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Public sector expenditure

Definitions and approach

4,73 This section explaing our central forecast for public sedtor expenditure, whidh iz bosed on the
Mational Accounts aggregotes for public sector current expenditure (P3CE), public sector
gross investment [PSG), ond total monoged expenditure (TME), which is the sum of F3CE
and P3G In our foreanst, we combine these Nohional Accounts aggregates with the two
odministrative aggregates used by the Treosury to monage public spending:

. departrmental expenditure limits ([DELE* - mostly spending on public seraces, gronts,
cdministration and oopital investment, whidh oon be ploanned over extended periods.
Dur fisool forecost therefore shows P3CE in resource DEL ond P3G in copital DEL.
These are desaibed simply os RDEL and COEL in the chopter; and

. annudlly monoged expenditure [AME] — aotegonies of spending less ormenable to mulh-
year plonning, sudh os soaal security spending and debt interest. Again, our fisadl

forecost shows PSCE in current AME ond P3GI in copital AME.

Summary of the expenditure forecaost

474 Toble 4.12 surnmarises our lotest foreanst for public spending. TME is expressed os o share
of GOP, but not all of TME contributes diredly to GOP - as benefit payments, debt infereg
ond other aosh transfers merely tronsfer incorme from some individuals to others. The toble
olso shows how TME 1 split between DEL and AME, aondthe main components of ead.

4.75  The toble shows thot total spending is foreonst to fall by 4.4 per cent of GOP between 201 4-
15 and 2019-20 [over the current Parliament) ond to reman flat os o share of GOPin
2020-21. This dedine is more thon explained by:

. ROEL spending falling by 3.1 per cent of GOP, hoving alrecdy follen by 3.3 per cent of
S0P in the five years up to 201 4-15 [the previous Parliament). We consider these
trends in more detail in the DELs sedion of this chopter; and

. welfare spending folling by an expedced 1.8 per cent of GOP, wath the maojonty of thot
fell reflecting itermns thet are subject to the welfore cop [in other words exduding the
stote pension ond those benefit poyments inked most dosely to the ups and downs of
the economyl. In general, welfare cop spending is expeded to foll os o share of GOP
os the genercsity of benefits nses by less than average earnings and some working-
oge benefits are frozen for four years. Spending cutside the welfare cop falls only
slightly os o share of GOP, with thet foll dueto inaeoses in the state pension age thet
reduce the coselood os o share of the adult population. The welfare spending cuts

4 Cur presentation of sipenditure anly shows those components of RDEL, CDEL and AME that areincluded in the fiscal oggregotes of
FECE and P3G, For budgeting purposes, the Treasury also includes other compaonents in DEL and AME such as non-cash items.
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cnnounced in the Budget are suffiaent to push total expeded welfare spending on this
measure to less than 10 per cent of GOP for the first time in thirty years®,

476 Particlly offsetting these dedines:

. debt interest spending rnizes by 0.6 per cent of GOP by 2019-20, as higher inferest
rotes more than offset the effed of net debt falling os a share of GOP; and

. there i1s o small nise in the net cost of public serace pensions, os the continued decline
inthe public sedor workforce (implied by cuts in RDEL) reduces contributions
immediotely but does not reduce payments until much loter,

Table 4.12: TME split between DEL and AME

Per cent of GOF

Estimete Forecaost
2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21
THE 40.7 39.6 aB.7 37.8 ar.0 36.3 36.3
of which:
TME in DEL! 19.6 8.8 18.2 17.4 16.9 16.5 16.8
of which:
PSCE in RDEL 17.5 16.8 16.4 15.6 14.9 14.5 14.8
P3G in COEL 2.1 1.9 1.9 1.8 2.0 2.0 2.0
THE in AKE 21.0 20.9 20.5 20.4 200 19.8 19.5
of which:
Welfere spending 11.8 1.6 11.0 10,7 10.3 10.0 2.8
Diebst interest net of APF 1.8 1.8 2.1 2.3 2.4 2.4 2.3
Locally-finonced current expenditure 1.2 2.1 2.1 2.1 2.1 2.0 2.0
Met public service pension payrments 0.7 0.4 0.6 0.4 0.7 0.7 0.7
Other PSCE in AME a1 a1 a1 a1 a1 3.2 3.2
PG in ARE 1.6 1.7 1.7 1.6 1.4 1.4 1.4

"In relation tatable 413, TME in DEL iz defined az FSCE in RDEL plus PSG! in CDEL plus SUME, and TRAE in AME iz defined &= FSCE
in AME plusF335] in AME minus gngle use military equipment [SUME].

A7 Taobles 4.13 ond 4.1 4 detail cur lotest spending forecost and the changes sinoe Mardh.

? Z=e our 2074 Welare trends report for a detail discussion of historical trends in welfare spending on this measure.
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Table 4.13: Totdl maonaged expenditure

£ hillion

Estimete Forecost
2014-15 2015-14 20148-1F 2017-18 2018-1%9 201%9-20 202021

Public sector current expenditure (PSCE)

FSCE in RDEL' 3174 3151 3188 3167 3162 3203 3431
PSCE in AbAE 351.2 38001 3669 3817 3952 40871 4197
of which:
Welfare spending 2143 2169 2138 216.5 219.4 2222 2273
of which:
Insice welfare cop 1191 12008 1152 1148 1740 1735 1149
Dutside welfare cop 25.1 6.4 .6 1018 1054 1087 112.4
Company and other tox credits 2.0 2.2 2.4 2.5 2.5 2.4 2.4
Met public service pension payrments 12.1 11.1 11.5 12.9 14.5 146.0 16.1
Metional latery current grants 1.4 1.4 1.4 1.4 1.5 1.5 1.5
EBC current expenditure 2.9 2.9 3.8 3.8 a.7 2.8 2.5
MNetwork Rail other current e:-q::uendi'rure2 1.1 1.3 0.8 0.5 -0.1 -0.1 -0
Other PECE iterns in departrmental AME 1.2 1.2 1.1 1.1 1.1 1.1 1.1
Expenditure transfers to EU institutions 10.4 11.3 10.4 2.5 10.8 11.2 11.7
Locally-finonced current expenditure 35.2 38.5 40.2 42.1 43.7 45.1 46,4
Central government delbt interest, net of APF 2a.0 346 40.8 47.7 50.7 53.2 54.3
of which:
Centrd government gross debt interest 45.4 48.7 51.1 55.9 57.2 58.5 58.6
Redudions in debt interest due to APF 124 ST20 -10.3 -8.3 -6.5 -5.3 -4.3
Depreciction 27.2 29.5 31.0 32.6 34.2 35.9 a7.e
Current VAT refunds 1.5 11.5 11.6 11.5 11.4 11.4 12.2
R&D expenditure -7 -8.2 -8.2 -8 -8.1 -8.2 -8.9
Single use military expenditure 0.3 0.2 0.2 0.2 0.2 0.2 0.3
Envirenmental levies 3.2 5.7 7.3 8.5 10.7 13.2 14.9
Local authority imputed pensions 1.2 1.2 1.2 2.0 2.1 2.3 2.4
Cther Nofional Accounts adjustments -0.1 -2.9 -3.0 -2, 1 -3.2 -3.2 -3.4
Total public sector current expendifure 6686 HF52 4B5F 6984 7114 FE35  FE4 B
Fublic sectcr grass investment (PSGI)
PSGI in COEL' 375 361 36.2 370 42.2 44.5 48,6
PSGI in AME 29.4 31.0 32.3 327 307 31.4 331
of which:
Metional lottery capital gronts 0.5 0.5 0.5 0.5 0.5 0.5 0.5
MNetwork Rail copital expenditure 6.0 7.0 6.3 6.0 4.8 5.0 5.3
Cther PECGI iterms in departrmental AME 0.4 0.3 1.2 1.7 2.2 2.8 2.3
Lecally-fincneced capital expenditure 7.9 7.0 7.8 8.2 8.5 4.5 6.5
Public corperdions capital expenditure 8.5 7.4 7.7 7.7 7.7 7.5 7.8
R&D expenditure 7.5 8.2 8.2 2.1 2.1 2.2 8.9
Cither Motional Accounts adjustments -1.4 0.7 0.6 0.4 0.2 0.9 0.9
Tatal public sector gross investment 65,9 a7 63.6 6% 6 729 759 F9.F
less depreadtion -36.0 -38.4 40,1 -41.9  -43.6 455 -47.6
Fublic sectar net investment 0.9 28.6 258.4 27.8 29.2 S04 82,1
Total managed expenditure Fa5.5 TFA4Z23 Fh4.3 FAEB 0 FB4.3 8044 8445

"implied DEL numberzfor 2014-17 to 2020-21. Calculated asthe diffierence between PSCE and PSCE in ARE in the cass of FSCE in
RDEL, and betwean PSS! and P3G in AME in the caze of PSG]in CDEL,

* Cither than debt interest and deprecigtion, which are included in totals shown separately in thistable.
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Table 4.74: Changes to total managed expenditure since March

£ hillion

Estimete Forecost
2014-15  20715-146 2014817 2017-18  20718-19 201920

Public sector current expenditure (PSCE)

FSCE in RDEL' 0.9 -1.3 17.2 270 28.3 121
PSCE in AbE -1.8 2.2 -2.3 -2.0 -2.5 -7
of which:
Welfore spending -0.2 0.0 -5.7 -7 -2.9 -12.9
of which:
Inside welfare cop -0.2 0.0 -5.7 W72 -10.1 -13.1
Dutside welfare cop 0.0 0.1 0.0 0. 0.2 0.1
Company and other tox credits -0 S04 -0.2 -0.2 -0.2 -0.2
Met public service pension payments -0.3 0.1 0.3 1.0 1.8 2.2
Metional lottery current gronts 0.1 0.1 0.1 0.1 0.1 0.1
EBC current expenditure 0.0 0.0 0.1 0.2 0.0 -0.2
Network Reil other current expenditure? 0.2 0.3 0.1 0. 0.2 0.2
Other PECE iterns in departrmental AME 0.0 0.1 -0.1 0.0 -0 -0
Expenditure transfers to EU institutions -0.6 0.2 0.9 0.0 0.2 0.2
Locally-financed current expenditure -0.5 0.9 0.2 0.2 0.1 0.1
Central government debt interest, net of APF -0.6 0.9 0.5 1.1 1.7 2.1
of which:
Centrd government gross debt interest -0.3 0.7 0.4 0.7 1.0 1.2
Reductions in debt interest due to APF -0.3 0.2 0.1 0.4 0.7 0.9
Deprecidion -1.3 S04 -0.2 -0.2 -0 -0
Current VAT refunds -0.2 -0.2 0.7 1.0 0.2 0.2
R&D expenditure 0.2 0.0 0.2 0.6 1.1 1.4
Single use military expenditure 0.0 0.0 0.0 0.0 0.0 0.0
Envirenmental levies -1.2 0.1 C.& 0.9 1.4 2.9
Local authority imputed pensions -0 -0.2 -0.2 -0.2 -0 -0
Cher National Accounts adjustments 3.1 0.4 0.4 0.5 0.5 0.5
Total public sector current expenditure -0F 0.9 14.8 24.9 25.8 0.4
Fublic sectcr grass investment (PSGI)
PSGI in CDEL'? 0.5 1.8 1.8 2.1 -08 1.6
PSGI in AME® -4 0.6 09 1.3 a1 0.3
of which:
MNational lottery capital gronts 0.0 0.0 0.0 0.0 0.0 0.0
Network Rail copital expenditure® -0.4 0.4 0.4 0. -1.1 -0.6
Cther PEGI iterms in departrmental AME -0.2 0.4 0.9 1.1 1.2 1.7
Locally-finonced capital expenditure 0.8 0.0 -0.3 0.5 0.4 0.5
Public comperdions capital expenditure 0.8 -0.5 -0 -0 0.0 -0
R&D expenditure -0.2 0.0 -0.2 -0.8 -1.1 -1.4
Cither Mdional Accounts adjustments -1.1 0.1 0.2 0.4 0.4 0.4
Tatal public sector gross investment -0.9 -1.2 -0.8 -0.9 -0.8 -1.2
less depredotion 1.2 C.4 0.1 0.0 0.0 0.0
Public sector net investment 04 -0g -7 -8 07 -1.3
Total monaged expenditure -1.6 -0.2 14.0 24.1 25.1 7.1

"Implied DEL numbersfor 2016-17 to 2020-27. Calculated asthe difference between PSCE and PSCE in AMAE in the cass of PSCE in
RDEL, and between PSS and P3G in AME in the case of PRGin CDEL

T Cither than debt interest and depreciation, which are included in totals shawn separately in thistable.

* Changes esxclude reclassfication of central governmnet capital grantsto Metwork Rail from PSGHin COEL ta P3G in AME, as
discu=ed innote 1 of Table 4.17.
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A.78  Table 4.15 surmmari ses the sources of chonges to our forecost since March. It shows thot:

economy-driven chonges to the foreoost add between £0.1 billion and £3.2 billion to
our foreoost, with higher interest rotes in 2018-19 ond 2019-20 dniving the increose
s they raise debt interedt poyments;

other notoble increases in cur expenditure forecost hove resulted from a chonge In
methodology to aur public service pensions forecast, inaeosed spending on
ervvironmental levies [most of which are neutral for borrowing) and tox htigotion being
moved from negotive to to copital AME spending [os discussed above);

the direct effect of Government deaisions to reduce AME spending through the
scorecard ond to increqse deportmental spending sgnificontly relative to the amounts
renalled in by the Coalifion in March has been to odd between £2.8 billion ond
£17.8 hillion to total spending between 2016-17 and 2018-19. There are smidll
tokeoweoys in 2015-16 and 2019-20 os o dired result of these deasions; and

the indired effedts of Government dedsions has been to reduce spending in ol years
from 2016-17 onwards. That refleds lower net public servce pension costs (due to
smicller folls in the workforoe moking aontributions to the schemes, os departmental
spending is boosted), lower delt interest [as further asset soles are suffiaent to reduce
gilt issucnce) and the small net effects of the Living Waoge Premium desaribed in Annex

B.
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Table 4.15: Sources of dhanges to the spending forecast since March

£ hillian

Maorch foreoost F42.8 740.2 743.9 759.2 7972

July forecos F42.2 754.2 F68.0 784.2 204.4

Changes -0.3 14.0 24.1 231 7.1

Forecast changes

Farecast dhanges since March 2.0 5.1 7.5 8.9 105

of which:

Ecomnamic determinants -02 -0.3 -03 (=N 0.2
Infletion -0.3 -0.5 -0.6 -0.5 -0.5
Unermplogrment 0.1 0.0 0.0 0.1 0.1
Chher determinants 0.1 0.2 0.3 0.4 0.4

barket assumptions: interest rates 0.4 0.4 1.4 2.3 3.0

Cither assumptions and changes 1.5 4.9 6.4 6.5 7.3
Pensions changes e:.-crfludmg indirect effects 0.1 1.5 50 2 21
of Govemment decisions
Ervironmental levies 0.1 0.4 0.9 1.4 2.9
NETWOHC] Feil copital spending forecost 04 0.6 0.4 0.1 R
chonges
Expenditure transfers to EU institutions 0.2 0.9 0.0 0.2 0.2
Locally-financed current expenditure 0.9 0.2 0.2 0.1 0.1
Locglly-ﬂnance.d and public corporations 0.5 o4 o4 0.5 0.4
copital expenditure
Tcxx.lmgcmon roved from negotive tox to 0.5 0.8 1.0 1.3 1.6
capital AME
Cther debt interest chonges excloding
indired effects of Government decisions 0.3 0.2 0.1 0.4 01
Chher 0.3 0.7 C.4 -1.2 0.2

Effect of Government decisions
Teotal effect of Government decisions -2.3 2.9 16.6 16.2 -3.4
of which:
AME scorecord rmecsures -0.2 -5.é - 9.8 -12.9
ROEL chonges -1.3 17.2 27.0 Z8.3 12.1
CDEL changes' -1.0 -1.8 -2 -0.8 -1.é
Indirect dfeds of Government decisions 0.2 -0.9 -1.2 -1.5 -1.0

T CDEL and capital AME changes have been adjuged to exclude the £0.9 billion switch from CDEL to capital AME in 2015-16 aza
re=ult of the GAD kilne cass, and to exclude the switch from CDEL to capital AME thot reflect=the reclamfication of governmeant

grantsta Metsork Rail in our forecas, which isexplained in note 1 of Table 477,

Departmental expenditure limits [DELs)

DEL plansin 2014-15 and 2015-16

A7%  In the mest recent Spending Round in 2013, the prevous Coaliion Government set cut
detailed departmental plans for ROEL and CDEL for 201 5-16. These heve been adjusted
subsequently to reflect dossificohion ond peligr chonges, induding the in-year auts pockoge

announoed in June. Notwithstanding such changes, in oggregate deportments almost

abwoys underspend even the most recently anncunced limits, Cur forecosts for RDEL and

113
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COEL spending take this into aczount, drawing on the latest informetion from the Treasury
ond departments, plus recent cutturns ond the lessons of pod expenence

4,80 Toble 4.16 shows our latest estimates of RDEL and COEL spending for 2014-15 and cur
forecosts for 2015-18, and the chonges in them since Mardh.

4,81 In 2014-15, the changes since Mardh refledt deportments” provisional estimotes of outturns,
which were provided to the Treasury in Moy, These remain subject to dhange. DEL and AME
cutturns will be updated in the Trecsury’s next relense of public spending statistics on 16
July. Those estimetes should refled the final cutturns in most departments” aozounts.

4.82  In 2015-16, the final year aovered by detailed Spending Review plons, the dhanges to our
forecnst since Mardh include:

. changes to departrments” DELs thaot were announced as part of the package of in-year
spending auts in June;

. changes in Main Estimeotes, which indude a £0.2 billion switah from copital to resourcs
DEL for Hedlth and changes to Marthern Ireland RDEL [conzistent with the 207 4
Storment House Agreement);

. o cloasfiootion chonge thot removes the poyment of copital grants to Metwork Rail
from beoth COEL and copital AME. This reduoss COEL by £4.0 billion in 201 5-16 and
increases Metwork Rail spending in copital AME by the same omount. We hove
removed these gronts from our spending figures beoouse, os Metwork Rail is now
clossified as port of central government, they are trected as intra-government transfers
ond are not included in ony measure of spending in the MNational Accounts; ond

. increases to our net underspend assurnptions, reduang forecost spending ogainst
plons. These dhanges reflect the remaiming reductions in reserve pressures that were
included in the podiage of in-year spending cuts, plus other redudions in reserve
pressures thot the Treosury has informed us obout seporately. [For example, the
Cthiciol Devel opment Assistonce target of spending 0.7 per cent of GHI on QDA will
be defined on the old ESASS Mational Accounts meosure of G, whidh reduces the
cash spending required to meet the target).

483 We now gssume that departments will underspend agoinst their final plons for 2015-16 by
£1 billien on RDEL and £2 killion on COEL. These are £0.4 billion larger for RDEL and £1.5
billion larger for COEL than the underspends we forecost in March. The increased
underspend for capital refleds reduced pressure on reserves, thonks to:

. a£650 million redudion in deportments” COEL Budget Exdhange, os part of the in-
year spending cuts. This reduces the level of additional spending brought forward into
the year from previcus underspends; and
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. o switdh of £0.9 hillion of poyments in resped of outstanding legal doimsin
connection with underpoyment of past pension lump sums [desaibed in poragragh
A.111) fram a pressure on the COEL reserve to copital AME.

484 Toble 4.16 dlso shows how we hove split the redudions in our foreoast for DEL spending in
2015-18 between dianges to our foreoost [thanks to dassification changes) ond the results
of Government decisions:

. for RDEL, the £1.3 billion downward revision hos been clossified entirely as o poligy
chonge. That motches the redudions thot the Treosury has included in Meoin Estimates
ond for the in-yeor cuts presented on the Budget scorecord, though it hos been
colaulated in o different way; aond

. for COEL, the £1.8 billion downward revision comprizes £0.9 billion of foreonst

chonges [mamnly the reclossificotion of the legal settlement poyments desaibed obove
os copital AME) ond o £1.0 billion policy dronge.
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Table 4.74: Changes to DEL in 2074-15 and 2015-14 since Mardh

£ billion
PSCE in RDEL PS5 in COEL
Estimote Forecost Estimeote Forecost
2014-15 2015-16 2014-15 2015-16

March forecost' 216.5 316.4 7.9 7.9
July forecos 3174 315.1 7.5 36,1
Change 0. -1.3 -5 -1.8
of which:

Estirneted outturn 0.9 - -0.5 -

Change in net underspend ossumption® -0.4 -1.5

Muin Estimates - 0.1 - -0.2

Announced changes to DEL plans (in-year sovings) - -1.1 - -0.2

Chher policy changes on Treasury scorecard - 0.2 - 0.1
Forecast dhanges and effect of Gevernment decisions
Forecost chonges 0.2 - -0.5 -0.9
Effect of Covernment decisions - -1.3 - -1.0
of which:

Muain Estirnotes - 0.1 - -0.2

Scorecard: in-year savings - -1.5 - -1.1

Scorecard: other - 0.2 - 0.1

Cther - - - 0.2
Changes in DEL underspends, net and gross of Budget Exchange
Met underspend in Morch W23 -0.6 -1.2 -0.5
of which:

Budget Exchange® 2.2 0.5 1.0 1.2

Gross underspend -4.5 -1.1 W22 -1.7
Met underspend in July -1.4 -1.0 -1.7 -2.0
of which:

Budget Exchange® 2.2 0.5 1.0 0.6

Gross underspend -3.4 -1.5 W27 -2.4

"The karch forecas figuresfor COEL have been adiusted to includs a classfication change as described in nate 1 of Table 417,

® Increase in underspend shown as negative, reducing DELs Underspends are measired net of Budget Exchange. Budge Exchange

increases departments spending plans

CELs from 2014-17 onwards

4,85  To produce our economic and fiscal forecosts, we dlso need to know what the Government
intends to spend an DELs beyond the period for whidh it hos detailed plons. To that end we
ask the Government what it wishes us to assume that it will spend, consoious that these

cssurmptions will be more tentotive than the firm plons set out in Spending Reviews.

4.86  For thisforeoost, the Government has confirmed that it wants us to assume the RDEL and
CDEL figures shown in Table 4.17. And we assume that they will be fully spent.

4.87  The Government hos dhosen to provide us with o speafied path for TME from 2018-17 to
2020-21, from whidh our AME forecasts con be subtraded to deliver an implied path for
DELs But csthe Government knows what cur AME forecosts will be when it finalizes the
poth for TME, this remains o roundabout waoy of presenting its RDEL and COEL cheices.
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Creer the aourse of the lost Parlioment, the Coalition diose to speafy the poth of TME using
an increasingly cormplex policy assurmption. A compilation of the assumptions that opphed
between Mardh 2011 and Mardh 2015 — and the DEL forecosts that resulted — is availoble
on our website.*

Table 4.17: RDEL and CDEL spending and changes since March

£ billien

Estirnote Forecost

2014-15 2015-16 2018-17 2017-18 2018-19 2019-20 2020-21
PSCE in RDEL
March forecast 316.5 316.4 301.6 289.7 287.9 308.2
July forecas 7.4 215.1 318.8 3186.7 318.2 320.3 345.1
Change 0.9 1.3 17.2 27.0 28.3 12.1
PSGI in CDEL!
March forecost’ 379 az.e a8.0 9.1 43.0 46.2
July foreces' 37.5 6.1 6.2 a7.0 42,2 44,5 46.6
Change? -0.5 1.8 1.8 -2 0.8 1.6

Per cent of GDP

PSCE in RDEL
March forecast 17.5 16.9 15.5 14.3 13.6 13.9
July foreces 17.5 16.8 16.4 15.8 14.9 14.5 14.8
Change (o] 0.0 0.8 1.3 1.3 0.6
PSGI in CDEL'
March forecost' 2.1 2.0 2.0 1.9 2.0 2.1
July forecos’ 2.1 1.9 1.9 1.8 2.0 2.0 2.0
Change 0.0 01 01 01 0.0 01

T CDEL figuresfaor bath March and July reflect the classfication change in thisEFD that removes central government capital grantsta
Metssork Rail from CDEL, and remaovesthe corresponding receipt of thess grantsfrom Metsark: Rail capital spending in P3G in ARME.
The grantz have been remaoved becauss they are tranderzwithin central government, which are not included in the Mational
Accountz The changesreduce PG| in CDEL and increass PG| in AME with an offsstting effect. The capital grantsthat have been

removed are asfollows 42 40 4.4 45 41 43 45
"The redudtion in COEL in 2015-14 include=£0.2 billion that has been switched to capital AME refleding the cutcome of the GAD
rilne cass,

4.88  The chonges in the ROEL and COEL ossumptions since Mardh shown in Table 4.17 take
acoount of any dossification dhanges thot narrow or brooden the socope of DEL spending, so
thet the comparison is on o like-for-like basis n this foreong, we hove restated March
CDEL to be consistent with the updoted frectment of grants from central government to
Metwork Roil. As the redassification of Netwerk Rail to central government means thess are
now intra-centrol government tronsfers, they have been removed from COEL. Thet reduces
COEL and inoeoses copital AME [due to the Network Rail oopital spending thot they
finance) by equol amounts that cveroge arcund £4 billion o yeaor.

489 We treat the like-for-like changes in RDEL ond COEL as policy dhanges, dongside other tox
ond spending measures, in explaining how our spending projedions and fiscdl projedions
mare broadly hove meoved since post forecosts (e.g. in Tobles 4.15 and 4.16). These policy

* hitp: /¥ budgetresp onsibility. or g.ulf pubsf Spending-assumptions- 2017 - 201 5. pdf
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changes in ROEL and CDEL con heve knock-on effects on the AME forecaost, for example via
chonges in the prospedive cogt of net public service pensions and debt interest. These are
shown in loter sedions of this chapter.

