020;

*  the negotive cutput gop s estimoted te be dightly wider ot the stodt of 2015, and s
expected to dose slightly leter, in mid-2018; and

. aur inflotion forecnst is litle dianged, remaining very low for the reg of the year, then
Fising in 2018 and returning slowly to the 2 per cent target cver the forecost period,

Exduding the impoc of polior measures, cur foreonsts for public sector net barrowing are
up o little since Maordh. Receipts are stronger, by on overage of £3.9 billion o year gcross
the foreond, but cur foreond for onnually monoged expenditure is up by £6.3 billion o yeaor.
That includes the effect of higher interest rates on debt interest poayments, higher spending
associoted with emvironmental levies and o methodolagical chonge that raised our net
public sedor pensions foreons,

In addition tothe soles of Leyds shares and morgoge assets held by LK Azzet Resolution
thet were onnounaed in Maordh, the Government hos now soid that it will ==l some of its EBS
shores, its remaining stake in Royal Mail ond itz shares in King's Cross Central Partnership
thiz year. Tagether with the initial tronche of soles of the pre-2012 student loon book, these
osset soles should reduce public sedor net debt by £32 hillion in 2015-18. The Government
hios also onnounced plons to sell three-quarters of its shores in RBS over the Parlicrment,
which we gssume will raise around £8 billion ayeor from 2016-17 to 2019-20. Finonadl
ozset soles typically bring forward cash thot would otherwize hove been received loter in
maortgoge repayments ond dividends, so they only reduce net debt termpararily.

7 Economic and fisal outlook
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1.12  The Government has propozed two new fiscal torgets in this Budget: to achieve o surplus on
publiczedaor net borrowing in 2019-20 [ond then every yeor in ‘normal imes’) ond for
public sedor net debt to foll as o share of GOP every yeor up to 2019-20. Our centrol
forecnst is consistent with it meeting those targets, as well as those gill in force from the
previous Coaliion government, namely: the fizoal mondaote [to bolance the gedically
odusted aurrent budget in the third year of the foreand pered) ond the supplement oy
target [for debt to fall s o share of GOP inthe fixed year of 207 6-17).

Economic developments since our previous forecast

1.13  Since our previous forecost was published in March, the Office for MNational Stetiztios [(OR3)
hios revised up GOP growth in 2014 to 3.0 per cent, with stronger privete consumption and
private investment growth explaining most of the dionge. But the ONS hos also estimoted
thet GOP growth in the first quorter of 2015 was 0.4 per cent, below the 0.7 per cent we
forecost in Mardh. CPlinflation hos moved in line with our Mardh expedotion, portly
refleding the relative dability of ol prices in recent maonths.

1.74  Global developrments hove been mixed since we finalised cur Mardh forecost. GOP in the
U35 unexpecedy fell in the first quarer of 2015, dlthough some of the wedkness reloted to
bod weather and to labour disputes disrupting port adivty. |0 controst, the eurs area hod
been looking more positive s monetary policy hos been eased, fisanl tightening has
dowed, ond recent folls in the eure and o lower ol price hove supported the economy. But
thcse tentotive signs of improverment in activity must be weighed ogaing the risks ossocioted
with the esaolation of the Greek debt arisis in recent weeks.

The economic outlook

1.15  GOP growth wos lower than we hod expedted in the firgt quaorter of 2015, but we do not
exped that weoker momenturm to hove persisted info the second quarter. TPl inflation and
unempl gyment hove moved much os we expeded. Absent the effect of poligr chonges, cur
auarterly GOP forecost would heree been undionged through the rest of 20745, But there iz
porticulor uncertainty gssocioted with the Greek debt cnisis, which was gill unfolding os we
dosed our forecost, We hove not adjusted the forecost to refled any instobility in the euro
ared or spillover effeds to the UK economy that might result, but the experience of 2011
and 2012 [let alone 2008 and 2009) shows thot internotiondl shocks that undermine wider
finanaial, business and consurmer confidence aon domoge growth prospeds.

1.6 With relatively little news offeding our economy forecost sinae Mardh, the small chonges we
hicree miode meostly result from the policy chonges announced in the Budoget:

o the poce ond composition of fiscol consolidation hos changed significantly. Bigoer cuts
in public spending in 2015-18 hove reduced quarterly growth in lote 2015 and early
2018, The significant slowing in the poce of spending cuts thereofter hos roised
quarterly growth through the rest of 2078, 'We hove gssumed thot chonges in loter
years will hove only smidll effects on growth os the Bank of Englond will be oble to
factor ther into itz judgements when setting meonetory polio;

Economic and fiscol outlook 8
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our inflotion foreonst hos been offected by o number of policy meosures, the most
significant of which orethe inaeose in vehicle excize duty rates in 2017 and the
deciacon toforce soacl sedor londlords to reduce rents by 1 per cent o year from
2016, Asthese are aodministered prices, we hove assurmed that the Bank of Englond
will look through these effeds when setting monetary poligr; and

we hove mode amall odjustments to our assurmptions for strudural unemployment ond
potentiol ocutput in light of the Government’s deasion to introduce o Lrving Wage
Premium on top of the Mot onal Minimum Woge for people oged 25 and over. The
response of firms and the impad on the labour market are subjed to sigrificont
uncertainty, We hove assumed that the increased lobour costs will lead to o redudion
in totol hours worked of around 0.4 per cent - split equally between reduced overage
hours and around S0,000 fewer people in employment. But we hove assumed o
smaller reduchion in total cutput of arcund 0.1 per cent, since the redudion in hours
worked will be concentroted among people earning lower woges, Annex B desaibes
howe we hove estimated these effects, and the uncedainties around them.

1.17  We forecost stoble GOP growth over the foreoost, averoging 2.4 per cent ayear and

dippi

ng only slightly 1n 2018 when the poce of fiscal tightening 15 grectest, That reflects

obove-trend growth in the early years of the foreonst, as the small negative cutput gop
closes, then on-trend growth therecofter. The underlying trend rote of growth pides up slowly
ower the forecost, as produdiaty growth slowly returns to histoncolly normal rates. [nflation
is forecost to remain very low for the rest of 2015, to pick up quite sharply In 2018 and then
to return slowly to the 2 per cent target. The smicoll but perastent negotive effedt on inflation

from

the sooial rents policy 1s one reason for the protraded return to target, along with the

logged effect of recent sterling opprecction and falls in global commeodity prices

= Economic and fisadl outlook

13297/15 ADD 2

MCS/ah

14

DGG 1A EN

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81182&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Executive summary

Table 1.7: COverview of the economy foreaast

Fercentage change on o year earlier, unless otherwise stoted
Cutturn Forecost
2014 2015 2014 2017 2018 201¢9 2020

Cutput at constant market prices

Gross domestic prodoa (GOP) 2.0 2.4 2.3 2.4 2.4 2.4 2.4
GDP levds (2014=100) 100.0 102.4 104.8 107.4 109.9 112.5 115.2
Cutput gop -1.0 -0.6 -0.4 -0.2 0.0 0.0 0.0
Expenditure components of GDP

Household consurmption 2.5 2.0 2.5 2.4 2.4 2.3 2.0
General government consurmption 1.6 1.2 0.5 0.3 0.1 0.3 2.6
Business investrment 8.0 &.0 7.2 6.9 &.8 &.5 4.7
General government investment 2.4 2.4 -0 0.9 2.4 2.3 2.0
Met treade’ -6 -0.5 -0.4 -0.2 -0.2 -0.2 -0.2
Inflaticn

CPI 1.5 0.1 1.1 1.8 1.8 1.9 2.0
Labour market

Employment [millions) 30.7 31.2 21.5 31.8 3.7 3.9 321
Averoge egrnings 2.8 2.2 2.8 3.9 2.9 4.1 4.4
LFS unemployment (% rote) 6.2 5.4 a1 5.2 5.3 5.4 5.4
airnant count [millions) 1.04 0.78 0.73 0.75 0.77 0.78 0.79

Changes since March forecast
Cwutput at constant market prices

Gross domestic produd (GDP) 0.4 -001 0.0 0.1 0.1 0.0
GOP levels [2014=100) 0.0 -0.1 0.0 0.0 0.1 0.1
Cutput gop 0.0 -0.2 -0.2 2.1 0.0 0.0
Expenditure components of GOP

Household consurmpation 0.5 0.5 -0.2 -0 0.0 0.1
Generol government consumption 0.0 0.5 1.2 1.2 0.3 -1.2
Business investrment 1.2 0.9 -0.3 0.4 0.1 2.1
General government investrment -3.9 0.0 -2 -0.F 0.2 -0.5
MNet trode -1 -0.4 0.0 0.0 0.0 0.0
I rflaticn

CPI 0.0 -0.1 -0.1 0.0 -0.1 -0
Labour market

Ernployment [millions) 0.0 0.1 o1 a1 0.0 0.0
bverdge earnings 0.4 -0.1 0.5 0.2 0.0 -0.3
LFS unemployment (% rote) 0.0 0.1 -0 -0 0.0 0.0
Clairnant count [millions) 0.00 0.01 -0.01 -0.01 .00 0.01

' Cantribution ta GOF groweth.

1.18  BEmployment growth hos remaoined relatively strong in early 2015, while productivity hos
aontinuedte disoppoint, We forecast that employment will increase by 1.7 million cver the
next six yeors, more thon explained by population growth, Our unermployment foreood is
little danged in the ecrly yeors of the foreoost, but hos been revised up fractiondlly lcter.
Thet refleds o number of offsetting foctors that hove shifted cur assumption about the
gdructural unemployment rote [speafically, the non-occelerating inflation rote of
unempl oyment or NAIRLY. Before locking ot the effect of poligr chonges anncunced in the
Budget, we would have reduced the MAIRL slightly os unemployment wos opproadhing our
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previous estimaote with only eorly signs of eormings growth picking up. But our estimcte of
the effect on employment of the Living Waoge Premium has shightly more than offset that pre-
measures udgement, ifting cur mediurm-term estimate of the MAIRU to 5.4 per cent.

We hove mode relatively small odjugments to cur residential property foreoosts. We expeat
property tronsodions to be o ittle stronger this year thon we foreaost in Mardh, in port
refleding the pick-up in mortgoge opprovals in recent maonths, But we have revised down
our expectations for house price growth, hoving token the view that the rationing effects of
the regulatory and banking emarcnment are lkely to peraig for longer than we ossumed in
March. That judgement chout mortgage crealability ol so means that we hove revised down
owr forecost of the household debt-to-income ratic,

There is consideroble uncertainty around any economic forecnst, Chort 1.2 presents our
centraol growth foreonst with o fon showing the probability of different outcomes based on
post offigal forecost errors. The solid black ine shows cur median forecast, with successive
poirs of lighter shoded areos arcund it representing 20 per cent probakbility bonda,

Chart 1.2: Red GDF growth fan chart
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The fiscal outlook

1.21  Publiczedor net borrowing pecked ot 10.2 per cent of GOP [£153.5 billion) in 2009-10 as
the lote 2000z recesdon ond finanaal crisis declt the public finonces o significont blow.
Fiscal consolidotion ond economic reccvery then reduced the deficit to 4.9 per cent of GOP
[£8%.2 billion) by 201 4-15. Table 1.2 shows thaot we exped the defiait to aontinue folling,
and the budget to mowve into surplus in 2019-20, avyear later thon in our March foreoost,
11 Econarmic and fisaol outlook
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1.22  In strudural terms — adjusting for the ups ond downs of the economic grde — the 0.5 per
cent of GOP surplus in 201 %-20 and 2020-21 would be the lorgest in of leost 40 years, just
topping the 0.4 per cent estimaote for 2000-071. The toble also shows that we expedt public
sedor net debt to hove pecked as o shore of GOP log yeor and to fall in each yeor of the
forecod penod. MNet debt s expeced to foll to 68.5 per cent of GOP in 2020-21, hoaang
reversed around o guarter of the increase seen in the wake of the finonaal arias.

Takle 1.2: Fiscal forecast overview

Per cent of GOF
Cotturn Forecost
2074-15 2015-14 201417 2017-18 2018-19 2079-20 2020-27

Headline fiscal aggregates

Fulzlic sector net borrowing 4.9 3.7 2.2 1.2 0.3 -0.4 -0.5
Cyclically adjusted nat borrowing 4.1 3.2 2.0 1.1 0.3 -0.5 -0.5
Current budget deficit 3.2 2.2 0.8 -0.2 -1.1 -1.8 -1.2
Fizeal mandate and supplementary target

Cyclically adjusted deficit on current budget 2.4 1.7 0.5 -0.3 -1.1 -1.8 -1.9
Fublic sector net debt 20.8 a0.3 79.1 772 747 71.5 G8.5

Chaonges since March forecast

Headline fiscal aggregates

Public sector net borrowing -0 -0.3 0.2 0.6 0.5 -0
Cyclically adjusted nat borrowing -0 -0.4 0.1 0.5 0.5 -0
Current budget deficit a1 0.3 -0.2 -0.8 -0.6 o1
Fizeal mandate and supplementary target

Cyclically adjusted deficit on current budget 0.1 0.4 -0 -0.5 -0.6 o1
Fublic sector net debt 0.4 0.0 -0.8 -0.8 -0, -1

Changes in public sector net borrowing and net debt

1.23  Chart 1.3 shows how our borrowing forecosts hove dhanged between March ond July, The
pottern of revisions across the foreaost is uneven from year to year, lorgely reflecting the
uneven poth of borrowing in Mardh — in porfiaslar the steep fall In 2016-17 and 2017-18 -
that hos been amoothed by the Government in this Budget.
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Chart 1.3: Public sector net borrowing
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1.24  Taoble 1.3 breoks down the revision in borrowing since Morch into different sources of
chonge. (The toble shows the effed of revisions on borrowing, so on upward revision to
receipts 1s shown os o negotive since it reduces borrowing.)

1.25 We hove revised borrowing down by £5.8 billion in 2015-16. That refleds:

. stronger thon expeded receipts growth, poriculorly income toe, VAT ond stamp duty
on property tronsactions; ond

. Government decisions that beor down more heoaly on the defiat this year, induding
in-year auts to DEL spending, raising the insuronce premium tox rate and the deasion
to delay the infroduction of toe-free dildoare following alegal challenge.

1.26  We have revised borrowing up in 2016-17 and more significantly in 2017-18, while the
surplus of £5.2 billion in 2018-19 that we forecast in Mardh 1s now expeded to be o defiat
of £6.4 billion. The higher borrowing over these three yeors refledts the net effed of:

. upward revisions to our receipts forecost (before the effects of Budget poligr deasicons).
The bigged source of improvernent has been income tax and MNICs, Receipts hove also
been boosted relative to Maorch by o classificction change, with expeded cogs of tox
itigetion cases switched from negaotive tox to copital grants [in ling with Motional
Accounts guidelines) ond by on upword revision to ervironmental levies, which are
neutral for borrowing becouse they increqse spending equdlly;
. upword revisions to onnudlly monoged expenditure [AME] [agoin, before the effects of
Budget policy measures). A meth edological chonge raised cur forecast of net public
13 Economicand fiscal outlook
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service pension aosts, while higher qilt rates, the revisions to emvironmental levies ond
the trectment of tox [higotion costs also rarised AME. Our forecost for poyments to EU
institutions s higher for 2018-17 than in Mordh, due fo o dionge in the expected
tirning of adjustments to UK contnbutions;

*  the receipts ond AME meosures on the Budget “scorecord” reduce borrowing by
£12.8 hillion o year on overage. These indude a net tow inareose averaging £5.3
billion ayeor and auts in welfare spending averaging £7.4 billion o yeor, We note in
Annex A that the uncertainty arcund the expeded yield from many of the revenue-
raising meosures excesds that around mog of the tox cuts;

. the scorecord meosures are more than offset by the Government’s deasion to increose
provisional deportmentol spending totals significontly relotive to the amaounts penalled
in by the Coalition Government in March, The inaeoses in doy-to-doy spending on
public seraces, grants ond administration [(ROEL in the table) by £24.2 billion ayear
on overage. Relotive to Maorch, REDEL hos been increazed by arcund & per cznt in
2016-17, % per cent in 2017-18 and 10 per cent in and 2018-1%. Conversely, copital
CEL hos been reduced by arelatively modest £1.6 billion ayear on average. [We treat
chonges in DEL spending as poligy decisions, os the Government 1s oware of the rea
of our forecost when setting the poth of spending from which DELs are inferred); and

. part of the overall fiscal loosening s unwound through its indirect effeds on the
economy ond therefore net borrowing. The larges indired effeds come through
higher income tax receipts [due to higher nominal GOP growth) ond lower net public
service pension costs [due to smdller falls in the workforoe making confributions to the
schemes). The introduction of the Living Waoge Premium alse hos o very small net
effect on borrowing, os described in Annex B.

1.27  In 2019-20, we hove revised the expeded surplus up alittle. The Government chose to
inarease ROEL by less thon for the earlier years, which meons thot scorecard meosures were
suffiaent to offset forecost dhonges that would otherwize hove reduced the expeded surplus.

1.28  The surplus nses very slightly in 2020-21, oz the Government haos chosen to increose RODEL
oz o share of GOP. This offsets various fodors that would otherwise hove increosed the
surplus further. [In Tobkle 1.3, this increose in RDEL oz o share of GOP explains why the
dhange in cosh terms s shown naing from £12.7 killion in 2019-20 to £21.6 billion in
2020-21.) The underlying fadors that would hove increased the surplus incude fiscol drog
in the tax sydem [when income tox thresholds rise by inflation, but earmings rise faster
becouse of produdmaty] and in the welfare systern [when benefits rise by inflafion, reduang
overoge owards relative to average earnings in the wider economy).
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Table 1.3: Changes to public sedtor net borrowing since March

£ hillion
Estimcote Forecost
Z2074-15 2015-16 201617 2017-18 2018-1%9 20719-20 2020-21
Moarch forecast P02 F5.3 9.4 12.8 -5.2 7.0
July forececst a9z a9.5 43.1 24.3 &4 -10.0 -11.4
Change -1.0 -5.8 3.7 11.5 11.6 -3.0
Changes to the receipts forecast' -1.9 -85 103 -12.8 -13.5 -10.0
Forecost changes -1.9 -4.9 -a.7 -4.0 -3.5 -3.1
Effect of Government decisions 0.0 -0.G -6.5 -3.5 -89 -6.9 -8.2
of which:
Scorecord measures 0.0 -1.0 -4.0 -5.1 -6.8 -5.8 -6.5
Indirect effect of Government decizsions 0.0 0.4 -2.5 -3.4 -3.1 -1.1 -1.7
Changes tacurrent AME spending’ 0.6 22 -2.3 -2.0 -2.5 -3 F
Forecost chonges 0.4 2.2 4.1 4.0 8.8 10.1
Effect of Government dedisions 0.0 0.0 -6.5 = -11.3 -13.8 -158.7
of which:
Welfare scorecard meosures 0.0 0.2 -5.6 -5.9 a7 -12.5 -13.2
Other scorecard measures 0.0 0.1 0.0 0.0 -0 -0.3 0.6
Indirect effect of Government decisions 0.0 0.2 -0.9 -1.2 -1.5 -1.0 -1.8
Changes toRDEL spending? 0g -1.3 17.2 7.0 283 12.1 21.6
Changes to capital spending’ -0.5 -1.3 -0.8 -0.9 -0.8 -1.3
Forecost AME chonges® -0 -0.a 0.e 1.4 2. C.4
Scorecard AME meosures 0.0 0.0 0.0 -0.2 0.0 -0 -0
Chaonges to COEL spending™® -0.5 -1.0 -1.8 -2 -0.8 -1.é -1.%
Surmmary of chonges
Twotal forecost change -1.4 -3.0 1.3 3.4 5.4 74
Total effect of Government decisions 0.4 -2.8 2.4 2.0 &3 104 -4.3
of which:
Scorecord receipts and AME meosures 0.0 -1.2 SR8 -12.2 -18.7 -18.7 -20.5
RDEL and CDEL ChClr‘lgESS 0.4 -2.3 15.4 24.8 27.5 10.5 1¢.8
Indirect effect of Government decizions 0.0 0.6 -3.4 -4.6 -4.6 W22 -3.5

V2014-15 has been adjusted ta rerncove the efed of OMS rmeasurernent differences. See supplernentary tables published
on our webate for mere information.

The change in 2020-21 i= relative to a baseline that assumes spending by departments would atherwize have
rermained constant as a share of petential GOP.

FCOEL and capital AME changes have been adjusted to exdude the 0.9 billion switch frorm CDEL to capital AME in
2075-14 as a result of the GADMilhe caze, and to exdude the switdy frarm CDEL to capital AME that refleds the
redazzification of governiment grants to Metwork Rail in our forecast, whidh iz explained in nate 1 of Table 4.77.

[Hete: this table uses the convention that a negative figure means a redudion in PSME. e an ingease in receipts or a
redudion in sl:ue_ndinq will have a negahve E_Hed on PSHE.

1.29  AsToble 1.2 showed, the chonges described obove mean thot the budget bolonce improves
in every veor of the forecost, but less quickly thon we forecast in March, 'We dlso exped
publicsedor net debt (PSMND) to foll os o shore of GOP in every year of the forecost. As well
os chonges to borrowing, cur debt forecost hos been revised substontfially due to the further
osset soles onnounced in the Budget andto o number of chonges to the way we convert our
borr cwing forecost [on ocoued measure) o on estirmcte of the net aosh requirement [the

aosh meosure of borrowing thot drives changes in net debt). Toble 1.4 shows thot:

15 Economic and fisal outlook
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. upward revisions to our norminal GOP forecost hove reduced the rofic in most years,

but the dowrward revision to in 201%-20 hos hod the cpposite effedt;

. chaongesto net borrowing hove added £17 hillion to debt by 2019-20;

. additionol osset soles hove token o further £8 billion off net debt in 201 5-186, rising to
£31 hillion by 2019-20. The biggest effed over the forecnst comes from the

Government’s announcement that it will sell three-quarters of its holdings of RBS

shares over the Parliament. We hove assumed that this will raise arcund £235 billicn in

total, with £2 billion raised this yeor and arcund £8 billion o yeaor thereafter; and

. revisions to outturn deoto hove roised net debt in 20014-15, which is pushed through to
subzequent years of the forecost, A corredion to the trectment of APF cosh balonces in
cur forecost has also inaeased debt from 201 5-16 onwards.

Table 1.4: Chonges to public sedtor net debt since March

Per cent of GOF

Estirmote Forecost
2074-15 2075-Ta 2016-17 2017-18 2018-19 20719-20 2020-21
Moarch forecost 20.4 20.2 9.8 7B 4.8 Fl.é
July foreccst g0.8 20.3 72 772 F4.7 1.5 &68.5
Change 0.4 0.0 -08 -0.8 -1 -0
of which:
Chenge in nomingl GOP! 0.1 0.1 -0.4 -0.4 -0.2 0.3
Chaonge in cash level of net delt 0.3 -001 -0.2 -0 0.1 -0.4
£ killion
March forecost 1479 1533 1580 1606 1617 1827
July foreccst 1434 1532 1574 1603 1619 1518 1627
Change in cash level of net debt & -1 -5 -d 1 -9
of which:
Chaonges to borrowing -1 -7 -3 B 20 17
Azset sules 0 -3 -14 -1¢ -25 -31
Gilt premia 1 4 2 1 g 0
Asset purchose fodliby 0 2 2 2 2 2
Outturns 3 3 3 3 3 3
Cther foctors ] 4 4 2 1 0

"klan-szasonally-adjugted GOF centred end-biarch.

1.30  The level of PEMHD con be offeded by dassificotion degisions that move institutions agoss
the boundory between private aond public sedors in the Notional Accounts, Cine
dasaificotion uncertointy thot may be relevont to future forecosts relates to housing
ossociotions Al present, these ore closaified in the private sector, so their income, spending

ond debt do not fecture in cur forecost. But there 15 a nisk that Government pelicies -

including the social rent measure in this Budget and the Right-to-Buy proposals that are not
yet firm enough to be induded in this foreaost — could prompt the OS5 te reconaider this
dassification. If housing ossoachions were to be dossified oz port of the public sedaor, their
approximately 2580 billion of debt would be added to PSHD while the social rent redudion
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policy announced in this Budget would increase rather thon reduce PSMB becouse the full
amount of the rent redudion would then reduce public sector income, and cutweigh the
housing benefit and other expen diture socrangs.

The path of departmental spending over the forecast

1.31

The most striking fecture of the fiscol plons set out in thiz Budget is the implicotions they
hicree for the potenticl poth of public sernoes spending. Rescurce Deportmental Bxpenditure
Lirmitz [ROEL) — which cover doy-to-doy central government spending on public services,
gronts and odministration — are £83.3 hillion higher in totol over the aurrent Parliament
[2015-16 te 201 9-20) than was asumed in the Maorch Budget. On the baosis of these
provisional plons, the forthcoming Spending Review locks o lot less dallenging. The
squeeze penalled in for the first yvear of the next Spending Review period — 20716-17 - hos
been eased very significantly. Ower the Parliament as o whole, public services spending
would foll by an overage of 1.5 per cent a year in real terms, roughly in line with 1.6 per
cent avyear in the lost, Mo yeor would see cuts s severe asin 2011-12 ond 2012-13.

Chart 1.4: Year-on-year real growth in resource DEL
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Mete: RDEL series excdudesmajor higtarical switcheswith AME. Detailsare inthe supplementary fiscal tables on cur webgte,

Source: OER

1.32

Relafive to the planned level of spending in 201:5-16, these numbers imply thot the
Government would hove to identify further real cuts in public services spending readhing a
peak of £17.2 billion in 2019-20. That 15 leas than half the £41.2 billion cut - required o
year earlier in 2018-19 — that was implied by the numbers that the Codliion dhoseto
ossume in Mordh. In both coses, once the budget bolonce has reached surplus (201 9-20 10
this foreoost; 2018-19 in Mardh) the real aut in RDEL spending begins to be reversed.

17 Economic and fisal outlook
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Chart 1.5: Change in real RDEL from 2075-16
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1.33  While the poos of redl auts that wos penalled inte the March foreoog hos been reduced,
Chart 1.6 shows that cuts to RDEL as o share of GOP in this Parliament are gill expected to
be of o similar size ond profile as those that took place in the previous Parliament. Between
the peak in 2009-10 and the plonned trough in 2019-20, RDEL spending 15 expeded to
herve been reduced by 8.4 per cent of GOP [£120 billion in today s terms] — with 3.3 per
cent of GOP delivered in the lost Porlioment and 3.1 per cent of GOP in this one. At 14.5
per cent of GOP, the trough in 201 9- 20 would likely be the lowest share of GOP spent on
public seraces since 1964- 63, judging from the maost comparable long run doto,

Chart 1.8: Resource DEL as o share of GOF in successive Farliaments
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Structural fiscal tightening

1.34

1.35

1.36

Cur estimete of the margin of spore copocity inthe econcmy is small in 2015-16 ot just 0.6
per cent of potential output ond we exped this ‘cutput gop”to deose in 2018-19. 50 the path
of structural borrowing is similar te thot of headine borrowing described obove,

The year-on-veor change in the strudural budget defict — public sector net borrowing
odusted for the size of the cutput gop - is o common meosure of the poce of fiscdl
consolidotion. It hos drowbodis when estimotes of potential cutput chonge sgnificantly, but
iz more useful when, as currently appeors the cose, potential cutput growth s more stable.