The path of RDELs over the forecost

A.90  The cash levels of ROEL that the Geovernment hos asked us to assume ore significanthy
different from those that the Coalition Government asked usto assurme in Morch and of
earlier fiscal events, as Table 4.17 shows and as Chart 4.5 illustrates. The cosh level of
FDEL is broadly flat over the next three years, rather thon falling as in Maorch, but with the
return to substanticl annual inaeoses pushed back o yeaor to 2020-21. In aggregeote over
the Parhament, RDEL spending 1s £83.3 hillion or 5.5 per cent higher than in March.

Chart 4.5: Resource DEL spending in cash terms
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Source: DER

4.91  This meons thet prospective real changes in RDEL also now follow o much smoother poth
than wos implied in Mardh, maoving away from the previous rollercooster” pottern. Real
terms ROEL cuts now ronge from 0.5 to 2.4 per cent o year between 2015-16 and 2019-
20. In Mardh, the real auts in 2018-17 ond 2017-18 were 5.8 ond 5.4 per cent respectively
- larger than ony seen in the previcus Porlioment. ROEL spending is now assumed to foll by
an overage of 1.3 per cent a year in real terms over this Parlioment, compared to the
1.6 per cent overage over the previous Parliament.
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Chart 4.4: Year-on-year real growth in resource DEL
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MHate: RDEL seriesesccludesmajor historical switcheswith AME. Detailsare in the supplementary fiscal tables on cur webate.

Source: CER

4,92 Relative to the plonned level of spending in 2015-16, these numbers imply that the
Government would hove to identify further real cuts in public seraces spending readhing o
peck of £17.9 hillion in 2019-20. Thet 15 less than half the £471.2 billion cut — required o
year earlier in 2018-19 — that waos implied by the nurmbers that the Coaliion dhose to
cssume in Mardh. In both coses, once the budget bolonce hos reached surplus [2019-20 in
this forecost; 2018-19 in Mardh) the real aut in RDEL spending beginsto be reversed.”

T An atternative woy of spressing this comparison woold be the cash terms cut reddfive to o flat real basdine. On that basis, the cut in
2019-20 would be£71%.3 billion in our current farecast, down from £44.0 billian in 2018-1% in ocur March forecast.”
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Chart 4.7: Change in real RDEL from 2015-148
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495 While the poce of real cuts that wos penalled into the March foreanst has been reduced,

Chort 4.8 shows that cuts to RDEL s o share of GOP in this Parlioment are shill expeded to
be of o similar size ond profile as those that tock place inthe previcus Parlioment. Between
the peak in 20092-10 and the planned trough in 2019-20, ROEL spending is expeded to
herve been reduced by 8.4 per cent of GOP [£120 hbillion in todoy’s terms) — with 3.3 per
cent of GOP delivered in the log Parlicment and 3.1 per cent of GOP in this one.

Chart 4.8: Resource DEL as o share of GDP in successive Parlioments
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Meote: RDEL =zriezexcludezmajor higtorical switchezwith AME. Detailzare in the sopplementary fiscal tablez on cur webate.
Source: CER
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4,94 Az we discuss in Chopter 3, government consumption of goods and serices — the closest
equivalent of RDEL in the Mohonal Acoounts — s forecost to reach atrough of 18.7 per cent
of GOP in 2019-20 on the bosis of these assumptions. This would be the lowest figure since
1964-65, compared to the near 80 year low of 15.7 per cent of GOP implied by the
Codlition Government’s Deocsrmber 201 4 assumiptions.

A4.95  Chart 4.2 shows the overall poth of RDEL os share of GDP since its post-crisis peak in 2009-
10. For the outturn years ond 2015-16 [for which there are detailed plans), the dhart shows
the shore of spending where the Government has further stated cobjedives, such asthe
commitment to maintoin total health spending in redl terms or to spend 0.7 per cent of
gross notional income on Offiaal Development Assistonce [some of which s copital, so not
shown here). The lorgest deportrmental budgets induded in the “ather” ocdtegory are the
rinistry of Defence and the Departrment of Business, Innovation and Skills. Beyond the yeors
for which plans hove been set, we simply show Government’s latest overall assurmption.

Chart 4.%: Resource DEL and implied resource DEL relative to GDF
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Maote: The higorical datain thischart have been adjusted for major discontinuitiesto produce a more comparable series Detailzsare
in the mupplementary fizcal tablezon ourwebste. In barch, we adjusted for some of thess discontinuitiesby adjusingtheforecas
zzriezingead of the higorical =zriez Cur lated approach gives conagent forecas figuresthroughoutthe EFO. The previcusapproach
added 0.8 per cent of GOF to RDEL on average between 2013-15 and 2019-20. Thizeffect haz now been remaoved, with higarical
data adjugted ingead. Source: HM Treasary Fublic Expenditure Statigical Andvses, July 2014 HM T reasory Budaget, July 2015; OER

Annually monaged expenditure [AME]

4.96  Toble 4.13 sets out our latest central projedtion of AME spending to 2020-21, bosed on the
economic foreonst described in Chopter 3, the lotest eshimotes of agreed policy
commitments and the meosures announced in this Budget.
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Welfare cop and other welfare spending

A.97  Total welfare spending in our forecost refers to AME spending on seoial secunty and
personal tox credits, The Government’s welfare cop currently covers 56 per cent of this
gpending, exduding as it does date pensions and those benehts linked mest dosely to the
ups and downs of the economic oycle. Table 4.18 summarnses our foreoasts for welfare
gpending over the nexd five years. It shows that:

. in cash terms, welfore spending is forecast to rise from £216.9 billion in 2015-16 to
£227 3 hillion in 2020-21. Within this 4.8 per cent total increase, spending on terns
inside the cop falls by 4.7 per cent while spending on items cutside the cap increcses
by 16.6 per cent [including o 17.3 per cent nise in spending on gate pensions);

. relctive to the cash size of the economy that hos to finance it, welfare spending is
expeded to foll by 1.6 per cent of GOP over the current Parlioment. This s bigger than
the 1.4 per cent fall we forecast in March, reflecting the £12.5 billion of welfare
spending cuts by 2019-20 aonnounced in the Budget. The scorecard auts increose to
£13.3 billion in 2020-21, reducing welfare spending falls by o further 0.3 per cent of
GOP ond taking it below 10 per cent of GOP for the first time in thiry veors;® and

. most of the cuts cnnounced in the Budget foll within the welfare cop, widening the
dispanty between the trends in welfare spending inade and outside f. Spending inside
the welfare cop is now forecost to fall by 1.5 per cent of GOP over the next five years,
while spending cutside it 1= forecast to foll by only 0.3 per cent. By 2020-21 spending
insice the cop will be only 0.2 per cent of GOP higher than spending outside it.

Table 4.18: Welfare spending forecast overview

£ hillion

Estimete Forecost

Welfare cap period

2004-15 2015-16 207&-17F 2017-18 2018-19 2019-20 2020-21

£ billion
Total welfare spending 214.2 216.9 213.8 216.5 219.4  222.2 227.3
of which:
Inside welfare cap 1121 120.6 115.2 1146 114.0 113.5 114.9
Cutside welfare coap 5.1 P64 20.48 101.8 105.4 108.7 112.4
Per cent of GOP
Total welfore spending 11.8 11.8 11.0 10.7 10.3 10.0 Q.8
of which:
Inside welfare cop &.4 &.4 5.9 5.8 5.4 5.1 4.9
Outside welfare cop 5.3 5.1 5.1 5.0 5.0 4.9 4.8

4.98  Taoble 4.19 sets out our detailed welfore spending forecast. It s followed by on explanction
of changes singe our Mardh forecaost, which focuses on the esimated effeds on spending of
the policy meosures announced in the Budget. The implications of our new forecost for the
Government’s welfare aop are discussed in Chopter 5.

¥ Zee qur 207 4 Welfare frends repon for a debailed discussion of histarical trends in welfare spending on this measure
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Table 4.1%: Welfare spending

£ hillion
Estimate Forecost
‘Welfare cop period
2074-15 2015-1&8 20146-1F 20017-18 2018-1% 2019-20 2020-21

Welfare cap

DWFP social security 7d.4 78.0 74.8 72.8 71.2 70,4 71.0
of which:
Housing benefit (not on J5A)" 21.4 22.1 22.0 21.6 21.4 21.1 21.3

Disahility living cllowonce and personal

. 15.2 15.6 15.1 14.6 14.6 14.9 15.2
independence poyments

Incopaity benefits® 14.1 14.8 14.7 14.4 14.0 14.0 14.0
Fersion credit &.8 &.1 5.9 5.7 5.4 5.4 5.4
Attendance allowance 5.4 5.5 5.4 5.7 5.8 4.0 4.1
Incarme support [non-incapacity] 2.6 2.5 2.6 2.4 2.3 2.2 2.3
Corer's allowance 2.3 2.5 2.5 2.8 2.8 2.9 2.0
Stetutory mctemity poy 2.2 2.3 2.3 2.4 2.5 2.5 2.6
Winter fuel payments 2.1 2.1 2.1 2.0 2.0 2.0 2.0
Universal credit® 0.0 0.0 0.2 -0.9 1.7 2.7 -3
Cher DWP in welfare cop 2.3 2.4 2.3 2.2 2.1 2.1 2.1
Personal tex credits 29.7 29.5 25.3 26.3 27.3 27.5 28.2
Child benefit 11.8 11.5 11.4 11.4 11.3 11.3 11.4
Tew free childoare 0.0 0.0 0.1 0.6 0.6 0.7 0.8
NI social security in welfare cop 2.4 2.4 2.4 3.4 2.4 2.4 2.5
Peternity poy 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Total welfare cap 1191 12006 1152 11486 17140 1135 1149
Welfare spending autside the welfare cap
WP social security 22.0 24.0 26.1 2.3 1028 10460 109.4
of which:
State pension 84.5 B9.7 72.1 25.3 8.7  101.8 105.3
Jobseeker's cllowance 2.1 2.7 2.3 2.4 2.4 2.5 2.6
Housing kenefit [on J5A4) 2.4 1.6 1.7 1.6 1.7 1.7 1.7
Universal aedit® 0.1 0.5
NI social security outside welfare coap 2.3 2.4 2.4 2.5 2.8 2.7 2.8
War pensions® 0.8
Total welfare cutside the welfare cap 24.1 26,4 8.6 101.8 1054 1087 11Z.4
Tatal welfare 214,32 2169 213.8  216.5 219.4 2222 2773
Memo: welfare capaz proporkion of fofal welfare G568 558 537 520 Sy EIN 0.6

"Housng benefit (nat on jobeeeker's allowance) is made up of a number of claimant grovps The main claimant groups are
pengoners, thase on incapacity benefits, lone parents, and hougng benefit only daimant=

? |ncapacity benefits includes incapacity benefit, employment and support allewance, severe disoblement allawance and income
wupport (incopacity part].

? Universal credit actual spending for 201415 and 2015-14. Spending from 2016-17 anwards represents universal credit additional
cogz not already included againg ather benefitz (i.e. UC paymentsthat do naot exig under current benefit grocturs).
‘Transfe_rred'ro DEL from 2015-14.

4,92  Taoble 4.20 shows the chonges in cur welfare spending forecast since March. Chonges
before the effed of the Budget polioy deasions have been small, both indde and outside the
welfore cop. Upward pressures include higher earnings growth this yeor feeding through to
the stete pensions foreanst [via the triple lock on uprating) and o further smoll upword
revision to our dischility benefits forecost, as the ooseload for the new persandl
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independence payment hos been revised up agoin. These hove been largely offset by the
effect of o dightly lower inflohion foreoost and other fadors.

A.7100 By far the most signifioont chonges to our welfare spending forecost reflect the policy
measures announced in the Budget. The measures on the Budget scorecard are eshmoted
to reduce spending by amounts rising from £5.6 billion in 2016-17 to £12.5 billion in
2019-20 and £1 3.3 billion in 2020-21. More thon 29 per cent of these sowvings come from
items subjed to the welfare oop.

Table 4.20: Key changes to welfare spending since Mardh

£ hillion

Estimerte Forecast

Welfore cop peried

2074-15 2015-16 201417 2017-18 2015-1% 2019-20 2020-27

Welfare cap

Fre-measures forecast -0.2 0.3 0.1 0.1 0.0 -0.2
Scorecard medsures -0.3 -5.5 -6.7 -9.4 -12.0 -12.9
of which:
Persondgl foo credits -0 -4.4 -4.2 -4.0 -4.3 . N
Housing benefit (not on J5A)" 0.0 0.4 -1.0 -1.7 -2.3 2.4
Incopeceity ben efits 0.0 0.0 -0.1 0.6 S1.0 -1.2
Universal credit® 0.0 -0 -1.0 -2 -a3.1 -3.5
Child benefit 0.0 0.0 -0.1 -0.3 -0.6 -0.6
T free childcare -0.2 -0.5 -0.1 -0.1 -0.1 -0.1
Oiher 0.0 0.0 -0.2 -0.6 -0.8 -0.8
Indirect effeds of Governiment decisions 0.0 -0.3 -0.6 -0.7 -0.8 -1.1
Total welfare cap -0.2 0.0 -5.F -2 100 -13.1 -14.0
Welfare spending outside the welfare cap
Fre-measures forecast 0.0 0.0 0.1 -0.3 -0.4 -0.5
Scorecard meceUres 0.0 0.0 -0.2 -0.3 -0.4 -0.5
of which:
Housing benefit [on J54) 0.0 0.0 -0.1 -0.2 -0.3 -0.3
Oiher 0.0 0.0 0.0 -0.1 -0.2 -0.2
Indired effeds of Gowvernment decisions 0.1 0.0 0.5 1.0 1.1 0.7
Total welfore cutside the welfare cap 0.0 0.1 0.0 0.1 0.2 2.1 0.2
Tatal welfare spending
Pre-measures forecast -0.2 0.3 0.2 -0.2 -0.4 -0.7
Scorecard medsures -0.3 -5.6 -6.9 -9.7 -14.5 -13.3
Indirect effects of Government decisions 0.0 -0.3 0.0 0.2 0.2 -0.4
Tatal welfare -0.2 0.0 -5.7 -7 -9.9 129 -13.8

"Haousing benefit (nat on jobsesker's allowance) ismade up of a number of claimant groups The main claimant groups are
penzoners, thase on incapacity benefits, lane parents, and houang benefit only claimant=z

? Incapacity benefits includes incapacity benefit, employment and support allewance, ssvere disablement allawance and income
wpport incapacity part).

® Universal credit actual spending for 201415 and 2015-14. Spending fram 2016-17 anwards represents universal credit additianal
cogz not alreody included againg ather benefitz (i.e. UC paymentsthat do naot exig under current benefit grocturs).

4,101 The largest single Budget welfare meosure is the four-year freeze in the uprating of
working-oge benefits, tax credits and locd housing allowances from 2018-17 to 2019-20,
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o period cver whidh they were previously assumed to rise in ling with CPl inflation. We
expect the CPl to nise by o curmulotive 4.8 per cent over this peried, so the freeze reduces
spending by £3.9 hillion in 2019-20. As spending then rises from o lower base, the soving
increases to £4.0 billion 1n 2020-21. The largest sovings come from toax aedits (£2.0 billion
in 2020-21), followed by child benefit [EC.6 billion) and employment and support
cllowanoe [£0.6 billion).

The podioge to reform tem eredits ond universal credit [UC) is estimoted to save £4.6 billion
in 2016-17, rizingto £5.8 billion in 2020-21. The main sovngs anse from:

. reduang the income threshold in tow aedits ond work allowances in UC - oocounting
for cver half the estimated soving;

. lirriting the dhild elerment of toee aredits and UC to two children for new dloims;

. raigng the toe aedit wathdroweol rote [referred to as the toger] by seven percentoge
pointsto 48 per cent, so that the meodmum award is withdrown ot o foster rete; and

. remaving the family elernent in tox aedits and UC [ond the farmily premium in housing
benefit) for new daimes.

Choart 4.10 llustrates the impod of the chonges in tox oedit awards in 2012-20 for o formly
with one child, where both adults are working. Averoge awards are cut in three woys First,
owords fall on incormes below the old first income threshold [£6,420) as moximum awords
are lower — mainly due to the freeze in rates [marked ‘o in the dhor). Awards then foll on
all incomes above the new first income threshold [£3,850) s the lower threshold ond mudh
higher toper rote ad to withdrow entitlerment earlier [b) ond of ofaster rote (4. Some
farmilies will lose entitlement altogether — in this illustration those on incomes betweesn
£21,000 ond £27,000.

125 Economic ond fisoal cutlook

13297/15 ADD 3 MCS/ah

DGG 1A

www.parlament.gv.at

18
EN


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81183&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Fisodl cutlock

Chart 4.70: llustrative impadc on tax aredits entitlement
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4,104 Cuts to howsing benefit [on top of the working- age benefit freeze) are estimated to sove
£0.1 billion in 2016-17, rising to £2.0 billion in 2020-21. The lorgest single meosure is the
deasion to force soaal secfor londlords to aut rents by 1 per cent ayear over four years. The
pre-measures foreaost assumed thot rents would rise inline with CPlinflation plus 1
percentage point. The cumulative cut 15 therefore 12.9 per cent, reduang welfare spending
by £2.0 billion in 2020-21. [We assurme thet the wvost mojonity of this spending cut will
reduce the income of housing ossccations. We hove therefore reduced cur residenticl
investment foreana to refled the likely impogd on housing assoddtions” new house building
[zee Box 3.3). If housing asscactions were to be daossified os part of the publicsedor, this
meosure would increase — rether than reduce — public sector net borrowing.

A 105 The remaining welfare measures account for £1.0 billion of welfare sovangs in 2020-217,
with the decision to align the waork-related adivty group rote with jobseeker’s allowance for
new doimsto employment ond support allowonce moking up £0.6 billion in that year. The
policy to extend free childeore entitlement for 3- ond 4-year olds to 30 hours reduces
welfore spending by £0.2 billion in 2020-21, but this represents a small sevang relative to
the larger increase in the Deportment for Education’s DEL budget to poy for the free
childacare.

4706 Looking of the padkage as awhale, mogd of the cuts reduce avercge owards relctive to
previcus policy and relahive to overage earmings in the rest of the economy. Chongeste

eligibility and other fodors thot are estimated to reduce coseloads ploy o much smaller role.

AN07  Chart 411 shows the genercaty of seleded welfare benefits. It shows that:
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. the dhild element of toe aredits hos been inoeosed significantly faster thaon averoge
earnings since 2007-08, but will rise more slowly thon inflation ond earmings over the
next five years;

. the bosic state pension has ol so nsen faster than average earmings since 2007-08 and
is expected to rise in ling with earnings in eadh yeor of the foreoast, in line with the
triple lock on uproting;

. child benefit rates hove will hove been frozen in cosh terms in seven years out of the
decnde to 2020-27, hoaving rnisen by 2 per cent in the three years from 2013-14 to
2015-16. Between 2010-11 and 2020-21, the first dhild rote will hove fallen by
14.4 per cent in redl terms [relotive to CPLinflation) and by 24.1 per cent relahive to
overage edrnings; and

. rotes for clamants of the mobility higher elerment of disability ving allowaonce and
personal independence poyment are flat relative to inflation through the forecost
pernod os they are not subjed to the uprating freeze, but fall relctive to average

enrnings.
Chart 4.71: Generosity of seleded benefit and tax oedit rates
140 140 -
Relati ; Forecas Forecast
elanye 1o
130 - - 130 -
CFl inflaticn
120 4 120 -
110 4 110 4
e
2100 e ‘——'--.,_\_ 8 100 { £
Il Il
£ 70 oo 4
N —Y Nt
g a0 g =0 -
DL {mehility higher]
70 70 -
e Chiiled benefit Relati
&0 4 a0 4 Re GT.IVE to average
Blosi € state pension earnings
50 - 50 -
e Chiiled elerment of tox credits
40 40 4+—_ T
2007-08 201011 2013-14 201417 2019-20 2007-08 201011 2013-14 201417 2019-20
Source: DER
Public service pensions
A 108 The public service pensions forecost covers net expenditure on benefits pad less employer

ond employee contributions received. It includes central government pay- os-you-go
schermes and locally administered police and firefighters” schermes.® A breckdown of
spending and income for the maojor schermes covered by our foreaast is included in the
supplementary fiscal tables on our website.

" The palic= and firdighters’ pension schemes are administered at a lacal levd, but pensions in payment are funded from AME, alang

with other public service pension schemes. They aretherefore included in our pensions forecast.
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4709 We heove revised up net spending on public serace pensions substantially sinoe Mardh. This
refleds o significant change in methodology, whidh relotes to our forecost of contributions
received. Previously we assumed no dhange in workforce numbers beyond the current
Spending Review penod (2018-17 cnwards], given the absence of firm deportmental
plons” Looking ahead to prospedive chonges in departrmental budgets — implied in this
forecnst, but to be detailed for some yeors in the forthcoming 3pending Rewview — we felt it
wiis more oppropriate to link our workforce ossumptions diredtly to workforae numbers that
would be consistent with implied departrnental budgets.) Our previcous opproodi meant the
implied payhill in the pensions forecost inarensed os o share of implied ROEL.

A1T0 Toble 4.21 details the changes to our public service pensions foreood since Mardh. It shows:
s we hove revised the expenditure side down slightly, mainly becouse of lower inflation;

. applying our new methodology to receipts hos reduced contributions [ond so increased
net pensions spending) by between £1.5 and £3.7 billion o year, due to the lower
workforce and poybill forecods implied by the path of RDEL ond generdl government
ermployment in March; and

. the significant chonges to the path of RDEL spending hove fed through to our
workf orce assurmption ond contributions. On our new methodol ogy these indirect
effects of the new RDEL poth add between £0.8 and £2.0 billion to contributions
between 2016-17 and 201%-20. This reduces net pensions spending.

AT Qur public service pensions foreaost has not been adjusted for the recent ruling in the GAD
Milne court case, which will leod to compenaation poyments aesociated with post
underpoyment in the firefighters” ond police pension schemes. This s because, in
aacordonce with Motional Acoounts guidanos, these poyments will be trected os copital AME
|see cbove). The compensation indudes on imputed payment to HMRC for the tox thet
would be owed on these payments. This will be neutral for borrowing, odding to aapital
AME ondtox receipts by equal amounts.

" The only exception to this rule was the Armed Forces Pension Scheme, whosew orkforce assumptions reflact the set profile laid out by
firm Future Fores 2020 plans.

" Specically, we assum e that paybill will remain constant as a proportion of relevant spending totals, the largest of which is RDEL We
then make an assumphion about growth in average payvbill per head, from which an implied path of general government employment 1s
derived. This is explained further in Chaopter 3 and details are available in the supplementary fiscal tables on our website
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Table 4.27: Key dhanges to public service pensions since March

£ billion
Forecost
2015-16 2016-17 2017-18 2018-19 2019-20

Met public service pensions

Morch forecaost 11.1 11.2 11.9 12.7 13.8
July forecos 11.1 11.5 12.9 14.5 16.0
Change 2.1 0.3 1.0 1.8 2.2
Expenditure
March forecost a9.3 40,1 41.6 43.3 45.2
July forecost a3 40.0 41.6 43.4 45.3
Change 0.0 0.0 -0.1 0.0 01
Income
March forecost -28.2 -28.8 -29.7 -30.6 -31.5
July forecos -2R.2 -28.5 -28.8 -28.8 -29.2
Change 0.0 0.3 1.1 1.8 2.2
of which:
Apply new methodology to March
forecast 0.0 1.5 2.9 3.7 2.0
Other forecast changes 0.0 0.1 0.1 0.1 0.1
Indirect fects of Government decisions 0.0 -1.2 -1.9 -2.0 -0.8

E contributions

A112  Qur forecast for expenditure fransfers to EU institutions hos been updated to reflect
information thet became availlable of the Advisory Committee on Ohwn Resources [ACOR) in
Moy ond cther chonges to determinonts of the forecast. Inthis EFD we hove extended the
foreanst to 2020-21, which would indude the start of the nex Multionnual Finanaial
Fromework [MFF). The deadline for the Commisacon to present initial proposals for that MEF
is Januory 2018, so we hove ossurmed thet implemented spending will grow in ling with EU
G the final yeaor of the foreoast.

4113 Table 4.22 shows dhonges in our forecast since March. In most veors they are relotively
amcll, but we hove revised spending up by £0.2 billion in 2018-17. They include:

. on increase in the UK VAT bose in every yeor. This reflects the latest LK WAT foreonst
for the purpose of EU contributions, using ESATOQ deta. This feeds through to future
years, increcsing VAT contributions ond other net expenditure transfers to the EU by
£0.3 billion by 2012-20. QOur forecast also refleds data on cther member states” VAT
bases from the Moy 2015 ACOR meeting, where estimaotes on on ESA10 bosis were
presented for the first time;

. revised estimates of LUK GhI and WAT contributions in 2014 and 2016, dlsc refleding
new ACOR information. For 2015, that deterrmines the odual UK Gl and VAT
contributions that will be opplied, before any further odjustments in respect of any
omending budgets and adjustrments in resped of earlier years, [Our central forecast
ossumes further revisions in resped of 2074 will be mode in December 201 5);
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. changes to our forecast adjustments in resped of G and WAT contributions for 2075,

Cur March foreonst wos bosed on 20714 ACOR dato, with adjustments to refled
changes thet we expeded would corme through this year. Neow theat we hove 2015
ACOR dotg, those adjustments hove been remeoved. They hove been reploced with
new, smaller adjustments in resped of 2015 thot will be applied next yeor, to adjust
for expected differences between the ACOR dota for 2015 and outturn dota, These
new odjustments are bosed on the lotest OBR and [MF forecosts, which are more
consstent with the rest of our economy and fiscol forecosts. All these foreanst
odjustrments carry similor-sized adjustments to the UK rebate in the following year,
which portly or whelly offset the adjustment in the previous year. The net effect of
bringing in the adual ACOR data for 2015, remaoving the previous odjustments aond
odding the new odjustments 1z to move cbout £0.7 billion of contributions, net of
rebate, from 2015-16 to 2016-17. The detail of the adjustments included in eadh
forecast 1s shown in the supplementary fiscal tables on our website;

. the forecost also indudes the first ACOR estimate of the UK rebate for 2015, and
revised ACOR eshmaotes of the rebate for earlier vears. The rebote for 2075 will be
received in 2016, ond the revisions for earlier years will affect this yeor’s rebote. The
higtorioal revisions indude o significont redudion to the UK rebote for 2074, which
increases net spending in 2015-16 by £0.7 hbillion. This reflects new dotowhich
revedled o strong inaease in the UK's structural fund receipts from the EU; and

o the foreoost olso assumes on inarease in the assumed implementation rote for the EL
budget in 2015, from 25.4 per cent in March to 97,5 per cent in this foreaost. This
reflects new information on additional pressures reloted to the bocklog of unpaid
claims from the 2007-13 MFF and the 2014 EU budget.

Table 4.22: Key dhanges to expenditure fransfers to EL institutions since March

£ billion

Forecast
2015-14 201417 2017-18 2018-1%9 201%-20
rarch forecost 11.2 2.4 2.5 10.5 11.0
July forecost 11.2 10.4 2.5 10.8 11.2
Change 02 09 0.0 0.3 0.3

of which:

Increases in the UK WAT base 0.0 0.1 0.2 0.3 0.3
Revisions to estimates of UK GNI and WAT contributions for 0.2 0.3 0.0 0.1 0.1

2015 to refled the Moy ACOR boses
Revisions to adjustrments to GNI and VAT contributions in

-0.9 1.0 -0.2 0.0 0.0
respec of 2015, following new Moy ACOR infarmetion’

Mooy ACOR rebote estirmotes 0.8 -0 0.0 0.0 0.0
Increase in assurmed implementation rate for 2076 EU 0.2 0.2 0.1 0.0 0.0
budget

Other 0.1 0.0 0.1 0.1 0.1

T Adjvgtmentsta UK Gl and WAT paymentsin respec of 2074 will be made in December 2015, Adjugmentsin respect of 2015 will
be made during 2015, uangthe ACOR bosesthat will be agreed in May 20146, Adjugmentsto the UK rebate follow a vear dfter the
Gl adjugments
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A.114  Future revisions to deal with presvious UK G reservations could offed our ELL contributions
forecost, The UK hos s remaining Burostot reservations relating to the UK's GRI statishcs
under ESADS for the period 2002 to 2071 0, which the GRS is aiming to address in the
Septermnber 2015 Blue Book, in time for adjustments for the UK’s historic GRI contributions
thet will be cgreed in December. The O3 recently published an article on the likely impoag
of the chonges to address these remaining reservations, with the net impad on GRI
expected to be dose to zero. It is not possible to predid the effed of other EUJ member stotes
revisions to therr GRI returns from addressing remaining E3A2S reservations. We are
therefore unable to estimote whether the net effed of UK and cther member stetes” future
G revizions will inoease or reduce the UK's contributions to the EU and have neot adjusted
our foreoost, but it remains o source of uncertainty.

A115  The crsis in Greece could present risks to this foreocast f it ledto any changes in the EL
budget, to the UK's share of EL) Gl or VAT boses or the sterling/eure exchonge rote. But
given the uncertainty ossoaoted with o stuction that was shll unfelding os our forecost was
dosed, we hove not mode ony adjustments to the foreoost of this stoge.

Locally financed current expenditure

A.7116  We forecost [ooal authority spending by forecasting the souroes of income thot local
authorities use to finanae their spending ond then the extent to whidh spending will be
higher or lower than income, thereby adding to or subtrading from their reserves, Cur
forecost therefore encompasses spending finoneed by grants from centrol government,
which are mostly in DEL, ond locol authority self-finonced expenditure [LASFE) in AME.

A7 Qur forecast for current LASFE 15 largely driven by our forecasts for counal tew ond business
rates. The council tox foreanst is reduced in 2014-15 and 2015-16 by the availability of
coundl tox freeze grant in England, whidh runs unhil 2015-16. This meont everage aounall
tox incredses of 0.2 per cent in Englondin 2074-15, as 60 per cent of local authorities froze
their tcee levels ond took up the grant. [n 2015-18, counal tax inareoses in Englond everage
1.1 per cent, with o slightly [ower percentage of councils — 57 per cent — hewving frozen their
tow levels and token up the grant, After 2015-168, we assume that counal tox levels in
England and Scotland will riss in linewith CPlinflation. Counal tee hos risen of foster rotes
in Wales since 2011-12, sowe now assume that Welsh counal tax will increase in line wath
the average increase over the last three yeors. 2

A.178  Table 4.23 surmmari ses the main chonges to cur current LASFE forecnst, Little new
information is available on local authority aurrent spending since our lost forecost in Mardh.
We do not exped to know provisiona cutturn on local authorty current spending in
England in 207 4-15 until the end of Augua. DCLG is aurrently aollating the informotion it
hos colleded on local authorties aurrent budgets for 2015-18, but this information will not
be published until later in July, ond the results were not availoble in time for this foreonst.

12 These council toee indeases are assumed to apply in conjunction with an increase in the council to: base, which overages 0.7 per cent o
year in England aver the forecast period. This is measured net of discounts, including localised council t@: reduchon schemes. Further
details of our council tex assumptions are available in o supplementary fiscal table an our website.

131 Economic ond fisoal cutlook

13297/15 ADD 3 MCS/ah
DGG 1A

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81183&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Fisodl cutlock

4,119 The few changes in our forecnst therefore refled:

updaotes to cur foreoosts for spending finonced by counal tax, which we hove updated
os explained above;

revised dota on oopital expenditure finonced from revenue [CERA], consistent wath the
recent DCLG reledse on provisiondl copital outturn for 2074215 and copital budgets
for 2015-16. Our revizsed forecast for CERA 1n 201 5-16 dlzo refledts the Iotest forecast
informotion provided to us by TiL. This reduces CERA by £0.9 billion, increosing local
authonty current spending and reduang local authonty copital spending by this
amaunt. This dhange is neutrol for TME;

small redudions in our assurmphions for loogl authonties” net odditions to their current
reserves, due to the assumed knock-on effeds of the in-yeor spending auts that were
announced in June. These included cuts of £0.2 billion to central government grants to
locol authorities. We assurme that some locol authorities will respond to these auts by
reduang the net amount that they would otherwise hove added to their reserves, which
offects loter years too as we assume thot English local authorities add to their reserves
by deoeasing amounts until 2018-19, and that they will be flot thereofter; and

ather small dhonges which reflects changes to economis assumptions thot offect our
foreonsts for lool authonty aurrent spending finanoed by retained business rates and
income from interest receipta

A 120 Full details of our lotest local authonty aurrent and copital spending foreoasts are cvonlable
in the supplementary fiscol tobles on cur website.
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Table 4.23: Key dhanges to locdlly financed expenditure and public corporations
capital expenditure since March

£ hillion
Forecost
2015-16 2016-17 2017-18 2018-19 2019-20

Locally-financed current expenditure

Morch forecost 376 40.0 41.9 43.8 45.0
July forecos 28.5 40.2 42.1 43.7 45,1
Change 0.9 0.2 0.2 a1 0.1
of which:
Council tex 0.1 0.1 0.2 0.1 0.1
Copital expenditure from revenue account [CERA) 0.9 0.2 0.0 0.0 0.0
MNet use of current reserves 0.1 0.0 0.1 0.0 0.0
Cher -0 -0 0.0 0.0 0.0

Locally-finaneced capital expenditure, and public
corporaticns capital expenditure

Morch forecost 14.8 15.8 15.5 13.8 13.7
July forecos 14.4 15.4 15.9 14.2 14.1
Change -0.5 -0.4 0.4 a5 0.4
of which:
Copital expenditure financed by CERA -0.% -0.2 0.0 0.0 0.0
Caopital spending financed by prodential borrowing 0.2 0.2 0.4 0.4 0.4
Welsh HRA reform! 0.9 - - - -
OER tirming adjustment for TFL subsidiaries' copital spending -0.32 0. 0.2 0.1 0.1
Use of capital receipts, net of changes in asset soles -0.2 -0.4 0. 0.1 0.2
Other public corpordtions copital expenditure? -0.3 0.0 0.0 -0 -0
Cher -0 -0 -0 0.1 0.0
BEudget measure (public corporations) 0.0 0.0 -0.2 0.0 -0.1

"Thizisthe one-off payment by ¥Welsh local authoritiesta central government to buy themsshves out of the HRA subsdy segem. Thisis
aoffset by a corregponding central government receipt within the forecad for ather itemsin P3G in AME.

! Thizreflectsthe net change ta the farecas for public carporations capital spending, excluding changesta HRA net capital mending
and TiL grantsto itsPC subsdiaries (because changesto those items are already included in the changes abaove].

Locally financed and public corporations capital expenditure

4127 Our latest forecosts for locally financed copital expenditure [copital LASFE) and public
corporations copital spending are shown in Table 4,25, Copital LASFE 15 measured net of
osset soles. It is also meosured net of copital spending by looal cuthorities” Housing
Revenue Accounts [HRAs]) and the TiL subsidiories that are trected as public corporations in
the Mational Accounts."® We awitch these items out of oopital LASFE and indude therm in our
forecnst for public corporctions net copital expenditure to ensure our forecost 15 consistent
with the Meotional Accounts.

A 122 Qur forecast for local authonties” copital spending in England remains fairly gable over the
forecnst period, ond continues to ossume that spending is boosted by on additionol £27/%

12 These THL transport subsidiaries trade under the company name Transport Trading Ltd” TTL. The OMS curranty classifies all the TTL
subsidiaries as public carporations apart from Crossrail, which is classified as part of the local authonty sectar. Howeser, the ONS
announced last vear that it will be reclassifving several of the other TTL subsidiaries to the local authonty sector. Wew ould expect that
these reclassfications will have a neotral ded on the public sector finances and we will wat until the 22 implements those
reclassifications in the autturn data beforewe reflect them in our forecast.
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billion from copital reserves over the forecast period, mainky reloted to the dosdng stoges of
Crossranl condruchion. Capital LASFE dedines by the end of the foreonst pernod becouse we
assume declining levels of spending financed by prudential borrewing and CERA, while
asset soles are projected to rise.

4,123 The forecast for public corporations” copital spending is lorgely driven by our forecosts of
oopital spending by HRAs [net of osset sales) and TiL's public corporation subsidianies. TiL
plan to secure £3 billion of servings from additional income over the next ten yeors, and are
maoving aheod wath o number of property developrment schermes, induding Earls Court. It is
possible that some of these property development schemes moy generote asset sales thet
here implicotions for the public finonces.

4,124 Toble 4.23 groups our forecosts for copital LASFE and public corporations” copital spending
together to show the cverall effed of the rewisions. The main changes include:

s the chongesto CERA explained obove;

. on increqse in our assurmph ons for the level of oopeital spending finonced by loool
cuthorities” prudential borrowing. These assumptions are highly uncertain, The latest
DCLG provisional outturn dota for 201 4-15 suggest that English local outhonties”
prudenticl borrowing outside Londan is higher than we hod assurmed in March. We
heve therefore revised our forecost up;

. o one-off £0.9 billion increase in copital LASFE to reflect Welsh looal authorities”
payments to cenfral government to buy out ther previous habilities to poay HRA
subsidies, as part of the reforms of the HRA. This poyrment is offset in cur foreoost by o
corresponding central government receipt, which 1s induded in P3GH in AME;

. revisions to our timing adjustment for TiL subsidiones” copital spending, to reflect
changes to outturn and TiL s [otest business plons for 2015-16, which suggest that
sorme further copital spending might be delayed into later yeors of the forecost;

. revisions to our forecasts for asset sales ond the use of copital receipts from previous
solesto refled the provisionol cutturn dota, including the latest informotion from
DCLG on HRA sdles under the Right to Buy programme, ond cur latest economic
deterrminants;

. other revisionsto our foreonsts of HRA and other public corporations” copital
spending, refleding dhonges to economic determinants and the loatest forecost
inforrmation supplied by TiL; and

o twomeosures which offed copital spending by HRAs. These are the measures to
reduce social sector rents ond to require higher income social housing tenants to pay
morket rents. We estimate thot these meosures moy offect HRA net copital spending by
the amounts shown in Toble 4.23 above, but these iImpads are uncertoin,
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Central government debt interest

A.125  Central government debt interest poyments [net of the effed of the Bank of Englond’s Asset
Purchose Foality [APF) holdings of qilts) are foreoast by opplying interest rotes to the stocks
of different ligbilities. These interest rates are derved from finonagl morket expedations
and our inflation forecost (for index-linked gilts).™

A126 Taoble 4.24 shows dhanges in our central government debt interest foreocng since March. It
shows thot:

. higher market interest rates hove increased spending by rising amounts cver the
forecost period. Thisis driven by both higher Bank Rote [whidh increoses poyments on
the APF loon) and gilt redes. Higher short-term intereg rates also affed the cost of
Treasury bills and finonang through M3&I;

. smiall downword revisions te cur RPL inflation forecast hove reduced the debt interest
costs on index-linked gilts;

. the total effed of revisons to the finonang requirerment reduces debt interest spending
in each yeaor of the forecost period. A number of fadtors hove driven that dhonge. 'We
hewe revised cur foreoast for the central government net cash requirement substantially
(s explained in Box 4.3). On its own, the Government’s deasion to dow the poce of
fiscal consolidation would incrense the armount of borrowing to be finaneced, but that
has been more than offset by increases to asset soles [porticularly the onnounced sale
of three-quarters of the Gowvernment’s shareholding in RB3); ond

. other changes hove generally been small and are broodly offsetting by the end of the
forecost pernod.

Table 4.24: Key dianges to central government debt interest since March

£ hillion

Forecost
2015-16 201617 2017-18 2018-19 20719-20
Frch forecost 33.7 40.4 48.5 42.0 51.1
July forecast 244 40.8 47.7 5007 53.2
Change 0.9 Qs 1.1 1.7 2.1

of which:

Interest rotes 0.6 0.4 1.4 2.3 2.0
Infletion 0.0 0.0 0.0 -0.2 -0
Fincncing -0 -0.3 -0.4 -0.4 -0.5
Orther factors 0.4 0.4 0.2 0.1 -0.2

4127 We have looked back at the performonce of the costings thet we certified for the issuonce of
M3&I pensioner bonds, which were availoble for purchose between Jonuary ond Moy 2015,
Creer thet period, the Government raised £13.7 billion of finanaz through the issuonce of

" Dur forecosting approach was esplained in Boer 4.4 of our darch 2015 850 We have added a new toble to our supplementary fiscal
tables that presents the different stocks, flows and sfedlive interest rates that make up our debt interest forecast.
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these bonds, whidh poid o premium relative to gilts of equivalent meturities. The higher debt
interest cost assoacted with therm wos estimoted of £0.5 billion over the frve years from
2014-1510 2018-19. This cost appeared on the Treasury’s scorecard portly in Budget 2014
[when the poligr was first announced) with the remoinder in Budget 2075 [when it was
extended). Due to higher than expected toke-up and, more importantly, lower than expeded
gilt yields against whidh the cogt of pensioner bonds 1s compared, the adual cogt to the
topoyer over the five years to 2018-19 is now estimoted to be £0.9 hillion.

Other AME spending

4,128  Our forecast of BBC spending is down significantly from 2018-19 cnwards compored to
march. Most of the change refleds the Government’s deasion progressively to stop
compensating the BBC for the licence fee revenue forgone by requiring it to provide free TY
licenoes for those oged 75 and over. The licence fee 15 atox in the MNatonal Accounts.
Provision of free TV licences is therefore in effedt atox relief, so it does not offed spending.
OWP currently compensates the BBC for thot forgone revenue, so that BBC income 1s
unoffected. As the current arrangement is an infro-public sedor tranger, spending and
borrowing are also unaffeded. When the Government begins to withdrow this funding, we
cssurme that the BBC will reduce its spending by almest the some amount, but with some
small ond dirminishing offsething contribution from its reserves. [We hove increcsed our
licenae fee forecast slightly relotive to bMardi, whidh would hove inaeased current spending
o little in the absence of this meosure.)

4,129 Bosed on the evidence presented to us by the Treasury, we hove certified the Government s
costing and howve therefore reduced cur BBC spending forecast by amounts nsing from £0.2
hbillion (5.0 per cent)] in 2018-19 to £0.7 billion (17.7 per cent] in 2020-21. Chart 4.12
shows the pre- ond post-measures foreoosts for BBC aurrent spending in redl terms. The
forecost ossurmes that the licence fee rizes in line with CPl inflation over the period of the
next dharter, beginning in 2017-18, on which bosis redl spending would foll by 19.9 per
cent between 2015-16 ond 2020-21, compored to o 0.8 per cent real fall in assumed total
public services goending over the same penod.
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Chart 4.12: Redl BBC current expenditure since 2003-0%
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4,130 Cur ROEL forecast includes spending on research & development [R&D), which, under the
Europeon Systerm of Accounts 2010, 15 dossiiied in the National Accounts as copital
spending. Our forecost for current AME therefore includes on aocounting adjustment that
remaves this spending, ond our foreoast for copital AME includes an offsetting entry thet
includes this spending. Cur latest foreoost includes revisonsto 2014-15 thet refled the
letest information on departments’ forecns outturn dota consistent with provisionol outturns
for PSCE and PSGI published by the OMNS. Spending on R&D beyond the years for which
firm deportrmental plons exist (2016-17 onwards) 15 now assumed to grow in line with ROEL
rother than GOP, explaining dhanges in loter forecost years.

4,131  Other PSCE in departmental AME is [ittle changed over the forecast period. The inoeases in
other PSGI iterns in departmenta AME are largely explaned by expected tox liigation costs
being moved from negative tox to copital AME spending. The spending in these cotegories
15 detalled in the supplementary tobles avaloble on cur website.

4,132 Emvronmenta lesies include spending on DECC levy-funded polides sudh as the
renewables obligation, feed-in tanffs ond warm homes discount. Most are neutral for
borrowing os they are directly offset by receipts. The foreoasts are explained in the receipts
sechon.

4,133 YAT refunds expenditure is neutral for borrowing, asit iz diredly offset within receipts. The
upward revisions to the forecost are explained in the receipts sedion obove.

A.134  Our forecast for Metwork Rail copital spending has increased by around £4 hillion eadh
year since March becouse we hove removed government copital gronts to Mebwork Rl
from our forecast, This dassifiootion dhange is offset in COEL, as explained in the DEL
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s=ction above. Abstrading from this dhonge, our chonges to the forecosts of Metwork Rail
aurrent and copital spending up to 2018-19 medly reflect changes to the latest forecost
profile of spending. The profile of copital spending is subject to portiaular uncertainty. From
2019-20 onwards, we hove revised our foreoast to assume that Metworle Bal’s current and
copital spending grows in line with total public sector aurrent and copital spending

4,135 The AME foreanst includes other KNational Aocounts adjustroents that are included in the
definitions for P3CE and P3G Moverments in these odjustments over the forecost period
typically consist of numerous small, offseting chonges. For 2014-15, they hove chonged
agnificontly singe Morch because of large residudl adjustments between our estimoted sum
of the detalled components of spending ond the latest provisional outturns for P3CE ond
P3GI published by the OMN5. These reflect the extent to whidh the different sources of
eshimoted cuturns are shill being revised, but are being picked up In OMNS cutturns with
different timings. We would exped therm to diminish after the provsional cutturn deota
published for central government later in July, ond for local authorty current spending [in
England) in Augud, are reflected in the OMN3 doda.

A 156 Ower the forecast penod, the main dhanges to the other Mational Accounts adjustments
refled revisionsto our forecasts of three adjustments for local authorty spending. For
aurrent spending, these indude on adjustment that reconales the use of different outturn
sources of dota for loool authonities” debt interest poyments. For copital spending, they
include our lotest forecast for locol authonty finanaial fronsadions, whidh we remove
becouse these are not included in P3G, ond our lotest forecost for an adjugment to reflect
O3 outturn detafor local authorties” receipts of copital grants from the private sector.
Further details of cur foreonss for all the other Motional Acsounts adjustments are induded
in the supplementaory tables on cur website. Explonations and the badiground to Metional
Accounts adjustments are given in Annex O to PESA 2074,'%

Loans and other financial fransactions

A.137  Publicsedor net borrowing [PSMB) is the difference between total public sector receipts and
expenditure each year, measured on on ccaued boas. But the public sector’s fisagl position
clso depends on the flow of finoncial transactions, sud as loans ond repoyments betwesn
government and the privote sector, and the sole of finanadl ossets to the private sedor.
These do nct diredly ofed PSMEB, but they do leod to changes in the Government’s cash
flow postion and stock of debt.

A138  The public sector net cash requirerment [P3SMNCR) 15 the widest measure of the public sector’s
aosh flow position in eoch yeor, " It drives our foreanst of public sedor net debt [PSHDY,
which is largely o cosh meosure. Estimating the PANCR also cllows usto estimote the central
government net aash requirement [CGHCR], which in turn largely defermines the
Sovernment”s finanaing reguirerment — the amount it needs to raise largely from trecsury
bills, gilt 1ssues and M3&I produds.

13 See HMW Treasury, July 2074, Pubdie Evpenoitune Siof ool Anafyeas 2074
1% Consistent with he measures of debt and deficit used in this forecast, PSMCR mxcludes the public sechor banks.

Economic and fisoal cullack 138

13297/15 ADD 3 MCS/ah 31
DGG 1A EN

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81183&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Fizoal cutlook

4,139  [Differences between the PSMCR and PSMB con be split into the following ootegories:

. loans and repayrents: loons that the public sedor makes to the privote sector do not
diredtly effedt P3SNB, but the cosh flows affedt the PSNCE;

e tromsadions in other finemda assets: the public sector moy buy or zell finanaal assets,
such as corporate bonds or equities. When it sells an asset for cosh the initial
transochion does not offed PSMNB, whereas the oosh received will reduce the PSHCE.
But both PSMB and the PSNCR will be higher in future yeors if the government
foregoes an income stream thot flowed from the asset sold;

+  ooouds adjugments: PSMEB is an acaudls measure of borrowing in which, where
possible, spending and receipts are attnbuted to the yeor of the actraty to whidh they
relote. In controst, PSMNCR is o aosh measure in which spending ond receipts are
atiributed to the yeor in whidh the cash flow tokes place; and

. other fodors: we separdtely identify tronsadtions relating to UKAR heldings and
Metwork Rail, as well as induding some other odjustments thet do not fall into the
cotegories above.

A.140 0 MNet lending to the private sector, in portiaular for student loons, raises the net oash

requirement relotive to net borrowing in eadh yeor of our foreonst, Table 4.33 shows the
gdeps from PEMNEB to PANCR ond Table 4.34 shows the chonges since our Maorch foreanst.
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Table 4.25: Reconaliation of FSMNB and PSHNCR

£ billicn

Feorecost

2015-16 2016-17 2017-18 2Z018-19 2019-20 2020-21

Public sectar net borrewing 69.5 431 24.3 6.4 S10.0 116
Loans and repayments 16.8 18.1 19.2 19.2 19.8 16.9
of which:
Student loans' 2 11.2 12.9 14.7 T6.4 17.2 16.8
CFID 0.0 0.0 0.0 0.0 0.0 0.0
Green Investment Bonk 0.5 0.5 0.3 0.0 0.0 0.0
British Business Bonk 0.5 0.2 0.3 -0 -0.1 0.1
Help to Buy equity loons 1.5 1.2 1.2 1.2 1.1 -0.é
UK Expart Financing 0.2 0.4 0.4 0.4 0.5 0.5
Ireland 0.0 0.0 0.0 -0.4 0.0 0.0
Chher 4.0 2.9 2.2 1.7 1.0 0.3
Allowance for shortfall -1.0 0.0 0.0 0.0 0.0 0.0
Transactians in financial assets S20.4 8.6 -85 5.4 8.2 -0
of which:
Student loan book -2.3 -2.3 -2.3 -2.3 -2.3 0.0
Foydl Mail pension asset dsposal -0.5 -0.5 -0.4 -0.2 -0.1 -0
Lloyds Bonking Group shore sales -12.9 0.0 0.0 0.0 0.0 0.0
Royal Bonk of Scotland share soles -2.0 -5.8 -5.8 -5.8 -5.8 0.0
Cher W27 0.0 0.0 0.0 0.0 0.0
Accruals adjustments 4.9 8.7 1.9 W23 -2.0 6.3
of which:
Student loan interest' = 1.7 2.4 3.2 4.3 5.3 5.6
PAYE income teee and NICs 1.5 2.3 2.1 1.9 2.1 2.4
Indirect teoes 1.8 1.0 0.7 1.0 1.1 1.1
Chher receipts 2.1 2.2 2.3 2.4 2.3 2.4
Index-linked gilts® -5.4 -0 -8.5 -13.4 S13.4 -5.6
Conventichal gilts 2.3 2.1 4.3 2.9 3.3 2.1
Other expenditure 0.1 -2 -2.3 -2.4 W26 W27
Cther factors -2007 -5.6 -5.2 4.6 -4.1 4.0
of which:
UKAR alignment -18.7 -4.3 -3.9 -3.2 -2.9 -2.8
MNetwork Rail 0.3 0.3 0.4 0.4 0.5 0.5
Alignrment adjustrment -2.0 -2.0 -2.0 -2.0 -2.0 -2.0
Fublic sector net cash requirement 50.8 55.7 31.6 103 -4.5 7.5
" The table showsthe net flaw of sudent laans and repayments Thiscan be split out asfollows
Cash spending on new loans 135 153 171 187 128 182
Cazh repayments 22 2.4 25 23 25 2.4

T Cash payments of interedt on student loans are included within 'Loans and repayments' aswe cannat easly ssparate them fram
repaymentsof principal. To prevent double counting the "Student loan interes timing effect therefare amply removes accrued interes.