Chaort 1.7 shows how the Government’s deasion to slow the fisaol tightening and smocth
the poth from yeor to yeor implies o more even pace of consolidation than in our lost
forecog. The figures gssumed by the Coglition in March implied o substontial ocoeleration
in the consolidotion next yeor, with the plonned redudion in the structural budget deficit
riging from 0.5 per cent of GOP in 2015-16to 1.8 per cent in 2018-17. [Thot would hove
equalled the sharpest tightening on this measure since 1981-82.) Thanks to the in-yeor
spending cuts announced in June ond the stronger-thon-expeded receipts growth this yeor —
followed by the Geovernment’s willingness to allew more headling borrowing in 2016-17 -
the caceleration in the conzclidation next year is now mud less maorked, with the strudural
defiat falling by 0.9 per cent of GOP in 2015-16 and then 1.3 per cent in 2016-17.

Chart 1.7: Year-on-year changes in oyclically adjusted net borrowing
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Performance against the Government’s fiscal targets

1.57  The Charter for Budget Responshility requires the OBR 1o judge whether the Government
hos o grecter than 50 per cent chance of hitting its fiscol targets under exiging poligy. The
agrrent version of the Chartar [updated by the Coalition Government in Decermnber 201 4
and creailoble on cur website) sets out three torgets formally in place for this foreonst:

e the fiscal mandate: “o forvard-looking aim to achieve cyclically adiusted curmant
holance by the end of the thind vear of the rolling, 5-year forecast period”. For the
purposes of this foreonst, the third year of the forecost penod is 2018-19;

e the supplementary target: “on aim for public sector net debt os o percentoge of GOP 1o
be falling in 2016-17"; ond

o the welfare oap: o calling on cash spending on o subset of scadl security benefits and
tow credits “or o fevel set out by the Treasury in the most recantly published Budgert
raport, ovarthe rolling 5-vear forecast period.” We cssess performance against the cop
formally of each Autumn Statement and meonitor progress in our Budget forecosts.

1.38  But dlongsaide the Budget the new Government has now published o revised droft Chorer
thet will be loid before Parlioment for opproval aheod of cur nest fiscol forecast, This would:

. reploce the aurrent fiscol mondote with “o tanget fora swplus on public sector nat
borowing by the end of 2018207, Once o headline surplus hos been achieved the
mandote will require “a tanget for o steplus on public sector nat borrowing in each
subsequant wear”. [The droft Charter further speafies that “these torgets apply unkss
and vetil the OBR assaszs that there iz o significont negative shock fo the UKL A
significant nagotive shock iz defined as real GOP growth of lazs than T parcenton o
o fiing 4 quorter-on-4 guarter basis™); ond

. reploce the supplermentary target with “o tonget for public sector nat debt as o
parcentage of GOP to be falling in sach yvear” to 2019-20.

1.3%  On the bosis of cur centrol forecnd, we judge that the Government hos o grecter than 50
per cent chonoe of meeting both the aurrent and proposed fiscal mondates. We estimcte
thot the ordically aduged aurrent balonce will move from o defiat of 2.4 per cent of GOP in
20714-15 10 asurplus of 1.7 per cent in the mandate year of 2018-19. It 15 also foreaost to
ke in surplus by 0.3 per cent of GOP in 2017-18, thereby meeting the mondaote os it
cpplied in our Mard forecaost — but by o significontly smaller margin thon the Government
wos comfortable with then, Cur central foreonst olao shows o PAMNB surplus of £71000 billicn
(0.4 per cent of GOP) in 2019-20, meeting the proposed fiscal mondate,

1.40 I terms of the aurrent and proposed supplementary delbt targets, ocur central forecost shows

debt falling as o share of GOP in every year of the foreaod, thereby meeting both, Delbt folls
oz o share of GOP in 20715-16 thonks only to the sigrificont finonaiol osset soles that are

Economic and fiszal cutloolk 20
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plonned during the vear. It falls more comfortably thereafter becouse the primary budget
bolonce iz stronger by then, These conclusions ore unchonged from Maordh.

1.41  The Government hos reset the level of spending permitted under the welfore cop in this
Budget, osthe Charer reguires it to do of the start of each Porlioment. The new cop is
agnificantly lower than the old, by 13 per cent in 2019-20. This refledts the Government”'s
decaon to lodk in the sovings from the podooge of working-oge welfore spending auta that
it has announced in the Budget, whidh reach £12.5 billion in our forecost by 2019-20. The
lorgest of those auts are foocused on reduang the genercaity of towx credits and working-oge
benefits, by freezing maost in oosh terms for four years, by dhanging moximum entitlerment s
ond withdrowol rotes in tox aedits and universal aredit, and by forang soaal sector
londlords to cut the rents that are subsidizsed through housing benefit,

1.42  All forecosts are subjed to sigrifioont uncertainty, Chart 1.8 shows our median forecost for
P5MEB - the fisool aggregote that 15 targeted in the proposed fiscol mondeote., Suacessive poirs
of shoded areas arcund the medion foreoost represent 20 per cent probobility bonds As in
Chart 1.2 chove, the bonds show the probability of different cutcormes if post offtaal errors
were o reasonoble guide to future forecost errors.

Chart 1.8: Public sector net borrowing fan chart
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1.43  The uncertainties around our central foreanst refled those regarding the cutlock for the
eaonomy and those regarding the performance of revenues and spending in any given stote
of the economy. 3o we test the robustness of cur judgerment in three woys:

. first, by looking of post forecost errors, iIf our central forecosts ore os accurate os
offiadl forecasts were in the post, then there 1s o roughly 70 per cent chonce that the

CACE will be in bolonoz or surplus in 2018-19 [os the aurrent fiscal mondote requires)

21 Economic and fisal outlook
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and around a 85 per cent dhance that P3MB will be in surplusin 2019-20 [asthe
proposed fizcol mandate requires);

. seaond, by locking o its senaitiaty to varying key features of the economic forecost.
The biggest nisk to the achievernent of the current fisool mondote relatesto our
estimaotes of future potential cutput, IF potential cutput is lower thon we estimcte,
implying o postive cutput gop in the torget year, the structural poation of the public
finances would be worse. IF potential cutput was arcund 1%z per cent lower thon in our
centrol forecast in 2018-19, then the probability of meeting the mandaote would foll to
50 per cent, meaning thot it would be os likely as net that the mondaote would be
mizssed. The proposed fiscal mondate would also be sensitive to arcial moverments in
the economy. A shorfall in real GOP of just 0.7 per cent in 2019 would be sufficient to
reduce the expeded budget surplus to balance; ond

. third, by locking of clternctive economic scenarios. As this s our first foreanst of the
new Parliament, we hove locked badk of the first OBR forecost of the lost Parliarment in
June 2010 and of the errors to which it wos subjed in order to frome three scenarics.
Im cur ‘history repeats’ scenario, we assume that we hove made similar errors in this
foreanst to those that were mode in June 2070, We assume that employment would be
arcund 1 million higher by the start of 2020, implying totol growth of around 2 million
cver the next five years, but that GOP ond produdeaty growth would be agrifiaontly
weoker than in the central forecast. In our “employment-ridh growth’” scenan o,
employment again grows by around 1 million more than in our central forecost, but
we hold our centrol GOP forecast unchonged. Andin cur “strong GOP growth”
scenarno, higher employment is occompaonied by our central produdtraty forecost,
implying foster GOP growth., Toking these scenarios in reverse order — from most to
leod fovourable - inthe “strong GOP growth” ond ‘employment-rich growth” scenarn os,
the current and proposed mondotes aond supplementory targets would be met, with
greater room to spore in the “strong growth” cose, whereas th ose torgets would be
missed in the ‘history repeats” scenono. Welfore cop spending would be higher in ol
scenarios, since the cop s sgt in oosh terms and higher population growth leods to
higher cosh spending: it would be lower s o share of GOP in the “strong GOP growth’
scenario. Welfore cop spending would only exceed the permitted 2 per cent forecost
rargin in the “history repects” scenario.

Economic and fiscal outlook 22
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2 Developments since the last forecast

Introduction

2.1 This chopter summarises:

#  the mon economic and fiscol doto devel opments since cur lost foreanst in Mardh
[from porogroph 2.2); and

. recent externdl foreoosts for the UK economy and publictinances [(from poragroph
2.14).

Economic developments

Cata revisions

2.2 Since our Mardh forecost, the OMNS hos published Guarte rly Mational Accovnts [(GEMNA] For
the fourth quarter of 2014 and the first quaorter of 201 5, Both induded revisions to GOP
growth bads to the first quarter of 2074, The combined effed of these revisions is that recl
S0P in the fourth quarter of 2014 15 now esimated to be up 3.4 per cent on o year earlier,
compared to the 2.7 per cent egimoted o the time of ocur Maorch forecast [Table 2.1,

2.3 The upward revision wos due to privote consumption [in the March GMNA) and private
ivestment [in the June GIMNAY The latter reflected higher residential investment, dueto o
chonge in the way the OMN3 meosures construchion prices. The QNS had been modelling
prices using statishiool methods, reflecting previous concerns over the guality of dotousedto
complle construction prices. The GINA introduced an interim solution that has resulted in o
dowrward revision to congruction output prices and on upward revision to construchon
volumes over 207 4 ond the start of 207157

Table 2.7: Contributions to real GOP growth in the year to 2071454

Fercentoge points

Frivete Government Government Privete GOP growth,

. . . . MNet trade Stocks
consumption  consumption Investment  Invesiment per cent
Fhardh deta 1.4 0.4 0.2 0.6 0.5 -0.4 2.7
Letest deta 1.9 0.4 .1 0.9 0.4 -0.4 2.4
Difference’ 0.4 0.1 0.1 0.3 0.0 0.0 0.7

" Difference in unrounded numbers, rounded to one decimal place.
Maote Companents may nat sum to total dueto rounding and the gatigical discrepency.

TS OHE, June 20715, {nferim soluwion for songrustion prge indios:.
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2.4 Since our Mardh forecost, the whole economy GOP deflator ond its components hove alao
been revised. The net effed of these various revisions haos been smaoll, so that diangesin
nomingl GOP [Taoble 2.2) moinly refled the maoverments in recl GOP. The moin exceptions
were o downward revision to private invegment prices (due to the chonge in the
measurement of construdion prices mentioned obove, which offset the upwaord revision to

volumes) and o stronger contribution from the meosured price of stocks.

Table 2.2: Contributions to nominal GOF growth inthe year to 201444

Fercentage points

Frivete Government Government Privete GOP growth,

. . . . et trade Stocks
consumption  consumption investment  investment per cent
Moarch defo 2.3 0.2 0.2 0.8 0.8 -0.5 3.8
Letest dota 2.8 0.1 0.2 0.8 0.7 -0.2 4.4
Difference’ 0.5 0.0 0.0 0.0 -0.1 0.4 0.8

"Differencein unrounded numbers, rounded to one decimal place.
Mate: Components may nat um to total due to rounding and the gatigical discrepency.

GDFP growth since the March 2015 forecaost

2.4 In the first quarter of 2015, real GOP 15 estimated to have nsen by 0.4 per cent, below our
Maorch foreond of 0.7 per cent [Toble 2.3). The shortfall refleded weoker net trade, as
impotts grew mudh foster than expeded. There was clso o weoker stocks contribution, with

portial offsets from private ond government consumiption.

Table 2.3: Contributions to real GOP growth in 201563

Fercentoge points

Frivete Government Government Frivete GDP growth,

. . . : Met trode Focks
consumption consumption  inwestment  investrent per cent
Morch forecost 0.5 0.0 0.0 0.2 -0 0.0 0.7
Lotest dota 0.8 0.2 0.0 0.4 0.8 -0.2 0.4
Difference’ .1 0.2 0.0 0.2 -0.5 -0.2 -0.3

' Differencein unrounded numbers, rounded to one decimal place.
Mete: Components may not sum tototal due to rounding and the gatigical discrepency.

2.6 Mermingl GOP growth wos olso weoker thon expeded in the firgt quaorter of 20715 [Taoble
2.4). In addition to the real GOP errors described above, this reflected a brood-bosed
negaotive surprise in prices, with only o stronger terms of trode providing o portial offsst.

Table 2.4: Contributions to nominal GDP growth in 2015G 1

Fercentage points

Privete Government Government Privete GDP growth,
) ) ) . Met trade Shocks
consumphion consumption investment  investment per cent
Moarch forecast 0.4 0.2 0.0 0.3 0.2 0.4 1.6
Letest data 0.2 Q.1 0.0 0.3 -0.1 0.2 .7
Difference’ -0.2 Q.0 0.0 0.0 -0.3 -0.5 -0.%
' Differencein unrounded numbers, rounded to one decimal place.
Fete: Components may not som tototal due to rounding and the gatigical discrepency.
Economic ond fisodl cutlook 24
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Developments since the lost forecost

2.7 In termns of income components, the slight weokness in nomingl GOP growth in 201 4 ond
ecrly 2015 relotive to cur forecost hos been concentreted in ermployer sodal contributions
[Toble 2.5). Wages ond solories ond profits, key dnivers of tox receipts, hove been stronger
than expected. In terms of expenditure components, the weakness hos been concentrated in
net trade. Privete consumption, another key driver of tax receipts, hos alsc been stronger
than expected. Sowhile namingl GOP growth hos been slightly weaker thon forecost, the
composition of growth cppears te hove been more fovouroble for the public finonces.
Recent publicinonce cutturns ore desaibed in parogroph 2,135,

Table 2.5: Contributions to nominal GDP growth from 2014Q1 to 201 5Q1

Fercentage points

Woges ond Employer social  Mixed Privote operating Cther operating il GDP growth,

sl cries contributions income surplus surplusz = per cent
Moaorch forecaost 2.1 0.4 0.5 1.1 0.9 0.5 5.5
Lotest dota 2.2 -0.4 0.5 1.5 1.2 0.2 5.2
Difference’ 0.2 -0.8 .1 0.4 0.3 -0.3 -0.2

" Differencein unrounded numbers, rounded ta ane decimal place.
¥ Includes operating =orplus of houssholds, HPISH, general government and public corporations
®Includesthe subsdies, tses an produdion and products and the gatigical discrepency.

Conditioning assumptions

2.8 Cifferences between cutturns ond ocur Mardh conditioning assumptions hove generally been
relotively small. Our current condifioning assurmption for the trade weighted exchonge rote
in the third quarter of 2015 iz now higher than in Maorch, refleding an appreciction against
beth the U3 dollar and the eurc [Table 2.8). Equity prices ore slightly [ower thon cur Maorch
ozsumption and ol prices slightly obove, These ossumptions are bosed on overage finoncial
morket prices in the 10 doysto 25 lune, Further developments in Greece hove since led to
greater volatility in these finoncal morket prices.

Table 2.4: Conditioning assumptions in 201 5Q3

: : Mot

Ol price [§ US$/% eurofs ERIl exchonge S [P . erigege
exchange exchonge . [FTSE all-  interest rotes
per barrel] rote [index) ; :
rete rete shore index) (%]

March forecost &4.4 1.54 1.37 21.1 787 2.1

Letest assurmption &65.0 1.57 1.40 927 3720 2.0

Fer cent cifference 0.9 2.1 1.7 1.8 -1.8 0.0

' Difference izin percentage points

Other forecasts vanables

2.9 CPIl, RPI ond house price inflation were all as expeded in the Maorch forecast, coming in o

0.1, 1.0 ond 8.5 per cent respectively in the first guorter of 2015 [Table 2.7).
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Table 2.7: Mardh forecost vanables ond outturns in 201 5& 1

CPI RFI Averoge .
fletion  inflation Ermployment Unemployment carrings House price
rarrth [ rate (% raveth (%
Moarch forecost 0.1 1.0 1.5 5.5 2.7 B.5
Letest assurmption o1 1.0 1.8 5.5 2.9 B.5
Fercentoge point difference 0.0 0.0 0.3 g1 0.2 0.0

ME. Differences may not om dueto rounding

2,10 Annudl employment growth in the first quarter of 2015 was 0.3 pereentoge points stronger
thon expedted, continuing the pattern from recent forecasts, This wos dueto o higher
partiapation rate, with the unemployment rate in line with cur March forecost of 5.5 per
cent.

207 With real GOP coming in below cur forecost in the first quaorer, growth in productiaty per
worker wos ogoin wedker than we hod foreonst, However, on unexpeded fall in overoge
hours meant that growth in hourly produchiaty wos deoser to foreaost in the fird quaorter of
2015, Despite weak growth in produdraty per worker, year-on-year growth in whole
EConomy averdge earnings wos stronger thon forecost,

212 Globd developments heree been miked singe we finalised cur Morch forecost, GOP in the
U5 unexpededly fell in the fird quorter of 2015, dthough some of the weokness reloted to
oot weather conditions and labour digoutes disrupting port adraty. In contrast, the eurs
area hod been looking more positive os the ECB's quantitative easing, o slowing pooe of
fiscdl consclidation and recent folls in the eurc supported guarterly growth of 0.4 per cent.
Those tentctive signs of Improverment 1n adiaty must be weighed against the nisks
oszcaoted with the detenarction in the Greek debt aisis in recent weeks. Russig continues to
be offeded by Ukraine-related sandions and low ol prices, with GOP falling of on annual
2.2 per aent inthe first quorter of 2015, Chinese growth continues to ease, reaching 7.0
per cent on o year earlier in the first guaorter.

Fiscal data developments

2153 The latest OMNS estimaote for public sector net borrowing (PSMEB) in 207 4-15 wos £89.2
billion, £2.3 billion less than 2013-14 and £1.0 killion below the estimote we maode in
March, The lotest public finonces data show PSMEB in the first twe months of 20715-16 was
£5.1 billicn lower than the same penod lost year, Cur Mardh forecost assumed o fall of
£13.2 hillion for 2015-18 as o whole. Income to, NICs and corporotion tox receipts hove
all recorded stronger growth so far this year than the full-yeor rates we forecast in Maordh.
Central government spending growth hos been lower thon expected, although the timing of
central government gronts to loool autharities hos played o part in thet, Our lotest fiscol
foreonst is discussed in Chopter 4.
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Developments since the lost forecost

Developments in outside forecasts

214 Maony private sector, ocodemic and other cutside orgonisotion s produce forecosts for the UK
econormy.? This sedion sets out some of the movernents in these foreoosts since our Mardh
2015 Feonomic and fiscal outbok (FFG). When interpreting the ocveroge of cutside
foreonsts, it iz important to beor in mind thet different andlysts foreoost different variobles
ond the overoge forecost is not congrained to point on interndlly consistent pidure.

Real GDF growth

215  Outside forecasts for GOP growth in 2015 were naing marginally in the months preceding
our March forecost [Chart 2,10 Since then, expedotions hove fallen, converging on our
Maorch foreond of 2.5 per cent. We hove revised our 2015 foreaost down slightly, to jud
below the lotest independent average, asthe result of awecker-thaon-expeded cutturn in the
first guarter of 2015 and the effed of in-yeor spending auts that were announoed in June.
For 2016, the average outside forecost for GOP growth has remoined ot 2.3 per cent in the
tirme between our March ond lotest forecasts, That 1510 line with our current foreoost,

Chart 2.7: Forecasts for real GDF growth in 2015
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216 Locking of the smaoller somple of medium-term foreoasts compiled in May, the overoge
foreonst for GOP growth in 2017 hos fallen by 0.2 percentoge points since Februaory to ait
0.1 percentoge points below our aurrent foreonst ot 2.3 per cent. The everage foreoosts for
2018 and 2019 hove increased by 0.1 and 0.2 percentoge point to 2.5 and 2.4 per cent
respecively. This compares to our foreonst of 2.4 per cent in both yeors.

T Zee HM Treasury, June 2015, Forecasts for the UY esonomy: o comparizon of independeant foresastz. A full list of contnbutors is ovailable
at the back of the Treasury publication. A number of financial reporing serices also monitar average or consensus figures.
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apments since the lost foreonst

Imflation

217

The cveroge foreonst for CPLinflation in the fourth quorer of 2015 hos fallen slightly in
recent months, converging on the 0.6 per oent we forecast in Mardh [Chart 2.2). We hove
now revised down our forecost by 0.2 percentoge points refleding the further oppreaction
of sterling relotive to Mardh. The overoge foreonst for CPinflation in the fourth quarter of
201612 1.8 per cent, which iz higher than our forecost of 1.3 per cent.

Chart 2.%: Forecasts for CFl inflation in the fourth quarter of 2015
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Fublic finances

218

The cveroge foreoosts for P3MNEB in 2015-18 and 2016-17 have both fallen since ocur Mardh
foreoost, Medium-termn forecosts, compiled in Moy, suggested PSMNB would fall to £20 billicn
by 2018-19, where our Morch forecost showed o surplus of £5 billion. We noted then thot
oz well oz refleding differences in views about prospeds for the econ oy, external
forecasters might bose their judgements on what they consider to be the most likely path of
fizcal poligr. Thot seemed partiaularly relevant in the run-up to the General Eledion. The
significont fiscdl loosening announced by the new Government in this Budget hos reduced
the gop between our medium-term forecost ond the lotest overoge of external forecosts. It
remains to be seen whether thoss external forecosts are revised further in light of the new
policies and foreonsts set out in the Budget and this EFRO.
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3 Economic outlook

Introduction

3.1 This chopter:

sets out our estimotes of the amount of spore copoaty in the econormy and the Likely
growth in its produchve potential (from poragroph 3.2);

. describes the key conditioning assumptions for the forecost, incuding monetary poligy,
fiscdl poligr ond the world economy [from poarogroph 3.25);

. sets cut cur short- ond medium-term recl GOP growth forecosts, os spore copoaty is
brought bode inte produdie use [from poragraph 3.43) and the ossocoted outlooks
for inflation [from poragroph 3.54) and nominal GOP (from porograph 3.68);

. dizcusses recent developments ond prospeds for the household, corporate,
government and external sectors of the economy [from poragroph 3.71); and

. autlines risks ond uncertainties [from porogroph 3.108) ond compares our central
foreoost to those of seleded external organizctions [from porograph 3.710).

Potential output and the output gap

3.2 Judgements chout the amount of spare copoaty inthe econcmy (the "cutput gop’) ond the
growth rote of potenticl cutput provide the foundotions of our forecost. Together they
determine the scope for grawth in GOP in the nex five years s adiaty returns to o level
congstent with maintaining stable inflabion in the long term. GOP growth is an important
driver of trends in the cverall budget defiat and the poth of pubslic sector debt, for which the
Government hos proposed new targets in this Budget.

3.3 Estimating the size of the cutput gop dlso allows usto judge how much of the budget defiat
at any given time is cyclical and how mud is structural.’ In other words, how much will
disnppeor outormotioolly, os the recovery boosts revenues ond reduces spending, ond how
rmuch will be left when economic adiity has returned to its full potential.

3.4 In this section, we first assess how For from potenticl the economy iz aurrently operating
before considering the pooe of whidh potenticl output will grow in the future.

' The mahodology we use o do 5o is described in Hel gadottic &# aof (207 2 Working FPaper Mo.3: Sealiealy adjusing the pubic financss.
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The latest estimates of the output gap

3.4 The first step in our forecost process isto ossess how the aurrent level of adivaty in the
economy compares with the potentiol level consistent with stable inflation in the long term.
We connct meosure the supply potential of the economy directly, but various techniques con
be used to estimote it indiredly, induding ordical indicotors, stotistiool filters and produchion
funchions. In proctice, every method hos its limitati ons ond no approad entirely evcids the
oppliagtion of judgement. We therefore consider o broad set of evidence when reaching o
|udgement on spore copoaty.

3.6 Chaort 3.1 shows o ronge of estimotes of the output gop implied by nine different
tedhnigues, aswell os our own lotest central estimate.® Al of these estimotes showed spare
oty inaeosing during the course of the lote 20005 recession, ondthe range between
therm inaegsed. The swathe remaoined relatively stakle until early 2013 when adudl growth
pidked up. Most estimaotes hove since tightened, but the range remains wide, with estimates
varying from -0.7 to +1.9 per cent in the first quarter of 2015, The mid-point of the range
15 now consistent with o positive cutput gop, but six of the nine estimation technigues
suggest that it remains negative. In any event, even the range illustrated here moy
understate the true degree of uncertainty, os sudh edimates are likely to chonge os new
dota become ovalloble and pog dota ore revised. Our judgement — explained below — 15
conastent with on output gop of present that s near the bottor of the ronge implied by the
models that we monitor,

Chart 3.7: Range of output gap model estimates
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* The individual cutput gap estimates are included in the supplem entary economy tables available on our website The approaches - and

the uneertainties associated with them - are disavssed in Muorraw (207 41 Working Faper Mo 5: Owtowt gap mea swrement: judgemant and
Lngerhal iy,
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Economic cutloolk

3.7 The ayclical indicotors opproodies that we previously placed greatest weight on implied thot
the output gop begon to narrow in 201 2, even though growth remoined relotvely weok.
‘Agoregaote composite” [AC) esimates imply thot spore copoaty continuedto be used up ot
poce, andthat cutput moved above its sustanoble level towards the end of 201 3. Principal
components analysis’ [PCA) estimotes olso suggest o significont narrowing of the gop
through 2013, but with it remcining stable and slightly negative since the end of 2013.7

3.8 The AC estiimotes ploce o relatively large weight on copoaty utilisation indicators, whereos
our PCA esimates ottadh greater importance to requitment difficulties indicctors that hove
remained recsonably doble over the recent post — although there are signs of emerging skl
shortages in some arecs.

3.9 Chart 3.3, which shows estimotes derived through stetisticol filters thet ougment cutput doto
with other informotion, demonstrates that:

. aopaacty utilisction indicctors would suggest firms are operching of levels ossoaoted
with sgnificont overheating;

. Pl inflotion hos follen to around zero, which could in principle suggest more slack in
the econormy. But we do not consider that likely, since the dedine in recent months
lorgely refleds lower food and petrol prices, and the effects of sterling cppreadtion.
The inflation meosure that underpins our filters 15 adjusted for the diredt influence of
food ond oll costs, but in reclity only porticlly so, os these costs also hove indired
effects on other prices;

. the unermployment rote hos continued to foll, reaching 5.5 per cent in the first quaorter
of 2075, Complermenting cutput deta with o filter-bosed strudural unemployment
estimate [informed by changes in real woges ond producinaty) would suggest thet the
output gop dosed ot o steady poce between the end of 2012 ond 2014, but that the
rete dowed in the latest quarter; and

. o production fundion opprooch, whidh applies filters to the indwvdual components of
produdion, would suggest thet the cutput gop hos been relotively stable cver recent
quarters. The amount of slock within the lotest quorter s concentroted within total
factor produdiaty in particul ar.