* This reconciligtion to the net cash requirement does nat affect public sector net debt.
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Table 4.24: Changes in the reconciliction of PSMB and PSMNCR

£ hillion
Forecost
2015-16 2016-17 2017-18 2012-19 2019-20
Public sectar net borrewing -5.8 2.7 11.5 11.6 -3.0
Loans and repayments 0.a 0.9 1.8 2.5 2.8
of which:
Student loans'* 0.0 0.4 1.7 2.7 2.3
CFID -0.2 -0 -0 -0 -001
Green Investment Bonk 0.1 0.2 0.2 0.0 0.0
British Business Bonk 0.0 0.0 0.0 0.0 0.0
Help to Buy equity loons 0.0 0.0 0.0 0.0 0.0
UK Export Finondng -0 -0.1 -0 0.0 0.1
Ireland 0.0 0.0 0.0 0.0 0.0
Chher 0.2 0.1 0.0 -0 -0.6
Allowance for shortfall 0.0 0.0 0.0 0.0 0.0
Transactians in financial assets 77 -5.8 -58 -58 -58
of which:
Student loan book 0.0 0.0 0.0 0.0 0.0
Roydl Mail pension asset disposal 0.0 0.0 0.0 0.0 0.0
Lloyds Bonking Group shore sdes -3.9 0.0 0.0 0.0 0.0
Royal Bonk of Scotland share sales -2.0 -5.8 -5.8 -5.8 -5.8
Cher -1.8 0.0 0.0 0.0 0.0
Accruals adjustments 0.3 -1.6 -1.8 -1.7 -2.2
of which:
Student loon interest' -0.4 -0.2 -0.1 0.1 0.3
PAYE income teed and NICs 1.2 0.1 0.2 -001 -0.3
Indired tooes 0.9 0.4 -0.2 0.0 -0.2
Chher receipts -6 -0.5 -0.5 -0.5 -0.é
Index-linked gilts® 0.4 0.4 0.5 0.9 1.1
Conventichal gilts -0.4 -0.8 -0.9 -1.1 -1.5
Other expenditure -0.9 -0.9 -0.2 -1.0 -1.0
Cther factors 0.5 -0.5 -2 -1.9 1.7
of which:
UKAR clighrment -3.4 1.4 -0 -0.2 -0
MNetwork Rail 0.0 0.1 0.0 0.2 0.4
Alignrment adjustrment 4.0 -2.0 -2.0 -2.0 -2.0
Fublic sector net cash requirement 127 -3.2 3.5 4.7 -2.9
" The table showsthe net flaw of sudent laans and repayments Thiscan be split out asfollows
Cash spending on new loans -0.2 0.5 1.7 27 33
Cazh repayments -0.2 -0.1 -0.1 0.0 0.0

T Cash payments of interedt on student loans are included within 'Loans and repayments' aswe cannat easly ssparate them fram
repaymentsof principal. To prevent double counting the "Student loan interes timing effect therefare amply removes accrued interes.

*This reconciliation ta the net cazsh requirement does not affect public sactor net debt.

Loans and repayments

A 1471 Student loon reforms in recent yeors heve inaeased the sze of the upfront loans, with
repayrments being mode over o longer period. [n our 2015 Fiscal sustainability report (FSR),
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we estimoted that on aurrent policy settings the effect of student loans on PSND would peck
ot 8.8 per cent of GOP inthe lote 2030s before falling to 8.0 per cent of GOP in 2064-65.

4142 We have revised up our foreanst of student numbers since Mardh, which inaecses [oon
outlays. In part this refleds the lates dota on student applicohions that indicate higher
application rates in 201:5-16 thon we expeded in Mardh. In subsequent years, we assume
thet student numbers wall rise o [itle further from this higher staring pomt astrends in
application ond ooseptonce rates more than offset the projeded decling in the number of
18 to 20 yeor olds in the population. These chonges add arcund £%4 billion to lending by
2020-21.

A14%  The Government has onnounced that if wall convert student moimtenonce gronts to loons
from 2016-17. Thot involves lending to students from lower-inoome households thot would
previcusly hove received grants It inaeases outlays by amounts that rise to oround
£3 billion in 2020-21, but it has no effect on repayrments within the forecog period.’ On
the assumphion that Iifehime earnings are positively correlated with parentol housshold
income, write-off rotes on these loons would be higher thon in the student loon populotion
as o whole, Any PONB cost of student loon write-offs does not ocour until 30 years ofter the
loan is mode.

A 144 Qur forecast for student loon repoyments is ittle changed since Morch, We hove introduced
an alignment adjustment to move from the latest HMRC cutturn data for 201 4-15 [which
are lower than our Maorch forecast implied) to the level of repayments implied by the BIS
madel [which 1s more suited to longer-term projedions).

A145  Prowviding suppor for mortgoge interest [3MI) 15 another measure that converts support
prevously provided via public spending into loons. Those loons will be repoyoble ofter
moving off the benefits that lead to eligibility for 3MI or when o property 15 sold. As a
soond-chorge seaured loon, write-off rates would be expeded to be smaller than for an
unsecured loon, but would shill be likely to buld beyond the scorecard period os the stodk of
outstanding loons increases over fime. This measure increoses our loons foreoost by about
£250 million on cverage from 2018-19 to 2020-21.

4,746 Other loonsindude o range of other Government schemes, induding loans to lrelond. In
order to inform our forecast, we osk the Government to provide us with on estimate of the
planned lending by eadh institution or scheme. We hove mode relotively smoll and broadly
offsetting revisions since Mard. They indude an upward revision to lending by the Green
Irvegment Bank of arcund £0.3 billien in 2018-17 and 2017-18. We hove not changed
our assumption that overall lending will foll short of plans by £1 billion in 2015-16,
reflecting the tendengy for new schemes to toke longer than onginally planned to deliver the
omount targeted and existing schemes lending below their plons, We hove clso added the
Government’s contributions of £80 million ayeor for frve years to the new Asio
Infrastructure [nvegment Bonl.

7 The additional loans will be on top of tuiion fee loans. Sudents pay a feeed rate obove the income threshold regardless of the size of
their overall loan, sathis measurewill anly =dend the repayment period for some students jup o o maumum of 30 vears), and not thar
vpfront repaym ents.

Economic and fisoal cullack 142

13297/15 ADD 3 MCS/ah 35
DGG 1A EN

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81183&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Fizoal cutlook

Transactions in other financial assets

4,747 We only include the impad of finanaal asset scles or purchoses in our forecasts once firm
details are ovanllable thet allow the effects to be guontified with reasonaokle aocuracy and
cllocated to o speafic year. There are now a number of asset soles thot meet these aiteria,
the scale of which s illustrated in Chart 4.12. These indude:

ot Auturmin Staterment 2013, the Government announaced its intention to sell part of the
student loan book, which it expeded would raise arcund £12 billion over five yeors
from 2015-16. This intention was reiterated in Mardh 2075 and agein in this Budget.
In Mard, we explaned that there had been some dhonges in the form of the expeded
soile that implied thot o larger quantity of loans would need to be sold to meet the
Government’s £12 billion central estimeote for the proceeds from the sole. The new
Sovernment hos confirmed thet it intends to prooeed on this basis. Selling the loon
book offeds the flow of receipts, with more recorded upfront os soles proceeds, and
less in future years, as future loan repoyments will flow to the private ssctor rather thon
the Exchequer. As in Mardh, we hove made o neutral assurmphion that sales wall be
evenly spreod oaoss the five years from 2015-16. The sales are expected to reduce
the flow of repayments to the Exchequer by arcund £1.8 hillion by 2020-21;

our forecost in March incuded the Governrment’s planned sales of £9 billion of Lloyds
Bonking Group share, Share soles through the engoing trading plon hove been
proceeding foger than waos fadored into cur March foreanst. In addition, in June the
Chaneellor announced the Government’s intention to “retwn Loyds 1o the private
zactor over the coming year”. We horve therefore revised up the amount we exped the
Government will sell in 2015-16 to around £13 billion. We cssurme thot these soles
will be made through o continuation of the troding plon, along with institutional and
retall plaangs. As aresult of these share soles, our foreaod for dividend receipts —
which includes an estimaote of dividends on Lloyds shares - is lower by arcund £
billion cyear from 20186-17 onwards;

the Government hos onnounced in this Budget theat it also intends to sell three quorters
of its stake in the Royal Bank of Scotlond [RB3) over the course of this Porlioment.
Based on faster than expedted soles of Lloyds shares and RBS-speafic evidenoe we
considered for this forecas, we hove induded the proceeds of the planned sale. The
Government hos committed to begin the sdles in this fiscal year, which we exped to
raise around £2 billion. Cwer the rest of the Parlioment 1o 2019-20, we hove ossumed
that the Government would raise £5.8 billion a year for four yeors to reach a
shareheclding of cround 25 per cent. There is aurrently grecter uncertointy over RBS
shaore sales than the sale of Lloyds shares due to the existence of the “dradend oocess
share” ondthe fod that RBS is not yet paying dividends, although the uncertainty
ossoacted with these foctors 1s expedted to recede over hime; and

we hove olso induded the proceeds of the sale of the Government’s remaining 30 per
cent stoke in Royal Mal for just under £1.5 billion. This includes the sale of the 15 per
cent on 10 June that raised £750 million and the sale of the remaining 15 per cent
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stoke [0 1 per cent stoke will be given to stoff, which cppears as a £30 million copital
DEL cost on the Treasury scorecard). The Government has committed in the Budget to
cormpleting the sale in 201:35-16. At the current share price, this will raise o further
£705 million. We hove also induded the sole, for an estmated £360 million, of the
Sovernment’s shareholding in King's Cross Centrol Partnership.

4.148 The Government recently onnounced its intention to move the Green Invegment Bonk [GIB)
into privote sedor cwnership, subjed to value for money considerotions. Given the
uncertainties around the timing ond the volue of this proposed sale, we hove not included it
in our foreoost.

4142 Chort 4.13 shows that the expeded proceeds from mojor asset soles over the forecost
omount 1o £32 hillion in 2015-16 ond o further £32 billion over the remoinder of the
Parlioment to 2012-20.,

Chart 4.13: Expeded proceeds from major asset sales
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Accruals adjustments

A.150 0 To move from PSMNEB to PSMCR, it 15 also necessary to odjust for the Likely impoct of fiming
cifferences between cash flows and acouals. For exomple, if receipts are forecnst to rise
over fime, the cash received in any given year will generally be lower thon the acaued tax
recel pts.

4151 Alorge component of the receipts iming adjustment relotes to the interest on student loons.
Thisis included in the cccrued meosure of public sedor aurrent receipts os soon as the loon
15 1ssued. However, cosh repoyments are not received until the point ot which former
gudents earn sufficient income. Interest poyments before the Budget cnnouncerment on the
awitch of maoinfenonce gronts to loons are lower than in March reflecting the effects of
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dightly lower RPI inflation on the interest raote applied to these loans, henoe aocruals
adjustments are also lower thon in March, Thisis more than offset in the final two years of
the forecag by the Budget announcement. This adds £0.5 billion to interest on student loans
by 2020-21.

Sirmilar timing odjustments are made for expenditure. The lorgest is for the timing of
poyrments on index-linked gilts. This s very sensitive to RPL inflahion, aswell asto the prohle
of redemptions, which is uneven from yeor to year. Positive RPI inflation raises the cmaount
government will hove to poy on index-linked gilts when they are redeermed. This
commitment is recognised in PSMB eadh veor, but the odual cosh poyments do not acaur
until redermphion of the gilt, which moy be many years in the future, Since March, the small
downwaord revision ta RP inflation has reduced ocoued debt interest, with o largely
offsething chonge in the acoruals adjustment.

There are olso logs due to the timing of cosh poyrments through the yeor ond from audtion
price effeds. For gilts sold of o premium, the cash poyrments to aover coupons will be larger
thon the amounts aoorued in debt interest. Lower gilt issuonce and increases in gilt rotes
ance March hove reduced the projeded premia on conventional gilts, whereas lower real
yields hove increcsed premiums on index-linked gilts. We hove olso mode some corredions
to our acoual odjustments, induding to the student loons interest and debt interest
poyments reloted to PH loons.

factors

The rundown of the Brodford & Bingley ond MNEAM gl [BE&B ond MEAM) loon books diredtly
reduces the net oosh requirement, in addition to net interest which dlso reduces net
borrowing. 3ince March, we receved more detals on the planned sole of NRAM plc assets,
prinapally the Gronite seauritisation vehide, held by UK Asset Resolution [LIKAR],
announced by the Chancellor in Maordh 20715, The latest forecost includes an additionel
£0.9 billion sole of related unseaured loons and other assets. Despite this further detal, o
nurmber of iImportant uncertainties remam around the form and tirming of this scle. 'We
continue to assume that there will be suffiaent private sedor demand that the sole will be
successful, thet UKAR wall sell of o price consistent with s book volue ot the fime of the sole,
ond thot the sole will be completed by Morch 201 6.

Cosh flows are invariably more volatile than the underlying acoued postion of the public
finonces ond reconailing barrowing ond estirmating the net cash requirement has recently
proved difficult. The net cash requirement has come in lower than the bottorm-up receipts,
expenditure and finongial transoch ons forecosts we use to projed it would suggest.

In Mardh, we hadidentified on £17 billion gop between our estimate for the oash
requirement in 201 4-15 and expected cutturns for the year, We cssumed this gop would
narrow to £6 billion in 2015-18. 3ince March, extensive analysis of the reconaliation
between the ocauals ond cosh meosures of borrowing has ollowed us to identify mest of
the reasons for the origingl £11 billion gap. As o result, we hove reduced the “alignment
adustment” in 2015-16 to £2 billion. We now believe that this remaining difference 1s mare
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likely to persist than to be a timing effedt, so we hove included o £2 billion adjustment in
future yearstoo. Box 4.4 desaibes these changes in the context of other rewsions to cur
aosh ond ocoruals borrowing forecosts.

Central government net cash requirement

A.157  The central government net cosh requirement [CGHCR] 15 important becouse it 1sthe moin
determinant of Government’s net finanang requirement. Table 4.35 shows how CGNCR
relotes to PSNCR and Toble 4.36 sets out the dhanges in this relahonship since Mardh. The
CiGMNCR is derived by adding or removing transadtions assoacted with local cuthorities and
public corporations to the PEMNCR. We exped loool authonties and public corporations to be
net lenders cver the forecost period.

A.158  The clossificotion of B&B and NEAM plc ond Metwork Boil in the central government sedor
means that the CGNCR is no longer simply o meosure of the oash required by the
Exdhequer to fund its operchions, which forms the bosis for the Government’s net finanang
requirerment.’® This hos three effeds:

. the bonks” own cosh requirerments are now included in the heodline CGNCE. Running
down the bonks” loon books (induding through osset soles) reduces CENCR by alrmost
£19 killion in 2015-18, falling to around £3 billion by 2020-21, but this does not
diredly effedt the BExahequer [this foreonst is shown towards the bottomn of Table 4.25);

. interadions between the Exchequer ond these bodies net off wathin the headline
measure. The bonks” loan repoyments to the Exchequer vary from around £3 billion to
£7 billion o year; and

. the Treasury will finance MNetwork Roil new and maturing debt in future, for which
Metwork Rail will poy o fee. Refinonang needs are projected ot £3 billion in 2015-16
but dedine over time. We previously double-counted the finanaing of MNetwork Rail s
new debt, which s clready induded in P3HB.

2 The Governm ent is publishing o revised finandng remit for 2015-1 6 alongside the Budget. The CER provides the Government with the
forecast of the CGH CR far this purpaose, but plays no furher rale in the derivation of the net financing requirement.
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Table 4.27: Reconaliation of PSHNCR and CGHCR

£ hillien

Forecost
2015-16  20048-17 201718 20018-1% 2001520 2020-21
Public sectar net cash requirement (NCR) 51 j<1+] 3z 10 -5 =

of which:

Local authorities ond public corporations NCR -2 1 0 -1 -2 -2
Central government [CG) MR own account 53 55 32 12 -2 10
CGMCR own cccount 52 55 3z 12 -2 10
Met lending within the public sector 2 1 1 1 1 1
CG net cash requirement 585 [<T2] a3 13 -1 11
B&B cnd NRAM, adjustment 14 1 o] o] o] o]
Metwork Roil adjustment ] 2 1 1 -1 o]
COMNCR ex. BEE, NRAM and Network Rail 72 59 34 14 -2 11

Table 4.28: Changes in the reconaliation of PSNCR and CGMNCR

£ hillion

Forecost
20015-16  201&6-17  2017-18  2012-19  2019-20
Fublic sectar net cash requirement (NCR) -13 -3 4 5 -1a

of which:

Local authorities and public corporations NCR 1 1 2 2 2
Central government [CG) NCR own account -14 -4 2 3 -12
CGMNCR own occount -14 -4 2 3 -12
Met lending within the public sector 1 -1 -1 -1 -1
CG net cash reguirement -13 -5 1 2 -13
B&E ond NEAM, adjustment 2 -4 -1 -1 -2
Metwork Roil adjustment -4 -4 -4 -4 -4
CGMNCR ax BEE, NRAM and Netwark Rail -14 -13 -4 -3 -18

Box 4.3: Revisions to the central government net cash requirement forecast

CGHNCR ex isthe meosure of borrowing thot feeds diredly into the Government’s gilt issuancs
plons. It differs from P3MNB - the proposed fisool farget meosure - interms of coverage (it 1s
narrower] and timing (it records cash flows os they happen). We forecast CGMNCR ex by adding
to, adjusting or remoeving various tems from our PSNE forecost.

We noted in Mardh that ofter making these adjustments, a lorge unexplained residudl remained
and that we would be werking with the Treosury to identify ond resclve sources of this difference.
In essence, CGMNCR ex outturns were sgnificantly lower than seemed consigent with the rest of
our fiscal forecag. That werk has led to o number of chonges in our lotest forecast, which in total
mean CGMNCR ex has been revised down significantly in all years despite upward reviaons to
P3ME in some years.

Table C decomposes the revisions to COGNCR ex sinoe Mardh into changes in P3MNB and the
subsequent adjustments to get to PSNCR, to CGMNCR and finally to CGMCR ex. [The logt teo
tronsitions do not offect public sector net debt.) It shows thet:
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s we have revised PSNB down in 2015-18 ond 2071 9-20, and up in the intervening yeors,
for reasons detalled in the rest of this dhapter;

s we hove revised the PSMNCR down relative to a given poth of PSNB. The andlysis we hove
undertaken with the Treasury since Maorch identified o number of 1ssues that hove led o
corredions to varous aocruals adjugments that offed all years (induding student loons
interest ond debt interest poyments related to some PRI loans). These have reduced the
PSMCR relative to PSMB in every yeaor. Hoving maode those corredions, we hove reduced
the 2015-16 alignment adjustrment from £6 billion to £2 billion, ond pushed theot
adjugment through to the rest of the forecast. Thet raised PSHCR relative to PSHEB in
2015-18, but reduced it thereafter. Finally, we hove revised up our foreoost of osset sole
receipts in eadch year of the foreanst, which |owers PSMCR relotive to PSHEB;

o  CGMNCR has been rewvised down further relative to PSMNCR This essentially unwinds
upwoard revisions to local cuthorities ond public corporations net borrowing, which
inaeose the public sedor but net central government net aosh requirement; and

e  CGMNCR ex hos been revsed down relative to CGMCR, moinly reflecting o correchion to
the trectrment of Metwork Rail grants, whidh hod incorrectly been added bock to CGNCR
ex in previous forecags. That adjugment hod been equal to arcund £4 billion o year, We
hiove also revised up the speed of which UKAR repoys its government loons.

Toble C: Revisions to CGMNCR ex since March

£ billien

Foreoost
2015-16 2016-17 2017-18 Z018-1%9  2019-20
Fareh! 2é 72 =] 17 17
July 72 59 a4 14 -2
Change -4 -3 -4 -3 -1&

of which:

FEME -& 4 11 12 -3
PEME te PANCE adjustrment -7 -7 -8 -F -7
PENCR to CGNCR adiustment -1 -2 -2 & &
CONCR to CGMNCR ex adjustment -1 -8 -4 -5 -6

1 Ciur March forecas for 201516 has been adjuded in thistable to reflect the £6.7 billion correction to the treatment of UEAR
cazh receiptsfrom the Granite sale. The background to thisis explaned in a letter from the Treasury to the QBR, available on the
Farch 2015 Eeonomic and fizea! owlook poge of our webste.

We hove not been oble to resclve gll the differences between our forecost and cutturns, so hove
retained a £2 hillion o yeor downward alignment adjustment in the recanaliction from P3MB to
P3MCR. We susped that moy be reloted to the many sources of small amounts of income to the
Exchequer — for example, court fines or fees dharged by smaller public sector bodies including
public corporations — and will continue to explore the 1ssue with Trecsury and ORS officicls.
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The key fiscal aggregates

4,159 Our central forecost for the key fisonl oggregotes inaorporates the foreona for recesipts,
expenditure and finonaal transachions set out earlier in this chopter. In this section we
explain the dhonges in five key fisool oggregates:

+«  public sedor net borrowing: the difference between total public sedor reczipts and
expenditure on on acoued basis each year, As the widest measure of borrowing, PSHB
15 o key indicator of the fiscal postion and s useful for llustrating the recsons for
chonges since the previous forecost. It will be used s the torget meosure for the
Government’s proposed fiscal mondate;

*  cydically odjusted net borrewing: public sector net borrowing adjusted to refled the
estimated impad of fluductions in the economic cycle. It represents on estimate of
underlying or “structural” net borrowing, in cther words borrowing we would expedt to
see If the output gop wos zero;

. the ourrent budget: the difference between public sedor current expenditure and
receipts ecch year. In effect, thisis public sector net borrowing excluding borrewing to
finaneoe investment;

¢+ the ordically odiusted aurrent budget: the aurrent budget adjusted to refledt the
estimaoted impod of fluctudtions in the economic gecle. It is used as the target measure
for the current fisaal mandote; and

*  public sador net debt: o stode measure of the public sector’s net lichility postion
defined os its gross liobilities minus its liquid ossets. In brood terms, it isthe stock
equivalent of public sedor net borrowing, measured on o cosh bosis rather than an
cocrued basis. It is used for the Government’s aurrent and proposed supplementary
fiscal targets.

Fublic sector net borrewing

A.160  Publicsedor net borrowing pecked of 10.2 per cent of GOP [£153.5 billion) in 2009-10 as
the late 20005 recesson ond finanaal crisis dealt the public finonces a significant bloe.
Fisool consolidation and econamic recovery then reduced the defiat to 4.9 per cent of GOP
[£82.2 billion) by 2014-15. Table 4.29 shows thot we exped the defiat to continue falling,
and the budget to move into surplus in 2019-20, ayear loter thon in our March foreanst.

A161 Table 4.29 breaks down the rewision in borrowing since Mardh into different sources of
change. [The table shows the effect of rewisions on borrowing, so on upward revision to

receipts 15 shown os o negohive since it reduces borrowing.)

4162 We have revised borrowing down by £5.8 billion in 2015-16. That refleds:

149 Economic ond fisoal cutlook

13297/15 ADD 3 MCS/ah 42
DGG 1A EN

www.parlament.gv.at


http://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=81183&code1=RAT&code2=&gruppen=Link:13297/15;Nr:13297;Year:15&comp=13297%7C2015%7C

Fisodl cutlock

. stronger than expeded receipts growth, particularly income to, VAT and stamp duty
on propery tronsodions; ond

. Sovernment deadsions thot bear down more hecrdly on the defiait this year, indluding
in-yeor cuts o DEL spending, raising the insuronce premium tox rote and the decision
to delay the introdudion of tox-free chil daaore following o legal dhallenge.

A 165 We hove revised borrowing up in 2018-17 and more significantly in 2017-18, while the
aurplus of £5.2 billion in 2018-19 that we foreanst in March is now expected to be o deficit
of £6.4 billion. The higher borrowing over these three years reflects the net effedt of :

. upward revisions to our receipts foreonst [before the effects of Budget policy deasions).
The biggest source of improverment hos been income tox and MNICs. Recerpts hoave also
been boosted relative to Maorch by o classifiootion chonge, with expected aosts of tox
litigation ooses switched from negaotive tox to copital gronts [in hine with MNathionel
Accounts guidelines) ond by on upward revision to emvironmental levies, which are
neutral for borrowing becouse they increase spending equelly;

. upward revisions to cnnually monoged expenditure [AME) [ogoin, before the effedts of
Budget policy measures). A methodologiaal change rased cur forecost of net public
service pension aosts, while higher gilt retes, the revisions to environmentaol levies ond
the trectrment of tax lhigotion costs also raised AME. Our forecast for payments to EU
institutions is higher for 207 6-17 than in Mardh, due to o dhange in the expeded
tirming of adustments to UK contributions. Debt interest poyments are also higher;

o the receipts ond AME meosures on the Budget ‘scorecard” reduce borrowing by
£12.8 billion a year on overage. These indude o net tox Increase averaging
£5.3 billion o year ond cuts in welfare spending averaging £7.4 billion ayear. We
note in Annex A thot the uncertainty around the expeded yield from many of the
revenue-roising measures exceeds thot around most of the tex cuts;

. the scorecord meosures ore more than offset by the Government’s deasion to increase
provisional deportmentol spending totals significontly relotive to the amounts penalled
in by the Codlition Government in March, The inaeases in doy-to-day spending on
public services, grants ond administration [RDEL in the table) by £24.2 billion oyear
on overage. Relotive to March, RDEL has been increased by arcund & per cent in
2016-17,9 per cent in 2017-18 ond 10 per cent in and 2018-1%. Conversely, copital
DEL hos been reduced by arelatively modes £1.6 billion ayear on average. [We trect
changes in DFEL spending as poligr decisions, os the Government is oware of the reg
of our foreaost when setting the path of spending from which DELs are inferred); and

. part of the owverdll fiscal locsening is unwound through its indirect effeds on the
economy and therefore net borrowing, The lorgest indired effects come through
higher income to receipts [due te higher nominal GOP growth) ond lower net public
service pension costs [due to smaller falls in the workforee maoking contributions to the
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schemes). The introduction of the Living Wage Premium also hos o very smcll net
effect on borrowing, os described in Annex B.

A 7164 In 2019-20, we hove revised the expeded surplus up o little. The Geovernment chose to
increase ROEL by less than for the earlier years, which meons thet scorecard meosures were
auffigent to offset forecost dhanges that would otherwise hove reduced the expeded surplus.