*More details are set outin our Bisfing Poper Mo.2: Eimafing the owtowt goo and in Pybus (20717): Working Faper BMo. 1: Eaf mating the
Lz historical oot gap.
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Chart 3.2: Cyclical indicator-based Chart 3.3: Filter-based estimates of the
esfimates of the output gop output gap
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310 The unemployment rate in the first quarter of 2015 was in line with cur Maordh foreaost. But,

312

contrary to our expedtations, the porficpation rate increosed over the quarter, overoge
hours fell, and hourly produdivty again underperformed, rising by only 0.1 per cent.

Considering the bolonce of evidenoe, we now judge thot the cutput gop wos 0.1 percentoge
points wider in the first quarter of this year than we forecost in March, of -0.6 per cent of
potential output. This s towords the lower end of the brood swothe of eshimates illustroted in
Chart 3.7, but doser to those to which we attadh more weight. Assuming a smcll and
norrowing negative cutput gop locks appropnate given the recent evidence thot woge
growth is now pidiing up, while brooder inflationary pressures remain subdued.

Heodine cutput growth wos 0.3 percentage points below forecast in the first quarter but
growth in 201 4 hos been revised up, implying thet the level of potential ocutput is slighthy
higher thon in March, We oftribute half of the -0.6 per cent cutput gop to the employment
rate lying below its sustainable rate, ond the cther half to produdivity per worker remaining
below its potenticl.

We now assume that cverage hours are in line with their sustainoble level, so that the
producthwty shortfall 15 confined to output-per-hour lyving below our estimate of ts potenticl
[i.e. aydical weokness in actudl hourly productivity on top of the large strugural shortfall thor
bullt up during and since the lote 2000s finanadl cnsisl. We hod previously assumed thot
cverage hours were somewheot cbove their trend level, but thot this was impliathy offset by
output-per-hour lying even further below its trend level.

Lebour Foros Survey (LFS) dota suggest thot the amount of hours that workers currently
desre towork are higher than the hours they adudlly work, whidh would imply some
margin of slade. But it is not dear that this gop will be dosed by aduadl hours rising. It could
equally do soaf desired hours fall osincome growth recovers. Conversely, the rise in actucl
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Economic outlock

hours worked has not been motched by ‘usual” hours worked, with the diference reflecting
o reduction in the amount of holidoy leove token that moy prove to be temporany.

www.parlament.gv.at

315 QOur estimcte of the trend portiapation rete in the first quarter of 2015 is little changed, but
we hove morginaly revised down our eshimeate of the structurdl rate of unemployment over
the recent past, to 5.2 per oent from our previous estimate of 5.35 per cent. [But we hove
clso revised this meosure up in later yeors of the foreonst, as explaned in parogroph 3.21.)
Trends in recent doto appeor to justify o small adjustment to our central view. These incude,
but are not himited to:

. the ageing of the population. Older people are relatively less likely to be unemployed
ot present [ond more likely to be inactive), whidh may be reducing the overall cverage;

. greater flexbility within jobs moy be dlowing adugments to be mode through hours
rether thon employment;

. self-employment hos become o more commen alternative for some, perhaps leading
to o termporary transtion to such work rather thon unemployment;

. welfare reforms - not limited to recent measures, but including reforms in the 19%90s
ond the mtroduchon of tax credits in the eorly 2000z - and increases in the personal
cllowanoe may hove supported employment. But reforms thet encouraged o mowve out
of inactraty may hove clso inaeosed Hlows inte unempl oyment; and

s the speed of the fall in the unemplayment rate coupled with muted earnings growth
could be viewed oz conzistent wath o lower strudural rate of unemployment, though the
recent pide-up in privote sedor wage growth points to the need to weit for further
evidence before drowing stronger condusions than we hove to dote.

316 The small dowrward revision does not refled o preasely aolibrated judgement, and we will
keep this under rewview for future forecosts.

317 Chorts 3.4 and 3.5 compare our central cutput gop estimates for 2018 ond 2016 to those
produced by other forecosters, as set out inthe Treasury's June Comparison of indape ndent
forecasts. The overage estimaote is -0.8 per cent in 2015 ond -0.4 per cent in 2016, slightly
wider than our foreaost of -0.6 per cent for 2015 and in line with cur forecast for 2018,
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Chart 3.4: Estimates of the output gap in - Chart 3.5: Estimates of the output gap in
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The growth of potential output

3.18  In Mard, we forecost o gradual grengthening of potential output growth over the foreoost
peried ond that remains cur central judgement. But thet outcorme depends on the most
important uncedainty in our (ond meost people’s) econamic foreanst: the timing and strength
of the long-awaited return to sustamed produdiaty growth.

3.19  The growth of potential output-per-hour converges slowly towards its historiaal cveroge
through the forecost peried. That reflects cur wview that the slow pace of iinonaidl system
normalisction and the reloted poce of which resources are recllocoted to more productive
uzes will continue to weigh on the sustonable rate of growth — by dimimishing ameounts - for
some yeors. But since it is difficult to explain the cbrupt foll ond persigent weckness of
productaty in recent years, it 15 also hord to judge when or if produdiaty growth will return
ta its historical cveroge.®

320 We exped that the long-term dedine in average hours will reassert itself os produdiaty
reccvers and assume that populotion growth will slow in line with the ORNS"s current
prinapal populohion projedions (these will be updated loter this year). We dlso continue to
exped the potenticl porticipation rate to be roughly flot over the foreang period, os the
consequences of the proportion of older people with lower-than-overage porhicpotion rotes
increasing is clmost offset by age-specific padicipation rotes rising ot older oges.

521 The Geovernment haos onnounced o number of meosures that moy heve on effed on labour
aupply over the coming years. The introdudtion of o Living Wage Premium for those aged
25 and over in porhaular has led usto lower potential employment ond overage hours by
amall amounts, which hove been particlly offset by o positive compesitiondl effed on hourly
producthwty gven the concentration of the redudion in total hours worked of the bottom of

*In Chapter 5 of our December 2074 &C we presented two scenarios that considered the implioations of productvity growth remaining
stud: at the low levels of recent years and of growth rebounding in line with the strongest UK performance of recent decades.
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the earnings distribution. [n total, these chonges — which we disauss more fully in Annex B -
herve reduced our foreonst for the level of potential cutput by 0.1 per cent in 2020, Within
that, we now expedt the strudural rate of unemployment to rise gradually over the foreaost
perod to 5.4 per cent, whidh essenticlly offsets the dowrnward revision that we hove made to
its level ot the beginning of the period.

Welfare reforms onnounced in the Budget will clso offed work incentives by chonging the
balance of in- and cut-of-work income, but we hove not expliatly adjusted cur lobour
supply forecasts in response, In port beoouse some of the meosures work in different
directions, but dlso reflecting the difficulty in finely aolibrating what is on uncertain
|udgernent.

Table 3.7: Potenticl output growth forecast

Annugl growth rate (per cent)

Petenticl Patential Potenticl Fetenticl Potential
productivity!  cwerage hours employment rete” population® autpuf’
2015 1.4 0.0 0.0 0.6 2.1
20714 1.2 -0 -0 0.6 2.2
2017 2.0 -0.2 -0 0.6 2.3
2018 2.1 -0.2 -0 0.5 2.3
2019 2.2 -0.2 -0 0.6 2.4
2020 2.2 -0.2 0.1 0.6 2.5
201 5-20719 average
March forecost 1.8 -0.1 0.0 0.4 2.2
July forecost 1.2 -0.2 -0 0.8 2.3
Chaonge 0.1 0.0 0.0 0.0 0.0

T Ciutput per haur.

! Corresponding to those aged 16 and aver.

® Components mav not sum tototal due to rounding.

3.23

3.24

Cur lotest forecost assumes that potentiol cutput was around 112 per cent lower than an
extrapolation of the Budget 2008 foreoost by 2014-15 ond that it will be almod 14 per cent
below thot extropolation by 2020-21. Even the most optimidic external assessments of
potential cutput continue to lie well below the pre-aisis frend implied by Budget 2008, The
range presented in the chart illustrates some of the unceranty surrcunding this cucial
judgement — we test the senaitidty of the Government’s current fiscal targets to it in Chopter
5.

Chaort 3.6 dlso presents o comporison against our June 2010 forecost. Potential and acual
growth from early 2070 to the present underperformed against that forecast by 3.5 per cent
ond 2.8 per cent respectively over its five-year horizon., We consider cur employrment and
produdiaty errors in Box 3.1,

35 Economic ond fisoal cutlook

13297/15 ADD

2 MCS/ah
DGG 1A

www.parlament.gv.at

40
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81182&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Eoonomic outlock

Chart 3.4: Potential output forecasts
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Box 3.7: Employment and per copita GDF growth over the paost five years

Between the first quarters of 2010 ond 2015 the level of employment increased by 2.1 million,
whidch waos roughly double cur June 2010 forecost. The additional 1 million refleded:

e 0.2 million of faster population growth, with around two-thirds of this due to higher net
migration. Thiswill underdate the effed of higher net migration, since labour maorket data
hove yet to be fully aligned to the lotest rmigration doto;

o 0.2 million of lower unermployment. The June 2010 Budget forecost assumed o steadly
ond gradudl decling in the unemplopment rate, but unermployment was initiclly higher
before falling badd more quiddy; aond

e 0.6 million due to a higher portiapation rote, which has essentially been flat rother than
declining as first predicted.

Despite stronger employment growth, GOP per copita increased by only 6.1 per cent cver those
five years, well below the 10.6 per cent forecast in June 2010, That refleded the net effed of:

e o postive error of 2.6 percentoge points due to the higher employment rote disoussed
above;

s aon additional postive error of 2.1 percentage points due to higher overage hours per
worker; and

e o significant drog of 2.3 percentage points from much lower growth in productnaty ger
hiour [broadly motched by mud weaker recl earnings growth).

Judging when this pattern of strong employment growth and wedk produdiaty [and redl
earnings) growth will cometo an end remains the most importont uncerainty in our economic
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forecost. Prospeds for produdivity growth are wtal to the hedlth of the public finonces ond to
trends in Iving standords. We explore the economic and fiscal implications of different scenarnos
for employment and produdivaty growth in Chopter 5.

Key economy forecast assumptions

3.25  Owr economic forecasts are conditioned on o number of assumptions. We use conditioning
assurmnptions based on morket expectations for domestic and internahional interest rotes, the
exchonge rate, equity prices and ol prices. These market assumptions are all bosed on the
10-doy average to 25 June 2015 so these will refledt perceved nisks of thet tirme, including
risks releted to negaotictions between Grescs and its areditors, to the exdent thet they
influence ohserved prices. Risks to our foreoosts are discussed further later in the chapter.
We also base our forecasts on the Government’s fisonl policy stance, induding
announcerments in this Budget.

Maonetary policy and credit conditions

3.26  Our forecast assumes that the Bank of England will try to bring inflation bock to target owver
its forecost horizon, consistent with the remit the Chonecellor has set the Monetary Poligy
Committee [MPC). In its May 2015 Inflation Report, the MPC foreonst — on the baas of
market inferest rote expectations of the time — thot CPLinflation weould reach 2.00 per cent
inthe second quarter of 2017 and 2.1 4 per cent by early 2018. In terms of forward
guidance on policy it stated that “The MPC judges that it is currently approp rate fo set policy
30 thot # iz filaly inflation will retura to the 2% target within two years. Conditional on Bank
Rate following the path currenitly imp lied by market vields — such that it rises gradually over
the forecast pariod — that iz judged likely to be achieved”. Our forecna implies o dower
return of inflation to target — the reasons for this are explained in poragroph 3.60.

3.27  Like the Bank of Englond, our forecasts are conditioned on interest retes - including Bank
Raote and gilt rates — following market expedations over the forecost penod. Since our
March forecost, medium-term interest rote expedotions hove rizen slightly [Chart 3.7 but
the first inorease in Bank Rete 15 shill expected in the second quarter of 2016, Bank Rate
expectations are 0.3 percentage points higher thon in Mardh for the fird quarter of 2020,
recching 2.1 per cent. Gilt rate expedations have dlso nsen, while global bond yields are
up mare significontly, moinly due to euro orea rates rebounding from historically low levels
(Chart 3.8).

3.28  Domesticfinoncal and aedit market conditions hove continued to ease, with the price of
aredit generally continuing to fall and volurmes picking up. Bonk funding spreads hove
continued to foll bock towords pre-aisis levels and we assume that this eosing in credit
conditions continues gradually over the forecast period.

3.29  The effective mortgoge rote i1s expedted to continue falling in the neor term due to logged
effeds of past falls in funding spreads ond as maturing mortgoge contrads continue to
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move onto lower new rates. Mortgage rates then rise dightly over the rest of the forecaost
penod as naeases in Bank Rote are lorgely offset by norrowing margins, We hove not
changed our assumption for the evalution of bank funding spreads or morgage margins
since Morch, sothe chonge in cur forecaost for mortgoge rates s drniven by dhanges in Bank
Rate expectations.

Chart 3.7: Bank Rate Chaort 3.8: Global bond yields
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550 Lending to households continues to pirds up, manly as nsing house prices lead to more

3.31

sscured mortgage lending, which mokes up the mojority of household debt. But seaured
debt has net nisen oz much os house price and tronsachon growth would imply, os the share
of cash transadions hos increcsed. We exped growth in mortgage debt to rise fairly rapidly
over the forecost period, s the shore of cosh tronsadions falls back towards its histonical
rete, house prices rise faster thon incormes and tronsactions inaredse back toweards their pre-
crisis turnover rate. However, we haove reduced the rate of which secured debt nses over the
foreaost period, the reasons for which are desaibed in parcgraph 3.86. Strong growth in
cor purchoses has contributed to recent growth in unseaured lending, which in the first
quorter of 2015 inaeosed of its fostest rote since 2006.7 We exped unseaured lending
growth to continue to outpoce Incomes over the foreoost perod.

Bonk lending to nen-finondal componies remains subdued, hovng generally follen on an
annual bosis since the finonoal aisis Large componies hove been able fo roise funds
through non-baonk sources, os fovourable wholesole market conditions hove encouraged
gdrong net 1ssuonce of bonds. Lending to 3MEs hos also fallen on an annudl basis, but
unlike large componies, SMEs do not hove oacess to wholesale morkets, so restrided aredit
crvaill ability has hit smmaller firms harder. There howve been recent signs of improvernent, with
cnnual growth in lending to SMEs turning positive in April 2015, for the first time since
2009,

? Car leasing arangements, which ar= becoming a mere popular way of purchasing cars, are classfied as unsecured lending.
. ¢
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Fiscal policy and Budget measures

3.32  Fiscal policy hos been tightened in every yeor since 2070-11, when the then Labour
Government reversed its termporary crisis-related fiscal shmulus. The Coaliion Government
increased the poce of discretionary fiscal tightening in the lag Parlicrment. The new
Conservotive Government hos now eosed the pace of fisoal consolidohion cver the next
three years, ond also dionged its composition significontly relative to the fiscal policy
assurmnptions that underpinned our Mordh forecast, In Box 3.2 we set out the fiscal multipher
framework thot we use to estimate the overall effed of chonges in fiscal pelicy on the
economy. [n Box 3.3, we then desaibe how cur current forecost hos been offeded by the
fiscal ond other policy dhanges announced in this Budget thot we conader suffigently
material to worrant an expliat odjustment to cur economy forecost.

Box 3.2: Fiscal multipliers

In June 2010, the infenirm CBR estimated the impoct that the additicnal fiscal ightening
announced in the Coalition’s first Budget would hove on growth through the use of “fiscal
multipliers’. Thess implied that o discretionary ightening of 1 per cent of GOP would, in the first
instance, reduce output by 1 per cent in the oose of invegment auts; 0.6 per cent in the aose of
auts to deoy to doy public seraces ond welfare spending; 0.35 for VAT increases; ond 0.3 per
cent for income tox and MNICs increoses. The multiplier wos cssumed to dirminish or taper over
five years, asthe imitial effect was offset by chonges in monetary policy, the exdhonge rate ond
recl woge adustments.

In this forecast, we hove opplied the same real mulipliers that the interim OBR used in the June
2010 forecost. But we hove adjusted the way in which we apply them in two ways:

e inJune 2010 the interim ©OBR assurmed that the rultiphers would toger from the point of
implementation. This implied that chonges to the fiscal consclidation poth toking effed
later in the forecost period would neot be offset by monetary poligr or other fadors until
sometime ofter their implementation. This wos consistent with o significant degree of
spore capaaty being expected to persist over the forecost pened, limiting the scope of
monetary poligy ond cther focters to off set them. With cur current estimete of spore
copoaty agrificontly smaller, ond expeded to dose wathin the forecost honzon, it seems
more likely now that the demand impac of pre-onnounced chonges to to ond spending
would be portly or wholly offset. We hove therefore assumed that the multipliers taper
from the point of connouncerment, rather than the point of implementation; and

s inapplying multipliers to chonges in toxes or spending, it 15 dlso important to consider
whether the effed on nominal GOP [the nomingl multiplier) may differ from the effect on
recl GOP [the real multiplher]. We judge that this s likely to be the cose for day to day
spending on public services, which is broadly equivalent to government consumption in
the expenditure measure of GOP and 15 subjedt to the ‘rescurce departmental expenditure
lirnits” [RDEL) set cut by the Tregsury. Chonges in the oash level of RDEL spending offed
the implied price of government consurmphion in the Mohional Accounts, partly wva real
world chonges to the price of procurement and partly vig stetistical effects, notobly the
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wery in which the diredt measures of cutput for some public senices are net affected by
chonges in aash spending [e.g. the number of pupils taught 15 dhiven by demogrophy, not
cosh spending). As o result, the effective nominal multiplier for RDEL will generclly be
larger thon the real muliplier. In June 2010, the interim CBR assumed that arcund a
guarter of chonges to ROEL would offect the implicit price of government consurmption
through the redl-world procurement price channel. A multiplier of 0.6 was then opplied to
the remaining three quarters of the dhange in RDEL, implying an effective real multiplier
of around 0.45. In the event, mud meore of the squeeze on ROEL spending since 2010
has shown up os weoker growth in the measured price of public sernces than weaker
growth in volurnes, os shown in Chaort AL As o result, we overestimaoted the extent to which
the cuts in RDEL spending would o as o dired drog on measured recl GOP growth.

Chart A The government consumption deflator
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Refleding this experience, in this forecost we hove applied the some effechive real RDEL mulhiplier
thet the internim COBR used in June 2010, but we now assume that arcund two-thirds of nominal
RCEL chonges are reflected in the government consumption deflater. This implies o higher
effedive multiplier for the effect of RCEL changes on nominal GOP [os meosured] of 1.7. The

results of applying this opproad to the dionges to the path of consolidation announced 10 this
Budget ore sef out in Box 3.5,
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Box 3.3: The economic effects of policy measures

This box considers the possible effects on the economy of the poligr meosures announced 10 this
Budget. More details of ecd measure are set out in the Trecsury s Budget doaument. Cur
assessment of therr fiscol implioctions con be found in Chopter 4 and Annex A,

The Government has announced significant chonges to the pace ond compesition of the fiscal
consolidation. Resource deportrmental expenditure limits [RDELs) hove been aut slightly this yeor,
but are then significontly higher over the remainder of the forecast than in March: by around
£17 billion in 2018-17, £27 billion in 2017-18, £28 billien in 2018-12 and £12 killien in
201%-20. This additional spending is partly offset by auts to welfare spending [AME) and net tax
inaeoses, but 15 also financed by higher government borrowing through to 2018-19.

In order to refled these dionges in our economic forecast, we hove applied multipliers to them,
as descnibed in Box 3.2 This leads to o downward odjudment to real GDP growth of 001
percentage points in 2015-16 and an upward odjustrment of 0.2 percentage points in 2016-17.
Chonges to the fisoal poth in loter years hove negligible effeds on recl GOP growth, os the
multipliers are assumed to diminish over time. The dired effedt of chonges in RDEL on the GOP
deflator —wvig the government consumpphion deflotor — meons that the effeds on noming GOP
growth are larger and more persistent. They imply an adjustment to nominal growth of -0.2
percentage points in 2015-16; 1.0 percentage points in 2016-17; 0.3 percentage points in
2017-18; -0.1 pereentoge points in 2018-19 and -0.6 percentage points in 201%-20.

The Government’s dedsion to introduce o Livitg Wege Prerriurn on top of the MNational
Finimum Wage hos led us to moke o number of small adjustments to our foreoasts of
employrment, average hours, wages and inflation. Annex B =ets cut further details of these
judgements. In aggregeote we hoave made o small downweard revision to the level of potential
output — and therefore real GOP - of arcund 0.1 per cent by the end of the forecost penod.

The Government has announced significant cuts to welfare spending. This indudes o four-year
freeze to working-oge benefits, ond other cuts to tox aedits, universal credit and houang benefit,
induding areduction in poyments resulting from requiring soadl sector londlords to reduce
rents. We estimote the diredt effed of the welfore auts on overadll oggregote demaond by applying
the cppropricte multiplier to the total dionge in AME spending. But these meosures may dlso
affect work incentives ond therefore potential labour supply. Given that the podoge indudes
auts to both in-work income and out-of-work income, we hove not adjusted our labour supply
forecosts for these measures. But there 15 clearly arisk thot the net effect of these measzures on
lebour supply is not neutral.

The Gevernment’s deasion to impose 1 per eent annudl rent reduchons in the soadl rented
sector for four years from April 2016 will directly reduce social landlards” rental income, cnd
therefore their finandng for, and returns to, investing in new houssbuilding. To refled this we
hove reduced our foreanst for residential investment, proportionote to the expected redudion in
rental income. This reduces privete residential invegrment by around 0.7 per cent by the end of
the forecost period. Around 37,000 ‘effordaoble homes” were built by Housing Associctions in
Englond in 2013-14.° The adjustment would be broodly aonsistent wath reducing housebuilding
by housing associctions by around 4,000 in 201 %-20, when the full effect of the palicy on their

47 Economic ond fisoal cutlook

13297/15 ADD 2 MCS/ah

DGG 1A

www.parlament.gv.at

46
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81182&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Eoonomic outlock

rental income hos been readhed. Cwer the forecost period, our assurmptions suggest around
14,000 fewer ‘afordokle homes” will ke built.

The Government has announced o number of meosures that ore expected to offed the cost of
aopital faced by firms, and therefore the level of business investment. These include: o redudtion
in the moin rate of corporation tex from 20 per cent to 19 per oent in 2017-18 and o further
reduction to 18 per cent in 2020-21; a permonent increase in the annual investment all cwance
[AA) to £200,000 from Jonuary 2018, from its previous permanent level of £25,000; and the
introduction of o supglementany tox on banking sedor profits set of 8 per cent from Jonuary
201 6. The net effect of these meosures isto increase the level of business invegment by around
0.6 per cent by the end of the forecost penod. The bringing forword of quarterly corporation fox
payrments for large companies will have an effed on companies” cash flow in 2017, As larger
companies are maore likely to hove cazess to o ronge of funding scurces, we do not exped this fo
heove o significant effed on business investrment.

This Budget indudes o number of poliaes that we exped to hove an impod on inflation. These
are generclly small and offsetting, with the level of prices of the end of the foreand little
dhanged. The largest impacts that we incorporated into the forecast come from the forced auts in
sodiol rents, which ore expected to lower CPl inflation by upto 0.1 percentage points from 201 6-
17 to 201 9-20, and the chonge in vehicle exaise duty [VED) rates, which we expect to inarease
CPlinflation by around 0.1 percentage point in 2017-18 ond have smaller effects therecfter. An
ingeaose in the rate of Insuronce premium tox (IPT) and the introdudion of the Lving Waoge
Premium are expected to leod to small inaeoses in inflation. The changes in the YED and |PT
rotes we incorporated inte the econormy foreoast are different to the final policy deasions. We
also incorporated otobocas meosure that did not go chead. The Government informed us of
dhanges to these policies ofter the deadline for including therm in cur final economy foreoost.
Incorporating the final design of these polig chonges would hove haod less than o 0.1
percentage point impact on our inflahion foreanst.

There are o number of measures that could offed the housing marked. The introduction of o
‘main residence nil rote bond” in the inhertance tex regime 15 likely to increase the incentives for
housing purchoses ond to discourage individuals from selling their homes. O the other hond,
the restridion in mortgoge interest rofe relief to the basic rate is likely to reduce returns to buy-to-
let property. Crwverdll, we estimate that these meosures will hove smoll and offsetting effects, and
sowe hove not adjusted our foreanst for house prices. Chonges to the inheritance tox regime
could moke it more likely that the co-ewstence of under-cocupation among older owners and
over- aowding omong younger renters will become even more prevalent. It is not cear to whet
extent thet might offect regional labour mobility or other issues relevant to cur mooroeconomic
forecost, so we have not made any adjugments on cczount of this.

*DL G, Live Table 1000: Addfi#ional aff ordable homes provided &y tyoe of sshame, England.

World economy

583 We exped world GOP to grow by 3.2 per cent in 2015, down from aforecost of 3.5 per
cent in Mardh, Compared with our March foreaost, world GDP growth is slightly higher in
2016 but slightly lower from 2017 onwards. The main news sinoe Mard has been weoker
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thon expected LS GOP growth in the first quarter of 20135, the intensificction of the Greek
debt crisis ond the publicotion of the IMF's Apnl 2015 World economic outlook (WED)
forecosts thet inform our world GOP forecast.

The euro areq economy appears to hove benefitted from the fall in the global ol price and
the Eurcpean Central Bank's quantitative easing programme. [n the first quarter of 2075,
eurc ared GOP was up 1.0 per cent on a year earlier, compared with an overage four-
quarter growth rate of -0.1 per cent over the post three years. In the year to the first quaorter,
GOP wos up 1.0 per cent in Germany, 0.7 per cent in Fronce, and 0.1 per cent in ltaly.
Spoin sow stronger growth of 2.7 per cent. We forecost euro area GOP growth of 1.5 per
cent in 20135, shightly higher than our Mardh forecast, and we exped growth to overoge o
little over 12 per cent ayear thereafter.

This forecast assumes no matenal disruphion from ongeoing negaotictions over Greece’s debt
obligations and the cutaome of the referendum in Greece thot wos toking place an the day
that we completed this document. Greece accounts for only 0.8 per cent of UK exports, so
the direct dhannel of risk is limited, but any sgpill over to the wider eurc area could be much
more signifiaont, as witnessed between 2010 and 2012, The euro area accounts for 40 per
cent of UK exports, so o foll in imports omeng euro area countries could heve o moterial
impact on UK firms. A more widespread detenoration in risk sentiment tniggered by
developments in Greece could offect global finonciol morkets and bonking systerns.