A.165  The surplus nses very slightly in 2020-21, asthe Government has chosen to inaease RDEL
s o share of GOP. This offsets vorious fadors that would otherwise hove increosed the
surplus further. [In Table 4.22, this increase in ROEL oz o share of GOP explains why the
cdhaonge in cash terms is shown rising from £12.7 billion in 2019-20 t0 £21.6 billion in
2020-21.) The underlying fadors that would have ingeosed the surplus include fisodl drag
in the tow sygem [when income to thresholds rise by inflation, but earnings rise foster
becouse of produdnaty) and in the welfare systerm [when benefits nise by inflotion, reduang
overage owards relotive to average earnings in the wider econonmy).
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Tahle 4.2%: Public sectar net borrowing

£ billion
Estimerte Forecost
2014-15 2015-16 2016-17 2017-18 2018-1%9 2019-20 2020-21
rarch forecost 20.2 75.3 a29.4 12.8 -5.2 W70
July forecest 29.2 69.5 43.1 24.3 b6.4 -10.0 -11.68
Charge -1.0 -5.8 a.7 11.5 11.6 -3.0
Changes ta the receipts forecast! -1.9 -2.5 -103 12,6 S35 S1aa
Forecast chonges -1.9 -4.9 -3.7 -4.0 -3.5 -2
Effect of Government decisions 0.0 S04 -4.5 -8.5 -9 -SG9 -8.2
of which:
Scorecord megsures 0.0 -1.0 -0 -a1 -4.8 -5.8 -6.5
Indirect gfect of Government decisions 0.0 0.4 -2.5 -3 -3.1 -1.1 -1.7
Changes to current AME spending’ .6 2.2 -2.3 -2.0 -2.5 -3.F
Forecost chenges 0.8 2.2 4.1 &6.0 8.8 1301
Effect of Government decisions 0.0 0.0 -6.5 -2.1 -11.2 -13.8 -18.7
of which:
Welfare scorecard megsures 0.0 -0.3 -5.6 -6.9 9.7 -12.5 -12.3
Oiher scorecard measures 0.0 0.1 0.0 0.0 =001 -0.3 -0.6
Indirect gfec of Government decisions 0.0 0.2 -0.9 -1.2 -1.5 -1.0 -1.8
Changes to RDEL spendingf e -1.3 17.2 27.0 28.3 121 21.8
Changes to capital spending’ -0.5 -1.3 -0.8 -0.9 -0.8 -1.3
Forecost AME changes’ -0 -0.3 0.9 1.4 0.1 0.4
Scorecard AME measures 0.0 0.0 0.0 -0.2 0.0 -0.1 -0.1
Chaonges to CDEL spending®™® -0.5 -1.0 -1.8 2.1 -0.8 1.6 -1.9
summary of chonges
Tatal farecast change -1.4 -3.0 1.3 3.4 5.4 7.4
Tatal effect of Government decisions 0.4 -2.8 2.4 2.0 6.3 S10.4 -4.3
of which:
Scorecard receipts and AME meosures 0.0 -1.2 -9.6 -12.2 -146.7 -18.7 -20.5
RDEL ond CDEL cheonges® 0.4 -2.3 15.4 24.8 27.5 10.5 19.8
Indirect gfect of Government decisions 0.0 0.6 -3.4 -4.6 -4.6 -2.2 -3.5

'2014-15 has been adjusted to rernove the effed of OMNS measurernent differences. See supplementary tables published
on our webate for rmore infarmation.

2 The change in 2020-21 15 relative to o baseline that azsumes spending by departments would otherwize have
rernained eohstant as a share of pcdenﬂu| GOP.

*CDEL and aapital AME dianges hove been adjusted to exdude the 20.% billion switdy frerm CDEL to captal AME in
2015-14 as a result of the GADMilne case, and ta exdude the switdh from CDEL ta capital AME that refleds the
redassification of gavernrment grants te Metwork Rail in our forecast, whidh iz explained in nete 1 of Table 4.17.

Fate: this table uses the convention that a negufive ﬁgure rmeans a redudion in PSHEB. e an ingease in rec\eipis or a

redudion in spending will have o negative effed on PSHE.

A.766  Chart 4.1 4 shows current receipts and total monoged expenditure as o share of GOP ance
1212-20 using Bonk of Englond and OMN3S dota, Total spending falls to 36.3 per cent of
GOP, which is fradionally higher than the previous post-war lows of 35.8 per cent in 1957-
58 ond 36.0 per cent in 1999-2000. Current receipts as a share of GOP are foreoost to
remcin of sirmilar levels to those seen over the lost few deandes.
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Chart 4.74: Totd public sedtor spending and receipts
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Cyclically adjusted net borrewing (the structural fiscal position)

A 167 Qur estimate of the margin of spore copaaty inthe econormy 15 small in 2015-16 at just
0.8 per cent of potential cutput ond we expedt this ‘output gop’to dose in 2018-1%9. 3o the
poth of strudural borrowing s similor to that of heodline barrowing described above.

4168  The year-on-year chonge in the strudural budget deficit - public sedor net borrowing
adjusted for the size of the cutput gop - 15 o common measure of the poce of fiscadl
consolidation. It has drowlbacks when estimates of potential output chonge significonthy, but
15 meore useful when, as currently oppears the case, potential cutput growth 15 mare stoble.

4169 Chart 4.15 chows how the Government's deasion to slow the fisaal tightening and smooth
the poth from yeor to yeor implies o more even paoe of consolidation than in our last
forecnst. The figures assumed by the Codlition in Maorch implied o substontial occeleration
in the consolidotion next year, with the plonned reduchion in the strudural budget deficit
rising from 0.5 per cent of GOP in 2015-16 10 1.8 per cent in 2016-17. [Thet would heve
equdlled the shorpest tightering on this meosure since 1981-82.) Thanks to the in-year
spending auts announced in June and the stronger-thon-expeded receipts growth this yeor —
followed by the Government’s willingness to allow more headlineg berrowing in 2016-17 -
the aaceleration in the consolidation next year is now much less marked, with the strudural
defiat folling by 0.9 per cent of GOP in 2015-16 ond then 1.3 per cent in 207 8-17.
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Chart 4.75: Year-on-year changes in cyclically adjusted net borrowing
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Current budget

A 170 The current budget balonee, which excludes borrowing to finonce net invegment spending,
is estimaoted to have been in defict by £58.3 billion in 2014-15, down from o peck of
£103.53 billion in 2002-10. The current budget moves into surplus in 2017-18 and the
surplus increases thereafter to reach £43.7 billion 1n 2020-21.

Cyclically adjusted current budget

A7 The gyclioolly adusted aurrent budget [CACB) moves from adefiat of 1.7 per cent of GOP
in 2015-16to asurplus of 1.9 per cent of GOP in 2020-21, with the balonce mowving into
surplus in 201 7-18. The CACE balonce 15 weaker between 2016-17 and 2018-19,
reflecting the Government’s deasion to slow the poce of fiscal consolidation. The surplus on
this measure 1= then slightly larger in 201 9-20. The CACE 15 discussed further in Chapter 5.

Fublic sector net dekt

A 172 We forecast that public sedor net debt [PSMND) as o dhare of GOP will gart to fall this year -
by o small margin — and wall fall matenally in eadh subsequent year to reoch 88.5 per cent
of GOP in 2020-27. By then, around o quarter of the rise in the debt-to-GOP ratic between
2007-08 and 2014-15 would hove been reversed.

4173 AsToble 4.29 showed, the chonges desaibed above mean we expect the budget bolonce to
improve in every year of the forecost, but less quiddy thon wos expected in Mardh. We also
expedt debt to fall as o share of GOP in every year of the foreoost. As well as changes to
borrowing, our public sector net debt [P3MND) forecost hos been revised substontially due to
the further asset sales announced in the Budget and by o number of chonges to the woy we
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convert our borrowing forecost [which is on occrued meosure) to an estimate of the net cosh
requirerment [the cash meosure of borrowing that drives dhonges in net debt]. Toble 4.30

shiows that:

. upword revisions to our norminal GOP forecost hove reduced the rotic in most years,

but the dowrward revision in 201%-20 has had the opposite effed;
chonges to net borrowing have added £17 billion to debt by 2019-20;

cdditional aszet sales hove token o further £8 hillion off net debt in 2015-18, rising to
£31 billion by 2019-20. The biggest effed over the foreoost comes from the
Sovernment’s announcement thot it will sell three quarers of its holdings of RBS
shares over the Parlioment. We hove assumed that this will raise £25 billion in total,
with £2 billion raised this yeor and around £6 billion o year thereafter. [The Treosury
also informed us of o chonge to the detal of its announcement on the sales of KBS
shares on 3 July — the deadline for delivering fingl poliogy decisions for incusion in the
forecost — in o woy that was suffiaent to push our forecast for PAMND os o share of GOP
in 2019-20 from slightly higher than it had been in Morch to slightly lower); and

revisions to outturn doto hove rarsed net debt in 2014-15, which 15 pushed through to
subszequent years of the forecost. A corredion to the trectment of APF cash bolonoes in
our forecost hios also maeased debt from 2015-16 onwards.

Table 4.30: Changes in public sector net debt since March

Fer cent of GOP

Estimete

Farecast

2074-15 2015-16 2016-17F 2017-18 2018-19 2019-20 2020-21

March forecost 80.4 B0.2 79.8 77.8 74.8 7.6
July forecest 20.8 B0.2 7.0 772 F4.7 7.5 68.5
Change 0.4 00 -08 -8 -0 -0
of which:

Change in nominal GOP o 0.1 -0.4 -0.4 -0.2 0.3

Change in cash level of net debt 0.3 -0.1 -0.2 -0 0.1 S04

£ hillion

March forecost 1479 1533 1580 1604 1617 1627
July forecest 1486 1532 1576 1603 1619 1618 1627
Charge in cash level of net debt & -1 -5 -3 1 -9
of which:

Chaonges to borrowing -1 -7 -3 = 20 17

Agset soles 0 -2 -14 -19 -25 -21

Gilt premia 1 4 3 1 0 0

Azset purchose foclity o] 2 2 2 2 2

Qutturns ] 2 a ] 3 3

Other foctors ] 4 4 2 1 o]
"M on-seasonally-adjuged GOF centred end-htarch.
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Table 4.31: Fsadl aggregates

Per cent of GOP

Estimeote Forecost

2014-152015-16 201617 2017-18 2018-19 2019-20 2020-21
Receipts and expenditure

Fublic sedor current receipts (o] 35.7 35.9 36.5 24.6 36.7 34,7 36.8
Total monoged expenditure (k) 40.7 398 8.7 a7.8 7.0 26,3 36.2
of which:
Fublic sedor current expenditure [c) 37.0 36.0 35.2 a4.4 33.5 329 32.9
Public sector net investment (d) 1.7 1.5 1.5 1.4 1.4 1.4 1.4
Deprecidion [e] 2.0 2.1 2.1 2.1 2.1 21 2.0
Deficit
Public sector net borrowing [b-o) 4.9 3.7 2.2 1.2 0.3 -0.4 -0.5
Current budget deficit (c+e-a) 3.2 2.2 C.g -0.2 -1.1 -1.8 -1.9
Cyclically-odjusted net borrowing 4.1 3.2 2.0 1.1 0.2 -0.5 -0.5
Primary bdance -3.4 -2.1 -0.4 0.8 1.7 2.4 2.3
Cyclically-odjusted primary bolance -2.8 -1.7 -0.2 0.2 1.7 2.4 2.3
Fiscal mandate and supplementary target
Cyelically-odjusted deficit on current budgst 2.4 1.7 0.5 -0.32 -1.1 -1.8 -1.2
Fublic sector net debt' B0.8 20.3 79.1 772 F4.7 71.5 68.5
Financing
Central government net cosh reguirement 5.2 2.9 2.9 1.8 0.4 0.0 0.5
Public sector net cash reguirement 4.5 2.7 2.9 1.6 0.5 -0.2 0.2
Stability and Growth Pact
Treety defigt® 5.1 4.0 2.3 1.4 0.5 -0.3 -0.4
Cyclically-odusted Treaty defiat 4.2 2.8 2.1 1.2 0.4 -0.2 -0.4
Trecty debt retio” B88.5 87.6 g86.8 85.2 B82.8 79.8 76,4
£ hillien
Fublic sector net borrowing 29.2 69.5 43.1 24.3 6.4 2100 -11.8
Current budget deficit 58.3 40.8 14.7 -3.8 0 -2E9 -40.4 43,7
Crelically-adusted net borrowing 74,9 &0.8 28.3 22.0 5.8 100 116
Cyelically-adusted deficit on current budgst 44.0 32.2 2.8 -5.8 -23.4 -40.4 437
Fublic sector net delbt 1434 1532 157 & 1603 1619 1618 1627
Memo: Oubowt goa (oer cent of GOF) -0.8 0.4 -0.3 -0.1 0.0 0.0 0.0

" Debt at endMarch; GOP centred on end Karch.
® General government net barrewing on ahaagricht bass

*General government gros debt on ablaagricht bass

Risks and uncertainties
A174  As dlways, we emphosise the uncertainties that lie arcund cur central fiscal forecast. 'We
expose our judgements to different sensitivties and scenarios in Chapter 5. While there are

some risks and uncertainties cormmoen to all forecosts, in this EFO we heve highlighted:

. global and domestic risks associated with the economy, notobly the recent escalation
of the Greek debt azis [paragroph 3.1 10);
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s the effects of o number of significont poligr chonges anncunced in the Budget,
including tee-raising meosures thot torget avoidonce, evasion and complionce issues
[Annex A) and the introdudion of a Mational Livng Waoge [Annex B);

. other poligr-related nsks, including the Government’s commitment to ingease the
income tox persondl dlowance to £12,500, which has only partly been delivered in
this Budget [porogrogh 4.25) ond the boost to expeded growth in self-ossessment
receipts nssodoted with previcusly announced policies [porograph 4.30);

. uncertainties around the large finoncial osset sales — induding the Government’s
sharehaldings in Lloyds Banking Group ond RBS - that are plonned to toke plaoe this
year ond over the Parliorment [from porogroph 4.147);

. uncertainty ossodoted with potentiol future aosts from tege litigation coses [Box 4.710;
and

. o possible future cossificotion risk associoted with polides affeding housing
associations, whidh are currently closafied in the private sector and corry sigrificont
omaounts of debt [porograph 4.12).

International comparisons

4175 International organisations, such os the Europeon Commission and the International
ronetary Fund [IMF], produce forecasts of defiat ond debt levels of different countries on a
comparoble bosis. These are bosed on generdl gowvernment debt and borrowing and are
presented on o calendar year basis. To foalitate comparnisons, Tables 4.32 aond 4.33
present our UK foreoosts on o comparable basis. With both modelling ond reporting of
much tex and expenditure done primanly on o finonaadl year boss, the colendar year
foreansts are illustrative ond have been derived by weighting the financial year foreansts.

Table 4.32: Comparizon with Eurcpean Commission forecosts

Fer cent of GDF

Treaty Deficit’ Trecty Debt®

2074 2015 2016 2014 2015 2016
UK {July EFC) 5.8 4.3 2.8 89.3 g7.9 87.1
UK [EC) 5.7 4.5 3.1 89.4 B9.9 90.1
Cermany 0.7 0.5 0.5 74.7 71.5 &8.2
France 4.0 3.8 3.5 95.0 96.4 97.0
Ity 3.0 2.6 2.0 132.1 133.1 130.8
Spain 5.8 4.5 3.5 97.7 100.4 101.4
Eure area 2.4 2.0 1.7 24,2 24,0 22.5

" General government net borrawing.
 General government gross debt.

Source: European Commiz=on, European Economic Spring 2015; OER
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Table 4.33: Comparison with IMF foredasts

Fer cent of GOP

General government net barrowing

General government net dekt

2015 20718 2020 2015 2078 2020
UK (July EFC) 4.3 2.8 -0.3 9.9 792 69.8
K [IMF) 4.8 2.1 0.3 22.8 23.1 4.7
Germarny -0.3 -0.4 -0.6 44.9 44,7 a7
Fronce 3.9 3.5 0.4 a9.3 0.4 B4d.4
[tedy 2.8 1.7 -0.3 111.8 111.1 102.3
Japan a.2 5.0 4.4 129.6 131.% 138.7
.5 4.2 3.9 3.9 20.4 20.7 82.1
Source: DER, IWAF, 'Warld Ecanomic Outloalk, April 2015
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5 Performance against the
Government’s fiscal targets

Introduction
a1 This chopter:

. sets out the Government’s current ond proposed medium-term fisoal targets [from
paragroph 5.2);

. examines whether the Gowvernment has o better than 50 per cent dhance of meeting
them, given ocur central forecast [from paragroph 5.8); and

. ossesses how robust these judgements are to the uncerfainties inherent in any fiscal
forecost, by looking of post foreonst errors, sensitivity to key parameters of the forecost
ond dternative economic scenarios [from porogroph 5.34).

The Government’s fiscal targets

5.2 The Charer for Budger Responsibilty requires the OBR to judge whether the Government
hos a greater than 50 per cent chonee of hiting its fiscal targets under current poligy.

5.3 The current version of the Charter [updated by the Codlition Government in December
2014 and avalable on our website) sets out three targets formally in ploce for this foreoad:

e the fiscal menddte: “o forvard-looking ain to achieve cyclically adivsted cumant
halance by the end of the third year of the rolling, 5-vear forecast period”. For the
purposes of this foreanst, the third year of the forecast period is 2018-19;

. o supplermentary target: “on oim for public sector net debt az o percentage of GDF 1o
be falling in 2016-17"; and

. the welfare oop: o ceiling on oosh spending on o subset of soadl seaunity benefits and
tox crechts “ar o feve! set out by the Treasury in the most recently published Budget
report, over the rolling S-year forecast period.” We ossess performonce against the oop
formally o each Auturmn Stotement ond meonitor progress in our Budget forecosts.

5.4 But clongside the Budget the new Government hos now published o revised droft Charer
thet will be loid before Porlicment for approval ahead of cur next fiscal forecast. This would:
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. reploce the aurrent fiscaol maondaote with “o farget fora stmlus on public sector net
borrowing by the end of 2019-207. Once o heodline surplus has been achieved the
mondaote will require "o farget fora stmius on public sector net hormowing in each
subseguent year™; and

. reploce the supplermentary target with “a target for public sector net debt oz o
percentage of GDP to be falling in each yvear™ to 2012-20.

5.5 According to the droft Charer "these targets apply tnless ond until the OBR assess that
there is o significant negative shockto the UKL A significant negative shock is defined as eal
GOF growth of kzs than 1 percent on a rolfing 4 quoneron-4 quartar basis.” This
assessment would be maode dlongside cur forecosts, of the some hime as we corry out our
ossessment of performonce ogoing the fiscal targets.

5.6 The droft Charer retains the welfore cop os o target. But the Government hos reset the
permitted level of spendingin this Budget, asthe Chanter requires it to do ot the start of
each Parliament. The new cop is significantly lower than the old, wath the Gevernment
choosing to lode in the sovings from the pockoge of working-oge welfare spending cuts thet
it has announced in the Budget.

5.7 In this dhapter, we assess the Government’s performonce agoing both the aurrent fiscol
targets and the propozsed new ones. On our central forecast, dll are on course to be met.

The implications of our central forecast

5.8 Toble 5.1 shows our central foreands for the fiscol aggregotes relevant to the aurrent and
proposed new fiscol targets: the ordioolly odjusted aurrent budget defict [CACR); public
sector net debt [PEND); public sedtor net borrowing (PEMB); and spending within the welfare
cop. These foreonsts are described in detail in Chopter 4. They are median foreoosts, so we
believe it iz equally likely thot cutturns will come in above them as below them.
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Table 5.7: Performance against the Government’s fiscal targets

Fer cent of GDP
Estimote Forecost
2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21
Cyclically adjusted current budget deficit

March forecost 2.5 2.1 0.4 -0.8 -1.7 -1.7

July forecos 2.4 1.7 0.5 -3 -1.1 -1.8 -1.2

Fublic sectar net debt

Morch forecost 20.4 20.2 79.8 77.B 74.8 7.6

July forecos 20.8 20.3 791 772 F4.7 71.5 68.5

Fublic sectcr net barrowing

March forecost 5.2 4.2 2.2 0.8 0.0 -0.1

July forecost 4.9 3.7 2.2 1.2 0.3 -0.4 -0.5
£ hillioh

Spending within the welfare cap

Morch forecost 119.4 120,86 121.0 121.8 124.0 128.5

July forecos 11%.1 120.6 115.2 114.6 114.0 113.5 114.9

The current fiscal mandate

5.9 Toble 5.1 shows that our central forecast 1s for the CACE to be in surplus by 1.1 per cent of
GOP in 2018-19. This means that there is o grecter thon S0 per cent chance of the
Government meeting the current fiscal mandote. The surplus rises further in 201%-20 and 1=
broadly stoble in 2020-21.

510 Chort 5.1 uses grdical-adjustment aoefficients for different types of receipts and spending’
to show how chout the CACB is expeded to move from defiat in 201 4-1510 surplusin
2018-12:

s the CACR is expected to improve by 3.5 per cent of GOP between 2014-15 and 2018-
12, with lower spending contributing 2.9 per cent ond higher receipts 0.7 per cent.
These maognitudes are oll similar to those reported in cur March EFC, but now toke
ploce over four years rather than the three the Codlition Government aimed for then;

. in the current yeor [2015-18), the CACE falls by 0.7 per cent of GOP [£13 billion).
Cuts in spending, in partaulor o structurgl reduchion in doy-te-day deportrmental
spending (ROEL in the diant), explain dll the change;

. as in Mardh, the CACE 15 forecost to improve most in 2018-17 —by 1.2 per cent of
S0P [£24 hillion). This is o smdller margin than the 1.7 per cent of GOP [£33V2
billien) improvement forecnst in Mard, as the Government hos assumed o less severe
cut in RDEL spending. A combination of cuts in public service spending ond welfare
cuts account for the maoonty of the improvement of the CACE in 2016-17 [around
£14 hillion in structurdl terms). The structurdl rise in receipts from income tox [£8
billion) ond MNICs (£6 billion) dlso contributes. The latter lorgely refleds the obolition of

T Further details can be found in Helgadottic ¢ af (2072, Working Foper Mo d: Ceafioaly odiusing the public finanses.
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the MNICs contrading out rebate in April 2076 Around two thirds of the £5 billion of
additiondl receipts from that measure 15 expeded to come from public sector
ermployers, cdding to the pressure on implied departmental budgets; and

in 2017-18 ond 2018-19, the CACE improves by around 0.8 per cent of GOP oyear
[£17 hillion on cverage). These improverments are clmost entirely driven by the
Government’s deasion to hold RDEL spending roughly flat in cosh terrms in those
years, therefore reducing it sharply os o share of GOP [equivalent to £15 billion o year
on overage in structural terms). Again, the poce of cuts s less severe than hod been
pendlled in by the Codlition in March.
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Chart 5.7: Year-on-year changes to the ayclically adjusted current budget from
2015-16 10 201819
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a1 In cur March foreonst, the fisaal mondote year wos 201 7-18. Cur latest foreonst shows thot
the margin by which the mondote would hove been met in thot yeor has fallen from 0.8 ger
cent of GOP to just 0.3 per cent of GOP. The CACB surplus is also expeded to be lower in
2018-19 than we forecost in March.

512  Table 5.2 decomposes the dhanges in our forecast of the CACB since March. It shows thot:

. the Government’s deasion to increase ROEL spending more than explains the overdll
redudion in the CACB surplus between 2016-17 ond 2018-1%;

. Budget scorecord meosures — notably the auts to welfare spending, but olso net tox
rises — portly offset the effed of higher departmental spending, improving the CAZB by
0.6 per cent of GOP on overage between 2016-17 and 2018-19;

. gyclically adjusted receipts [before the effeds of poligy measures) hove been revized
up, providing o further small offset to higher spending;

. non-deportmental spending [ogain before the effeds of policy measures) has dlso
been revised up. Port of the higher receipts and spending refleds revisions to items
thot offed both equally [sudh os environmental levies); ond

. overall the CACB has detenorated dightly in 2016-17, but more significontly in 2017-
18 and 2018-19, reflecting the slower poce of fiscal consolidation the Government
has chosen in this Budget.

Table 5.2: Changes to the gydically adjusted current budget defict since March

Fer cent of GOP

Estimcte Forecost

2071415 201516 2014-17  2017-18  2018-1%  2018-20

March forecost 2.5 2.1 0.4 -0.2 -1.7 -1.7

July forecost 2.4 1.7 0.5 -0.3 -1.1 -1.8

Change -0 -0.4 (o] (O] 0.8 -0
of which:

RDEL 0.0 0.0 0.8 1.2 1.2 0.5

Budget mecsures 0.0 -0 -0.5 -0.5 -0.7 -0.8

Other receipts 0.0 -0.4 -0.2 -0.2 -0 -0.2

Cther spending -0.2 0.1 0.1 0.1 0.2 0.4

The current and proposed supplementary targets

5.153  The current supplementory target requires public sedor net debt [PSMND) to fall os o share of
S0P between 2015-16 ond 2016-17, with that yeor fixed. The proposed supplermentory
torget requires it to fall in every yeor to 201%9-20 [absent GOP growth folling below 1 per
cent on afour-quarter-on-four-quarter rolling basis, which we do not forecast). As in Maorch,
we exped this to be the oose, so that the Government 15 on course to meet beoth the current
ond proposed supplementary targets in our central forecast.
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A.14  Debt would il be rising as a share of GOP in 2015-16, but for significant sales of financial
assets [mest of which are expeded to toke place late in the fiscal year). Thisis beoouse the
primnairy budget defict (the difference between non-interest recsipts and spending) and net
lending to the private sedtor [mostly in student loans) are putting upward pressure on the
debt-to- GOP ratio this yeor, cutweighing the fod thot noming GOP growth iz higher than
the effective interest rate on the government’s debt. In subsequent years the impact of net
lending tothe private sector and the differential between the growth rote and the interes
rote are broadly stoble, while the primary balonce improves suffiaently to keep the debt-to-
GOP ratio falling without the need for further significont asset sales.

5.15 More specficaly, Chart 5.2 decomposes year-on-year chonges in the debt-to-GOP rotio
over the foreonst period. It shows thet:

. chonges in the yeor-on-year profile of the debt-1o-GOP ratio typically reflect chonges in
the primary balance. But the debt-to-GOP rotio falls in 2015-16 and 207 6-17 despite
the primary balanoe being in defiat by 2.1 and 0.4 per cent of GDP in these years;

. significont asset soles more thon offset the effed of the primaory defiat to reduce the
debt-to-GDOP rotio in 2015-16. Cur latest estimctes of these soles indude around £13
billion of Lloyds Banking Group shares, arcund £12 billion of UK Asset Resolution
assets, £2 billion of RBS shares, £2.3 billion of gudent loan book sales, £1.5 billion
from the sole of the Government’s remaining stoke in Royal Mol and oround £0.4
billion from its stake in King's Cross Central Partnership. In total, osset sales ond
effects of running down UKAR assets are expeded to reduce PSHD by £39 billion or
2.0 per cent of GOP in 2015-18. Further soles of B3 shares cver the rest of the
Parlioment dlso offedt the yeor-on-year profile of PSND. [Finoncidl asset soles typically
bring forward aosh that would otherwise hove been recaived in future revenues, in the
shope of mortgage repoyments and dividends, so they anly termporarily reduce the
debt-to- GOP ratio. In brood terms, financial csset sales leave the public sector’s net
worth undchonged);

. the fad that nominag GOP growth exceeds expeded interest rates would, dll else equal,
be suffiaent for debt to fall by over 1% per cent of GOP in every veor, and by 1.6 per
cent of GOP in 2020-21. This differential is an extremely importont component of
public sedor debt dynarmics, espeaally over longer timefrarmes In our onnual Fscal
sustainab ity meports, we ondlyse the impod of diferent cssumptions on our results;

. net lending to the private sedor — mainly gudent loons - inaeases net debt in every
year [but, as o finonaal transaction, it does not diredly offedt measures of the defiat);

. issuing debt of o prermium toits nominal value reduces net debt over the forecast
period. But this is ultimeately only termporary and will unwind cver the long term; and

. other changes, mainly relating to the Asset Purchose Faality and timing effeds, are
relatively small. Accrued receipts exceed cash receipts over the medium term, partly
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becouse some receipts are colleded with o lag (induding interest on student loans,
where the log oon be mony years).

Chart 5.2: Year-on-year changes to the debt-to-GOP ratio
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516 While our forecost continues to show net debt falling os o share of GOP eadh year from
2015-18 onwards, the poce of decline has dianged relative to cur Morch foreoost. Table
5.3 decomposes chonges in the profile of net debt since March. It shows thats

. in 2015-18, the extent to which debt folls hos increosed since March. Lower borrowing
ond on increase in expeded asset soles hove ingeosed the margin by whidh debt falls,
Thet hos more thon offset downward rewisions to the exent by which gilt prermio and
differences between the cash and aocrued meosures of borrowing will reduce debt. We
heove also corrected the PSMD trectrment of dervative positions in the UKAR bolonce
sheet, whidh hos added to the margin by which debt folls in 2015-16;

. in later years, the Government’s deciaons of this Budget hove odded sigrificantly to
curnulative borrawing, particularly between 2016-17 ond 2018-19. This slows the
poce of debt reduchion ecdh yeor. The biggest effed comes from the deasion to
incrensze ROEL spending by oround £17 billion in 2016-17, £27 hillion in 2017-18
and £28 billion in 2018-19. This is partly offset by the welfare spending cuts ond net
tox increose shown on the Treosury’s scorecard of policy decisions and the decision to
sell three-quarters of the Government’s RB3 shareholding over the Parlioment. Cther
forecog dhangesto net borrowing hove o small effed in most yeors;

. gilt premig effects move proporionately wath the dianges in borrowing, but in the

opposite diredion [since for o given premium rote, issuing maore debt implies the total
amount of premig will be higher in cosh termsl, We hove also introduced o negotive
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cdjustment between the acorued and aosh meosures of borrowing in the medium term,
which reflects cur judgement thot some cash income recerved by the Bxdhequer s not
currently coptured in our aocrudl s-bosed foreonst for PSMNEB. Thet reduces debt a little
foster eadh yeor;

. changes in the profile of nominal GOP growth heve subtracted from the year-on-year
chonge in the debt-to-GOP rotio in 2016-17, but added to it in 2018-19 and 2019-
20, In 201 6-17, that mostly reflects the boost to nominal GOP growth from the fisoal
easing announced in the Budget [largely wvia the direct effed of higher RDEL on the
government consurmption deflator, rather thon a multiplier effed from the overall
packoge to recl GOP growth). At the end of the foreoast, that effect works in the
opposite diredion, while we hove dlso our revised judgerent about the path of the
GOP deflator once the output gop has closed; and

. other chonges are relatively small and mostly offsetting.

Table 5.3: Changes in the profile of net debt since March

Per cent of GOF

Forecost
2015-14 20146-17 2017-18 2018-19 2019-20
March forecost -0.2 -0.5 -2.0 -3.0 -3.2
July foreccst -0.5 -1.1 -1.2 W25 -3.2
Change S04 -0 F o 05 0.0
of which:
Momind =OF! 0.0 -0.5 0.0 0.3 0.4
MNet borrowing changes -0.3 0.2 0.8 0.5 -0.2
Asset sedes ond other UKAR effects -0.8 -0.2 -0.2 -0.2 -0.2
Gilt premig 0.2 -0 -0 -0 0.0
Accroals to cosh adjustment 0.2 -0.1 -0 -0 -0
Chher fodors 0.1 0.0 0.0 0.1 0.1

]GDP = cEnired e_nd-"\".urdn.

The proposed fiscal mandate

517 The Government's proposed new fiscol mandaote requires it to achieve on overall budget
aurplus (in other words negative public sector net barrowing) in the ficed year of 201%-20.
Cur lotest central forecast shows o surplus of 0.4 per cent of GOP 1n 2019-20, whidh
means the Government is more likely thon not to meet its new target.

5.18  The droft Charter soys that, onoe o headline budget surplus hos been achieved, the fiscal
mondaote will be “o target for o suplus on public sector net borrowing in exch subsequant
vaar”. This is ambitious relotive to the fiscol performance of post governments. The public
sedor hos run o surplus in only five of the lost 40 years — and in four of those that wos only
becouse economic activity wos running abowve its sustainoble level (ot least with the benefit
of hindaight). Dur central forecast of o strudural budget surplus of 0.5 per cent of GOP in
2019-20 and 2020-21 would be the largest in o least 40 years — just topping the 0.4 per
cent in 2000-01.
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The path from deficit to surplus

5,19 Chart 5.3 illudrates how, on the basis of cur lotest forecast, the Government intends to
remave the rernaining defiat [which we expec will be 3.7 per cent of GOP in 2015-18) and
deliver o headline budget surplus of 0.4 per cent of GOP in 2019-20. The main [negative
and positive) contributions are:

. on inaease in delt interest spending of 0.8 per cent of GOP, as interest rotes are
ossurmed to rise in line with market expedations [although these remain well below
historioal averages of the end of the forecost penod);

+  asmall increcss in deportmentd copitd spending (0.1 per cent of GOP);

*  smoll redudions in AME spending ather then on debt interest emd welfers (| ezs than
0.1 per cent of GOP);

. o 0.8 per cent of GOP rize in recsipts, largely due to income tax and MNICs receipts
rising by 1.2 per cent of GOP, which reflects the resumption of fiscal drag, the
abalition of the contrading out rebate in 2016-17 and the net effed of Budget policy
measures. This is portly offset by smaller falls across other toxes;

. o 1.6 per cent of GOP fall in welfare spending, which mostly refledts cveroge owards
rising more slowly thon eornings, partly due to policies aonnounced in the Budget.
Spending within the welfore cop accounts for 1.3 per cent of GOP of the fall, while
spending outside falls by 0.2 per cent of GOP. Spending on state pensions, whidh are
outside the welfare cop, continues to be uprated with the triple-lodd” so — unlike mog
working oge benefits — their cverage awards do not fall relative to earnings;

o day-ta-dey spending en publie services and adminigration, reflecting the
Sovernment’s chosen ROEL spending numbers for 201 68-17 onwards, contributes 2.4
per oent of GDP fo the movement from defiait to surplus — the largest shore. But that
represents o amgller contribution to the overdll change than in Mardh, when the
Coalition Government had penalled in plons for ROEL to contnibute 3.0 per cent of
S0P to the improverment in the budget bolance over the 2015-16 to 2019-20 period.
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Chaort 5.3: Sources of defict redudion from Z015-16to 201%-20
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Longer-term pressures on the public finonces

5.20  The droft Charer says that once o heodline surplus hos been achieved the mondate will

require “o targat for o surplis on public sector net borrowing in each subzequent vaar”. Our
2015 Fiscal sustainab ity report (F3R) contained a long-termn projechon for P3MNB. This wos
aonsstent with our March medivm-termn foreonst, but given the small revisions to the PSHB
surplus in 2071 9-20 in this foreaast, that should not matenally clter the condusions we
recched in the FSR. It showed thet — on the basis of the simplifying assurmptions thet we use
when producng long-term projections — gpending pressures assoaoted with an ageing
population would be likely o push the budget bodc into defiat in the longer term. Ciur

projection 1s shown in Chart 5.4, with PSMNB inverted so that positive wolues are surpluses
ond negative values ore deficits.
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Chart 5.4: Long-term projedtion of the headline budget balance
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The negative shodc threshald

5.21  The droft Charter says that the proposed fiscal mondote and supplermentory target “apply
unlass and vatil the OBR assess thot ther iz o zignificant nagative shock to the UK. A
significant negative shock iz defined as rea! GOP growth of Jess than 1 percent on a rolling
4 quartar-on-4 guartaer hasis™,

5.22  Chart 5.5 presents GOP growth on the measure set out in the draft Choeer over the post six
deandes. The rolling four gquarter metric is relotively smooth, singe in any given quaorter anly
one of the eight quarters in the colculation 15 new. The chart shows that there howve been 40
quarters singe 1957 in which this measure wos below the 1 per cent thresheld. In 14 of
those quarters, not only was rolling 4-quarter growth below 1 per cent, but the economy
wos also in recession [defined as a foll in quorterly GOP thot wos port of o period of
consecutive folls of two or more quarters). The moin penod when GOP growth on the rolling
four gquarter metric fell below 1 per cent without the economy ol so folling into recession was
the recent slowdown in 2012,

5.23  One fodor that would affed cur future assessment of this metricis prospeds for underlying
potenticl output growth, For o given vancbility of GOP growth, the 1 per cent criterion
would be hit more frequently it potential cutput growth waos [ower.

5.24  Itisworth noting thet Chort 5.5 presents GOP growth according to the latest wntage of GOP
deota. But, os we hove shown in previous reports, the GRS frequently rewrites history when it
revises GOP estimates in light of new daota or dhanges in methodology. As discussed in our
Dctober 2014 Forecost evaluation report, revisions to MNotionol Aocounts dota on the poth of
recl GOP during the recessions that storted in 1990 ond 2008 hove been sizable. For
example, the recession of the early 1990s now oppears shorter, shallower ond followed by
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o stronger economic recovery thon was the cose in early estimectes of GOP dato. The dreft
Charter sets out that once a shock has been triggered according to the 1 per cent growth
threshold, that will remain the cose “regadlss of future date revisions™.

Chart 5.5: Fast episodes of ‘normal” and ‘non-normal’” times
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The welfare cap

5.25  The welfare cop hos been reset ot this Budget in line with our lotest forecast. The welfare
oo was inticlly set in line with cur Morch 2074 forecost for the itemns of spending thet lie
within it. We are required to assess the Government’s performonce against the oop formeally
ot eadh Auturn Staternent, and did so for the first time in our Decermber 2014 EFOL Inthis
EFO, we prowide an update on performonce agomst the cop, but will not moke o formeal
assessrnent until the next Autumn Statement.

5.26  Taoble 5.4 shows our forecost for spending subjed to the welfare cop in each yeor to 2020-
21, as described in Chopter 4. Comporing thot forecost with the welfare cop thet applied in
warch, spending continues to be higher than the cop in 2015-18, but within the permitted
forecost margin. It is also lower than the cop between 2016-17 and 2019- 20, but by mudh
bigger maorgins than in March given the welfare spending auts announced in the Budget.
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Table 5.4: Performance against the wel fare cap

£ hillion
Forecost
Welfare cap period
2015-16 201417 2017-18  2018-19 20019-20 202021

Welfare cap (March) 119.7 122.3 124.8 127.0 129.8
2 per cent forecost margin (Maorch) 2.4 2.4 2.5 2.5 2.6
March forecast 120.8 121.0 121.8 124.0 128.5
July forecost 120.8 115.2 114.6 114.0 113.5 114.9
Change 0.0 5.7 Fz2 1o -130
of which:
Forecast changes 0.3 0.1 0.1 0.0 -0.2
Budget scorecard measures -0.3 -5.5 -7 -2 -12.0 -12.9
Indirect fecs of Government decisions 0.0 -0.2 -6 -0.7 -0.8 2141
Difference between July forecast and March 0.9 PR 0.2 3.0 6.3
welfare cap
Welfare cap (July) 115.2 114.6 114.0 113.5 114.9
2 per cent forecost moaorgin [July) 2.3 2.3 2.3 2.3 2.3

Forecasting changes

5.27  The welfare cop includes o 2 per cent margin thot ollows spending to be higher than the
aop For foreoosting rensons, but not for policy reosons. We therefore need to track the
sources of chonges to our welfore cop spending forecnst in order to assess performaonce
agoinst the cop. As discussed in Chopter 4, foreoosting dhanges since March hove been
amall.

Palicy changes

5.28  The Government hos onnounced o number of policy measures in the Budget thet cut
goending subjed to the welfare cop by sgnificont amounts. Intotal, the diredt effeds of
Budget scorecord rmeasures are expeded to reduce spending by on overage of £9.3 billion
ayear between 2016-17 ond 2020-21. The soale of the cuts nises over ime, reaching
£12.9 hillion in 2020-21. The biggest sources of lower spending indude:

. the four-year freeze in the uprating of most working-oge benefits from 2018-17 to
2019-20 - reduang spending by £4.0 billion in 2020-21;

. the pockage fo reform tox credits and universal aedit [on top of the working-age
benefit freeze] — estimated to sove £4.6 billion in 2016-17, rising to £5.8 billion in
2020-21; and

. cuts to housing benefit [alse on top of the working- oge benefit freeze) — estimoted to
sove £0.1 billion in 2016-17, nising to £2.0 billion in 2020-21.

5.29 We estimate that the indired effedt of Government dedsions in this Budget hove reduced

spending subjedt to the welfore cop. This indudes the effeds of infroduang a MNaotiondl
Livaing Woge, which ore desaribed in Annex B.
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Risks to performance against the welfare cap

Developments in the economy — natably the lobour and housing maorkets - pose imperant
risks to cur welfore spending forecast. Typically, inflation would olso be on important souroe
of risk beoouse the welfare cop s set in cash terms ond chonges in inflohion typically feed
through to spending via uprating. But the four-year uprating freeze on roughly 75 per cent
of spending subjed to the cop means that, for most of the forecast penod, welfore cop
spending will be relatively insensitive to changes in inflation.

We highlighted other key sources of uncertainty — ond therefore risks to the forecost — in cur
2015 Welfare trends report, in poricular related to reforms to incopoaty and disability
benefits, and the rollout of unrversal credit. These include the effed on coseloads and
overage owards as the systems are changed, as existing coseloods ore migrated from old to
new benefits, ond os sceangs ore assumed to flow from the ossocoted reassessment
PrOCESSES.

We dlso discussed how edimates of the impods of previcusly announced policy meosures
heve chonged over time. This highlighted thet:

. errors in our econamic forecasts con be significont sources of errer in costings
themselves. This wos portiaularly relevant to the major uprating policy measures in the
logt Parlicrment: the tniple lodd on stote penaon uprating; switching from RPI to CPI
inflation uprating for most benefits and tax credits; and later limiting the uprating of
mast working-oge benefits to 1 per cent for three years; and

* costings ossocicted with strudural chongesto the welfore systermn are subject to even
greoter uncertainty. Thisis refledted in the dhonges to our estimates of the switch from
incopaadty benefit to employment support dlowaonse, from disability living allowonce to
the personal independence payrment, the rollout of universal credit, and the
introdudion of the high-income dhild benefit charge.

The lessons learnt in this area hove been opplied fo the estimated sovings from the
measures onnounced in this Budget. The biggest meosures hewve been simpler dianges to
rates andfor withdrawal rotes rather than lorge strudural dhonges te the system in the lost
Parliciment. In thot sense, the delivery of this pockage of meosures poses lower risks to the
welfare cop than those infroduced in the June 2010 Budget, for exarmple. But the estimated
sorvngs remain sensitive to the economic foreagsts on which they are bosed, in particulor
the inflation and earnings growth assurmphons.

Recognising uncertainty

5.34

Post experience and common sense suggest that there are signifioant upside ond downside
risks to cur central foreoosts for the public finonces. These reflect uncertainty both about the
cutlock for the economy and about the level of receipts and spending in any given state of
the econormy. The size ond composition of the remoming fiscal consclidation — and its
impoct on notional income and spending - crecte additional uncertainty.
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5.35

Given these uncerainties, it is important to stress-test our judgements thot the Governrment
15 on course to meet its fisool targets — aurrent and proposed. We do this in three ways:

. by looking of the eviden s from post forecast errors;

. by seeing how our central forecast would dhange 1if we altered some of the key
judgements and assumptions that underpin it; and

. by locking of clternative economic scenar os.

Fast performance

5.36

5.57

Cine relatively simple woy to illustrete the uncertainty arcund our central forecast is to
conader the aoouracy of previous officidl public fingnee forecasts, This con be done using
fon dharts like those we presented for GOP growth in Chopter 3. These fan chorts do not
represent our assessment of speafic nsks to the central foreaast, Instead they show the
cutaomes that someone might antiapate if they believed, rightly or wrongly, that forecast
errors in the post offered o recsonoble guide to ikely forecost errors in the future.

In this spirit, Chaort 5.6 shows the probability distribution arcund our central forecast for the
CACE defiat, bosed on post offiadl forecost errors, The solid block line shows the medion
forecost, with the sucoessive poirs of lighter shoded areas around it representing 20 per cent
probobility bands. This implies that, bosed on current poligr, there would be on 80 per cent
probability of the cutturn lying within the shaded bonds. A direct reading of the dhart would
imply that the Government aurrently has a roughly 70 per cent probability of achieving o
surplus on the CACR in 2018-19 and thereby meeting the current mondeote. The probability
of adhieving o surplus rises from 35 per cent in 2018-17 to BO per cent by 2012-20.
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5.ér Cydically adjusted current budget deficit fan chart
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Chort 5.7 shows our central forecost for PSMNB on the some basis. Again, o diredt recding of
the chart would imply that the probability thot PSMB will reach bolance rises from 30 per
cent in 2017-18 10 45 per cent in 2018-19 and 55 per cent in 2019-20. The Government

therefore has o margn against its propeosed new mandate that is foirly small relotive to post
forecnst errors and to thot against the current maondate.

Chart 5.7: Public sector net borrowing fan chart
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5.39  Unfortunctely, we cannot edimate the probobility of adiieving the supplementary targets as
we do not hove the jaint distribution thot would allow us to opply the saome technigue. But
our central forecast shows the debt-to-GOP ratio falling in eadh year of the forecost,
meehing both supplementory targets. We also do not hove olong enough disoggregoted
sries of post welfore spending forecosts to produce o fon chort for the welfore cop
projections.

Senzitivity analysis

.40 It isvery difficult to produce o full subjedive probobility distribution for the Governrment’s
torget fisoal vonaobles becouse they are offected by o huge vanety of economic and nen-
economic determinants, many of whidh are correloted with eadh other. However, to
recognise the uncertainty in cur forecast we can go further than using ewidence from post
forecost errors by quontifying roughly how sensitive our central forecost isto chonges in
certan key economic porameters.

.41 In thinking obout the evolution of the public finon ces over the medium term, there are
several porameters thot hove o parbiaslarly important bearing on the forecast. In this sedion
we focus on three in portiaular:

. the level of potenticl cutput;
s the speed of which the cutput gop coses (e, the pace of economic growth); and

. the sensitiraty of the headline surplus to dhonges to the level of GOP, effedtive tax rates,
inflation and interest rotes.

The current fiscal mandate and supplementary target

5,42 Our central forecast is based on o judgement that the economy wos running 0.6 per cent
below potenticl in the first quarter of 2015, and that the cutput gop will deose slowly cver
the foreong period, readhing zero ot the start of 2018-12. But nether the level of potential
output nor the poce of recovery are possible to estimate with confidence, not leost becouse
the former is not something that con be cbserved diredly in economicdata. 3o what if the
mediurm-term level of potential wos higher or lower thon our central eshimate, ond what i
the output gop dosed earlier or later?

5.453  Taobles 5.5 ond 5.6 present illustrative estimates of the impod on:
. the level of the CACB defiat in 2018-19; and
. the chonge in PSMND os o dhare of GOP between 2015-18 and 2016-17.

5.44  For pradiool reasons, we howe not undertaken complete forecast runs for each variont, but
herve instead used ready-redconers ond simplifping assurmptions to generate illustretive
estimates. We ossurme thot o lower or higher level of potential is reflected in our garting
output gop, rother than errors in forecasting trend growth over the forecost penod.
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Performonce against the Government’s fiscol targets

The aydliool adjustment ready-redconer assumes that o 1 per cent dhange in GOP will result
in o 0.7 per gent of GOP change in P3MNB and the aurrent budget ofter two years. The actucl
change would depend on many other fadors, including the compoation of growth, inflation
and the lobour market response. Beoning in mind the imitations of this top- down approach,
applying these ready-reckoners yields the results shown in the tobles below.

Toble 5.5 shows that the level of potential cutput hos abig effed on the size of the CACE
deficit in 2018-19. The lower potential cutput — ond therefore the smaller the negetive
output gop or the larger the positive cutput gop - the lorger the proportion of the defiat thot
is structural ond the less maorgin the Government hios agoinst the current fisoal man dete.
Conversely, it potential output 1s higher, less of the defiat 15 structural and the Government
hos o grecter margin against this mondeote.

Closing the output gop of o different poce would typiaolly result in o change in gpcliaol
borrowing, but would hove little effed on the strudtural bolance. For exarnple, dosing the
output gop maore slowly would result in o lower growth poth, leoding to more ordical
borrowing but o broadly similar level of structural borrowing.

In broad terms, the level of potential ocutput would needto be arcund 1%z per cent lower in
2018-1% than in our central foreaost to moke it mare likely than not thot the maondote would
be rrissed.

Table 5.5: Cyclically adjusted current budget defict in 2018-12

Fer cent of GDP
Cutput gop closes

20146-17 2018-19 2020-21
Level & ol -2 0.3 0.3 0.3
: evel of potentia .ou'rpu'r B 0.4 _0.4 0.4
in 2020-21 relative to 0 1.1 1.7 19
centrd forecost o o o
] -1.B -1.8 218
[per cent)
2 -2.8 -2.6 -2.5
5.49  Toble 5.6 shows that the Government would continue to mest the arrent supplementary

torget unless the ocutput gop wos matenially smaller than in our central foreoast, which
would imply more strudural borrowing.

Table 5.4: Change in public sedor net debt between 2015-16 and 2076-17

Fer cent of GOP
Output gop closes

2016-17 2018-19 2020-21
Level of e -2 0.7 0.0 -0.2
.eve potentia .oquuT R 0.3 0.5 0.8
in 2020-27 relative to
o] -1.3 -1.1 -1.0
central forecost
1 -2.3 -1.7 -1.5
[per cent)
2 -3.3 S22 -1.8
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The proposed new fisca mandate
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5.50  We hove dlready shown that, on the bosis of past forecost errers, there s around o 45 per
cent probability that the budget will be in defiat rather than surplus in 2019- 20, There are
maony reosons why we could see sudh on cutcome. For example, economic developrments
could be less fovourable than we forecast or we could be wrong obout progpeds for receipts
or spending for o given stote of the econamy. And while our forecosts are conditioned on
current Government policy, that may olso evolve over time.

5.517  In Annex B of our Mardh EFO, we presented o range of ready-reckoners that show how the
public finonces could be offected by chonges in seleded economic determinaonts of our
fiscal forecast. It s important to stress thot these were stylised quontifications thot refled the
typiaal impad of chonges in economic variobles on receipts and spending. They ore subjed
to significont uncerainty. But with these covedts in mind, we con use these ready-reckoners
to calibrate  number of possible negaotive surprises relative to our centrol forecast theat
would be suffiaent to push the budget from surplus te defiat in 2019-20. Where possible,
we gssess the probability of sudh o surprise on the bosis of post foreoost errors.

5.52  This onalysis suggests that the 0.4 per cent of GOP surplus in 2071 9-20 could fall to zero if:
. recl GDP wos to be 0.7 per cent lower thon in our central forecad in 2019-20. Bosed

on past forecast errars, there 15 o 45 per cent probability of thot cocurnng;

. the effedive tax rale — os meosured by the tax-te-GOP ratio — wos 0.4 per cent of GOP
loweer thon in cur central forecost. This could be becouse the compostion of GDP was
less tox rich thon expeded, or gsset markets underperformed our assurmptions, or the
income distribution waos skewed towards people with lower effedive tox rotes. Chort
5.8 presents o fon dhart for receipts os o share of GOP using a similar methodology to
that used in the CACB ond P3MB fan chaorts obove. |t suggests there 1s o 35 per cent
chanoe thot receipts could be 0.4 per cent of GOP lower than forecost;

. planned ssending euts — whidh reduce RDEL by 2.4 per cent of GOP between 2015-14
ond 2019-20 in our forecast — fell short by arcund o sixth;

«  ojump in RPl inflatien could increase aocoued interest on index-linked gilts. Taken in
izolation, if RPl infletion was 2.1 percentage points higher thon expected in 201 9-20,
that dlone would odd 0.4 per cent of GOP to debt interest costs. Based on post
foreoods errors, there would be o 15 per cent probability of theat hoppening. OF
course, such o shod to inflation would be likely to hove other matenal effects on the
public finonaes; and

. higher interest retes pushed up debt interest spending. If interest rofes were 1.5
percentoge points above maorket expectations by 201 9-20, this would be sufficient to
add 0.4 per cent of GOP to geending on debt interest. Agan, such an effed would not
hioppen inisolation — for examiple, o boost to intered receipts on the gevernment’s
stode of finonaal assets would portly offset higher debt interest.
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Chart 5.8: Receipts fan chart
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Scenario analysis

5.53

5.54

The sensitraty analysis disoussed obove foauses on indiradual foctors and therefore only
offers anly o limited assessment of potenticl uncertainty. In this sedion, we set out the fisool
imphcations of illustrative diernative economic scenarios, desgned to test how dependent
our conclusions are on key judgements that are subject to debate in the forecosting
community. We stress thot these scenancs are not intended to copture all possible ways in
which the econormy might deviate from the central forecost and we do not aternpt to attadh
portiaulor probabilities to them cocurnng.