Deflation in the eurc area remains a sk to the global and UK cutlook, although the lotest
dota show tentative signs of rising consumer prices. Euro area CPl inflation wos positive in
Moy, the first positive monthly recding since Movernber 201 4. CPlinflotion moderated
slightly in June, but remained in positive territory. Core inflotion was 0.9 per cent in bMoy,
but clso fell slightly in June. Unemployment was 111 per cent in May, unchanged from
April ond continuing o poth of decdy decline. Weaker growth, lower inflation ond monetary
policy easing has helped to push the euro to multi-year lows in relation to sterling and the
U5 dollar this year.

IS GOP fell slightly in the first quorter of 20135, with net trade o significont drog on growth.
Baod weather ond |ower investment in the oil extradion ssctor were also thought to howe
contributed to this weokness. The CECD's Moy 2015 Economic outfook forecast LS GOP
growth to be 2.0 per cent in 2015 as awhole, down from 3.1 per cent in Movember,
although that forecost was based on o lower previous estimete for the first quarter.

World trade

3.38

We exped world trode to grow by 4.1 per cent in 20135, slightly higher thon we forecost in
rarch, World trade growth hos been revised down in eadh subsequent year of the forecast
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and by o grecter amount than world GOP growth. Thet is consistent with the [MF's
dowrward revisions to world trade growth in its Apnl WED, whidch were broad-bosed.®

3.39 UK export markets are expected to grow by 3.2 per cent in 2015, below our Mardy forecast.
We olso expect UK export markets to grow of o slower rate from 2016 onwards, These
downward revisions are driven by — and of o similar magnitude to - the revsions to world
trade growth.

Other condiioning assumptions

340 We ossume that the exdhange rate follow s the paoth implied by the uncovered interest parity
condifion. Sterling 1z stronger thaon in March, although it 1z shil expected to deprecicte over
the forecng period as the forward UK interest rote aurve is cbove the overoge of the UK s
mojor trading porners [Chart 3.9). We assume equity prices nse in line with nominal GOP
from their current level. The FTSE all-share index has risen by slightly less than assumed in
March [Chort 3.10).

Chart 3.7: Sterling effedive exchange Chart 3.70: Equity prices assumption
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Summary

32.47  To summanss, the key assumphions underpinning our central forecost are thot:

. monetany poligy remdins very loose and does not begin to tighten until the seaond
quarter of 201 8;

s fizool consolidation continues to depress the level of GOP, while ading as less of o
drog on growth thon over the past four years;

% Further information on the rationale for the IMFs revisions to the trade intensity of wodd GOP growth were st out in Boc 1.2 of the April
2015 WED,
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s the gentler poce of fisaal consolidation and the meosures announced in the Budget
raise recl and nominal GOP growth in the short term, but hove o small downword
effect on the level of real GOP in the longer term. Poligy decisions also hove small
impacts on P inflation, which offset eadh other by the end of the foreood penod;

. credit conditions and the finanaal system continue to normalise gradually; cnd

. global adraty and dermond for UK exports prdc up geadily, albert shightly more slowly
inthe near term than expeded in March. [nthe euro area, negotictions over Greeoe"s
debt obligohons do not result in matenally domoging effeds on GOP growth.

3.42  Risks and uncertainties asscdoted with these assumptions and other focets of the foreonst
are disaussed later in the chopter.

Prospects for real GDP growth

3.43  In this section, we set out the expedted path of GOP growth over the forecast period. We first
consder the short-term outlook, based on recent economic dota ond forward-locking
aurveys. We then consider the rate ot whidh GOP will grow over the medium term as spore
copacty 1s put to produchive use and the relatively smacll negotive cutput gop doses.

The short-term outlock for GOFP

544 The ORNS hos revised up its estimate of GOP growth in 2014 to 3.0 per cent from the 2.6
per cent estimaoted in Mardh. It is now in line with cur December 2014 foreonst.

.45 Onamenthly basis, Chart 3.17 shows deady contributions to growth from the senices
sector in 2014, but contributions from thet sedor were lower in the early months of 20145,
Contributions from the construchon and produdion sedors were more volatile in 2014 and
that has continued into 20145,
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Chart 3.77: Contributions to maonthly output growth
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546 Inthe first quarter of 2015, GOP 15 estimated to hove inaeosed by 0.4 per cent on the
previous quarter. Theat is below the 0.7 per cent we forecast in March and down from 0.8
per cent in the final quarter of 207 4. The lower contribution from the services sedtor wos o
key reason behind this lower growth.

547 Survey dota have shown o mixed pidure in the second quarter. The Markt/CIPS Purchasing
Managers” Index [PMls) for the services sector has been higher on overoge thon in the first
quarter, but the PMI s for the manufacturing and condruchion sedors hove been lower on
overcge. The lotest ONS daota for the second quarter also showed services cutput increosing
but monufoduning ond construdion output falling i Apnl.

3.48  We exped GOP growth to pick upto 0.6 per cent in the second and third quorters,
undchaonged from our Mardh forecost. We exped that the in-yeor cuts to public spending
cnnounced in June will offed the economy late in the fisoal year and hove assumed the
effects will be sufficent to push quarterly GOP growth down to 0.5 per cent in the final
quarter of 2015 and first quarter of 201 8. These chonges leave GOP growth in 20715 as o
wheale of 2.4 per cent, slightly below cur Mardh forecast and largely refleding the weaker
than expected first quarter doto.

5,49 While fisaal policy 15 expected to be tighter in 2016-17 than in 2015-16, the pace of
tightening hos been eased substantially relative to our Marah forecast. We hove assumed
thiswill odd around 0.2 percentage points to annual GOP growth in 2018-17, sufficent to
lift quarterly growth to 0.7 per cent in the second and third quarters of 2016, That leaves
GOP growth in 2016 of 2.3 per cent, undhanged since Mardh.
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Table 3.2: The quarterly GOP profile

Percentage change on previous guarter

20714 2015 2016
al Qo G Q4 Q21 Qz Qs Q4 al QE Qa3 Q4
July forecest! 0.9 0.9 0.7 0.8 0.4 0.6 06 05 0.5 0.7 0.7 0.4
March forecost® 0.7y 0.8 0.7 0.5 0.7 06 06 06 0s 06 D6 0.6
Change® 02 02 07 0.3 -0.3 0 00 Q0 -0 -0 0.1 2.1 0.0

"Forecas from s=cond quarter of 2015,
! Farecast from first quarter of 2015
* Changes may not um due to rounding.

The medium-term outlook

350 Owr forecasts for growth in the medium term are determined by the amount of spare
copaaty in the econormy, and the speed with whidh we exped it to return to produchive use.
The prospeds for monetary policy, fiscol policy, aedit conditions, external demaond and
financal morkets discussed in the previous sechon dll inform thet judgement.

357 wWhile fisaol policy dhonges hove caused us to revise cur guarterly GOP forecost since
warch, the main fadors and judgements underpinning the path of GOP over the coming
years are litle dhanged. The fall in the ol price since mid-2014 supports households” recl
income and spending this year. Asthe effed dissipates from 2018, real income growth s
expected to be supported by o gradual improverment in underlying productiaty growth, with
the cutput gop narrewing slowly and GOP growth dose to trend rotes from 2017, As Chart
3.12 shows, we exped pnvate consumption ond investrment to agzount for olmost all GOP
growth while the fisoal consolidation continues, but the bolonce between private and
gaovernment sources of GOP growth to shift from 2020, Chors 3,13 and 3.1 4 show how
these medium-term forecasts trandote in terms of the cutput gop and the levels of adual

and potential output.
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Chart 3.12: Contributions to average quarterly GDP growth
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Chart 3.713: The output gap Chart 3.7 4: Projections of actual and
potential output
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502 Table 3.3 surmman ses the expenditure composition of our recl GOP forecnst, Relative to
March, we exped o weaker contribution from net trade in 2015, whidh is only porticlly offset
by stronger contributions from consurmption ond mvedment. In 2018, the GOP growth
foreaost is broodly undionged, with o larger contribution from government spending
offsething a shightly weaker contribution from consurnption. From 2017 onwards, business
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investment mokes stronger contributions to GOP growth than in our March forecost, while
the contributions from residential investrment are sormewhot weoker.

Table 3.3: Expenditure contributions to growth

Fercentage points, unless otherwise stoted

Cufturn

20714

GDF gronth (per cent) 3.0
bain contribufions

Privete consurmption 1.6

Business investrnent 0.8

Dwellings investment! 0.5

Government® 0.4

Change in inventories 0.3

Met trode -0.6

Forecost
2015 2016 2017 2018 2019 2020
2.4 2.3 2.4 2.4 2.4 2.4
1.2 1.6 1.5 1.5 1.5 1.2
0.4 0.8 0.8 0.8 0.8 0.6
0.3 0.2 0.2 0.2 0.2 0.2
0.3 0. 0.1 0.1 0.1 0.5
-0.2 0.0 0.0 0.0 0.0 0.0
-0.5 -0.4 -0.2 -0.2 -0.2 -0.2

"The mm of public carporations and private s=ctor investment in new dwellings, improvementsto dwellings and trangfer cogt=

IThe mim of government consumption and general government investment.

Meote: Components may not =um to total due to rounding and the gatigical discrepancy.

595 Qur central GOP growth forecost 15 shown in Chart 3,15, The distnibution surrounding it
shows the probability of different outcomes bosed on post foreanst acauracy. The solid black
line shows our median foreoost, with succesave pairs of ighter shaded areas around it
representing 20 per cent probobility bonds. These are based on the higoricaol distribution of
official foreoast errors. They do not represent o subjechve measure of the distribution of risks
arcund the central foreanst. Sudh risks are discussed at the end of the dhapter.

Chart 3.15: Redl GDP growth fan chart
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Prospects for inflation

3.54  In ossessing the outlock for the economy ond the public finonces, we are interested in o
nurmber of measures of inflation, iInduding the Consumer Prices Index [ CPlY and the Retal
Prices Index [RPI1. The bosic measurement opproad is the some in both indices, dlthough
there are a number of differences in coverage and the methods used to construct them [see
Bow 3.3 of the March 2015 EFO for details). We dlso forecost the GDP deflator and its
components, whidh are used in generating our nominal GOP forecost.

3.95  The CPl and RPI meosures of inflation ore importont beoause they both offect our fiscal
forecost. The Government uses the CPl for the indexation of many fox rates, allowances and
thresholds, ond for the uproting of benefits and public sector pensions. The RPI is used 1o
colaulate interest poyments on index-linked gilts, dudent loan poyments ond the
revolorisction of excise duties. The OR3 publishes other inflofion meosures, but these do not
currently offed the public finances, so we do not forecast them.

CPlinflation

3.96  Annudl CPlinflation was 0.1 per cent inthe first quarter of 2075, in line with cur Mardch
forecast, Inflation fell fo -0.1 per cent in Apnl, whidh 15 estimoted to hove been the first
negative rending since Morch 1960, It bounced back to 0.1 per cent in Moy, Most of the
present difference fromthe Bank of Englond’s 2 per cent target 15 due to external fadors,
including recent falls in global commedity prices and the appreciation of sterling. However,
domesticfadors hove dlso played o part, with subdued growth in waoges beaning down on
unit labour cost growth ond competition in the supermarket sector compressing margins.

3.57  On o gquarterly basis, inflation 1s expeded to hove troughed o -0.1 per cent in the second
quaorter of 2015, We exped inflation to increase relatively sharply of the end of 2015 and
start of 2018, as the direct impad of recent falls in energy prices drop out of the year on
year colculation.

3.58  Inflafion is then foreaost to return dowly towards the Bank of England’s 2 per cent target.
We exped there to be o number of competing forces of ploy:

. increnses in woge growth [disoussed further below) should result in growth in unit
lohour costs returning towards rates more consistent with historical norms, putting
upword pressure on prices;

. the effeds of the recent sterling oppreaction will continue to bear down on the price of
iterns thet hove o high import content, s moverments in the exchonge rote toke time to
be refleded first in import prices and then to feed through to consumer prices; and

. the effeds of the recent falls in commedity prices will continue to feed through with
logs. Utility firms buy whelesale energy up to two years in advonce, so the recent folls
in whaolesdle gas prices will continue to affed retall energy prices for some time. The
fall in the ol price will clso continue to maoke its woy through supply digins with logs.
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3.59 We hove adjusted our inflation farecast for the policy decisions cnnounced in the Budget:

. the Government’s deasion to reduce rents in the soaial-rented sector by 1 per cent a
year for four years from April 2016 is expeded to lower CPlinflation by up to 0.1
percentoge point o year;

s we incorporated on increase in the rete of insurcnce premium tax [IPT) and o tobooco
measure thot we expected to increase TP inflation by less than 0.1 percentoge point.
However, the Governrment’s final policy deasions induded a slightly higher increcse in
IPT, but did not include the tobocco measure. We were informed of these dhonges
ofter we hod dozed the final econormy forecost;

. chonges to the vehicle exaise duty [(WED) systern are expected to result in on initial
incrense in Pl inflotion of 0.7 percentage point over 201 7-18, when the higher rotes
opply to new oors. There s expected to be asmaller impad on inflation in subsequent
years os the stode of oors slowly rolls over onto the new standard rate systermn. The VED
retes we incorporated into the economy forecast ore different to the final policy
decigon, becouse the Government informed us of o dhonge to the polige ofter our
deadine for including it in cur final econormy forecast. Inaorporating the final design
of the paolicy chonge would probobly hove resulted in o smaller initial impoct and o
lorger subsequent impad on CPLinflation, clthough any difference would be less than
0.1 percentoge point; and

. the Livng Wage Premium s expected to increase the level of the CPl by around 0.1
percentoge point over the foreonst period, os some of higher woge costs faced by firms
are possed on to households The effedt on annual CPLinflction 1s therefore expeded
to be very smdll.

3.60  The net effed of these meosures 1s broadly offsetting, with the level of prices of the end of
the foreong peried little changed. But token together, these fodaors meon that inflation is not
expeded to return to 2.0 per cent until mid-2020, although it 15 close to target af 1.8 or 1.9
per cent from 2018, The logged effedts of sterling appreciotion and commeodity price falls
are cutzside the control of the MPC and ore not expededto offect medium-term inflation
expedations or woge settlements - sowe would not exped them to elict o monetary policy
response. The soddl rent policy, whidh affects inflation until the second quarter of 2020, iz o
termporary change in the growth of an administered price, so we exped the MPC would look
through its effects. These are the main reasons for the slow return of inflation to target in
our forecost. The CPlinflation foreaast 1s similar to March, with only small meovernents in ol
prices and the exchange rate, os well as policy measures, moving our forecost.
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Chart 3.14: CPl inflation

5
March forecost Forecas

e |uly FoOrecost

Fercantags changs on aveor sarlisr
R

B
1997 1999 2001 2003 2005 2007 2008 2011 2013 2015 2017 2019 2090

Source: OME OEBR

RFI inflation

3.61 The calculation of BRI inflation in the UK does not meet international statistical stondards,”
but we continue to forecost it s it remcing an input in our fisool forecnsts — notably as o
deterrminont of the interest pard on the large stodc of index-linked gilts.

3.02  RPlinflation was 1.0 per cent in the first quarter of 2015, in line with our March foreoost.
We exped RPl inflafion to trough ot 0.7 per cent in the middle of 2015, before rising inttially
in ling with CPl inflotion. Higher mortgage interest poyments (MIPs) are then expededto
push RPl inflation above 3 per cent. The rise in MIPs is driven by an inoegse in mertgoge
debt oz housing market turnover increases baock towards its pre-cnisis averoge and s the
effective mortgoge interest rate stops falling. This RPI foreanst 1s hittle dhanged snce March.

3.63  The RPl profile has also been adjusted for the policy measures announced in the Budget and
discussed obove. The maon difference from the CPlimpadts is that the insurance premium
tox measure hos a slightly higher impod on RPL inflation os it haos o higher weight.

T OMS, Reeponze to tha Matonal Shofisfidan ‘s eonsuliofion on opfions for imeroving #he Retai! Priees (ndex, Febroary 2013
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Chaort 3.17: RFl inflation
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The GOP deflator

3.64  GOP deflator growth is the broodest measure of inflation in the domestic econormy. It
measures changes in prices of the goods and services that moke up GOP, induding price
movernents in private and government consumption, investment and the relotive price of
exports and imports - the terms of trade.

3.05  Asdescribed in Chapter 2, there was brood-based weokness in the GOP deflator relative to
our barch forecost in the first quorter of 2015, which carries through to weoker near term
annual growth [Chart 3.18).

5.66  The profile for GOP deflater growth in the medium term has changed significontly since our
March forecost, thonks to o very different profile for growth in the price of government
consumphion. This refledts Government deaisions to change the poce ond composition of
fiscal consolidation. The easing in the pace of consolidation in 2016-17 ond 2017-18
results in rmuch faster growth in the implied price of government consumption in those
years. Extending the period of consolidation by o yeor hos also reduced government
consumption growth in 201 2-20, implying weaker growth in the government consurmption
deflator in that year than we foreaad in March, We forecost o larger rise in GOP deflotor
growth in 2020-21, when the Government’s fiscal plons imply government consumption will
grow ropidly. But we howve reduced the extent to whidh thot feeds through medhanically to
the GOP deflator, effectively ploang mere weight on atop-down judgement about the
steady-state rate of GOP deflotor growth,

5.07  In our 2015 Fiscal sustainahifity report (FSR) we revised up our long-run assumphon for
growth in the GOP deflator to 2.3 per cent to take into acoount new residential investment
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prices growing in line with overage earnings. At the end of our forecog period, despite
making the top-down judgement mentioned abowve, GOP deflator growth s 2.5 per cent.
This is cbhove our long-run cssurmption becouse:

. we hove o positive wedge between the consurnption deflator ond the CPI due to the
inclusion of imputed rent, which we assurme grows in line with averoge earnings. We
do not model this explictly in the long run, since the opproach to meosurng an
imputed activity should not affed tox receipts or spending in the long term; and

. in our medium-term forecast, the terms of trade increase gradually. This s becouse we
ossume thot services prices grow faster thon goods prices, as hos historically been the
cose. As the UK exports more services than it imports, export prices are expeded to
grow faster in the mediurm term. In the long run we ossume a flat terms of trode.

Chart 3.18: GDP deflatar
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Prospects for nominal GDP growth

3.08

3.09

PMost public discussion of economic forecasts foauses on redl GOP - the volurme of goods
and services produced in the economy. But the norminal or cash walue of GOP - and its
commposition by income and expenditure — is mare important in understanding the
behorviour of the publicinances. Toxes are driven meore by nominal thon real GOP. 3o too
isthe share of GOP devoted to public spending, as o large proportion of that spending is
set out in rmulh-year cosh plons [public servces and admimdration) or inked to measures of
inflation [benefits, tox aedits and interest on index-linked gilts).

Reoent dota indicote that normingl GDP grew by 0.7 per cent in the first guarter of 2074,
Looking of inoome this refleded relatively strong rates of growth in corporote profits, off set
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by weaker growth in lobour income, while looking of expenditure it refleded strong growth
in private mvestment offset by o negotive net frade contribution. We exped nomingl GOP
growth to fall back from 4.6 per cent in 207 4to 3.5 per cent in 20135, largely due to
relotively weak rates of growth of the start of the year. From 2018 we exped nomimal GDP
growth to pick up steadily, as real GOP growth stabilises, CPlinflation moves bock towords
torget and nominal government consumption growth picks up n 2020, We exped nominel
GOP to grow by o cumulative 23.8 per cent between the fourth quarter of 201 4 and the first
quarter of 2020 - around 1.2 percentoge points less thon we expeded in March, Of this,
around 0.9 percentage points is oocounted for by weoker-thon -expected nominal GOP
growth inthe first quarter of 2015, Chaonges to the poth of government consumption
resulting from the Government’s deasions on the poce and compesition of fisoal
consolidotion add 0.6 percentage points to curmulative nominal GOP growth relative to our
Morch foreonst, offset by weaker contributions from private consumption ond investment.

370 Within the expenditure components of nominal GOP, private consumphion is expected to be
the largest contributor to growth over the forecost period, consident with its relative share of
S0P, The relatively slow growth of househald income growth means thot we exped the
share of aonsumption to remaoin broadly stable between 2075 and 2020, while the share of
private investment in nominal GOP increcses from 15.3 to 17.6 per cent cver the same
period, offsetting o fall in government consumption and investment from 21.3 per cent to
12.0 per cent. Within income, we exped proit margins to recover shightly in the near term,
while the share of labour income in nomingl GOP is expected to remain broodly stable from
2078,

Prospects for individual sectors of the economy

The household sedor

571 The housheld sedtor 15 the largest source of income ond spending in the economy, with
consumer spending making up 63 per cent of nominal GOP by expenditure ond household
disposoble income moking up 84 per cent of nermingl GOP by income in 2014,

Real consumer spending

3.72  Consumption growth was 2.5 per cent in real terms in 2014 and 0.9 per cent in the first
guarter of 2071 5. We forecast it fo grow by 3.0 per cent in 2015 as o whole, We gssume
that real consurmption will grow broadly in line with real wages over the forecast period,
henang risen foster thon real woges in each year since 2010 [Chart 3.1 9.
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Chart 3.71%: Redl consumption wage and recl consum ption
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The labour market and household income

The unemployrment rate has fallen steadily over recent quarters, readhing 5.5 per cent in the
first quarter of 2015, We exped the rate of decline to ease over coming guarters os GOP
growth stabilises and produchvty growth picks up, allowing firms to expond output through
their existing workforce rather thon through recruitrment. But the recovery in productivity per
waorker 1s hkely to be gradual, ond we exped suffigent momenturm in the labour market for
the unemployment rote to drop below its equilibrium level through 201 6.

The headline unemployment rate 1s then forecast to rise grodually from 2017, first dosing
the gop relative to the grudural rate, ond then rising alongside it as on inaeosing Living
Wage Premium puts slight upward pressure on unemployment. We also exped the
partiapation rate to decline morginally over the newt five years, so thot the employment rate
ends the perod of o lower level than it stonds todoy. The 1.7 million rise in empl oyment
over the forecost period con therefore be more thon explained by odditional population
growth, although within this we do exped employment ratesto rise omeng older age
groups.

The measure of average earnings growth we foreaast — based on the National Accounts — 15
currently estimated to heve follen by 0.9 per cent inthe first quarter of 2015, even as the
heodline averoge weekly earnings [AWEl measure picked up. The MNaotional Accounts uses
AWE dota [until administrotive tee dota become ovallable), so in prinaple the two should be
consistent, but the aggregation process and other fodors con lead to differences. Cne
consequence of the weok start to the yeor in the Mational Accounts meosure 1s thot our
2015 estimate of earnings growth hos been revised down slightly, but this masks stronger
underlying momenturm.
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Economic outlock

The AWE figures howve gathered poce since March, particularly within the privote sedor. This
oppears to be consistent with o tighterung in the lobour morket, and we exped thistrend to
persist over the next few quarters. The introdudion of a Mational Living Waoge ot £7.20in
Apnl 20186 —which will be dmeost 11 per cent chove the Mahional Minimum Wage thet will
il opply only six months prior to thot in September 2015 — will support some workers”
incomes [see Annex B). Momingl earmings are also expected to be underpinned by nising
whole economy inflation. But continued growth in real earnings over the medium term is
underpinned by cur foreoost that produdnaty growth returns to more normal level s,

Real housshold disposable income growth is expeded to pick up sharply in colendar year
2015 to 3.9 per cent, although this year-on-year comparison 15 somewh o distorted by
‘baze effects” refleding the uneven poth of quarterly household income growth in 2014, The
comporison between the fourth quarter of 2014 ond fourth quarter of 2015 15 not affeded
by this volotility, ond we expedt real household disposoble income growth of 2.4 per cent
over that period, We then expedt redl househeld disposable income growth fo seftle of just
under 2 per cent a year over the medium term.

3.20: Real household disposable income per copita

March foreoost Faorecas
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Chart 3.27: Contributions to real househaold income growth
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3.78

The saving ratio

Henang fallen back sharply in 2012 and 2013, the household sovng ratio declined more
dowly in 2014, overoging just over & per cent over the year os awhole — cnly slightly below
the overage of &%z per cent in 2013, One reason for the relative slowing in the rote of
deding is on inaease in meosured pension soving in 2014, whidh is included in the
Mational Accounts meosure of the soving ratio. I this adjustment for pension soving 15
excluded, then the soing ratio declined slightly maore quiddly in 201 4 than suggested by the
headline measure, and o o similor pace to the previcous year [(Chart 3.22).
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Chart 3.22: The household saving ratio
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5.7%9  Household consumption iz expeded slightly to outstrip the growth of household disposable
income over the forecost period, plocdng downwaord pressure on the household soving
rotio.® This is more thon offset by an increase in pension saving, which steodily inoeases
over the foreanst period and implies o gradual inoease in the soving ratio between 2015
and 2020, The expected rise in pension soving refleds o number of fadors, The effect of
auto-enrclment on employee and employer pension contributions is expeded to inaease os
coverage confinues to expond ond minimum contribution rotes increase. Gilt yields — which
are used by the OMN3 in the colculotion of imputed pension saving — are clso expeded to
rise over the forecost penod, increasng total pension contributions

The housing market and dwellings investment

3.80  House price inflotion hos ensed in line with cur Mardh forecost, with year-on-year growth of
8.5 per cent in the first quarter of 2015 [Chart 3.23). Housing market indiootors suggest
price growth will continue to dow in aoming quarters, but ot o dightly foster rete thon we
previcusly expected.

3.81 Beyvond the near term, we use a house price model to inform our foreanst.” Currently, the
model suggeds thot there 1s o significont amount of credit rationing cocurnng in the
maortgoge maorket. Finonaal institutions are extending less seaured debt than the maodel

Ewhile household consumption growth is epected to be slightl stranger han household disposable income over theforecast pened, it is
ezpected to be weaker than total labour income growth, as shown in Chart 379, This is because labour income includes emplover

pension contibuotions, which are mpeded to grow relaively strongly over the farecast period butwhich have a nevtral effet on houwsehold
disposable income

* For more information on our house price m odel see Avterson (207 4): Working popsr Mo, 6: Foresasing house prises.
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auggests houssholds would like, bosed on the fundamental drivers of mortgoge demand.
Prewvi cusly we assumed that this implied mortgage rationing would dissipote relotively
quickly as implermentation of the Mortgoge Morket Review [MME) bedded down. 'We have
now deadedto assurme thob imphed rationing eases more slowly, which means thet there 1s
#ill rationing of the end of the forecost period. This seems more consistent with chongesto

the regulatory ervironment, ongoing repair to bonk bolonce sheets ond chongesto lenders’

behoviour brought about by the MMR. As o result, despite the boost to housing demand
from the upward revision to our forecast for household income since March, mortgoge
lending and house price inflation are lower on average over the medium term thon in
March [Chart 3.23). The level of house prices inthe first quarter of 2020 15 5.0 per cent
lower than in our Mardh forecost. Overdll, house prices ore expected to rise by 34.1 per
cent by the first quarter of 2021.