Asthis is our first forecast of the new Parliament, we hove looked back of the first OBR
forecost of the logt Parliorment in June 2010 and the errors to which it was subjedt in order
to frame three scenarios:

. o “history repeats’ scenario, in whidh we assume theat we hove maode similor errars in
our lotest forecost to those that we made inJune 20100 In this scenanio, empl oyment
would be arcund 1 million hugher by the start of 2020, implying total growth of
around 2 million over the next five years, but GOP ond produdivity growth would be
significontly weaker than in the central foreoost. We hove adjusted the mix between
higher population growth ond a higher portidpotion rote relative to the June 2070
forecost errors because we now exped upword trends in oge-speafic poriapohon to
offset ruch of the downmword pressure on portiapation from an ageing population.
About twe-thirds of the stronger ermployment 15 therefore ossumed to be exploained by
higher population growth [which over o five-year horizon would refled higher net
imward migration) and one-third by o higher employrment rate;
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. an “employment-rich growth” scenario, in which employment agoin grows by 1 million
more than in our central forecast, but we hold our centrol GOP forecog undhonged.
Thiz scenario would be more consistent with our recent forecast errors, where GOP
growth errors hove generally been small, but we hove continued to see stronger than
expected employment growth and weoker thon expeded produdivity growth; ond

. o “strong GOP growth” scenono, in which higher ermployment 15 accomponied by our
centrol produdtivity foreaast, implying foster GOP growth, This would refledt
signifioont upside scenano relative to the expenence of recent yeors.

5.485  Toking these scenorios in reverse order — from most to leost fovourable - Toble 5.7 sets out
the imgliootions of ead for the Government’s aurrent ond proposed fiscal targets:

. under the “strong growth” scenario, cash receipts rise in line with GOP, but o significont
proportion of spending remoins fixed in nomimeal terms — implying lower spending per
hiead. The fisool bolonce therefore improves more quickly, maoving into surplus oyeor
garlier than in our central forecost. The Government’s current and proposed fisaal
mondotes and supplementary targets would be met with greater room to spare, but
odditiondl population growth would raise weltore spendingin cash terms [ond lower it
os o shore of GOP), maoving spending above the new welfore cop but remcining within
the permitted 2 per cent forecost marging

o the ‘employment-rich growth” scenaric would deliver avery similar, but marginally
weaker, outcome to our central foreaast, Lower productity 15 assumed to reduce
earnings proportiondtely, which reduces the effedive tox rate on personal incomes.
Thiz s partly offset by lower dote pensions, since these are uprated wath ecrnings
through the triple lodk. Stote pensions are cutside the welfare cop. Spending subjed to
the welfore cop would be higher, with stronger population growth ogoin inaeasing
welfare spending in cash terms, and lower earnings inoeosing income-related benefits
such ostox aedits, Welfare cap spending would rernain with the permitted 2 per cent
foreoost morging but

. the Government would miss oll itz aurrent and proposed fiscal targets under o “history
repects” scenario. This scenar o assumes thot produdiaty growth would remaoin flob o
around ¥z per cent avyear, leoving potenticl output matenclly below our central
foreong even os employment pideed up more strangly. The additional strudural
borrowing would push bodc the initial fall in the debt to GOP ratioto 2017-18, and
also leod to the CACB moving into balance ayear later thon required by the aurrent
fiscal mandaote. The Government would continue to borrow in 201 9-20, clthough
relatively weok structurdl growth weould increase the possibility thot shocks would
trigger o move out of normeal times”. Spending subjed to the welfore cop would
exceed the permitted 2 per cent foreaost margin in the final years of the forecost.
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Table 5.7: Key economic and fiscal aggregotes under alternative scenarios

Fer cent [unless otherwise stated)
2015-16  2018-17  2017-18  2018-1% 2019-20  2020-21

Central forecast
Economic assumptions

GDP growth 2.2 2.5 2.4 2.4 2.4 2.4

Froductivity per worker 0.9 1.7 2.0 2.0 1.9 1.9
Fiscal cutcome (per cent of GOF)

Welfore cop maorgin (per cent) 0.0 0.0 0.0 0.0 0.0 0.0

Fublic sector net borrowing 3.7 2.2 1.2 0.2 -0.4 -0.5

Cyclically adjusted current budget 1.7 0.5 -0.2 -1.1 -1.8 -1.2

Public sector net dekbt 80.2 791 772 F4.7 71.5 58.5

Strong GOF growth scenario
Ecomnaomic assumptians

GDP growth 2.4 2.9 3.2 3.2 3. 2.1

Froductivity per worker 0.9 1.7 2.0 2.0 1.9 1.9
Fiseal cuteome (per cent of GOF)

Welfare cop margin (per cent) 0.0 0.1 0.1 0.2 0.3 0.4

Fullic sector net borrowing 3.7 2.0 0.8 S04 -1.3 -1.8

Cyelically adjusted current budget 1.7 0.3 -0.7 -1.8 W27 -3.0

Public sectar net debt 801 78.5 75.6 71.9 &7 .4 53.0

Employment-rich gromweth scenario

Economic assumptions

GDP growth 2.2 2.5 2.4 2.4 2.4 2.4

Froductivity per worker 0.7 1.2 1.2 1.2 1.2 1.2
Fiscal cutcome (per cent of GOF)

‘Welfare cop margin (per cent) 0.0 0.2 0.4 0.7 0.9 1.0

Fublic sedor net borrowing a.7 2.2 1.2 C.4 -0.4 -0.4

Cyelically adjusted current budget 1.7 0.5 -0.2 -1.0 -1.8 -1.8

Fublic sector net dekt 20.3 7.2 77.3 74.8 7.7 68.7

History-repeats scenaria
Ecomnamic assumptians

GDF growth 1.9 1.6 1.6 1.6 1.6 1.6
Frodudtivity per worker 0.4 0.4 0.4 0.4 0.4 0.4
Fiseal cutcome (per cent of GDF)

Welfare cop margin (per cent) 0.1 0.5 1.1 1.9 2.8 3.8
Fulblic sector net berrowing 3.9 2.7 2.0 1.5 1.0 1.2
Cyelically adjusted current budget 1.2 1.0 0.8 0.1 -0.3 0.0
Fublic sector net debt 50.7 50.7 20.1 79.2 778 76.9
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A Summer Budget 2015 policy

medasures

Overview

A

A2

A3

Ad

A5

Cur Economic and fiscal outlook (EFC) forecasts incorporate the expeded impoct of the
palicy deasions onnounced in each Budget ond Autumn Staterment. In the run-up to ead
staternent, the Government provides us with draoft estimates of the cost or gain from each
policy measure it 15 considenng. We discuss these with the relevont experts ond then suggest
omendments if necessary. This is an iterative process where individual meosures con go
through several stages of scrutiny. After this process s complete, the Government dhooses
which meosures to implement and which costings to include in its scorecard. We dhoose
whether to cerfify the costings as recsonable ond central”, and whether o indude them - or
alternctive costings of our cwn — in our foreaod.

In this Budget, we hove certified all but one of the aogings of tox and onnually rmonoged
expenditure [AME] measures that appear in the Government’s policy deasions table as
recsoncble ond central. We were unable to certify one element of the welfore sevngs
package in the tirme availoble, but we hove included the Treazury’s estimeote of its impadt in
our forecost and will return to the costing of cur next forecast.

Table A1 reproduces the Treosury's scorecard, with further details set out in Chopter 4 ond
in the Treasury’s Summer Budger 2015 policy costings documenit, which surmmarizes the
methodologies used to produce each costing and provides some information on the main
areos of uncertainty within ecch.

Asin Mard, the poligy costings scrutiny process was portiaulorly diffiault for this Budget as
wewere not given details of costings for o large proportion of significant policy meosures
until just before our deadlines. That contributed to us being unable to complete encugh of
the iterative process to reach a postion where we could cerhify the costing thot remaoves the
first child premium in universal credit for new daims as recsonable and central.

The Treosury alse informed us of o dhange to the detal of its cnnouncerment on the soles of
RB3 shares on 3 July - the deadline for delivering final polior decisions for incluaon in the
foreanst —in o woy that wos suffiaent to push cur foreanst for public sector net debt os o
share of GOP in 2019-20 from slightly higher than it had been in March to slightly [ower.
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Summer Budget 20145 policy meosures

Uncertainty

A6 In order to be transparent obout the potential risks to our forecosts, we ossign each certified
costing a subjedive uncertainty rating, shown in Table A1, These rotings range from low”
to “very high'. In order to determine the ratings, we hove assessed the uncertointy arising
from each of three sources: the dato underginning the costing; the complexity of the
modelling required; ond the possible behorvicural response to the policy chonge. 'We toke
into account the relative Importance of eadh source of uncertainty for each costing. The full
breakdown thet underpins ench roting is availoble on our website. It iz importont to
emphasise that, where we see o costing os porticularly uncertain, we see risks lying to beoth
sides of whot we nonetheless judge to be o reascnable ond central estimate.
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Surmmer Budget 207145 poligy meosures

Table AT: Treasury scorecard of Budget policy dedsions and OBR assessment of the

uncertainty of costings

Personal tax
Fersonal allowance: increase to

Head

£ million

201516 201617 201718 201519 2019-20 2020-21 Uncertainty

1 E11,00 in 2016-17, with equal Tax 0 1055 11600 <1195 <1160 1200 Mediam
gains to higher rate taxpayers
Higher Rate Threshold: increase to .

2 £43 000 in 201617 Tax ] -90 -200 =190 -255 -310 Medium
Inhertance Tax: £1m couples

3 alln.wancg frarm 2IZ_I2D through new Tau 0 q 970 530 790 940 High
rain residence nil-rate band
phased in from 2017
Pensions tax relief restrict for

4 gross income aver £150,000 from Tax =70 +260 +425 +00 +1,180 +1 280 “ery high
201617
Rent-zroom relief. increase to .

L £7 500 Tax ] 5 -10 -10 -10 -15 Mediurm

Childcare
Childcare: 30 hour entitlement for

B working parents of 3 and 4 year Spend O 0 -365 -640 -660 -570 LA,
olds

7 Tax Free Childcare: updated rollout Spend  +1B5  +370 -85 -130 90 -40 Me|l:c|,|\,l:|,m-

5 Adoption reform Spend 20 -20 1] 1] 0 a A,

Business and Growth
Corporation Tax: reduce to 19% Medi

9 from 2017-18, and 18% from 2020- Tax 0 -10 605 -1600 -1870 2475 elu'#m'
21

10 Annual Investment Allowance: set Tau 5 215 850 895 A40 795 WMedium
at new permanent level of £200 000
Banks 8% Corporation Tax

11 Surcharge and changes to Bank Tax 0 +H15  +555 +3B5 +225 0 105 Wery high
Lewy

12 Corporation Tax: bringing foreard Tau 0 0 +4 495 +3135  +140 50 M e diurr-
payrments for large groups |t
Employment Allowance: increase i} i} ] i I Mediurm-

13 by £1 000 frorm 2016-17 Tax 0 B30 &70 B35 700 595 Lot

14 il and gas: expand investment Tax N 5 5 5 5 A0 hediurm-
allowance |t
Transpart for the Morth and

15 Midlands Connect: set up costs Spend 15 -1t 10 0 0 0 i
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Reform and sustainability

Dividends tax: abalish credit,

www.parlament.gv.at

16 |ntruduce niewy £5 ,D_EIEI allowance, Tau 0 F2540 890 1120 42055 +1 960 Medmm—
and increase effective rates by high
7.5pp
Residential property: restrict

17 finance reliefto basic rate, phase Tax 0 ] 0 +225 +415 +Hi65 Mediurn
from 2017

18 Residential property: reform wear Tax 0 0 205 HIE5 HES 4170 Mediom
and tear allowance

19 Insurance Fremium Tax: increase Tax 4530 41450 41510 +1530 +1550 +1 580 Mediurm-
by 3.5pp to 9.5% o
WED: reforrm for new cars
purchased from 2017, hedium-

= hypothecated to roads fund from Tax 0 w250 #1950 4BAD #1425 high
2021

Imbalances in the tax system

1 ':tzrt‘;d;m'c"%: abolish permanent . 0 A5 +475 430 4385 Very high

o Mon-domiciles: IHT on UK Tax 5 5 435 #00 475 485 Ve high
residential property

23 Climate Change Levy: equal Tax +450 +490 4575 4685 4800 4910 Medium
treatment for generators

oy Imangible assets: remove relieffor o a0 gy g5 4220 42800 4320 Medium
new claims

25 Empln_yment Allowance: wfthdraw Tax 0 0 105 H00 H05  +110 Mediurm-
from single person companies [ o
Tax Motivated Incorporation:

26 reduction due tao dividend tax Tax 0 +190  +360 45 +505 0 +8BS Wery high
reform

Avoidance and tax planning
Capital Gains Tac avoidance by o g pee 3me y3an 43000 4375 Very high
private equity and hedge funds
Controlled Forsign Companies: . 45e 440 190 185 +150  +150 High
loss restriction
Corporation Tax: infra-group Tax  +15  +430 430 420 415 415 Low
transfers

30 Indirect tax: overseas insurance Tax 1] +5 +5 +5 +5 +5 Lo

Evasion and compliance

1 Large Business: enhanced Tax 0 M0 70 4340 4480 45 Medium-
compliance high
Speughst Personal Tax: enhanced Tax 0 5 0 10 +195  42A0 Medmm—
campliance high

33 Wealthy: enhanced compliance Tax 0 -B5 +40 +185  +260  +280 High

34 Tackling illicit tobacco and alcohol  Tax 0 +H5  +115 #2835 H500 #4580 High

35 Hidden econorny Tax 0 #1510 #185 4255 4285 Mimm

3 Local compliance Tax 0 +15  +135 +360  +540  +920 Mimm
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Welfare

Uprating: freeze working-age
I7 benefits, tax credits and Local
Housing Allowances for 4 years
from 2016-17
Beneft cap: reduce to £20,000,
and £23 000 in London

Tax credits and Universal Credit
Lirnit child elerment to 2 children for

39 new biths in tax credits and new  Spend O 0 +315
claims in LIC

Spend O +890  +540
34 Spend O +100  +310

Rermowe family element in tax
credits and UC, and the family

= prerniurm in Housing Benefit, for =pend U e 2
new claims

41 Increase tax credits taper rate to Spend 0 1475 4103
45%
Reduce income threshaolds in tax

42 credits and wark allowances in UC Spend 0 +2 880 43060

43 Reduce incorme rise disregard in Spend 0O 170 4395
tax credits

44 UC waiting days: revised schedule Spend -5 a 0
Housing Benefit

End automatic entitlement for out-
45 of-work 158-21 year olds pend 0 J 25
Reduce social sector rents by 1%
each year for 4 years from 201617

Pay to stay: higher income social

46 Spend O +165  +475

+2,3256 +35885 +4.010 Ly

+360 #0595 Medium

00 41055 +1 3g5 Medium-
| oy
10 4555 4ppg  Medium-
| oy

00 345 +245 L

13180 +3310 +344p MEdum-
[
4250 80 +qn  Medium-
[
0 0 0 Low

+35 +35 +40 tedium

H75 +1,320 +1.445  Medium

47 housing tenants to pay market Spend O a +3B5 #1835 +45 0 +240 High
rents
48 Limit backdating awards to 4 Spend 00 0 0 . . . fediurm-
weeks [ oy
Support for Mortgage Interest:
gg thange from welfare paymentto o g g 35 47 4oms 4pss  Medum-
loan; maintain capital limit at high
£200000
Employment and Support
Aflowance
50 Align Wnrk-ReIated Actw.lty Zroup Spend 00 0 155 V295 4445 4EAD Mediurm-
rate with JSA for new claims e
Other
51 LT parent cqndltlunallty from when Spend 00 0 5 5 435 430 High
youngest child turns 3
52 Fraud, error and deht: tax credits Spend 450 5 430 . . . Medium
changes
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Changes to spending

53 In-year savings®

54 HMRC funding

a5 Discretionary Housing Payments
Other welfare funding - including

96 Youth Obligation and extra JCP

support

T Licence: BEC funding for over-

7hs

55 Efficiency and reform

59 Equitable Life: doubling payments
to Pension Credit recipients

B0 Foyal Mail share scheme
TOTAL POLICY DECISIONS
Total spending policy decisions
Total tax policy decisions
Total welfare policy declsions
Total ecepts from avaidance and
taw planning, evasion and
complance, and imbalances in
the tax syster

* Meghigibie

a7

Spend
Spend
Spend

Spend

Spend
Spend
Spend
Spend

+24595 0
50 -225
0 -180
-10 -100
1] o
55 o
-a0 a
-50 a

+3,570 +9,075
+2580 +5,095
+980  +3,850

+30 +4,870

+560 +1, 5320

! Costings reflect the fatest econamic and fiscal detarrminants,
2 This measure forms partof the £2 piflion depattmental savings Jdentified in 2013-16. See alac the financials

tranaactions poficy measliies tabis.

270
-185

-205
1]
1]
0

1]

+11,035 +15,095

+5,945
+5,080
+7,005

+2,425

-270
-170

-285

+200
]
0
0
+8,270

+6,825
+8, 470

+d4, 080

0 a M,
-2B5 -2585 (RS
-155 -140 M,

-300 -325 M,

+45  +745 Medium

0 0 MlAA,

0 0 hedium-
[ oy

] 1] ML,

+17,065 +18,885
+11,280 +12,415
+5,785  +6,470
+{ 2,070 +12,990

+4, 065 +5, 760

A7 Toble A.2 shows the detailed aiteria and applies them to o sample policy measure from this
Budget: ‘Insurance Premium Tex: increase by 3.59op to 2.9%" Thisis eshmoted to raise
around £1.5 billion o year on cvercge over the foreoost period. For this poligy we have
judged that the most important source of uncertainty will be data, followed by behovour,
with the least important being maodelling. The dota used to estimote this meosure are high
quality HMRC odministrative doto on insurance premium tos [IPT) receipts, so we consider
thisto be o ‘medium-low” souroe of uncertointy. The likely beherd cural response is bosed on
glost cties that hove been estimated by HMRC, There 15 some uncertainty here becouse [PT
receipts hove fallen short of our foreonsts since the main IPT rote was increosed to & per
cent in 2011-12. This could reflect chonges in the insurance market or o bigger thon
expected behovicural response to that rete increase. But the costing is relatively insensitive
to varping the assurmed elastichies, sowe deem this o ‘medium’ source of uncertainty, The
modelling is bosed on o simple HMRC forecading model, so we regard this oz o medium-
low’ source of uncertointy, Toking all these judgements into acaount, we hove assigned the
costing an overall uncertainty rating of ‘medium-low’.
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Table AZ: Example of assigning uncerntainty rating aiteria: ‘Insurance Premium Topc
increcse by 3.5pp to 9.5%°

Rating Data Modelling Eehaviour
Very little dota Significant modelling challenges
Wery high . Multip!e. ls’rcnges andfor high Mo informcﬁrion‘ on potenticl
Poor quality sensitivity on o range of beherviour
urverifichle assurmptions
Little deta Significant modelling challenges ) ) )
Ml hich Behaviour is volatile or very
High Much of | i " hp_e_ ?rc:ges andy/or ;E dependent on factors outside the
uc it poor guality sensﬁ!wty on o rcngg feor/benefit systemn
urverifichle assurnptions
Bosic dota Some modelling challenges
Difficulty in generating an up-to-
. . Meay be from externcl dette bosdine and sensitivity to Significant policy for whidh
edium-high EOUTCES ’ ] : i i
particular underlying cssurnptions  behaviour is hord to predd
Assumptions cannot be
readily checked
Incarmplete dota Some modelling challenges Considerable behoviourdl
. High quality external  Difficulty in generating on up-to-  changes or dependent on foctors
Medium . .
sources dote boseline outside the system
YWerifiokle assumptions
Medium-low High guality dete Straightforward modelling Behaviour fairly predicoble
Straightf d modelling of
Lo High cuality dates rermetors for exising poliey ot el fablisned, sicble and
g P - gp CY predicable behoviour
few or no sensitive assurmptions
Importance High Medium Lever
Crrerall Medium-low
A8 This Budget contoined on unusudlly large nurmber of HMRC complionee meosures, whidh dll

A9

shared o significant uncertainty assodicted with the boseline against whidh they should be
assessed. In the absence of firm spending plans beyond 2015-16, it was not dear whet
should be assumed as the ‘business as usual” complionce adivty impliat in our pre-
measures forecast. The opproach we took to assuring ourselves that the scorecard meosures
were additional to the baseline is explained from poragroph A7,

Using the approach set out in Table A1, we have judged 12 measures in this Budget
scorecard to have ‘high” or “very high” uncertainty oroundthe centrol coding. These
represent 24 per cent of the measures in the Budget by number and 14 per cent by absclute
velue (in other words ignoring whether they are expected to roise or cost money for the
Exdhequer]. In net terms, they are expeded to raise the Exdhequer £12.3 billion in total ower
the forecost period. The measures are:
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+  Mon-domisles: abaligh permenent gtedus: This measure gimsto increase the amount
of tox pad by non-domicled individuals on therr worldwide income. It receves o very
high” uncertainty roting. This arises from two main sources. First, HMRC does not hold
detailed information on the value of offshore incomes and copital goins that would
become subjed to UK toe, a0 there is significont soope for error in the construdion of
the tox bose, Second, the post-behowioural coshing contams o particul arly uncertain
adjustment. There are four main potential responses considered in this cogding: do
nothing and poy the extratox chorge; increased tox plonning; become non-resident
for tox purposes; or leove the UK cormpletely. The behoviour of high net weorth
indraducls who are clready adively altening their behoraour in regeonse to the tox
systern is diffiault to predid, espeadlly in relation to how many will leove the UK oz o
result of this measure. The findl scorecord costing of this padioge of measures thaot hos
been induded in our forecast was more than 50 per cent lower thaon the [alreody
uncertain) estimate of the static pre-behav oural costing;

«  Mon-domicles: IHT on UK residential propery: This measure receives o “very high'
uncertainty rating. It charges inheritonce tox on UK residential property held indiredly
through off shore strudures by non-domiciles. The uncertointy in this costing orizes
from the behovioural response. It is assurmed thet most of the indridudls who hold UK
residenticl property in offshore structures are doing so to avoid inheritance toe. There
15 partiadlar uncertamnty arcund how many iIndwduals will decide to ‘de-envelope” their
property, thereby no longer being lioble for the onnual tox on enveloped dwellings
[ATED, and how many will find ancther way to avoid inhentance tox. Some of the
behcraoural responses designed to reduce future inheritance tax liabilities lead to maore
tox being poid over the short term. Again, the behoviour of high net worth individuals
who are dlready achively alfering their behoraour in response to the tox systern s
difficult to predict;

o Cepsitel Geins Tex: ervoideres by private equity end hedge funds: this meosure
receives o very high” uncertainty rating. It levies o copital gains tox [ CGT) charge on
the goins made by certain private equity ond hedge fund monogers. There is particul or
uncertainty around both the tox bose and the behowvioural response to the policy. The
tox bose has been imputed from external sources rather thon detoiled HMRC
administrative dota, There is a large, uncertain behovicural odjustment inthis costing
to reflect the established ability and willingness of these indirviduals fo find new
ovenues of cvoldance;

*  Banks: 8% Compeardion Tax Surdherge and changes te Bemk Lewy: this cosling receives
o ‘wery high” uncertainty rating, due to the element that imposes o surcharge of 8 per
cent on the profits of banking componies. The yield from this meosure 15 based on
uncertain assumptions around the profitability of bonks over the scorecard period — o
key source of uncertainty in cur corporation tax receipts forecast — and ther
behooural response. In particular, we consider the modelling to be both complex
and important for the costing. If the banking sedeor makes lower gross profits than
expected cver the next few years then the yvield could be considerably lower. Sirilarly,
o quicker return to histoncally normal levels of profits could push the yield higher;
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Pensions teot relief: restrid for gross income over £150,900 from 2018-17: This
costing receives a “very high” uncertainty rating. It restricts the tox relief on pension
contributions ovailoble to additional rete toxpayers. HMRE does not hold detailed
administrative dota on the level of pension contributions that hove been relieved ot the
odditional rete. Highly cormplex madelling bringing together dato from o variety of
internal ond externdl data sources wos used to eshimete the pension contributions
targeted by this measure. The behorvioural response is also porticularly uncertain. The
ability of indviduals o tex plon around it 15 o key source of this extro uncertainty;

Tax Motivaed Incerperation: redudien due te dividend tax refarm: Thizs measure
receives o ‘very high” uncertainty rating. It coptures on uncertain eshimete of the
behovioural response to o measure thot we consider ‘medium-high” uncertointy on its
o, There 1s no agreed definition of o toax-mothivoted incorporation, so ocutturn
estimaotes refled HMRC judgements about the proportion of total incorporations thot
were taw motivated. And the modelling of how behoviour will be offeded by donges
inthe tee sydemn thot alter the incentives to incorporote odds o further loyer of
uncertainty on top, The estimated effect of the overall scorecord on tox-motiveted
incorporations is set out from poragroph A.26;

Inhertance Tes: £1m couples allowanoe frem 2020 thraugh new main residence nil-
rete band phased in frem 2017 This costing receives o *high” uncertainty roting. It
introduces o new relief from inhentance tax for main residences ond exdends the freeze
of the existing nil rete band up until 2020-21. The moin uncertainty i1s with the
behooural response of indwiduals, The costing rests on an uncertain judgement over
hiow many indivduals will restructure their wills in order to toke advantoge of the new
relief. As noted in Box 3.3 in Chopter 3, this megsure infroduces new uncertainties into
our economy foreonst due to its potential effeds on the housing maorket;

Tadkling illict tebosen and aleohal: This package of measures receive o ‘high’
uncertainty rating. It provides HMRC with additional resource to tackle illiat tobocoo
ond alashol. The yields are based on how effective the additional resource will be o
stopping illiat exase entering the UK morket. The most uncertain part of the costing 15
the behowvioural element. This includes both o displocement effect as aiminals learn
how to arcurmvent the rules and the response of indriduals who will now be forced to
buy higher priced duty poid goods These effeds reduce the findl scorecord yield of the
pockoge;

‘Wedthy: enhanosd complioneze: This pockaoge receives o high” uncertainty roting. I is
another set of HMRC complionce measures. It includes extending the client reletionship
manager regime to ancther group of high net worth individucls ond extra rescurce for
HRRC to lead aiminal investigotions. This 1s based on uncertain assurmptions arcund
hiow mony sucoessful aiminal ooses HMRC con pursue in o given yeor. As eadh full-
tirme equivalent cormplionce officer waill only work a amall nurmber of complex high-
yield coses, this assurnption is sensitive to the assumed suazess rate, which could be
higher or lower than factored into the costing. It is also based on how effective
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customer relationship monagers will be of ensuring extra complionce from lower risk,
less wealthy indimduals;

«  Controlled Foreign Componies: |ess regdridion: Thiz packoge receives o high”
uncertainty rating. The measure prevents o UK company from sething its own losses
ond surplus expenses, or those of cther companies in its group, against its contralled
foreign company [CFC) profits. The main unceraimty 15 with the dota avaloble to
construat the tes bose and the likely behovioural response. Any meosure thot targets
companies alreody acively chonging therr behoriour in response to the tox systermn s
particularly unoertaing

*  Pay to stay: higher income socal housing fenants to pey market rents: This cosfing
receives o ‘high” uncertointy rating. It requires social londlards to charge higher rents
to households that earn above o defined threshold. The main uncertainties in the
costing arise from the modelling assumptions and the behovicural odjustrments. The
baseling of the measure drows on 2012-13 dota, so there 15 uncertainty 1n the
modelling assumptions used to projed the income levels of sooial tenonts up to 201 5-
16 and beyond. The aosting 15 sensitive to the ameount of fiscal drag that has ocaurred
inthis group. Thereis also uncertainty around how individuals will behove. For
exarmple how many will dhoose to exerase ther ‘Right to Buy”; and

«  UC parent conditionality from when younged child tums 3: This costing receives o
‘high” uncertainty rating. Under this policy, responsible carers claming universal credit
who heve o youngest child aged 3 or 4 and whose household earnings are below the
lower conditionality threshold will be placed in the intensive” rather than the “work
preporation”’ regime. The entire estimoted soving from this meosure refleds the
ossurmed behomoural response from lone porents moving into work os o result of
being ploced into the “‘work preporation” regime. OWP hos good evidence on the
impact of previous lone parent obligation chonges, but it i1s not dear how opplicable
thisisto porents with even younger dhildren. They may face very different borriers of
entry into the labour morket.