Chart 3.23: House price inflation forecast
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582 We hove revised up cur near-term residential property transachions forecost s the lotest
dotor herre been obove our Mardh forecast ond mortgoge approvals hove rebounded. 'We
continue to assume that the volurme of tronsadions returns towords its histoneol overoge as
o percentage of the housing stods over the foreanst period, which meons thet our medium-
term forecast 1s similor o March,

383 In ling with our forecosts for house prices and property tronsodions, we exped relotively
strong growth in residenticl invegment over the forecost pernod. Mear-term growth in
hiousebuilding is encouraged by recent strong growth in house prices, while medium-term
strength 1z motivated by houang market turnever returning towards s histonool averoge.
Higdoricolly -low interest rates over the foreanst period dlso enaourage housebuilding.
However, despite strong growth, the relatvely low staring point means that total private
residenticl investment is expeded to remain below its pre-arisis peck os o share of GOP
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through cut the forecast period (Chort 3.24). It clso means thet housing supply growth is not
suffigent fo dlewote pressure on house prices brought cbout by strong growth in housing
demand over the forecost period, so prices are expeded to rise relative to both consumer
prices ond household incormes. Relotive to their pre-crisis pecks in 2007, redl house prices
ot the end of the forecost ore expededto be 13.3 per cent higher and the retio of house
prices to overoge earmings 7.2 per cent higher.

3.84 A number of recent poligy meosures could offed the housing morket:

. there i1s o nsk that the greater flexibility over people’s aocess to their pension assets
thaot come into effedt in April 2015 could offedt the housing market wao buy-to-let
purchases As we explaned in Box 3.1 of the December 2014 EFO, we have not
odjusted our foreanst for this os we assume that there will be broadly offsetting effeds
from the flows ossoccted with this policy dhonge. A similar wew wos expressed in the
Bank of England’s July Financial Stabilty Repont, drowing on evidenos thot only o
small number of pensioners would hove a sufficient income in retirerment to quelify for
o buy-to-let mortgoge, have a pension pot lorge encugh for o depost and would not
previously hove been eligible to aczess their pension;

*  the changesto the inheriton oe tox regirme onnounced in this Budget ore likely to
increase the incentives for the elderly to purdhase housing and discourage therm from
selling their homes os the tox disincentives to hold o property to death hove fallen,
potenticlly puthng upward pressure on house prices. This moy also hove an effed on
the allocotion of housing, o= set out in Box 3.3;

. the restriction in mortgage interest rate relief to the basic rate and the rermoval of the
‘weor and tear dllowonce” onnounced in this Budget is likely to reduce returns to buy-
to-let property, putting downward pressure on house prices. Overall, we eshmeote thet
thiz effed will be small ond be offset by the change in inheritonce tox, sowe hove not
odiusted our foreaost for house prices; and

o the 1 per oent o yeor redudions in soadl sedor rents for four yeors from April 2016
cnnounced in this Budget wall diredly reduce socal landords” rental 1ncome. We
expect thet this will reduce their ability and willingness to imvest in housing, so we hoave
lowered our foreqast for residential investrment, proportionate to the expeded redudion
in rental income. The effed isto reduce the level of private residential investment by
around 0.7 per cent by the end of the forecost period, whidh is broadly consistent with
o reduction in housebuilding of 4,000 10 2020-21. Cwer the forecast penod, cur
ossurmptions suggest arcund 14,000 fewer cffordaoble hormes will be built, 'We do not
exped private sector house-builders to offset this effect to any matenal degree.
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Chaort 3.24: Residential investment as a share of nominal GDP
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Met lending and the balance shest

585  We exped the rotio of total debt to income to nse by around 26 percentoge points between
the start of 20715 and the start of 2021, although this iz o slower rete thon we expededin
rarch, OF this just under 12 percentage points 1s occounted for by an increase in secured
debt, due to strong growth in house prices and fransactions. The remaining increose refleds
unsecured debt, consistent with our foreanst of househcld net lending remaining negative
through out most of the forecost period.

5.86  The dowmward revision to our forecaost for the inaeass in the gross household debt to
income rotio refleds a number of factors:

+ In oosh terms, gross debt 15 expeded to be £111 billion lower by the dart of 2020
thon we expected in Mardh. OF this, around £1 4 billion refledts lower thon expeded
househ old debt of the start of 201 5;

s« around £145 billion is oocoounted for by less aocumulotion of seaured debt. This
refleds on ossumption that mortgage lending conditions will remain fighter than
historic norms for a longer period which bears down on house price growth [os
described in porograph 3.81);

o thisis slightly offset by more aocurmulation of unsscured debt, which we exped to be
£48 hillion hugher than in our Maorch forecast. This largely refleds a weaker starting

point for households” net position, whidh hos been revised down in 20014; ond

*+  household disposcble income 15 expeded to be around 1%z per cent lower by the
dart of 2020 than we forecost in Mardh.
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3.87  Thisis the second sucoessive material downward revision to our household debt foreonst.
Househeld debt 1s now expected to reach 167 per cent of household income by the start of
2020, compared to just under 184 per cent in our Decermber 2014 foreanst. Around two-
thirds of the downword rewision to the level of total debt 15 aftributoble to o wedker poth for
secured debt —in turn refleding our ossurmption that tighter morgaoge lending conditions
will preval for o longer penod. We hove also rewised down the poth of unsecured lending,
partly refleding dowrward resisions to our foreaosts for household investment and
consumption, oswell os an allowonce for an ongoing redudion in househelds” cutstanding
unsecured debt through write- off s

Chart 3.25: Household gross debt o income
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The corporate sector

Business investment and stockbuilding

3.88  The |lotest dota show thot business investment growth slowed in the seoond half of 201 4, but
thet 1n 20714 oz a whole it grew by 8.0 per cent, higher thon we eshimated in March.
Business investment grew by 2.0 per cent in the first quaorter of 2015, higher thon the
overage guarterly growth rote in 2074,

3.89  The Bank of Englond’s Agentz” Summary reports investment intentions consistent with
moderate growth cver the coming year. We exped business investment to confinue to grow
relotively strongly in 2015 and 2016 ond hove revised up our forecost in subsequent years.
As uszual, the lotest OMNS doto are subjed to potentially large rewisions, so our forecost 1s
subjed to consideroble uncertointy.

3.20  As Chart 3.28 shows, our forecast implies that real business investment waill rise s a share
of GOP, os typioolly oocurs during the later stoges of o recovery. It also shows how the
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nominal share hos tended to fall relative to the recl share becouse investment goods price
inflation hos tended to be lower thon whole economy inflation.

Chaort 3.24: Business investment as g share of GDP
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521 The latest OMNS3 doto indicote thot stocks aded os g small drag on GOP growth in the first
quarter of 2015, We exped inventories to maoke o small negative contribution to GOP
growth in 2015 os a whele and assurme they will be neutral from 2076 onwards.

Corporate profits

3.92  We exped non-oll profits to grow slightly faster thon nominal GOP in the neor term, as the
output gop doses. They picked up strongly in the first quarter of this year, increasing at o
quaorterly rate of just under 4 per cent. We exped non-oil profits to grow by just under 5 per
cent in 2015 as a whole, slightly below cur March foreanst. Thereofter, we ossume thot
profits will grow broadly in line with nominal GOP.

The government sectar

3.93  Total public spending amounted to 40,7 per cent of GOP in 20714-15.7% But net «ll
government spending contributes diredtly to GOP. Spending on welfare poyments and debt
interest, for exarmple, merely transfers income from some indiaduals to others. The
government sector aontributes directly to (S0P vio consumption of goods and services, and
investrment. These together ocoounted for 21,9 per cent of GOP in 207 4-15.

1 Total managed espenditure THWE.
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Real government consum ption

5.94  Red government consurmption s expeded to grow fager in 2015 than we forecast in March.
In that forecost, government consumption weos expeded to fall between 2016 ond 2018,
before picking up shorply in 2019, We now forecast rising government gonsurmption
between 2016 and 2018, due to the Government's decisions on the poce ond composition
of fizcol consolidation. Government consumphion 15 dlso forecad o ingeose in 2019, but ot
o lower rate than in our Mardch forecast, and grows strongly 1n 2020,

Nomina government consumption

595 Growth in the implied price of government consurnption — the ratio of normingl spending to
recl government consumption — has been subdued as cosh spending growth hos & owed
[Chart 3.27). This largely reflects the way real government consumption is megsured, os
described in Box 3.2, Inthe first quarter of 2015, the government consumption deflator was
lower than we foreanst in March. As o result, the government consumption deflatar is
expected to fall by 1.0 per cent in 2015 as o whole, despite stronger growth in recl
government consumption. Revisions to the poth of oosh spending on government
consumphion mean that compored with March the government consurmphion deflator 1z
expeded to grow more quiddy between 2016 and 2018 and then less quickly in 2019,
Strong growth in nominal government consumption in 2020 means strong deflator growth
in that yveor, athough we hove slightly offset the mechanicol effed in order to limit its impoct
on norminal GOP growth ond the distortion this would imply to our fiscal forecosts.

Chart 3.27: Government consumption
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596 The Government’s updated fiscal plons imply higher cosh spending on government
consurmption over the forecast period. Namingl government consumption isforecod to grow
by 1.7 per cent o year on average over the forecast penod, hong been forecast to reman
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flat in Mardh. This implies that neminal government consurmption will fall from 19.0 per
cent of GOP in 2015 t0 16.8 per cent of GOPin 2019, compared with 16.1 per cent in
March. While cosh spending is higher thon we foreonst in Mardh, Chart 3.28 shows that in
2012 nomingl government consurmption 1s forecast to fall to its lowest share of GOP ona
quarterly basis since 1965, That would complete afall of 5.8 per cent of GOF over o ten-
year period — unprecedented in UK peocetime history.

Chart 3.28: Government consumption of goods and services
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Generdl government empl oym ent

5.97  In the ab=ence of speafic workforoe plans, we project generdl government employment
bosed on some simple and tronsparent assumptions. We begin by toking our forecasts of
government spending on total poy — the paybill, whidh we proxy using o measure of current
government expenditure. We then combine these top-down numbers with our foreansts of
government woge growth to derve poyhill per head. From this we derve o projechion of
general government employment — headcount. In readhing o judgement on general
government woge growth, we toke inte account recent data, stoted government policy [sudh
as poy freezes), historic rotes of pay drift, and whole econormy earnings growth over the
mediurm term. Refleding the uncertain timing of implied employrment cuts ond wage
chonges, we simply ossume that the profile of government employment will motch the
profile of government consumphion, which largely comprises poy and proaurement costs.

398 Applying the Government’s |atest medium-term spending figures to our fisoal foreaost
implies that general government employment wall fall by 0.4 million by the first quorter of
2020, lecding to atotal foll from early 2011 of 0.7 million."’ These figures are 0.2 million
amdller thon projected in Mardh, reflecing the higher departmental spending penalled in o
this Budget. The year to year profile is now olse more even, but this shll represents an
overall 13 per cent cut in headoount, consistent with deportrmental and local cuthenhies”
cosh spending growing slowly, ond modest annual wage growth. Again, we exped the fall
to be more than offset by o 1.3 million rise in market sedor employrment, moking o rise in
total ermployment of 0.9 million by the start of 2020, Beth general government and morket
sedor employment are then projededto nse in the final year of the forecast penod.

The external sector

Export and import volumes

3,92 The lotest ONS doto contained upword revisions to export growth in 2014 relative to its
estimotes of the time of our March forecost. Our foreanst for exports has been revised down
in 2015, refleding o downword revsion to UK export markets, This does not incorporate a
specfic downward adjustment for the potenticlly disruptive events unfolding in Greece,
which could hove o negotive impact on the euro area ond therefore UK exports. Lower
expected growth in UK export markets is also expeded to feed through to lower growth in
exports from 201 6 onwards, which meaons that the declining path for the UK export market
share is similar to our Mardh forecost. [This is the first forecost we hove published that
extends to 2020, It includes o forecast for the cash value of total exports of goods ond
services of arcund £630 billion in 2020, arcund o third lower than the Government’'s £1
trillion export aspiration.)

" This estimate eccludes a dassification change introduced in the second quarter of 2072, which moved around 196,000 empl oyees
fram the public ta the prvate sedtor. Furher details about the assumphions for public sector wages and em ployment can be found in the
supplementary economy tables available on our website
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Chart 3.2%: UK export market share

105 -
Forecas
100 4
@5 4

90 4

=100

g5 4

1998

a0 4

75 4
oarch foreoost
70

e JUly FoOrECost

5]

1995 2000 2002 2004 200& 2008 2010 2012 2074 2074 2018 2020

Mote: UK evport share defined as exports divided by UK expart markets, where exportsserieshave been adjudedto account for the
et of VAT bizmng Trader Intra Community (AT 1C) fravd.
Source: OECD, ORS, DER

5.100  Rewsionsto outturn data suggest that imports growth was stronger in 2074 thon was
estimated ot the fime of cur Mard forecast. Cutturn dota ol so show that imports grew
gdrongly in the first quarter of 2015 and we hove revised up our forecast for imports in 2015
as o result.

5101 Asdescnbed earlier in the chapter, the IMF has revised down its forecost for the trade
intensity of world GOP growth, Our forecast For UK imports is determined by the outlook for
impert-welghted domestic demaond and o trend rise in the import intensity of thot dermond.
Following the IMF, we hove rewised down our assumption of the rate of which import
intensity will rise and hove therefore revised down UK imports growth from 2018 onwords.
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Chart 3.30: Contributions to impaort-weighted domestic demand and imparts growth
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5102 Menthly trode data are welahile, making it diffiault to infer underlying trends that might be
relevont to our forecast. Goods exports inaeased by 4.8 per cent in Apnil, whereos goods
imperts fell by 4.8 per cent. Qluaorterly trade doto olso suggest varying contnbutions to GOP
growth. In the fourth quarter of 2014, net trade added 0.8 percentoge points to GOP
growth, but then subtroded 0.6 percentoge points in the first quarter of 2015,

3003 Net trade is expeded to subtrad moere from GOP growth in 20135 than we expeded of the
time of our Mardh forecost, reflecting o downward revision o exports growth and an
upward revision to imports growth, Thereofter, our forecast for the contribution of net trode
to GOP growth 1s undianged from March. From 2017 onwards, net trade 15 expedted to
moke o small negative contribution to annual GOP growth in eadh year, reflecting the
wenkness of export morket growth, o grodual decline in export market shore and o grodual
increqse in the ratio of imports to impont-weighted domestic demand.
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Chart 3.37: Net trade contribution to real GDP

. Exports Irmports Forecas

— N troic]e

Farcentage points
o

a4

-3

-4
1998 2000 2002 2004 2008 2008 2070 2012 2014 207 2018 2020

Source: OMS, OER

The current acoount balance

3104 The current acoount defiat widened to 5.9 per cent of GOP in 20714 — the largest annul
peacetime deficit since of lead 1830, based on the Bank of Englond’s historiool dotoset.
Mudh of the recent weckness in the aurrent oocount reflects a significont detenoration in the
income balonce: the income defict widened to 2.4 per cent of GOP in 207 4, compared to
on overage surplus of just over 1 per cent in the decade preceding the crisis. Much of this
reflects o worsening of the UK's net rate of return — the return on its ossets relotive to the
return on its liohilifies. Box 3.4 of cur March 2015 EFD disaussed recent trends in the UK's
income balonce.

3.105 Qur forecost for the income account s conditioned on an ossumption thoat the rete of return
hos been temporarnly depressed - reflecting, for exarmple, relatively weok rotes of growth in
the euro area aondthe effect of lorge cross-border fines and compensahion pard by UK firms
obrood [olthough this is not verfioble from published dota). As these fodtors recede we
exped the income account to improve groduclly over the forecast period, although we do
not exped the income balonce fo return to pre-cnsis surplus levels. Taken together with [ittle
overall change in the trode balance, this implies on improvement in the current agcount
over the forecost period, with the defict narrowing to 2.8 per cent of GOP by 2020, This
judgement is subjedt to significant uncertainty - not leost beoouse eorly estimaotes of the
income cocount con be subjed to large revisions.
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Chaort 3.32: Current account balance as a share of GDP
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Sectoral net lending

3.106  In the Notional Aczounts framework that we use for our economic foreagst, the Income and
expenditure of the different sedaors imply poths for each sedor’s net lending or borrowing
from others. By identity, these must sum to zero — for each borrower, there must be o
lender. In 20715 we eshimeote thot the public and corporate sedors are in defiat, the
household sedor close to balonce ondthe rest of the world isin surplus [Chaort 3.33).

5107 By the end of the forecost pered, the Government’s fiscal poligy deasions mean we exped
the public sedor’s balonce to have moved into surplus. The corporate sector ond rest of the
world are expeded to prowide most of the offsetting change, with rest of the world net
lending expeded to narrow from 4.9 per cent of GOP in 2015 to 2.7 per cent of GOP by the
end of the forecost pernod. We expect the household poation te remain relatively stoble over
theforecog pericd.
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Chart 3.33: Sectoral net lending
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Risks and uncertainties

5.108  As dlways, we emphosise the uncertainties thot lie arcund our central forecost for the
econormy, and the implictions theat these con hove for the public finonces [see Chopter 3).
There are some risks ond uncertointies aommen to all foreonsts: conditioning ossumphions
mey prove inoccurcte; shocks moy prove asymmetrig and presiously stable relationships
thet heve desaibed the funchoning of the economy moy chonge.

3109 In oddition, prevailing economic craumstonces suggest some speafic risks to the forecost. In
this EFO, we would highlight:

. paotenticlly disruptive events in Greecs thot were still unfolding as cur pre-measures
forecost wos dosed. It s impossible to predict how the atudtion will evolve ond whot
the implication s will be for Greece’s membership of the eurs, but o period of
heightened uncertainty could hove o negaotive effed on confidence ond investment
oaoss the euro areq. This could heve o negative impad on UK trade, to the extent thet
the euro area gocounts for 40 per cent of UK exports. Inits July Financie ! Stab iy
Report, the Bank of England noted thet neither UK banks nor their counterparties heve
o large direct exposure to Greece, dithough exposures to the wider group of
peripheral eure-areo economies are more significant. A deterioration in risk sentiment
towards these countries more generally could therefore hove o more matenial impod
on the UK. To deote, there has been less evidence of contagion to other peripheral
countries than during the previcus period of heightened uncerainty reloted to Greece
in 2012, though thet could dhange quickly;
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. possible global finanadal market instability thot could be associcted with expedted
monetary polige tightening in the US hos been ated by the IMF and QECD in therr
recent WEOD and Fconomic ottlook publicctions;

. domestically, produchaty growth hos fallen short of expectations once agan and the
pick-up we foreaost from |oter this year remains a key judgement. If produdivity fails to
recover os predicted but wage growth continues to oocelerdte, the MPC could be
forced to roise interest rotes maore quickly, whidh could in turn hove o negative impoct
on consumer spending ond housing investment. Alternatively, lower produdnaty
growth could mean thet woge growth falls short of cur forecost;

. the Government hos announced o number of sigrificont policy dhanges in this Budget
that could offed the economy in uncertain woys. The welfore spending cuts — which
offed both in-work and cut-of-work benefits — and the intredudion of the Neational
Living Woge aould have different implicoti ons for employment and woge growth thean
thosze fadored into cur central forecast. Similarly, the effed of the fiscal consclhidation -
ond changes in its pooe and compaosition announoed in the Budget - aould be bigger
or smcller thon we exped; ond

o the ratio of households” gross debt to income rises significantly over the foreaost
period [clbet less shargly than in previous foreaosts], Thet seems consistent with
supportive monetary poligy and other interventions (sudh as the various elements of the
Help to Buy scherme), but it could pose risks to the recovery over the longer term.

Comparison with external forecasters

3.110

3111

In this section, we compare our lotest projedtions with those of seleded outside forecosters.
The differences between our forecast and those of external forecasters are generally smll
compored with the uncertainty that surrcunds any one of them.

In its Moy Foonomic mview, the MNational Institute for Eoonomic and Soaial Researdnh [MIESR)
forecost GOP growth of 2.5 per cent in 2015, slightly higher thon our central forecast.
MIESR forecost stronger consumption growth in 2015, offset by weaker investment growth.
The OECD expeds growth of 2.4 per cent in 2015, in line with our central forecast. The
DECD foreonsts weaker consumption and investment growth in 2015, but this s offset by o
stronger foreoost for net trade. All the external forecnsts presented in Table 3.4 were
published before the Government hod announoed its plan to cut public spending by o
further £3 billien in 2015-18, though it 1s not clear how these forecasters might fodor thet
into future forecosts. From 2018 onwards, our forecost averages 2.4 per cent o yeor, which
1z within the relatively narrow ronge (from 2V to 2% per cent ayear] of these seleded
external forecosts.

73 Economic ond fisoal cutlook

13297/15 ADD 2 MCS/ah

DGG 1A

www.parlament.gv.at

78
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81182&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Eoonomic outlock

Table 3.4: Comparison with external forecasts

Per cent
20714 2015 2016 2017 2018 2019

CER (luly 207 5)

GDFP growth 3.0 2.4 2.3 2.4 2.4 2.4
CPl infledion 1.5 0.1 1.1 1.6 1.8 1.9
Cutput gop -1.0 -0.6 -0.4 -0.2 0.0 0.0
CECD [June 207 5)

GDF growth 2.8 2.4 2.3

CPl infledion 1.5 0.0 1.7

Dutput gop -0.8 -0.5 -0.5

Coford Econamics (May 201 5)

GDFP growth 2.8 2.6 2.8 2.7 2.5 2.4
CPl infledion 1.5 0.4 1.7 1.8 1.7 1.8
Cutput gop -4.0 -3.6 -3.2 -3.0 -2.9 -2.8
Bank of England {May 201 5)'2

GDP growth [mode] 2.8 2.6 2.5

CPl infletion (rmode)® 0.7 1.7 2.1

NIESR [pay 201 5)

GDF growth 2.8 2.5 2.4 2.5 2.6 2.6
CPl infledion 1.4 -0 1.0 1.9 2.1 2.0
Eurcpean Commission [May 201 5)

GDFP growth 2.8 2.6 2.4

CPl infledion 1.5 0.4 1.6

Dutput gop -1.0 0.0 0.7

[WAF fApril 201 5]

GDP growth 2.6 2.7 2.3 2.2 2.2 2.1
CPl infledion 1.5 0.1 1.7 2.0 2.0 2.0
Output gop -1.8 -0.9 -0.5 -0.2 0.0 0.0

T Dutput gap nat published.
Forecos bamd on market interest rates and the Bank of England's 'backeag! far GOF growth.
*Faurth quarter year-on-year growth rate.

Comparison with the Bank of England’s Inflation Report forecast

5.112  Alengside its Moy 2015 Inflation Report, the Bank of Englond published additioneal
information cbout its forecast ogoinst whidh we con compare cur own [see Toble 3.5). This
included inforrmotion on the Bank staff’s forecast for the expenditure compeostion of GOP,
consstent with the MPCs central forecasts of GOP, CPI inflation ond the unemployment
rete.

3113 The MPC's modal forecnst for GOP growth is 2.6 per cent in 2015, higher than cur
forecost. The Bank's forecost antiopates upward revision s to outturn GOP deta - some of
which were delivered in the ONS Quarterly National Accounts dota released of the end of
June. Anticipoting revisions implied stronger GOP growth in 2015 os g whole relatve to the
deta thot were ovailable ot the time of the Bonk's forecast. The Bank's modedl forecast for
GOP growth 15 also higher thon curs in 2016 and 2017, Table 3.5 shows thot the Bonk
expecds stronger consurmption growth in both years os well os stronger business investment
growth in 2017,
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3114 The Bank's employment growth forecost is alse higher thon ours, whidh is likely to in port
refled the Bank’s deasion to anticipate significaontly stronger net inward migration cver the
next three years than is assumed in our foreonst (which is bosed on the OM3 principal
population projedions that will be updated later this year).

Chart 3.34: Comparison of forecasts for the level of GDP
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Table 3.5: Comparison with the Bank of England’s illustrative projections

Per cent

2015' 20186 2017
Bank of England May Inflotion Report forecast
Household consumption 23 3 23
Business investment 2 &3 84
Housing investment™” 1 3 5
Exports 4 a3z 2
Imports 414 a3z 3
Ernployrment? 1% 1 !
Averoge weekly earnings™? 2V 4 4
Difference from OER forecast
Heousehold consumption -0.2 0.5 0.4
Business investrment -3.5 -0.4 1.2
Exports 0.2 -0.3 -1.2
Imports -0.8 -1.1 -0.8
Employrment® 0.3 0.3 0.4

12015 edimares contain a combination of data and projediaonz

Whale economy meamre. Includestranger cogts of nan-produced asats

*Wa have nat shown a comparisan for hausng investment and average weekdy =arnings asthe definitions of theszs variablez differ and
are therefore net directly comparable.

*Four-quarter growth rate in G
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Table 3.4: Detailed summary of forecast

Percentage change on o year earlier, unless otherwise soted

Dutturn Forecost

2074 2015 2018 2017 2018 2019 2020

UK ecanomy

Gross domestic produc [GDP) 3.0 2.4 2.3 2.4 2.4 2.4 2.4
GDP level [2074=100) 100.0 1024 1048 1074 1099 1125 1152
MNeminal GDP 4.6 3.5 4.0 4.2 4.3 4.4 4.8
Dutput gop (per cent of potential output) -1.0 -0.8 -0.4 -0.2 0.0 0.0 0.0
Expenditure components of GDP
Dormestic dermand 3.5 2.9 2.7 2.5 2.5 2.5 2.5
Househeld consumption? 2.5 3.0 2.5 2.4 2.4 2.2 2.0
General government consurmption 1.6 1.2 0.5 0.2 0.1 0.2 2.8
Fixed investment 2.6 5.6 5.6 5.5 5.4 5.4 4.1
Business 8.0 6.0 7.2 6.9 8.6 6.5 4.7
General government? 3.4 2.4 -0 0.9 2.4 2.3 2.0
Privete cwellings? 13.1 6.3 4.8 4.4 4.0 3.9 3.3
Change in inventories® 0.3 -0.2 0.0 0.0 0.0 0.0 0.0
Exports of goods ond services 0.5 a.8 3.8 4.2 4.1 a.9 2.9
Imports of goods and services 2.4 =N 4.8 4.2 4.3 4.2 4.2
Balance of payments current aceount
Fer cent of GOP -5.9 -5.0 -3.9 -3 -3.0 -2.9 -2.8
Irflaticn
PRI 1.5 0.1 1.1 1.6 1.8 1.9 2.0
RFI 2.4 0.9 2.1 2.8 a1 3.1 3.2
GDP defletor of rmorket prices 1.6 1.1 1.6 1.8 1.2 2.0 2.4
Labour market
Ernployrment [millions) 30.7 3.2 31.5 3.6 3.7 3.9 32.1
Produdivity per hour 0.4 0.9 1.7 2.4 2.4 2.2 2.2
Woges ond salories 4.2 4.2 4.5 4.3 4.3 4.4 4.9
Averoge egrnings” 2.6 2.2 3.6 3.9 3.9 4.1 4.4
LF3 unempoyrment (% rate) 6.2 5.4 5.1 5.2 5.4 5.4 5.4
Clairnont count [millions) 1.04 .78 0.73 0.75 0.77 .78 0.79
Household sectar
Redl household disposable income 0.8 3.9 2.3 2.1 1.8 1.8 1.8
Sowing ratio [level, per cent) a.1 6.5 7.0 7.2 7.4 7.5 7.5
House prices 10.0 5.7 4.1 4.7 5.3 5.8 5.4
World econamy
‘World GDP of purchasing power parity 3.4 3.2 3.7 3.8 3.8 3.9 3.9
Euroc area GOP 0.9 1.5 1.7 1.6 1.6 1.6 1.6
World trade in goods ond services 3.2 4.1 4.8 4.9 5.0 5.0 5.0
UK export markets® 3.5 2.2 4.5 4.7 4.9 4.9 4.9

Vncludes housshalds and non-profit ingitutions serving houssholds

Includestrander costs of non-produced amets

* Contribution ta (GOF growth, percentage paints

*Wages and mlaries divided by employees

! Other countries imparts of goods and s=rvicesweighted according to the importance of thoss countriesin the UK's total exparts
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Table 3.7: Detailed summary of changes to the forecast
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UK ecanomy
Gross domestic produc [GDP)
GOP level (2014=100]"
MNerminal GOF
Dutput gop (per cent of potential output)
Expenditure components of GDP
Dormestic dermand
Househeld consumption®
General governrment consumption
Fixed invesment

Business

General government”

Privete cwellings®
Change in inventories®
Exports of goods ond services
Imports of goods and services
Balance of payments current account
Per cent of GDP
Inflaticn
CPI
RPI
GDFP deflaer af market prices
Labwur market
Employrment (millions)
Productivity per hour
Woges and solories
Average eornings”
LFS unempoyment (% rote)
Clairmant count (millions)
Household sectar
Redl housshold disposable income
Sowing ratio [level, per cent)
House prices
World economy
World GDP ot purchosing power parity
Eure area GDP
‘World trade in goods and services
UK export markets®

Percentage change on o year eorlier, unless otherwise soted

Outturn

Forecost

20714 2015

0.4 -0
0.0 -0
0.2 -0.6
0.0 -0.2
0.5 0.3
0.5 0.5
0.0 0.5
1.2 1.2
1.2 0.9
-3.9 0.0
6.5 2.7
0.0 -0.3
o1 -0.2
0.5 1.1
-0.5 -0.7
0.0 -0
0.0 -0
-0.2 -0.5
0.0 0.1
0.3 0.0
0.4 0.2
0.4 -0
0.0 0.1
0.00 0.01
-0.6 0.2
-0.6 -0.9
0.0 -0.2
0.0 -0.3
0.0 0.2
0.1 0.1
0.3 -0.5

20718

0.0
C.0
0.4
-0.2

0.0
-0.2

1.2
0.6
-0.2
-2.1
0.6

0.0
-0.2
-0

0.7

-0
0.0
0.4

0.1
-0.4
0.4
0.5
-0
-0.01

0.2
-0.2
-0.9

0.1
0.2
-0
-0.2

2017 2018 2019

0.1 0. 0.0
G.0 2.1 0.1
C.4 0.0 -0.5
-0 0.0 0.0
0.1 [N 0.0
-0 0.0 0.1
1.2 0.3 -1.2
-0 -0.3 1.0
C.4 . 2.1
-0.7 0.9 -0.5
-1.1 -2 -1.2
-0 0.0 0.0
-2 -0.3 -0.2
-0.a -0.3 -0.a
-0.5 -0.é -0.7
0.0 -0 -0
0.0 -0 -001
C.4 0.0 -0.5
0.1 0.0 0.0
-0.2 -0 -0.2
0.2 -0.2 -0.2
0.2 0.0 -0.2
-0 0.0 0.0
-0.01 0.00 .01
-0 -0.3 -001
0.1 0.2 0.2
-1.7 -1.8 -0.9
-0 -0.2 -00
0.1 -0 0.0
-0.4 -0.4 -0.4
-0.4 -0.3 -0.2

" Per cent change snce barch

* Includes houssholds and nen-profit ingitutions s=rving houssholds

*Includestrander cogts of non-produced asets
* Contribution ta GOF growth, percentage paints
"Wages and mlaries divided by employees

® Cither countries imports of goods and s=rvicesweighted according to the impartance of thass countriesin the UKstotal exparts
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4 Fiscal outlook

Introduction
4.1 This chopter:

. sets out the key economic and market determinants that drive the fisool foreaost [from
poragroph 4.3);

. explains the effects of new poliges cnnounced in this Budget - and since the March
Budget - on the fiscal forecast [from poragroph 4.5);

. describes the cutlook for public sector receipts, including o tox-by-tox onalysis
explaining how the forecasts hove dhanged since Mardh [from paragrogh 4.14);

. describes the cutlook for public sector expenditure, focusing on departmental
expenditure hmits ond the components of annually monoged expenditure, including
those subject to the Government’s welfore cop [from paragroph 4.73);

. describes the cutlock for government lending to the private sedor and other finanaool
transadions, including asset soles (from paragroph 4.137);

. describes the cutlock for the key fisool oggregates: headline ond structural meosures
of public sedor net borrowing and the aurrent budget, ond public sector net debt [from
poragroph 4.159);

. summarises risks ond uncertainties [poragraph 4.174); ond

. provides o componson with forecosts from international crgonisations [from
paragraph 4.175).

4.2 Further breakdowns of receipts and expenditure ond other details of cur fiscal forecost are
provided in the supplementory tobles on our website. The medium-term forecosts for the
publicfinaneces in this chapter consist of cutturn 201 4-15 dota [or an eshimate where this s
nat crvailable), an in-yeor estimate for 2015-16, which mokes use of published OMS outturn
dota for April to May, and then foreonsts to 2020-21." As in previous Fconomic and fiscal
outlooks (EFCs), this fiscal forecost:

T Cutturn data are consistent with the Puble Sagtor Anoneas Aoy 30 15 Sobision! Bulehin rdeased in June) published by the Ofice for
Mational Statistics and HMW Treasuny.
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. represents our central view of the path of the public finances, conditioned on the
current policies and policy assumphons of the Government. On thot bosis, we believe
that the cutturns would be as likely to be cbove the foreond as bel ow it;

. 15 bosed on onnounced Government policy on the indexation of rotes, thresholds and
cllowances for toxes and benefits, and incorporates the impaoat of cetified aostings for
all new policy meosures announced by the Choncellor in the Budget. It also indudes
the effect of one costing thet we were not able to certify as regsonable and central in
the time available, but have included and wall return to in our next forecost; and

s foouses on offiddl ‘headling” fiscol aggregetes thet exdude public sector bonks.

Economic determinants of the fiscal forecast

4.3 Cur fisool foreansts are bozed on the economicforeonsts presented in Chaopter 3. Most
economic foreansts focus on the outlock for real GOP, but it 15 nominal GOP thet matters
maost when forecosting the public finonces Foreonsts of tox receipts are partioularly
dependent on the profile ond composiion of economicadiaty. On the income side, [abour
income 15 generdlly toxed more heowly than compaony profits. On the expenditure side,
consumer spending is subjed to VAT and other indired toxes while business investment
cttracts copital ollowonoes that reduce corporation tox receipts in the short term. And while
arcund haolf of public sector expenditure 15 set cut in multi-year plons, large elements [such
as social security and debt interest payments) ore linked to developments in the economy —
notobly inflation, morket interest rates ond the labour maorket.

4.4 Table 4.1 zets out some of the key economic determinonts of the fisogl forecaost and Table
4.2 shows how these hove changed since our forecost in Mardh. Detailed desaiptions of
these forecasts and changes are provided in Chogter 3. In summeary

*  nomina GDP iz forecast to grow by 4.1 per cent ayear on overoge between 20715-16
ond 2019-20. Thisis down from 4.2 per cent cyeor in Mardh;

. on the expenditure side of GOF, nominal consumer spending is forecast te grow by
4.2 per cent a year on overage between 20135 and 2019, down from 4.3 per cent in

Moarch;

. on the inceme side of GOP, wages and sdaries ore forecast to grow by 4.3 per cent o
year on cverage between 2015-168 and 2019-20, with aumulotive growth over the
foreonst period slighthy higher than March. Within thet, ermployrment iz maorginally
higher, while average earnings growth is slightly stronger in the near-term ond then
weaker ot the end of the forecost period. MNon-cil, non-financiol prefits core forecost te
grow by 4.2 per cent a year on average, down from 4.5 per cent in March;

. the CPl ond RPI measures of inflation are Iittle chonged since March. We continue to
ossurme thot CPLinflation will return slowly to the Bonk of Englond’s 2 per oent target
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cnd that RPl inflation will rise relative to CPl inflation due to the effed of morgoge
interest poyrments on the RPI;

heuse price inflation hos been revised down over the forecast period. Residential
property transadions hove been revised upin the near term, but are unchanged in the
mediurm term [see poragrophs 3.80 to 3.84 for on explonation of these dhonges);

commerdal property prices hove been rising strongly. We hove chonged our approach
to assume that prices will grow in line with the [nvestment Property Forum’s consensus
forecost of cormmeraal property copital volue growth over the next two years, ond in
line with the GOP deflator therecfter. We assume thot esmmercid propery
tramgadions in 2015-16 will grow in line with the averoge growth rote over the last
three years, and then in ling with real GOP thereofter;

market-derived assumptions for equity prices, inferast rates ond the oil price refled
overage prices in the 10 doys to 25 June. Moverments sinoe March hove generally
been relatively small, with equity prices down o little and maorket interest rotes slighthy
higher. Given the pericd over whidh they were token, these assumptions will not refleg
the latest market impoc of the Greek debt crisis hoving escolated;

our oil ond gos produdion forecosts are informed by the central projedions published
by the Department of Energy and Climate Change [DECC) ond are unchonged since
Moarch; ond

the outpat g — which we use to estimate the drudural health of the public finonces -
hias been revised little since March. It is expeded to average -0.6 per cent in 2015-16

ond to cose in 2018-19. That compares with -0.4 per cent and 2017-18 in cur March
foreonst,
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Table 4.7: Determinants of the fiscal forecast

GDF and its eompaonents

Fercentage change on previous year unless otherwise specified

Cufturn
20714-15 2015-16 20146-17 2017-18 2018-19 2012-20 2020-21

Forecost

Rea GDF 2.0 2.2 2.5 2.4 2.4 2.4 2.4
Morningl GDP! 4.4 3.8 4.1 4.2 4,4 4.5 5.0
Nominal GOF [£ biIIion]]'z 1209 1873 1949 2032 2122 2216 23248
Narrminal GDP jcentred end-March Ebn]‘rs 1839 1908 1991 2076 2167 2264 2376
Wages ond solories” 4.7 4.0 4.4 4.3 4.4 4.7 5.0
Mon-gil PNFC profits™® 2.0 4.7 3.9 4.1 3.9 4.2 4.8
Mon-cil PNFC net taxable income™® 7.9 2.1 1.2 1.0 1.2 1.7 4.3
Consumer spending™®® 4.0 3.8 4.0 4.4 4.5 4.5 4.4
Frices and earnings
GDP deflator 1.4 1.0 1.7 1.8 1.9 2.1 2.5
Pl [Sepiember]‘s 2.4 0.7 2.2 2.0 a1 a1 3.2
CPI [Sepiember]a 1.2 0.0 1.2 1.7 1.8 1.9 2.0
Average eornings’ 2.8 2.3 3.6 3.9 4.0 4.2 4.4
Triple-lock guorantee [September) 2.5 2.8 a.d a.9 a.9 4.1 4.3
Key fiscal determinants
Clairnont count [millions) 0.95 0.7é 0.73 0.75 0.78 0.79 0.79
Employrment {millions) 30.9 3a1.3 3a1.5 a1.é a1.8 a1.9 az.1
WAT gop (per cent) 2.4 2.2 2.2 2.2 2.2 2.2 2.2
Dutput gop (per cent of potential output) -0.8 -0.68 -0.3 -0 0.0 0.0 0.0
Financial and property sectaors
Equity prices [FTSE All-Shaore index) 3580 3740 898 40463 4241 4431 4550
HMRC finencial sector profits' =7 4.4 3.6 4.1 4.3 4.4 4.5 5.0
Financicl sector net texable income'© -1.5 -dad 1.6 2.9 5.2 7.1 11.4
Residential property pric359 10.1 4.6 4.2 4.9 5.4 5.6 5.7
Residential property transactions (000s)'” 1204 1209 1254 1320 1387 1424 1436
Commercial property pricesw 21.4 G.6 2.9 1.7 1.9 2.1 2.5
Commercial property fronsactions'” 8.6 6.2 2.5 2.4 2.4 2.4 2.4
Wolurme of gampable share transodions 4.4 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
il and gas
il prices |5 per bc]rrel]s 28.9 62.0 &8.7 FO.7 70.8 70.8 70.8
Ol prices (£ per barrel)® 60.0 40.1 43.7 44.8 44.4 44.3 44.0
Gos prices[pﬁherm]s 50.2 45.5 44.3 47.7 47.7 47.7 47.7
il production [million 1onnes]5 a9.7 a8.3 36.7 4.9 a3.4 30.9 29.4
Gas produdion [killion therms]s 12.1 12.86 11.9 11.4 10.9 10.2 9.8
Interest rates and exchange rates
Moarket short-term inferest rates (%) 0.6 0.6 1.2 1.7 2.0 2.2 2.4
Morket gilt rotes [%]12 2.3 2.2 2.5 2.7 2.9 3.0 3.1
Eure/Sterling exchonge rate [€/£) 1.28 1.39 1.39 1.37 1.38 1.24 1.32
"ot szazondly adjusted. "% ages and zalaries divided by employees
!Denominator for receipts, spending and deficit EHMARC Grom Caze 1 trading profits
forecags as a per cent of GDF. " Ciutturn data fram RS House Price Index.
*Denominator for net debt as a per cent of GOF. " Dwtturn data from HMRC infarmation on gamp duty land to:
*Mominal. * Calendar vear. " Z-manth gerling interbank rate (LIBOR).
* 23 forecad vsed as a prosy for September. "4y eighted average intered rate on conventional qilt=
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Table 4.2: Changes in the determinants of the fiscdl forecast

Fercentage change on previous year unless othervise specified
Cutturn Forecast
20714-15 2015-16 2016-17 2017-18 2018-19 2Z019-20

GDF and its companents

Real GDF 0.4 -0.2 0.1 0.0 0.1 0.0
Norminal GOP' -0 0.2 0.6 0.2 0.0 -0.6
Momingl GOP (£ billien)'? a -5 & 10 11 -1
Norminal GDP [centred end-March £bn)'® -1 -2 10 12 4 -8
Wages ond solories” 0.6 0.2 0.6 0.0 -0.2 -0.2
Mon-gil PNFC profits™® 2.2 -1.2 0.4 0.2 -0.4 -0.8
Mon-gil PNFC net texable income™® 2.3 -2.5 0.3 0.1 -0.7 -1.3
Censurmer spending™® 0.4 0.1 -0.3 -0.2 0.0 0.0
Frices and earnings
GDP deflotor -0.2 -0.4 0.6 0.2 -0 -0.5
RPI [September]® 0.1 -0.2 0.0 0.0 -0 -0
CPI |September]® 0.0 -0.2 0.0 0.0 -0.1 -0.1
Average eornings’ 0.5 0.0 0.5 0.1 -0 -0.2
Triple-lock guorantee [September) 0.0 0.3 0.2 0.3 0.0 -0.a
Key fiscal determinants
Clairnont count [millions) C.00 0.01 -0.01 -0.01 0.00 0.01
Ermployrnert (millions) 0.0 0.1 0.1 0.1 0.0 0.0
WAT gop (per cent) -0.8 -0.6 -0.6 -0.48 -0.48 -0.8
Dutput gop (per cent of potential output) 0.0 -0.2 -0 -0 0.0 0.0
Financial and property sectaors
Equity prices [FTSE All-Share index) -14 -56%2 -a9 -2l -35 -50
HMRC finencial sector profits' =7 -0.1 -0.2 0.6 0.2 0.0 -0.6
Financial sedor net teocoble income'® Q.6 5.4 -1.9 -1.3 1.4 3.2
Residential property pric359 0.0 -0.4 -1.1 -1.2 -1.5 -0.6
Residential property transadions (000s)'” 2 80 43 12 z -1
Commercid property pricesw 3.5 5.6 1.2 -0.1 -1.1 S22
Commercid property fronsactions'” -0.4 -0.5 -0.2 -0.2 -0.2 -0.4
Wolurme of starmpable share tronsodions 0.0 0.0 0.0 0.0 0.0 0.0
il and gas
il prices [$ pet bclrrel]s 0.0 -0 -0.5 W07 NN HaN.
Ol prices (£ per barrel)® 0.0 -0.3 -1.2 -1.4 -1.2 -1.4
Gas prices [pftherm]s 0.0 -2.3 -4.0 -2.6 -2 -2.6
Ol predudion [million tonnes)® 0.0 0.0 0.0 0.0 0.0 0.0
Gas produdion [killion therms)® 0.0 0.0 0.0 0.0 0.0 0.0
Interest rates and exchange rates
Maorket short-term interest rotes'! 0.0 0.0 0.0 0.1 0.2 0.3
Morket gilt retes'? 0.0 0.2 0.2 0.3 0.3 0.4
EurofSterling exchonge rote [€,%) .00 0.02 0.02 .03 .03 0,04
"kt ssasandly adjuged. "Wages and salaries divided by employess
! Denominator for receipts, spending and defizit EHMRC Gros Case 1 trading profits
forecags az a per cent of GOF. " Cgtturn data fram ORS Hauss Price Index.
*Denominagtar for net debt as a per cent of GOP. " Cutturn data fram HMRC information on stomp duty land .
*Hominal. * Calendar vear. " 3-manth erling interbank rate (LIBCR).
* 213 farecas usad as a proey for September. "y aighted average interes rate on canventional qilts
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Policy announcements, risks and dassification changes

4.5 The Government publishes estimotes of the dired impod of tew and spending palicy
deasions on the public finances in its ‘scorecard’, ofter detaled disaussions with the COBR. I
we were to disagree with any of the fingl numbers they chose, we would use cur own
eshimates in our forecast, We are clso responsible for assessing ony indirect effeds of policy
meosures on the economicforecnd.® These are discussed in Box 3.3 in Chagter 3. 'We note
os risks to the fiscol forecost any significant policy commitments that are not quantficble, as
well os ony potential stotistical dassificotion dhanges.

Dired effect of new policy announcements on the public finances

4.6 In Annex A, we reproduce the Treasury’s scorecard of the direct effed on P3NB of poligy
deasions in this Budget or announced since the Morch Budget. We hove endorsed all but
one of the tox ond annually monoged expenditure costings in the table os reasonakble ond
central estimates of the meosures themselves. We were unable to certify one elerment of the
welfore scangs pockoge os reasoncble and central in the time ovailoble, but we have
included the Treasury's estimaote of s impodt in our forecost ond will refurn to the costing o
our next forecast, Annex A dlso indudes o formal assessment of the degree of uncertainty
associcted with endh aosting thot we heve cerfified.

4.7 Toble 4.3 surnmarises the Treosury's policy scorecard ondthe chonges since our lost
forecost to the Government’s plans and assumptions for spending under Departrmental
expenditure limits [DELs). These encomposs spending on public seraces, grants,
adminiztration and capital investment. The table excludes the effeds of reclassifications, to
show changes on o like-for-like basis. A positive figure means on improverment in P3MNB, 1e.
higher receipts or |ower expenditure. [We produce o detailed breokdown in o
supplementary fiscal table on our website, showing how eadh policy measure is dloooted to
different cotegonies of tox and spending.) We clso show how the indired economic effeds of
these poligr chonges feed through into cther tox and spending streams.

TIn March 2074, we poblished o bridfing poper on our approach to scrofinising and certifving police costings, and how they are fed inta
ourfarecasts, which is available on our website: Briefing paper Mo &: Foliey sogingzand our foresast.
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Table 4.3: Summary of the effed of Government dedsions on the budget balance

£ billicn

Forecost

2015-16 20146-1F 2017-18 2012-19 2019-20 Z020-21

Effects of receipts measures 1.0 4.0 5.1 6.8 5.8 5.5
of which:
Onshore corporation fox o1 a1 3.5 1.0 -1.8 -2.4
Bonk surcharge 0.0 0.9 1.5 1.5 1.2 1.2
Income teoe and NICs -0.1 1.0 -2.3 1.3 2.1 3.6
Inheritance feo 0.0 0.0 -0.2 -0.5 -0.7 -0.8
Copitd gains tox 0.0 0.2 0.4 0.5 0.5 0.5
VAT 0.0 0.3 0.2 0.7 1.0 1.2
Insurcnce premiurm toe 0.5 1.5 1.5 1.5 1.5 1.8
Bonk lewy 0.0 -0.5 -0.7 -0.e -1.0 -1.2
Climete change levy 0.5 0.5 0.6 0.7 0.8 0.9
Wehide excise duties 0.0 0.0 0.4 0.7 1.0 1.4
Cther 0.0 -0 0.2 o1 0.1 0.2
Effects of AME measures 0.2 5.6 7 g.a 12.9 14.0
of which:
Current AME 0.2 5.6 6.9 9.2 12.8 13.9
of which:
Welfare 0.3 5.6 6.9 9.7 12.5 13.2
Oither -0 0.0 0.0 R 0.3 0.4
Copital AME 0.0 0.0 0.2 0.0 0.1 0.1
Surmrmary of changes
Total effect of Government decisions 2.8 -2.4 -8.0 -6.3 104 4.3
of which:
Scorecord receipts and AME meosures 1.2 2.8 12.2 16.7 18.7 20.5
RDEL chenges' 1.3 -17.2 -27.0 -28.2 -12.1 -21.6
CDEL chenges' 1.0 1.8 2.1 0.8 1.6 1.9
Indired effect of Government decisions -0.6 2.4 4.6 4.6 2.2 2.5
Financigl fronsodions 3.7 5.1 4.2 3.1 2.7 -3.3

"The change in 2020-21 iz relative to a bassline that asimes spending by departments waould otherwisz have remained congant aza

share of potential GOF.
T Affects SRR, not PSHE.

Meote: Thefull Treasury scorecard can be found in Annex A,

Meote: Thistable usesthe Treasury scorecard convention that a pogtive figure means an improvement in the PERIE, PERICR and PERD

4.8 Chart 4.1 surmmaonses the impaod of Government deasions on P3MNB coross the forecast. In
total, Govemment deaisions in this Budget inoeose borrowing by an averoge of £5.6 billion
between 2016-17 and 2018-19. The effed of the tox and welfore measures reduce
barrowing by grodudlly inaeasing amounts over the forecost peried. In the first three years,
this is more thon offset by higher CEL spending. Thereofter, the larger effects of the tax and
welfare meosures more than offset the higher profile of DELs, by sufficient omaounts to
achieve o surplus in 2019-20 and increase the expeded surplus in 2020-27.
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Chart 4.7: Impad of polioy measures on public sector net borrowing

al
 Indired effeds of Gowermnment decisions . Other
[ Gross tox oot N Gross tox increase
a0 MNe welfore cut e Change in current DELs

20 4

E hillion

Total gfect of Government decisions on PSNE

-40

Source:

20715-1a 207817 201718 207819 20719-20 2020-21
ZER

Contingent liabilities and provisions

4.9 We hove osked the Treosury to identify any dhanges to future contingent liabilities as o result
of policy onnouncerments since March, The Geovernment has signed an agreement to join
the Asia Infragrudure Investment Bonk [AlIB) with a total copital contrbution of £2 billion,
80 per cent of whidh is callable copital and therefore represents o contingent lichility.

A0 Qur forecasts indude o provision for the losses assoadted with tew lihgohion poyments. Box
4.1 cutlines the provisions induded within cur current forecast, os well os the evolution of
these prowvsions over previcus years
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Box 4.7: Tax litigation provisions

HMRC includes prowisions in its gocounts to cover risks from liigohion coses where the tox ot nsk
is grecter thon £100 million. The provisions cover aoses where HMRC believes it is proboble o
settlermnent payment will be required ond when the amount con be reliably estimated. It s
expeded these provisions will typicolly be poid out cver o five-yeor peried although, given the
drowen out nature of this type of liigation, there remaing o significont degree of uncerdainty over
when the findl setlement will be mode. Provisions inaeased from £2.1 billion in 2011-12 to
£4.2billion in 2012-13 and £5.4 billicn in 201 3-14.

Chart Ar HMRC tax litigation provision

1
. Whtten bock
- o Utilised
Added in year
p s Pravious boloance /
—4— Provision
c 4
°
E
oo
o4
2
-4

2005-06  2004-07  2007-058  2008-09 200910 2001011 207112 20012-13 2013-14 20145
Source: HMRIC, OBR

Chart A shows the relationship between HMREC prowvisions and the amounts actually utilised. We
forecost o profile of payments against tex htigation cases, which 15 equivalent to HMRC s
amounts utilised. This hos previously been included os negotive tox, but we hove now switched
our forecost to copital gronts 1n AME, consistent with ESA10 Mationgl Accounts guidelines. When
provisions ingaeased between 2005-06 ond 2008-09, that wos followed by an increase in the
amounts utilised. Presisions fell between 2008-09 and 2011-12 and the amounts utilised fell
badk to o very low level. However, provisions started rising cgain in 2012-13 ond we exped the
upward trend to continue. Our foreamst for 201 4-15 provisions is £7.1 billion. 3o we also exped
the cmounts utilised to increase in the coming years from the very low level in 2013-14. Table A
presents our forecast for this EFOL Given the uncertointy over the prease tirming of settlernent
payrments we heve spread the amount ccross the forecost period on o gradudlly rising trend.

Table A: HMRC tax litigation costs forecast

£ hillion
Forecos
2075-14 207617 201718 2018-1%9 2079-20 2020-2
HRARC tese litigefion costs 0.5 0.8 1.0 1.2 1.6 2.0
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Clazsification changes

A1 Owr forecasts indude vorious itermns where we are anticipoting future revisions or
dassification chonges that the OMNS hos previcudy announced that i wall include in the
public finonee stotistics, but hos not done so vet. In partiaular, these include various
ervironmental levies that boost both receipts ond spending. Details of the tems thot ore not
yet in the outturn statistics are shown in o supplementary fiscal toble on cur website.

4.12  One cassfiootion uncertainty that may be relevant to future forecosts relates to houang
ossociations. At present, these are dassified in the private sector, so their income, spending,
borrowing ond debt do not fecture in our foreonst, But Government poliges — induding the
soddl sedor rent measure in this Budget ond the Right-to-Buy proposals that are not yet firm
encugh to be cluded in this foreocost - could prompt the O3 to reconsider this
dlossificotion. F housing associctions were to be dassified as port of the public sedor, their
opproximately £60 billion?® of debt would be added to public sedor net delt while the soadl
s=ctor rent reduction policy anncunced in this Budget would inaease rather thon reduce
publicsedor net borrawing becouse the full amount of the rent redudion would then reduce
publicsedor inaxme, and outweigh the housing benefit ond other expenditure scrvings

Franaal secor interventions

A5 The Government undertock a number of interventions in the finonaial sedor as aresult of
the crigs ond recession of the lote 20005, Box 4.2 provides on update on the fiscal impodg
of these post interventions.

Box 4.2: Fiscal impad of the finangal interventions
This box prowdes on update on aisis-related interventions in the finoncial systern, in porticular:

s equity injeciions into Royal Bank of Scotland [RBS), Lloyds ond the noticnalisction of
Morthern Rock plag;

* holdingsin Brodford & Bingley (B&B) and NRAM ple, now manoged by LK Asset
Resolution [LUKAR);

¢ |oansthrough the finonaal services compensation scheme [FSCS) ond varous wholesale
ond depeositor guorontees; and

o other suppeort, through the asset protedion scheme, speaal hguidity scheme, aredit
guarantee scheme cnd o contingent copital foality — all now dosed.

Table B surmmarizes the position os o the end of March 201 5. Since then, the Government has
sold further shares in Lloyds and has extended the Lloyds trading plan until end of Decermber
2015, It has also announoed plons to begin the prooess of selling RBS shares.

In total, £134 billion has been disbursed by the Treasury to date since the crisis. By the end of

*Homes & Communities Agency, 20 T4 Gobal Agzounts of Howsing Providers, paoge 23
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FMardh, principd repayments on loons, proceeds from shore sales ond redemptions of
preference shares amounted to £471 hillion, up from the £32 billion reported in our last EFOL
The additiona repoyments mainly relote to the sale of Lloyds shores through the trading plon
and the UKAR loon [Marthern Rode and MNRAM plc). |n total, the Treasury dlso received a further
£20 billion, mainly from fees, but also from interest that 15 now induded for all institutions as
‘other fees received’. Sothe net cosh postion stood of around a £73 billien shortfall.

By the end of March, the Treasury wos owed £37 hillion [largely the value of loons cutstonding);
it held shares in Lloyds and RBS wvalued of £44 billion; ond its heldings in B&B and MNEAM plc
had cn equity book value of £7 billion according to their latest Annual Report and Acoounts.

If the Treosury was to receve all loan payments in full, ond sold the shares of their end of March
2015 volues, it would redlise an overall cash surplus of £15 billion, but these figures exclude the
costs to the Treasury of finonaing thess interventions. If oll interventions were financed through
celbt, the Treasury estimate that additional debt interest costs would hove amounted to £22
billion by end of Mardh 2015, implying an overall cost of £7 billion to the Government.

Table B: Cost of financial interventions

£ hillion

Cash Principol  Cther fees  Outstanding harket Implied

disbursed repoyments received poryrments velue? balonce

Lleyels 20.5 2.5 2.8 0.1 12.5 4.4
RES 45.8 0.5 4.1 1.2 21.7 -2.2
UK Asset Resolution 41.3 21.4 3.7 18.9 7ol 2.8
FaCs 20.9 S 2.2 15.8 - 2.2
Other institutions 5.3 4.3 0.1 1.0 - 0.1
Credit Guarantes Scheme - - 4.2 - - 4.2
Special Liguidity Scheme - - 2.3 - - 2.3
Pre-finanang total 133.2 40.8 19.6 270 51.3 14.9
Exchequer financing -22.0
Total -F

" Feesrelating to the amet pratection stheme and contingent capitd facility are included within the Lloyds and RES figures

" Llayds and RES figures are bas=d an average share pricesin the 10working davsta 31 March 2015, UKAR isbookvalue of
equity derived from its Annwal Report and Accounts of 31 March 2015,

Public sector receipts

A.14  Table 4.4 surnmanses our receipts forecast. The tox-to-GOP ratio 12 expeded to nise slighthy
in 2015-16 andthen more significantly in 2016-17 (due in part to the abolition of the MICs
contrading cut rebate). The rotio s then forecost to remain of arcund 34.2 per cent of GOP
in the remaining years of the foreocnst, Non-tax receipts — in poricular interest and dividend
receipts — ore also expeded to nse over the forecost penod, so that tolal receipts nse by
1.1 per cent of GOP between 2014-15 ond 2020-21.
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Table 4.4: Major receipts as o per cent of GDP

Fer cent of GOP

Estimete Forecost

2074-15 2075-16 2016-17 2017-18 2018-19 2019-20 2020-21
Income teo and MNICs 15.1 15.2 15.9 15.9 16.2 16.4 16.6
Yolue added tee 6.2 6.2 4.1 6.1 6.0 6.0 6.0
Drshore corporation fox 2.3 2.3 2.2 2.3 2.1 2.0 1.2
UK oil and gos receipts 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Fuel duties 1.5 1.4 1.4 1.4 1.3 1.3 1.3
Business roes 1.5 1.5 1.5 T.4 1.4 1.4 1.4
Council oo 1.5 1.5 1.5 1.5 1.4 1.4 1.4
Excise duties 1.1 1.1 1.0 1.0 1.0 1.0 1.0
Capital tepees 1.3 1.4 1.5 1.5 1.6 1.7 1.7
Tther toxes 2.8 3.0 2.0 3.0 2.0 3.0 3.0
MNational Accounts taxes ad.4 a3.6 4.1 d4.1 24,1 a4.2 a4.2
Interest ond dividend receipts 0.2 0.2 0.3 0.4 0.5 0.5 0.5
Other receipts 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Current receipts 347 35.9 d4.5 d6.4 aa.7 J6.7 J6.8

A.15  Chaort 4.2 shows how the tex-to-GOP rotio has dhonged in recent years, broken down by tex
dream. As o result of weok redl earnings growth ond the effed of poligr measures, income
ton and MNICs recsipts heve follen as a share of GOP in every year singe 2010-11, hoving
the lorgest negative effect on the total tex-to-GOP ratio over this penod. il and gos
receipts, fuel ond exase duties hove also follen as a share of GOP cver this period. Partly
offsething those falls ore YAT recaipts, which hove nsen by 0.7 per cent of GOP, dniven
mainly by the VAT rote rises in Jonuary 2010 ond January 2011,

Chart 4.2: Changes in the tax-to-GDP ratio
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Sources of changes in the tax-to-GOF ratio

416 Movements in the tax-to-GOP ratio arise from two sources:

. chonges in the composition of GOP con lead to speafic tax bazes growing more or less
quickly theon the economy as o whaole; and

. the effechve toax rate pard on eoch tox base con dhonge due to policy or other factors,

A7 We hove used this approadh to identify the main drivers of the rise in the tow-to- GOP ratio
over the foreanst penod.

Change in the tax-to-GOP ratio over the forecast period

A8 Chart 4.3 shows thaot the main sources of the 0.9 percentage point rise in the tox-to-GOP
retio between 2014-15 and 2020-21 are:

. o 1.4 per cent of GOP rise in PAYE inoome tew and MNICs receipts. This s drven almost
entirely by arise in the effective tax rate. Most of this s explained by the return of fiscal
drog, as productiaty and reol earnings growth are assurmed to pirde up, dragging mere
income into higher tox bradeets, Arcund 0.3 per cent of GOP is accounted for by the
Budget 2013 policy deaision to abalish the NICs contracting cut rebote from Apnl
2016, This is expeded to raise MNICs receipts by arcund £5 billion in 2016-17;

. o 0.3 per cent of GOP rise in self-ossessment [SA) receipts This lorgely refledts the
measures announced in this Budget ond previously; and

. o 0.3 per cent of GOP rise in stomp duty land tes [S0LT) receipts (induding the Saottish
LBTT). This refleds baoth the tax base and the effedtive tax rate. Growth in the tox bose
reflects nsing prices and tronsodions over the foreang pernod. With S0OLT threshelds in
the new "slice” systern still fixed in cosh terrms over the forecast peniod, rising house
prices drog o greater proportion of the volue of residential transadions into higher tox
brockets.

419 Parly offsetting these nses are:

. o 0.4 per cent of GOP fall in exase duties. This is explained by dedining tox boses,
due to falling alachal and tobooco consumption and nising fuel efficency. These folls
are only portly offset by assumed rises in duty rates, raising the effective tox rote;

. o 0.3 per cent of GOP fall in onshore corporation teoe receipts. Thisis driven by o
falling effective tox rate as strong growth in investment incredses the use of copital
ollowaonees ond as the finonaiol sector sets post losses againsgt future ligbilties. The
main corporation tox rate hos been reduced again in this Budget, falling to 18 per
cent in 2020-21;
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4,20

. o 0.2 per cent of GOP fall in VAT receipts. Assumed inaeases in the share of
household spending devoted to mortgoge inferest payments —which are zero-rated -
reduce the effedive tax rate; ond

. o 0.1 per cent of GOP fall in il ond gos receipts. This reflects the drop in receipls
expected in 2015-16 following the sharp fall in oil and gos prices over the post year
[reduang the tex bose) ond policy measures announced in the last Budget [reduang
the effective tow rate).

Cur forecost assumes thot HMEC s complionoe adtmaties will be sufficient to reduce the
implict “tox gop” between odtual receipts and the theoretical ameount thet would be received
if cormplionce with the tox systern was 100 per cent. As exploimed in Annex A, we have
sought assurance from the Tregsury thet both the boseline complianae adivaty impliat in our
pre-measures foreaost and the addional measures that appear on the scorecard will be
adequately funded. We will keep thiz funding and the recsipts effed of HMRC complionoe
adiaty under review 1n future forecosts.

Chart 4.3: Sources of changes in the tax-to-GDP ratio (2014-15 to 2020-21)
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Detalled current receipts forecast

4,21 Our detailed receipts forecosts and dianges since Maorch are presented in tobles 4.5 and
4.8,
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Table 4.5: Current recsipts

£ billion
Estimete Forecost

2074-15 2075-16 2016-17 2017-18 2018-19 2019-20 2020-21

Income teoe [gross of fox credits]1 163.7 1702 1848 19%.4 205.8 2199 2344
of which: Pay os vou earn 1400 1452 1557 Té5.4 i175.0 1865 128.9
Self assessment 23.6 253 a1.3 292 a3.7 35.6 377

Mational insurance contributions 110.3 114.8 125.8 131.2 1374 T44.2 151.4
Wolue added tex 111.3 115.9 119.2 123.1 127.9 132.%9 139.2
Corporation teoe” 42.9 43.1 43.4 47.7 45.9 43.7 44.8
of which: Chshors 40.8 425 428 472 45 4 43.4 445
CHfshore 21 0.a 5] 0.5 0.5 04 0.4
Petroleum revenue tox 0.1 0.0 -0.1 0.1 0.0 0.2 0.1
Fuel duties 27.2 271 27.3 27.8 28.3 28.8 29.4
Business raes 27.3 28.0 29.0 29.4 206 a1.7 32.9
Council oo 27.9 28.4 28.0 29.7 20.4 31.2 32.1
WAT refunce 13.7 13.86 13.8 13.7 13.6 13.8 14.7
Caopital gains fox 5.4 &.4 7.4 8.2 2.1 10.0 10.8
Inheritance tooe 3.8 4.2 4.8 4.8 4.9 5.2 5.7
Starnp dufy|qnd1'm{3 10.9 11.5 12.8 13.9 15.7 17.3 18.9
Stermp temes on shares 2.9 3.2 3.3 2.5 3.4 2.8 4.0
Tobacco duties 2.3 2.1 2.0 2.0 2.2 2.3 2.5
Spirits duties 3.0 3.2 3.2 3.4 3.6 a7 3.9
Wine duties 2.8 4.0 4.1 4.4 4.7 5.0 5.3
Beer and ader duties 3.4 .5 3.4 .4 3.8 3.7 3.7
Alr possenger duty 3.2 a.1 3.2 3.3 3.5 3.7 3.8
Insurance premium o 3.0 2.5 4.5 4.7 4.7 4.8 4.9
Climete chenge lewy 1.4 2.3 2.4 2.3 2.7 2.1 1.9
Crher HMRC tomes? f.4 6.9 .7 7.0 7.2 7.4 7.8
Wehicle excize duties 5.9 5.8 5.5 5.7 5.8 &.0 &6.3
Baonk lewy 2.8 3.7 3.1 2.8 2.6 2.4 2.2
Bank surcharge 0.0 0.0 0.9 1.5 1.5 1.2 1.2
Licence fee receipts 3.1 a.1 3.2 3.2 3.4 3.4 3.4
Erwvironmertal levies 3.4 &.0 7.3 8.3 10.2 12.3 132.4
EU ETS audion receipts 0.4 0.3 0.3 C.4 0.4 0.5 0.4
Scoftish texes” 0.0 0.8 0.7 0.2 0.9 1.0 1.1
Diverted profits toex 0.0 0.0 0.3 0.4 0.3 0.4 0.4
Other texes 6.2 7.1 7. 7.2 7.4 7.4 7.8
MNational Accounts taxes 6036 625.9 6652 693.5 7244 F57.3 796.3
less own resources confribution to EU -3.0 -3 -3.2 -3.1 -3 -3.2 -3.5
Interest and dividends 5.8 5.8 6.6 g8.4 10.2 11.8 12.4
Gross operding surplus 246.9 39.2 41.1 43.1 44.8 44.9 4.0
Other receipts 2.0 2.0 1.5 1.6 1.6 1.7 1.7
Current receipts 646 4 672.8 F11.2 F43.7 F¥7.g 314.4 23561
Mema: U of and gas revenues® 22 07 0.5 & 0.5 05 05

"Includes PAYE, s=If ame=ment, tax on smvingsincome and other minar companents

Tkl ational Accounts meamire, arom of reduced liability tas creditz

*Forecas for SOLT izfor England, Wales and Morthern Ireland fram 2015-14.

* Conggs of lndfill ta (= Scotland from 2015-18), agaregates levy, betting and gaming dutiez and cugtoms duties
! Conggs of Scottish LETT and landfill to but not the Scattizh rate of income tax or aggregates levwy.

! Consgs of offshore corporation tox and petraleum revenue tas.
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Table 4.4: Change to current receipts since Mard

£ billion
Estimete Forecost

2074-15  2015-16  20146-17  2017-18  2018-19  2019-20

Income tex [gross of tax credits)! 1.1 -0.3 2.8 -0.1 3.0 3.4
of which: Pay os vou earn 1.4 1.3 1.5 1.7 1.4 0.5
Self assessment 0.2 -0.9 2.0 -1.1 2.0 3.2

Mational insurance confributions 1.5 1.7 1.9 2.0 2.0 1.4
Wolue added tex 0.6 1.8 1.5 1.7 2.0 1.7
Corporetion feee 0.5 0.2 -0.3 2.1 0.2 -2.9
of which: Cnshors 0.5 0.2 -0.2 3.2 0.8 -2.6
Cffshore 0.0 -0.1 -0.1 -0.1 -0.3 -0.3
Petroleum revenue tox -0.4 0.1 0.0 0.0 0.1 0.1
Fuel duties =001 0.1 0.1 0.1 0.1 0.1
Business rotes 0.0 0.0 0.0 -0, -0.1 -0.2
Council o 0.0 0.1 0.1 0.2 0.1 0.1
WAT refunds -0.2 -0.4 0.6 1.0 0.9 0.3
Copital goins fe -0 -0 0.2 0.2 0.2 0.2
Inheritance tox 0.0 0.0 0.0 -0.3 -0.8 -1.2
Stermp duty land e 0.0 1.1 0.7 0.1 -0.4 -0.7
Starmp texes on shares -0 -0 0.0 0.0 0.0 0.0
Tobacco duties -0.1 0.0 0.1 0.0 0.0 0.0
Spirits duties -0.2 0.1 -0.1 -0.1 0.0 0.0
‘Wine duties -0.1 0.1 0.0 0.0 0.0 0.1
Beer ond cider duties 0.0 0.1 0.0 0.0 0.1 0.1
Alr possenger duty 0.0 -0 0.0 0.0 0.0 0.0
Insuronece premium toe 0.0 0.5 1.5 1.5 1.4 1.8
Climeate change levy 0.0 0.2 0.4 0.4 0.5 0.5
Other HMRC teoces™ 0.1 0.1 0.2 0.1 0.1 0.1
Wehicle excize duties -0.2 -0 -4 0.2 0.5 0.9
Bonk lewy 0.0 0.1 0.7 -1.0 -1.2 -1.3
Bonk surchorge 0.0 0.0 0.9 1.5 1.5 1.2
Licence fee receipts 0.0 0.0 0.1 0.1 0.1 0.1
Environmertal levies -1.2 0.1 0.6 0.9 1.4 2.9
EU ETS audion receipts 0. 0.0 0.0 0.0 0.0 -0
Scoftish texes” 0.0 0.1 0.1 0.1 0.1 0.1
Diverted profits toe 0.0 0.0 0.0 0.0 0.0 0.0
Other tepes 0.0 1.5 2.0 2.1 2.4 2.8
Matiohal Accounts taxes 1.2 4.8 12.5 141 14.8 11.1
Less own resources contribution to EU -0 -0.5 -1.0 -0.8 -0.7 -0.7
Interest and dwidends -0.5 -0.9 -0.9 -0.4 -0.4 -0.1
Gross operding surplus -1.3 -0.4 -0.3 -0.2 -0.2 -0.3
Cther receipts 0.2 0.5 0.0 0.0 0.0 0.0
Current receipts -0.6 5.5 10.2 12.8 13.5 10.0
Mamo: UK o and gas revenues® -0.5 0.0 -0.1 -0.1 -0.2 -0.2

"Includes PAYE, s=If ame=ment, tax on smvingsincome and other minar companents

Tkl ational Accounts meamire, arom of reduced liability tas creditz

*Forecast for SOLT isfor England, Wales and Marthern Ireland from 20715-14.

* Conggs of lndfill ta (= Scotland from 2015-18), agaregates levy, betting and gaming dutiez and cugtoms duties
! Consgs of Scottish LETT and landfill tox but not the Scottish rate of income tax or oggregates levy.

* Conggs of offshare corporation tox and petroleum revenue o
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Changes in the recsipts forecast since Mard

A.22  We hove revised up our receipts forecost by atotal of £51.8 hillion between 2015-16 and
2019-20. AsTable 4.7 dhows, the main upward revisions are explaned by:

income toe and MNICs, where strong outturn receipts of the end of 2014-15 and higher
employment growth boost receipts;

VAT, where strong receipts of the end of 201 4-15 imply o smaller VAT gop, whidh s
cpplied to the rest of the forecast period;

ervironmental levies, where take-up of the feed-in tonff and renewables obligation
schermes hove been revised upwaords [These revisions offed spending by equal
armounts);

o clossificotion dhange, with the expeded costs of tax litigation cases switched from
negotive tox to copital grants, in line with Neationol Accounts guidelines; and

the effect of Government deasions ot this Budget, where scorecard meaosures inoease
receipts by £4.2 billion o yeor on average ond the indirect effeds of Government
decisions — notably via their effed in increasing nomina GOP growth — increase
receipts by around £1.9 billion a yeor on average. Together these policy effects
oozount for 63 per cent of the incease in expeded revenue oo oss the forecast.
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Table 4.7: Sources of change to the receipts forecast singe March

£ hillion
Forecaost
2005-16  2016-1F  2017-183 20128-19 2019-20

Morch forecost 667 .4 F00.9 Fal.z Fa4.5 204.2

July forecaost 672.8 F11.2 F43.7 FIT.9 214.4

Change 5.5 10.3 12.6 13.5 10.0

Underlying OBR forecast changes

Tetal 4.9 3.7 4.0 3.5 a1

of which:

Incoeme and expenditure 1.2 07 o7 0.0 -1.0
Averoge eamings 0.1 0.2 -0.4 -0.2 -1.2
Ermployes numbers 0.8 0.7 0.8 0.8 0.2
MNen-finoncigl company profits 0.2 -0.2 -0.32 -0.2 -0
Consumer expenditure 0.7 C.4 0.5 0.6 0.2
Investrment 0.0 -0.3 -0.3 -0.4 -0.2
Cther -0.4 -0.1 0.4 o -0.2

MNorth Sea 0.0 -0 -0 -0.2 -02
il and gos prices -0 -0.1 -0 -0.2 -0
Produdion and expenditure 0.0 0.0 0.0 0.0 -0

barket assumpfions 0.3 -0 -0.6 -1.2 1.6
Residenticl property rmarket 0.5 0.2 -0.6 -1.2 -1.7
Commercial property rmarket 0.1 0.1 0. 0. 0.0
Equity prices -0.2 -0.4 -0.4 -0.4 S04
Interest rotes -0 0.0 0.2 0.4 0.5

Prices -0 0.1 0.1 0.2 0.1

Cther economic determinants 0.0 0.0 0.0 -0 -0.3

Cither assumpticns 3.8 a1 3.9 4.9 6.0
IT and MNICs receipts and modelling 1.2 1.2 1.6 1.8 1.1
Corporation toe receipts and modelling a.1 -0.1 -0.2 -0.2 -0.2
VAT receipts 1.2 0.7 0.7 0.7 0.7
Ervironmental levies 0.1 0.8 0.9 T.4 2.9
Interest and dividend receipts and modelling -0.2 -0.9 -0.7 -0.7 -0.5
Starmp duty land tex receipts and modelling 0.8 0.8 0.8 0.8 0.5
Prevision for tee litigetion losses switch 0.5 0.8 1.1 1.4 1.8
FCA fines 0.5 0.0 0.0 0.0 0.0
GAD Milne judgernent 0.4 0.0 0.0 0.0 0.0
Cher judgemerts and maodelling -0.2 0.1 -0 -0 -0.2

Effedt of Government decisions

Total effect of Government decisions 0.8 6.5 8.5 9.9 6.9

OFf which:

Scorecord receipts meosures 1.0 4.0 5.1 6.8 5.8
Indirect effeds of Government decisions S04 2.5 3.4 3.1 1.1

Tax-by-tax analysis of changes since March

Income tax and MNICs

4.2 Higher- thon-expeded PAYE and MNICs receipts on employment income explain the
£2.6 hbillion upward revision to overall income tox and MNICs receipts in 201 4-15 since
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Meorch. Bonuses in bath the finanddl ond business services ssctors were stronger than
expected in the final two months of 2014-15 and HMRC has revised up receipts for eorlier
mionths.

PAYE and MNICs receipts are forecost to be higher in each year of the forecost peniod, with
the stronger 201 4-145 receipts pushed through to future years. Bmployment is expeded to
be modestly hugher through the forecast, while the diange in the profile for earmings growth
boosts receipts in 2016-17 but lowers receipts in the findl years of the foreanst. The bringing
forward to 2018-17 of the increase in the persondl allowance 1o £11,000 and the rise in
the higher rote threshold to £43,000 reduce receipts by arcund £1.5 billion, cthough there
15 some offset from the restridion in pension tox relief for those earning over £150,000.

The Governrment hos onnounced o further inaease in the personal ollowanace in this
Budget, but not yet to its target level of £12,500 or the equivalent [on our foreonst) of
working 30 hours o week o the National Minimum Waoge. The Government hos told us thot
those are ‘ombihions’ rather thon poliges that should be refledted 1n our central foreoost.

This hos some porallels to the Codlition Government’s commitrment to raise the personal
cllowance to £10,000 in the last Parlioment, where it announced in the June 2070 Budget
thet it would rise to £7,475 rather thon scoring the full cog of readhing £10,000. The total
scorecard aost of the suacessive nises in the personal clowonce from the level inhented to
£10,000 [recched in Budget 2013) was £10.8 billion in 201 4-15, of whidh £3.9 billion
oppeared on the June 2010 scoreaord, Chart 4.4 shows the successive rises in the personal
cllowance over that pericd, induding the defoult inflation uprating assumption thot opplied
for the remaining years in eqdh forecast.

Chart 4.4: Income tax personal allowance levels in suacessive forecasts

11 4

——Pre-megsures assumplion in June 2070
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4,27

4,28

4,29

4,350

4,31

We exped the Motional Living Weoge to boost overage ecrnings by around 0.4 per cent by
2020, vith some offset from reduced employment. With many of those on the minimum
woge close to or below the personal allowonce or the lower earnings limit for BNICs, the
effective tax rate on the higher earnings will be very low. We hove assumed thot income tox
and MICs will be boosted by £0.7 billion by 2020-21 [ses Annex B).

PAYE receipts are expeded to be boosted by the penzion flexbility reforms onnounced in
Budget 2014 ond extended in the March Budget. We assume thot these reforms will boost
receipts by around £0.4 billion in 2015-18, nising to a peok of £1.4 billion in 2017-18.
Pension withdrowol s heree been broodly as expeded so for this year, but os receipts doto are
nct yet ovairlable we hove not updated the eshimeoted effects of these measures. They rermain
aubjed to significant uncertainty.

Receipts for self- assessment ingome tox [3A) increased by 13.4 per cent in 2074-15,
boosted by the income shifting related to the redudion in the additiondl rate of incorme to
to 450 10 Apnl 2013, We exped growth of around 7 per cent in SA receipts in 2015-18,
despite that one-off boost to 201 4-15. This reflects arcund £2 billion from previously
announced meosures on portnerships ond accelerated poyments. In the lotter, taxpoyers wall
howe to poy disputed tess much earlier if HMRC wins o tou legol oose. Receipts reloted to
accelercted poyments were arcund £150 million higher thon expededin 2014-15. We
horve assumed thot this wos o timing effedt, so higher receipts in 207 4-15 will meon lower
receipts in subsequent years. With the final 34 poyment on 2014-15 hobiliies paid in 2015
16, we dlso exped receipts to be boosted by the strong growth in self-employment in 2014
and theat nsing profits should boost dradend and partnership income.

SA receipts ore expededto rise by 60 per cent between 2014-15 and 2020-21, almost
double the 32 per cent growth in public sector current receipts as awhole. The boseline
forecost ossurmes continued growth in incomes from self-employment, dividend and
property. The additional growth in SA receipts relative to overall receipts is driven by the
menosures cnnounced in this Budget ond previously and by o recovery in receipts from
sovings income. Receipts will be boosted as intereg rotes rise over the forecast period. This
effect will be oazentuated by the Budget 2015 measures on sovings tox With the TDS! (e
deduction scheme for interest) mechanism switched off, any remaining lickilities on sovangs
income will be aollected through 3A or PAYE coding adjustments. Previcusly announced
meosures sudh os those on portnerships should dlso continue to boost receipts, clthough the
yield from occelerated poyments declines in the final years of the foreoost peried because
the policy brings forward receipts.

Abstracting from the forestalling releted to the nise in divdend to, meosures in this Budget
ore expeded to boost receipts by £2.2 billion in 2017-18, rising to £4.3 billion by 2020-21.
The cboliion of the dividend tox credit and the intredudion of a £5,000 dradend tox-free
ollowonee raises SA receipts by around £2.9 billion by 2020-27. Other poliaes sudh asthe
chonge in the rules on non-domiale stotus, HMRC complionce meosures and the restrichon
on residential londlords” deduction s from taxable inaome, all howe rising yields over the
foreanst perod. Baosed on the expenence of the infroduchion in the additional rete of income
tox of 50p for incomes over £150,000, we assume that forestalling related to the newly
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announced rise in dividend too will boost SA receipts [reloting to 2015-16 liokilities) by £2.6
billion in 2016-17, with lower receipts in the next two years. The yields from many of the
palicy measures expeded to boost SA receipts over the forecast period are highly uncertain,
os described in more detal in Annex Al

Table 4.8: Key changes to the income tax and NICs forecast since March

£ hillien
Forecost
2005-16 2016-17 2017-18  2018-19  2019-20
Morch forecost 283.7 20s5.2 321.9 238.2 259.2
July forecos 285.1 310.8 323.8 343.2 364.1
Change 1.4 4.7 2.0 5.0 4.9
Underlying ©OER forecost changes
Tetal 1.7 2.2 2.3 2.0 1.4
{hy economic determinant)
Averoge eqrnings 0.1 0.2 -0.4 -0.2 -1.2
Ermployes numbers 0.8 0.7 0.8 0.8 0.2
Infletion 0.0 0.2 0.4 0.5 0.4
Sh determinants -0.2 -0.5 -0.2 -0.3 -00
Cther econemic determincnts 0.1 0.1 0.1 0.1 0.2
{by other category)
Qutturn PAYE and NICs receipts 2.6 2.8 2.9 2.0 3.1
Cher T receipts 0.7 -0.4 -0.5 -0.6 -0.é
Qutturn 34 receipts a1 a1 0.0 2.0 0.0
Revisions to costings -0.2 -0.4 -0.3 -0.3 -0.9
Other modelling and receipts chonges -0.5 -0.5 -0.5 -0.4 -0.5
Changes due to Government decisions
Scorecard measures -0 1.0 -2.3 1.3 a1
of which:
Personal cllowance and higher rate threshold 0.0 -1.2 -1.4 -1.4 -1.5
Pensions tee relief -0 0.2 0.4 1.0 1.2
Dividend tee 0.0 2.7 -0.4 1.8 2.9
Londlords meosures 0.0 0.0 0.2 0.4 0.6
Employment cllowonce 0.0 -0.5 -0.6 -0.6 -0.é
Cther 0.0 -0.3 -0.5 0.2 0.3
Indirect effects of Government decisions -0.2 1.5 2.0 1.7 0.5
WAT

A.32  Aocrued VAT receipts increased by 4.6 per cent in 2014-15, a little fager thon the 4 per
cent growth in nominal consumer expenditure, whidh acoounts for over two-thirds of the tox
bose. WAT receipts were also boosted by a rise inthe proportion of consumer spending
aubjedt to the standord rate of VAT, helped by strong growth in sales of duroble goods sudch
as new cars. The YAT gap — the difference between the theoreticol level of YAT poyments
and octual receipts received by HMRC — 15 estimated to have follen in 2014-15.

A33 We exped the growth in VAT receipts to slow to 4.1 per cent in 2015-16, in part dueto
weaker growth in nomingl consurmer spending. This reflects the aurrent very low level of
infletion, since we exped growth in recl consumer spending in 2075 to be similar o 2074,
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We ol so assume theat the stondord rated share of consumer spending and the VAT gop will
be flot, Thereafter, we exped YAT receipts to fall shghtly as a share of GOP, from 6.2 per
centin 2015-16 to 6.0 per cent in 2020-21. This reflects the effed of spending cuts on the
VAT poid by government ond cur forecost that the stondard roted share will foll as
households spend relatively more on housing costs, which ore not subjed to VAT,

A.54  Compared with cur Mordh forecost, VAT receipts are higher by between £1 billion and £2
billion o year from 2015-16. This reflects a combination of the higher recsipts ond lower
VAT gop in 2014-15 being pushed through the forecad, slightly stronger nominal consumer
spending growth ond the HMRC complionce meosures. We hove also odjusted the WAT
forecust to allow for the bringing forward of new oar sales to avoid the new regime for
vehicle excize duties

Table 4.%: Key changes to the VAT forecast since March

£ hillion

Forecaost
2015-16 201817 2017-18 2018-19 2019-20
Maorch foreoost 114.2 117.7 1217.4 125.9 131.1
July forecos 115.9 119.2 123.1 127.9 132.9
Change 1.6 1.5 1.7 2.0 1.7

Underlying ©OBR forecost changes
Tetal 1.7 1.2 1.7 1.5 0.7
of which:
Household spending 0.8 0.3 0.4 0.5 0.1
Letest receipts 1.2 0.7 0.7 0.7 0.7
Stondard roted share 0.0 0.0 0.0 0.0 -0
Other deerminants and modelling -0.2 0.1 0.5 0.3 -0.1
Changes due to Government decisions

Scorecard measures 0.0 0.3 0.2 o7 1.0
|ndirect effects of Government decisions -0.1 0.0 -0.2 -0.3 0.0

Onshore corporation tox

A4.535 Receipts from enshore corporation te (CT) in 201 4-15 were £0.5 hillion higher than our
March forecag, with growth of 11.2 per cent on ayear eorlier despite o 2 peroentage point
aut inthe main rate in Apnl 2014, The sectoral sphit of receipts growth mplies stronger
profitability in the finonaol ond life assurance sedors. Receipts also benefited from strong
poyrments on 2013 profits from smaller industnal ond commeraal companies.

A.36  Growth in onshore CT receipts is expected to slow in 2015, partly reflecting the cut in the
main rate to 20 per cent in Apnl 2015 and the inaease in the onnual invedment ol lowonece
to £500,000 until Decernber 2015, Compared to March, our pre-medsures forecost is
down by an overoge of £0.3 hillion o year over the foreans, refleching higher tee-deductible
investrment cnd a downword revision to payments expeded from smaller industricl and
commeraal compaonies on their 20714 profits in light of receipts so for received.
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A.37  Our pre-measures foreonst ossumed that onshore CT would foll gradudlly from 2.3 per cent
of GDP in 2015-16 o 2.0 per cent by 2020-21. Receipts are being affeded by drong
growth in investment, whidh inaeoses the use of copital allowonces, and by the continued
high level of trading losses being carred forward and used against texable profits in the
finoncial sedaor.

A58 The meosures on corporohion tox announced in this Budget hove o marked effed on the
profile of receipts over the forecost period. They roise receipts by £3.5 billion in 2017-18,
but take off £2.4 billion by 2020-21. The moin meosures indude:

. o cut in the main rete of corporation to to 19 per cent in April 2017 andto 18 per
cent i Apnl 2020;

. o permanent inaedse in the annudl investment ollowaonce [ALA) to £200,000 o yeor;
. restrictions to controlled foreign company reliefs; ond

. changes to corporation tex poyment detes for lorge industrial, commerdal and
finanadl componies

4.39  Of the two muaoin tox cuts, the redudtion in the main rote of corporation tox is expededto
reduce receipts by £2.4 billion by 2020-21, while the AlA will cost around £0.5 billion by
2020-21. The costing for the aut in the moin rote ollows for on expeded increose in profit
shifting towards the UK and the implicahions of inaeased incentives to become
incorporcted. The AlA provides o 100 per cent copital allowaonce for business oopital
expendiure, deduchble aganst profits chargeoble to corporation tax. This allowance
includes plont and mochinery, but exdudes expenditure on cors. The AlA temporarily gands
ot £500,000 untl the end of 2075, It would hove then reverted to £25,000. We hove made
sl upwaord revisions to cur business invesment forecost to refled the reductions in the
post-tax cogt of coptal that wall result from the man rote and ALA measures (see Box 3.3).

4,40 The Government’s decision to move corporation tox poyment dotes forword to the third
month of the aocounting year from Apnl 2017 boosts receipts in 2017-18 and 2018-19 by
£4.2 billion and £2.8 billion respectively. This refleds receipts being brought forward from
loter years, providing a one-off bood to receipts that 15 not subsequently reversed. The
MNational Accounts scoring of this meosure is subjedt to uncertointy as Furostat guidance
indicates thot revenues that are recorded on o oash basis — such as corporation tax - should
be time-adjusted. The OS5 aurrently hove no plons to chonge their treatment of corporation
tox, but if they did deade fo do so this would change cutturns, the boseline forecost and
remove the scoreoble yield from this meosure. There is olso uncertointy about how
companies will respondto the £7 billion hit to cash flow, Absent any behowaoural response,
it would reduce companies” cosh heldings by this omount permaonently.

4.41  The Budget announced the introdudion of o new surdhorge tox on the profits of banking
groups orising after 1 Jonuary 2076. This tox is expeded to be trected os o seporate stream
of receipts and so s not included in the corporation tax figures here. This measure s
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expeded to increase receipts by cround £1.2 hillion o year from 2017-18 onwards. With
the reductions in the bank levy stoggered between 20186 oand 2021, the redudion in the
bonk levy recches £1.2 billion by 2020-27.

Table 4.10: Key dhanges to the onshore corporation tox forecast since March

£ hillien
Forecaost
2015-16 201817 2017-18  2018-19 2019-20
Morch forecost 42.3 42.9 44.0 44.8 44.0
July forecos 42.5 42.8 47.2 45.4 43.4
Change 0.2 -02 3.2 0.6 -2.6
Underlying CBR forecast changes
Tetal 0.2 -06 -0g -0.a -0.g
of which:
Incustricd and commercial compary profits 0.2 -0.3 -0.3 -0.2 -0
Industried and commercial compary investment -0 -0.2 -0.2 -0.2 -0.4
Other economic determinants -0.1 -0 0.0 0.0 -0
Letest receipts doto -0 -0 -0.1 -0 -0
Modelling and costings updates 0.2 0.1 -0.1 -0 -0.2
Chonges due to Government decisions
Scorecard measures 2.1 o 3.5 1.0 1.8
of which:
Main roe cut Tq 1L p.er cent in April 2077 and 0.0 0.0 0.6 1.6 1.8
to 18 per cent in April 2020
Incregse in the AlA to £200,000 0.0 -1 -0.5 -G -0.8
Eringing forward poyrments for large groups 0.0 0.0 4.2 2.8 0.1
Cther o 0.3 0.4 0.4 0.4
Indirect effects of Government decisians -0 0.3 0.5 0.4 0.1

UK ol and gos revenues

A.42 UK il ond gas revenues were £0.5 billion lower thon our Maorch foreonst in 2014-15,
refleding higher thon expeded petroleurn revenue tow [PRT) repoyments of the end of the
finoncial year, Receipts are expected to foll by afurther £1.5 billion [arcund 70 per cent) in
2015-16 to just £0.7 billion, refleding the sharp fall in cil and gos prices in the second half
of 20714, This compares with receipts of just under £11 billion four years earlier.

4,45 Compaored to March, our forecast for oil ond gos revenues is little dhvonged with receipts
expected to be lower by £0.7 to £0.2 billion o year. This mainly reflects lower gos prices,
which are ossumed to be between 2p and 4p a therm lower than we had gssumed in
March., Gas prices ore bosed on futures prices to the end of 2017 ond then held flat. il
prices use the same methodology but are itle dhanged from cur previous foreanst. Cur
projedions for produdion and expenditure by the industry are consistent with those
published in Tokle 4.17 in the Mordh 2015 EFO, opart from exploration and opprasal
expenditure which we now expect to foll by £25 million o yeor.

A.44 Aswe noted in Mardh, the judgments underlying the cil and gas revenues forecast are
partiadlarly uncertain. These judgerments indude the extent to which the much lower ol and
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gos price environment will affed produdion and expenditure in the industry and how mudch
the introdudion of o new investment allowance and the cut to the supplementary chorge
and PRT rotes announced in Mardh 2015 will provide an offset by boosting post-tox returns
on ol ond gas extradion. The instolment poyments on 2015 profits due in July and October
will provide useful information on the extent to whidh revenues hove been offeded.

Stamp duties

A.45  Stomp duty land tox (SOLT) s forecost to rise strongly over the forecost period from
£10.2 killion in 2014-1512 £18.9 billion in 2020-21. The strang growth refleds the
combinction of tax rate thresholds that are fixed in cash terms with @ 19 per cent rise in
residentiol property tronsadions and o 34 per cent rise in house prices.

A46  Compared with our Mardh forecost, 30LT receipts are expected to be £1.1 billion higher in
2015-18 but £0.7 billicn lower by 2019-20. Residential property transadions were higher
thaon expected of the end of 2014-15, which we expect to persist in the early years of the
forecost. But we then exped transodions to converge to a similar long-run trend oz in
rarch, sothe upward rewision diminishes over the forecost period. Lower house prices
relative to our March forecost reduce recmipts by arcund £1.2 billion in 201 2-20. Revisions
to our commerdal property forecosts broadly offset, with prices up alittle — reflecting higher
consensus expectotions of copial value growth — and transachions lower.

Table 4.71: Key dhanges to the SDOLT forecast since Mardh

£ hillion

Forecaost
2015-16 201817 2017-18 2018-19  2019-20
Morch forecost 10.4 11.8 12.8 16.0 18.0
July forecos 11.5 12.6 13.9 15.7 17.2
Change 1.1 0.7 0.1 -0.4 -0 F

Underlying CBR forecost chonges
Tetal 1.1 0.8 0.2 -0.3 -0F
of which:

House prices 0.0 -0.2 -8 -1.0 -1.2
Residenticl property tronsadions 0.4 0.2 0.1 0.0 0.0
Commercial property prices 0.1 0.1 0.1 0.1 0.1
Cormmercial property transacions 0.0 0.0 -0 -0 -0.1
Modelling and receipts outurns 0.8 .8 .8 .8 0.5

Taxes on copital

A.47  Copital goins tex [C3T) receipts increosed by £1.6 billion in 2014-15 [arcund 42 per cent],
boosted by the 13 per cent rise in equity prices in the previcus yeor. CGT s highly geared to
chonges in equity prices, since around three-quarters of the chargeoble gains are related to
finanaal assets ond CGT s enly chorged on the gain rather thon the disposal price. Prior to
the policy announcements in the Budget, we expeded copital gains tox receipts to rise by on
overoge of 11 per oent a year over the foreanst period, driven by nsing equity prices.
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A4.48  Compared to our March foreong, CGT receipts hove been revised up from 2016-17
onwards by between £0.3 ond £0.5 billion. This refleds the announcerments in the Budget
oh the ovoidonae by private equity and hedge funds and the changes to non-domicile
gdatus. We hove incorporated o central estimate of the yield from these measures in the
forecnst, but the behovioural responses are highly uncertoin, Abstroding from meosures,
revenues would be shightly lower thon in Mardh reflechng the lower poth for equity ond
house prices over mudh of the forecost period.

A.4%2  On g pre-meosures bosis, inhertonce tox receipts were expeded to rise by on average of
around 9 per cent o year between 2015-16 and 2020-21. This reflected the further rises in
house prices, equity prices and the stock of household cash deposits expeded over the
forecost period, oswell asthe effed of the nil-rate band being frozen until April 2018, The
shaore of estotes subjed to inhentonce tox wos expedced to rise from 6.5 per cent in 2014-15
to 11.3 per cent by 2020-21.

A50  The infrodudion of o main residence nil-rate bond transferable to o spouse or avil partner
on deoth from April 2017, dongside the freeze in the nil rote bond until the end of 2020-
21,1z expeded to reduce receipts by £0.9 billion by 2020-21. We now exped inhentonce
tow receipts to increase by 9.4 per cent o year on overoge between 2017-18 ond 2020-21.
The share of estates subjedt to inherntance tox 15 expededto nseto 8.2 per cent in 2016-17
but then to foll badk to 6.6 per cent by 2020-21 asthe polige chonge agnificontly reduces
the proportion of estates that would hove been expededto become subjed to relatively
amall amounts of inheritance tox os house price inflation ond other foctors brought the
volue of their assets into poying inhentonce to.

Fuel duties

A.517  The volume of fuel dearances is on o long-term dowrward trend, reflecting the inareasing
fuel effigeng of motor vehicles. Total dearances fell 8.4 per cent in the decode to 207 4-
15, with lower petrol dearances more than offseting o rnize in diesel dearonces.

452 The £2.4 hillion rise in fuel duty receipts expected between 2015-16 and 2020-21 is more
than aacounted for by uprating rates in line wath RPl infletion, in ling wath the Gevernrment's
stoted poligr assumption. This adds £4.7 billion to receipts in 2020-21. As we set out in Beox
4.2 of our Mardh EFO, that uprating assumphion would have been o poor guide to the
cdual path of fuel duty rates during the last Parliaoment. Owur foreans for fuel duties is
around £0.1 billien o yeor higher than in Mard,

Alcohol and tobacco duties

4.53  Alcohol duty is expedted to inarease from £10.7 billion in 2015-16 10 £12.8 billion in 2020-
21. Within this total, receipts from wine and spints are expedted to inaease by £1.3 billion
and £0.7 billion respectively. Our foreanst for alashal duties is little changed since March. It
refleds the Budget measures to tadde illicit alochol, whidh boost receipts by cround
£250 million o year towards the end of the forecost peried.
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4.54  Tobaocoo duties are expeded to fall by £0.2 billion to £9.1 billion in 2015-16, despite the
FPl plus 2 per cent nise in duty in March 2015, Cigarette cleoronces hove trended down,
thonks in part to the recent above-RPl increases in duty, dhonging ottitudes to smoking,
policies [such as the display bon) ond the growing populonty of e-agarettes. We exped
receipts from tobooco duty to rizse by £0.4 billion between 2015-16 and 2020-21.This is
Iitle dhanged since March. It reflects the Budget measures to tackle ilhiat tobaozo, whidh
boosts the foreanst by around £0.1 billion oyear.

Cther toes

4,55  Business rates ore colouloted by multiplying the ratechble volue of non- domestic property by
the multiplier [which 1z upreted in line with RPl inflation). Receipts of business rates are dlose
to the Mardh forecast, reflecting only small chonges to our RPL inflation foreoost.

456  Receipts from council tax are expected to be slightly higher than in cur March forecast.
These changes ore exploined in more detail in the expenditure section of this dhapter.
Chonges in counal tox receipts are offset wathin the locdlly finonced expenditure forecast
and are therefore neutral for borrcwing.

457 Environm ental levies include levy-funded spending policies such as the renewables
obligation and controcts for difference, feed-in tanffs, the carbon redudion commitment,
copaaty markets and the worm homes discount. The mojonty of these schemes [apart from
the carbon redudion commitment) ore dossified as tox and gpending by the OMN5 and so
are neutral for borrowing. Environmental lewies are expeded to rise from £6.0 billicn in
2015-16t0 £13.6 hillion in 2020-21. The steep rise over the foreoost period largely refledts
the expected rise in eledriaty generahion from renewaoble sources.

4.58  We hove revised up several of these levy-funded spending policies singe March with the
lorgest revision relating to the renewables obligation [RO). Deployment under the RO s
likely to be higher than previcusly assumed, given grecter numbers of energy projects
oheod of the clasure of the RO in 2017, Devel opments in technaol ogy efficiensy and
redudicons in the costs of tedhnology will clso boost spending. Compared with cur March
forecost, RO spending will be over £1 billion higher from 2018-19 onwards. The
Government hos announced that it intends to close the RO to onshore wind o year earlier in
2016. There are a numbker of uncertainties about how this change would offed deployment
and sowe hove maode no adjustment to forecost expenditure. Lower projedions of
wholesale electnaty prices hove olso affeded cur contrads for difference forecasts.

459  We hove olso revised upwaords the forecost for feed-in tanffs to ollow for higher than
expeded levels of deployment. Our foreoost for the copocty markets scherme now dlso
includes on estimaote of the copacity market cuction in December 2015 and haos therefore
increased by cver 2005 killion in 2019-20.

A.60  Growth in insurance premium tax (IPT) receipts hos been relatively flot since the increase in

the stondaord rate to & per cent in Jonuary 2011, with afdl of 1.3 per cent between 2011-
12 ond 2074-15. On o pre-measures bosis, receipts are expedted to grow by 1.9 per cent o
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4,61

4,62

A4.63

4,64

4.65

4.66

4.67

year on average between 2015-16 and 2020-21, refleding growth in consumer spending.
The Budget measure to increase the standord rate of IPT - which aocounts for around 22
per cent of tax liabilities — to 9.5 per cent is expedted to increose receipts by arcund £0.5
billion in 2015-16 and roughly £1.5 killion o yeor thereafter. This estimate includes a small
adjustment to reflect the expeded redudion in demaond for insurance products os o result of
higher prermiums.

Air passenger duty receipts ore expeded to rize from £3.1 billion in 2015-16 to £3.8
billion in 2020-27. This reflects duty rate nises and growth in poassenger numbers. Cur
foreanst is litle danged since Mardh.

Yehicle excise duty [VED) 15 lewied annudlly on rood vehicles ond is bosed on the carbon
emizsions produced by different types of vehicles. Cur pre-meosures forecost is around
£0.1 billion o year lower than in Mardh, reflecing lower outturn receipts in 207 4-15.

The VWED reforms cnnounced in the Budget will crecte o new to structure for vehidles
purchased from 2017-18 onwards, Cars purdhosed before Apnl 2017 will shll poy existing
retes of VEDOL We expedt the meosure to bood receipts by £0.4 billion in 2017-18, and by
up to £1.4 billion in 2020-21 os more new cars flow into the sygem.

Receipts from the cimate change levy [CCL) are between £0.3 and £0.5 billion higher in
each year from 201 5-186 onwards, compared with our Mardh forecast, This rewision 15 more
than explained by the announcement in the Budget that the CCL exermption for eledriaty
generated from renewable sources will be removed. We hod reduced our pre-measures
foreanst for CCL [excluding carbon price floor) to ollow for greater use of the exemnption os
the share of electnaty genercted from renewcoble sources [beoth domesic and cverseos)
INCrenses.

Climate change levy receipts are expeded to nise sharply from £1.6 billion in 2014-15 to
£2.3 billion in 2015-16, then flatten off over the next two years before dedining to £1.9
billion by the end of the forecast penod. This primarnly refleds the profile for receipts from
the carbon price floor. The rise in receipts in 201516 reflects the sizeoble rise in carbon
prce support rates. As a result of the Budget 207 4 measure, CP3 rates are ossumed to be
ficed over the rest of the forecost period. The combination of fixed rates and lower
emissions reduces corbon price floor receipts over the forecad. Cur projection for lower
ermissions assumes o rising shore of gos (rother thon aodl) in eledriaty generction.

Bank levy receipts are expected to foll from £3.7 billion in 2015-16 t0 £2.2 hbillion in 2020-
21. This moinly refleds the graduated cuts in the bank levy rate from 0,21 per cent to 0.1
per cent by 2021 announced in this Budget. [The Government has also infroduced on 8 per
cent tax surdharge on bonks” profits, descnbed in paragroph 4.47)

Receipts from the bank levy hove been difficult to forecost since its infroduction in January
2011. The tox bose — specfic types of bank hability - hos follen awoy more quidkdy than
expedced. In light of recent announ cements from some UK bonks, we have mointained our
assurmphion thot banks will continue to shnink therr bolance sheets in the three years to
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2017, We hove clso allowed for an increased level of double toxation relief, resulting from
the rise in bank levies in o number of countries in the Euro area. This reduces bank lewy
receipts by around £250 million ayeor from 2016-17.

408 YAl refunds to central government are neutral for borrowing, os they are offset within
spending. The foreonst for VAT refunds largely reflects the poth of government procurement
and invegment. VAT refunds hove been rewsed in line with the change to the DEL profile.
The higher path for DEL hos pushed up VAT refunds by on overoge of £0.7 billion from
2016-17 onwaords.

A4.69  Dur forecast for BBC licence fee recsipts hos been revised up by arcund £0.1 billion a year
from 2016-17 onwards, refleding o small incregse in our assumphion of the propeortion of
hiouseholds who are licence fee payers. This portly reverses o lorger downward change we
made in March, Our forecast for icence fee receipts s not affeded by the Budget decision
to stop reimbursing the BBC for the aost of free TV liosnces for over-75s.

Other receipts

A70  Interest and dividend receipts copture the interest income on the government’s stock of
financal assets, which includes student loons and heldings related to finanaal secor
interventions. As set out in Mardh, the finonaol asset sales planned by the Government this
year will reduce interest and dradend receipts. The anncuncement of further sales of Lloyds
and Royal Mail shares since our Mordh forecaost will mean dividend income foregone. This
reduces the forecost by arocund £0.3 billion from 2016-17 onwards, Our pre-measures
forecost does not assume dividend peyments from RBS, so the announcement that the
Government plons te sell three-quarters of ts gake in BB3 hos not had o knock-on effed to
this element of the receipts forecast.

A71  The ooorued inferest on dudent loans 15 expected to nise rapidly over the forecost penod,
given the risein the stock of loons. The Budget announcement thot maintenonce grants will
be replaced with loans for all full-time higher educghion students from the 2016-17 entry
cohort will add over £500 million to aosrued interest by 2020-21.

A72  Qur forecast for gross operating surplus (GOS) comprises general government
depreadtion and public corporations” gross operating surplus (PCGOS). We hove reduced
our pre-meosures forecast for GOS by arcund £0.2 hillion a yeaor, refleding lotest cutturn
deta. Our forecag for GOS5 also refleds the net effect of two measures announced in the
Budget, which offect GO5 becouse they offed levels of rent income for loool authorties”
Heousing Revenue Accounts, whidh are classified as public corparations in the Notional
Accounts. These are the meosures to reduce soaal sedor rents and to require higher income
soddl housing tenonts to poy market rents. The estimated net effect of these two meosures is
to inaeose PCGOS inhally by £0.1 billion in 2017-18, but then to reduce PCGOS by
£0.2 billion by 2020-21.
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