A0 We hove judged 21 meosures to hove low-medium” or “high-medium” uncertainty around
the central coding, with a further five having ‘low” uncertainty. That means thot 67 per cent
of the Budget measures hove been ploced in the medium ronge (74 per cent by obsclute
veluel and 10 per cent hove been roted as low [12 per cent by absolute value).

AT Chaort Al plots these uncertainty ratings relotive to the amount eadh poligr measure 1=
expedced to raise or cost, One feature of the distribution of measures by uncertainty is that
the welfare spending measures (os defined by the Treasury), which together are expededio
raise £13.0 billion in the final year of the scorecard period, are typiaolly assigned lower
unecertainty ratings, while the tox raising meosures, which together are expeded to roise
£15.9 hillion in 2020-21 are typically assigned higher uncertainty rotings thaon the tox cuts.
Thiz s portiaularly true for the measures that cim to raise money from indradual s wath high
incomes and high wealth who are already adively plonning their offairs to reduce their tox
lighilities.
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Chart AT: OBR assessment of the uncertainty of costings
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Longer-term uncertainties

A2 For most poligy aostings, the five-year scoreoord period is sufficient to give o representotive
wiew of the long-term cod or yield of o poligr dhonge. Typicolly, that effed 1s ether zero -
beouse the poligy has only o shert-term impod that hos possed by the end of the scorecord
perod — or it would be reasonable to exped it to rise broadly in line with normingl growth of
the econormy. |nthis Budget, the final year effeds of most scorecord mensures ore
representative of the longer-term aost or yield.

A3 There are two measures thot convert public spending into loon sdhemes. Within the
scorecard period, these reduce spending (which lowers P3MNB) and increase government
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lending tothe private sector [whidh roises net debt, but not PSHB). Beyond the soorecard
penod, there will be o P3MB cost ssoadted with ony loans that are wntten off. Speafiodlly:

«  BIS: awitching maintenance grants to loans: This invalves lending to students from
lower-income households that would previcusly hove received grants, On the
cssurmption that lifetime earnings are positively correlcted with porental househaold
income, wrte-off rotes on these loons would be higher than in the student loon
population os o whole., Any PSMNB oozt of student loan write- offs does not cocur until
30 years ofter the loon 15 mode; and

«  Suppor far Martgege Interest: change from welfare peyment to loan; maintein cogsited
limit et £200,000: This corverts the existing support for mortgage interest for people
inreceipt of speafic benefits inte o loan that is repoyable after moving off benefits or
when o property 15 sold. As o second-chorge secured loan, write-off rates would be
expected to be smoller than for an unseaured loon, but would sl be likely to build
beyond the soorecord penod s the stod of cutstonding loons increases over time.

Small measures

A4 The BRC hos ogreed o set of conditions thet, if met, allow OBR steff to put an individuaol
policy measure through o strecmlined sauting process. These conditions are:

. the expedted cost or yield does not exosed £40 million in any year;
. there i1s o good degree of certainty over the tax bose;

. it is analytically stroightforsard;

. there i1s o limited, well-defined behowoural response; and

. it s not o contentious meosure.

A5 A good exarmnple of o small meosure announced in this Budget isthe "Corporation Tom:
intro-group fronsfers”, which darfies the tox trectrment of trangfers between reloted or
connected parties of trading stock and intongible fixed assets. This costing was based on
known covoldonoe by the groups invelved in this behowour, The modelling 15 straghtforward

cnd the behovicural adjustment involres assumptions about the proportion of the yield theot
will be logt to aftrition.

Ala By definition, any cogings that meet all of these conditions will hove o maoximum uncertainty
rating of ‘medium’.

HMRC operational measures

A7 Inthis Budget, the Government hios onnounced o pockoge of measures designed to
increase the level and quality of complionos adiraty corned out by HMRC, Thiswos o
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particularly dallenging set of measures to sautinise ahead of the forthcoming Spending
Rewview [3R). Without on explict forecnst of the complionce adiaty necessary fo meet the
cssurmptions implict in our pre-mecsures forecost, Without knowing how HMRC s SR
settlerment will iImpod on its complionce adaby, it was difficult to certify that the new
adivties would be truly odditional.

ATE  In order to certify the meosures thot hove been anncunced in the Budget, we needed to
satishy ourselves obout both the boseling ossumptions and thot the scorecord meosures
would be odditional to that boseline. This was done in two stoges:

. we sorutinised evidence on the performaonce of HMRC compliance adidaty over the last
Parliament and its implications for the complionoe produdiaty growth thet would be
required to offset any stoff redudions that follow in the SR, This is subject to significant
uncertanty — HMRC s measure of complionce admaty does not tronslate directly into
the MNeotional Acoounts recsipts thot we foreonst ond it relates to estimaotes of non-
compliant adaty thet 15 itself ditficult to measure. But we were schisfied thet the
ossumptions that would be required about boseline adivity were reasonoble; and

. we osked the Tregsury to provide assuronces that HMRC would recerve the funding
necessary to achieve the bozeline compliance adivity implict in cur foreonst. The
Treasury hos provided this assuronce by stating theat “As well as announcing add tiona!
resovice for the measvres announced today on evasion and non-complionce, ths
Zovemment is committed to providing HMROC with the funding it needs to maintain its
currert Javelof complionce pedormance, whilst making efficiencies. HMRC'z
compliance yield targers will increase to reflect the impact of the Budget measures™ ond
by setting out the resource ond copital DEL it expedts to provide in the SR for HMRC s
complianoe adrity. The figures are shown in Table A3,

Table A.3: HMRC compliance: DEL commitment and DEL elements of related

medsures

£ rmillicn

Forecost

2015-1¢  2016-17  2017-18  2018-19 201920 2020-21

HRMREC cormplionce baseline [RDEL] 1190 1150 1110 1085 1065 1045
Investment to support HMREC's
operdtiond package (RDEL| 50 165 215 220 225 225
Investment to support HMREC's
operationd pockage [CDEL) 10 &0 55 50 40 a0

A.19  There were numercus sources of uncertainty osscaoted with this packoge of meosures.
Senerdl concerns related to the average yield of eadh oddiionagl full-ime equivalent st
member and to implementation risks. In many ooses we asked for costings to incorporate
increased time lags before new stoff were ossumed to be fully produchve, in line with
presous experience of such operotionol dhionges. We olso carefully considered the
likehhood of dirminishing returns from additional staff as they were gssumed to be working
progressively more difficult compliance interventions.
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A20 We hove certified the yields presented in the Trecsury scorecord for these meosures as
recsonable and central, We will return to these assumptions once HMREC s full 3R settlernent
hicts been published.

Interactions

A21  An added diffiaulty when estimating the effects of a pockoge of measures 15 eshimating the
interactions between all the different elements of the pockoge. For example, chonging the
porameters associated with one beneht may alter the coseload for ancther, which would
offect the aosting of o meosure thot targeted that coselood. The order in whidh the meosures
oppear on the soorecard 15 therefore important when estimeating interochons, as the
measure saored first con offect the aosting of those further down — but not vice versa.

Welfare package

A.22  Inthe run up to this Budget, we worked dosely with HMRC, DWP ond the Treasury to make
aure that we coptured dll the relevant interadions in the costings and ovoided double
counting. An example of the type of interactions captured 15 thot tox aedit awords feed into
the income calaulation for housing benefit. This means that cuts to tox credits would - ol
else equal — result in o corresponding inaease in housng benefit spending.

A.23  Interadtions between different meosures mean that the order in whidh they are scored [and
in which they therefore appear on the Treasury scorecard) can maoke o potentially sigrificont
difference to the cost or soving attributed to each measure. The cut in the ‘benefit cop’ is o
ause 1n point. Logically, you might score the beneft cop last as it s o cop oppliedto
pecple’s oggregote entitlerment to benefits once all other reforms hove token place. But the
Treosury hos dhosen to ploos it part way through the scorecard. This increases the estimated
amings, becouse the oop s osumed to opply to o more generous welfare systern thon theot
which will adually be in place following the enadment of oll the Budget meosures.

A.24  Toble A 4 shows thot the scorecord sorving from the benefit cop increnses to £495 million in
2020-21. But if it were in lagt place on the scorecard, refleding the reduced genercosity of
other benefits ond tox aredits, the soving would be less than half oz large of £1%5 million.

Table Ad: The effedt of interadtions on estimated savings from reducing the benefit

cap
£ rmillion
Forecast
2014617 2017-18  2018-19  2019-20  2020-21
Mo interodions 100 310 380 405 4295
Estimete with main interadions 25 Y5 195 145 125
of which:
Child teoe crecit o] -4 -B0 -115 -215
Other bendits -5 -45 -85 -125 -85
Twtal difference from interacticns -5 -85 -165 -240 -295
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A25 W isimportant to remember thot changing the order thot measures appear on the saorecard
will net alter the net iImpod of the padcoge as awhole. If the benefit cap was soored ost,
then the measures that precede it on the scorecard would sove correspondingly more.

Effed on tax-mativated incorporations

A28 Within cur receipts forecast, we indude an expeded flow of fo-motivated incorporotions
[Thals] and their impad on receipts. When individuals choose to form companies to lower
therr tew bills, this reduces income tox recerpts and MNICs, but raises corporahion tox recsipts,
with the net effect negotive for receipts cverdll. Many meosures announced in this Budget
will offect the incentives to incorporate by dlienng the differenticl between the two tox
regimes. Apart from ‘Dividends tes: abolish credit, infroduce new £5,000 allowance, and
increase effective rates by 7.5pp" where the yields are shown seporately in the scorecard,
the Tkl effeds ore included in the costs of these meosures.

A27  HMRC's TMI model was used to eshimote the effedt of chonges in incentives on the flow of
Thlz over the scorecard period ond opplied the new incentives to the flow. The results are
shown in Table A4, As with any forecost of a behowioural respon se to the tox systern, these
estimaotes are subjedt to significant unosrtointy.

A28 The lorgest additional incentive to incorporate comes from the cut in corporation tox rates,
but this is more than offset by tawing dividends more heovily. Overall, we hove judged the
net effect of the measures offecting incorporation 1sto reduce the flow of Thils with the
resulting inaense in tax receipts reading £4245 million in 2020-21.

Table A.5: Scorecard effects on fax-motivated incorporations

£ million
For ecaost
2016-17 2017-18 2018-1%9 20719-20 2020-21

Pre Measures ThI -1055 -1235 -1400 -1515 -1660
Personal ollovwwonce: increase to £17,000 in 20186-17, with o 0 o 0 0
equal gains to higher rote teepoyers
Higher Rete Threshold: increose to £43,000 in 20716-17 o] -5 -5 -5 -5
Corporation Teee reduce to 19% from 20017-18, and 18%
from 202021 0 -35 -105 -125 -175
Emplopment Allowonce: increase by £7,000 from 2018-17 o] -10 -10 -15 -15

Dividends tee: abolish credit, introduce new £5,000
gllowence, and increose effective rates by 7.5pp
Erplogrment Allowonce: withdroaw from single person
cotmponies

Post Meosures THI policy -83as -8a0 -1030 1100 -1235

190 360 445 505 565

a5 45 45 50 55

Departmental spending

A2%  We do not scrutinise the costings of poliaes that redllocate spending within departmental
expenditure imits [DELs), ance the total cost or yield is wholly determined by o Government
policy deasion. Meither do we typically sautinise the DEL implications of meosures thot
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cffect current receipts or AME spending, where those are alse wholly determined by
Government peolicy deasions. [The HMRC complionce measures of this Budget have been
an exception tothis normal proctice.) Instead we indude the overall DEL envel opes for
current and copital spending in our forecost, plus judgements on the extent to whidh we
expect those be over- or underspent in aggregote. We judge — in line with historical
experience and our recent foreoasts — thot they will be modestly underszent in 2015-18.

AE0 Beyond the aurrent SR period from 2016-17 onwards, the Government provides us with
figures for the amount of departmental spending that it assurmes it would wish to spend.
These do not appear on the Treosury’s sooreqard, but we show dignges in them os the
effects of Government deasions in cur forecast [see Taoble 4.3).

Indirect effects on the economy

A.31  This Budget contains o number of poligr dhonges that we hove judged to be sufficiently
large to justfy adjustments to our central economic foreanst. These include:

. the poce ond compestion of fiscal consalidation hos changed significantly. Bigger auts
in public spending in 2015-16 have reduced quarterly growth in late 2015 ond early
2016. The significant slowing in the poce of spending cuts thereofter hos raised
guarterly growth through the rest of 2018, We hove assumed that chonges in loter
years will hove only small effects on growth as the Bank of Engloand will be oble to
fadtor them into its judgements when setting monetary police;

. our inflation foreanst hos been offedted by o number of policy measures, the most
significont of which hove been the increase in vehide exase duty rates in 2017 and the
decison to force soadl sedor londlords to reduce rents by 1 per cent o yeor from
2016. As these are administered prices, we hove ossurmed that the Bank of England
will leok through these effeds when setting monetory poligr; and

o we hove mode small odjustments to our assumptions for strudural unempl oyment and
potenticl cutaut in light of the Government's deaision to infroduce a Livng Wage
Premium on top of the Mational Minimum Wage for people oged 25 and over. The
response of firms and the impad on the labour market are subjed to sigrificont
uncertainty, Annex B describes how we hove estimated these effedts, and the
unecertainties arcund therm.
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B The National Living Wage

Introduction

B.1 The Gevernment hos onnounced that from Agnl 2078 1t waill infroduce o Living Woge
Prermiurm [LWP) that will apply on top of the National Minimum Wage [NMW) for
employees oged 25 ond over to deliver o Nationdl Laing Wage [MNLW) for those people.
The main MW will continue to be set for all ermployees aged 21 and over, so that those
aged 21 to 24 will continue to be subjed anly to thot rate.

B.2 The Geovernment has speafied thot the April 2016 MUW rate will be set ot £7.20 an hour,
which 15 50p higher than the momn MMW rate of £6.70 thot will apply from October 2015,
From April 20717, in addition to setting the moin NMW, the Low Poay Commission [LPC) waill
be tosked with recommending a yeorly profile for the LWP that tokes the hourly LW
opplying to those aged 25 ond cver to 80 per cent of the median hourly earnings of thet
group by Apnl 2020, Unfortundtely, we were unable to disauss with the LPC how they rmight
opproach setting out the precise trajedory cheod of its public announcement.

B.3 This represents o significont dhange to labour market institutions that could be expeded to
howve material implications for the economy and public finances, But estimating the size of
those effects requires a number of assumptions about how the policy will be Implermented
and how firms will respond thet are subjed to great uncertainty, This cnnex therefore:

. sets out the opproach we hove taken ond the adjustments thot hewe been made to our
central economy forecast;

. presents some plausible ronges arcund the central estirmotes we hove made ond
describes some of the wider uncerainties that we have not tried to quantify; and

. shows how cur fisaol forecosts hove been offected by the adjustments we heve maode
to the central economy foreaad.

Estimating the effects on our central economic forecast

Folicy-related assumptions

B.4 The first step in eshmating the effed of the MLW on the economy 1s to maoke gssumptions
cbout what hourly woge rates it implies and how much they differ fram the hourly wage
rates implied in cur econcimic forecast in the absence of this peligr change. This is o sirmilar
process to thet token for scorecard policy medsures, where we produce o pre-megsures
forecost on the basis of exishing poligr ond then adjust it for the effeds of new policies. But it
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is mode maore complicoted by the fad theot cur economic foreood is atop-down
mocroeconomic forecast, so we do not expliathy forecost the earmings distnbution or
empl oyment among different age groups We must therefore maoke an assurmption about
whet 15 implhat in our baseline forecost.

B.5 For the purpose of estimating the effect of introducing the LW, we hove assumed thot:

. the ecrnings distnbution in cur pre-meosures forecast does not change from year to
year. As sudh, median earnings of all ages are assumed to rise in line with the cverage
hourly earnings forecost that s imphed by our central forecosts for whole econormy
woges and solares, employment and overage hours worked;

. the MMW would hove risen in line wath that cverage hourly earmings foreoast in the
obsenoe of the NLW polio;

. the MNMW will continue to rise o the rote assumed in the baseline forecost — 1.e. the
exiztence of the MLW will not lend to dedsionsto roise or lower the NMW in responze.
[Since the NMW s o porometer in some aspeds of the benefits sygem - and the
Sovernment hos stated o gool of setting the income tes personal ollowonae so thot
people working 30 hours a week o the NMW poy no income tox — this assumption 1s
of greater importonce to the public finanoes forecost than to our economic foreonst

. the MW will rise from £7.20 10 Apnl 20718 [equivalent to cround 55 per cent of
estimated medion hourly earnings for employees aged 25 and over) to around £%.35
in Aprtl 2020 [readhing 60 per cent of expeded medion hourly earnings for that
group) in steps that imply the rise relative to medion hourly earmings is a groight line.
The effedive minimum wage for the offected age group wall therefore be over 13 per
cent higher in 2020 than would otherwiss hove been the cose; ond

. for simplhaty, complionce with the MNUW 15 gssumed to be complete. In prachce, there
has been some non-complionce with the MMW, though it oppeors to be concentroted
ot younger ages or in speafic sedors It is possible that the 13 per czrt inaease inthe
effective minimum woge implied by the poligr could lead to an inaease in non-
compliance.

B.o Seting aside the uncertainties inherent in our central forecast, there are clearly sigrificant
unerainties around ead of these assurmptions. Meon and median earnings tend not to
move preasely in line with ecdh other, which would offed the gssurmed aosh volue of the
LW in 2020, It is also not deor of this stage how the Low Pay Commission will ad upon
this new remit or the deasions the Government would take in response. But of this point the
Sovernment hos confirmed that these are the oppropricte assumptions to make in order to
copture the intended effed of the introdudion of the NUW and LWP. Az with any reform that
offects alarge proportion of the population, there will be risks of unexpeded consequences
when the poligr comes to be implemented.

1 These issums hove been explored further in recent Low Pay Commission reports.
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Estimating the direct effedt on the earnings distribution, wage costs and profits

B.7 The next step in estimating the effed of the MW on the econamy isto quantify bow its
intreduchon would dhange the earnings distribution for thosze oged 25 and over, and how
much theat would increcse the whole economy wage bill and reduce whole economy profits.
To do this, we need to maoke gssumphions about the number of employees thot will be
cffected and by how mudh. 'We do that by:

. starting from dota from the OMN3 207 4 Annual Survey of Hours and Eormings (ASHE),
which is bosed on a 1 per cent sample of oll employees;

. projeching the ASHE-derved earnings digribution forword using our boseline
ermployment and hourly earnings forecaosts;

. assurning that the effed on hourly earmings weould be the full amount for those earning
predsely the NMW in the pre-megsures earnings distribution and would toper
theredfter, such that those earning below the MLW in the boseline distnbution would
garn thot amount ofter its implementation; cnd

. assurning that in addition to the effect on pecple earning between the pre-measures
MMW rate ondthe post-measures NIW rote, there will be spillover effects further up
the ecrnings distribution, preserving some of the pre-measures earmings differentials.
Based on researdh published by the Low Pay Commission,® we hove assumed thot
spillover effedts would extend to the 25" percentile of the eornings distribution. We
clso allow for spillovers to some people under 25 yeors old.

B.B Usingthis approach, by 2020 we estimate that, absent any indirect effects, around %4
million people aged 25 and over would move from receiving the MIMW to the higher MNLW.
Just under an additional 2 million people would move from hoving hourly earnings between
the £8.25 ossumed NMW ond the £9.35 gssumed MNUW to of legst the NUW. Hourly
earnings of around £9.35 would ploce an individucl of the 16" percentile of the earnings
digribution. Assuming that spillover effeds extend to the 25" percentile implies that on
additioncl 3% million people will also be affeded, taking the total number of people
affected to around & million. The post-tIW eornings digribution would be more
compressed among those of the bottom of the digtrbution.

B.% Chart B.1 shows how these assurmptions feed through to the implied earnings distribution in
2020 of those aged 25 and over.

T Butcher, Manning and Dickens (2072 “A4 nimum Waoges and Wage fnaquolity: Soma Thaory and an Appleafion fo the M7, Discussion
Faper Low Fay Commission; University of Susse:; Londen Schaool of Economics).
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Chart B.1: Wustrative earnings distributions in 2020 before and ofter the estimated
effects of the Living Waoge Premium
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E.1D In order to estimote how these dianges might offect the economy, we need to turn this effect
on the ecrnings distribution into an effedt on the wage bill and profits at the whele economy
level. Azsuming no change in ermployment or hours worked, that will equal the produd of
the weighted cosh inarease in hourly compensation ond the number of people offeded. In
2020, it would be dmost £4 billion, whidh is equivalent to 0.3 per cent of whole economy
compensation of employees and just over 1 per cent of corporate profits (as meosured in
the MNeational Accounts).

BT Imposing the assumption of no diange in employment or hours worked makes this o pre-
behovioural or ‘static” estimote of the impad of new policy. In redlity, firms and the
econamy will odjust to the policy diange. This adjugment prooess is what we try to capture
in the behceaoural effects of scorecard pelicy measures [described in Annex Al and the
indired effects of larger policies that we judge to be matenal to our mocroeconamic
foreanst [described in Box 3.3 in Chopter 3). They involve more challenging gssumptions
ond greoter uncertainty.

Estimating the indirect effects on the economy

.12 We con think about how the economy weould adjust to o 0.3 per cent inaease in wage costs
from a migoeconomic firm-level perspedive or from o moaceconomic whole economy
perspedive. In this sedion we cover the ronge of possible adjustrment channels ond the
evidence we hove drown onto settle on the assumphions used in our central forecast.

E.E  Qur first and overarching assumphon s that because the infreduction of the MLW represents
o change to lobour market institutions, once the transition hos been completed its effeds on
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the econormy are strugural. Thet means thot any dhanges to the lobour maorket or to GOP
will be refledted in potential cutput.

At the firm level, employers thot ore offeded by the higher woge oosts associated with the
MLW would, obsent adjustment, foce aloss of profits. Those employers could respond in @
variety of ways to try to offset thet loss:

. reduang the nurmber of hours worked by their existing ermpl oyees;

. reduang the number of people ermployed, either by firing existing employees or by
hiring fewer pecple untl oitntion hos reduced the workforce by the desired amount;

. changing the compesition of their waorkforce, potenticlly by replocing those who are 25
years old or older with those oged 24 or less; or

. increqsing prices in order to poss on the higher woge costs to their austomers.

Such responses would hove knodc-on effedsto the demond for firms” output, thereby
leading to further dhanges in employment and profits.

Aggregoted to the whole economy level, these adjustment processes could leod to:

. o reduction in total hours worked — either wio the employment rote or overoge hours -
which would feed diredly into aredudion in potential cutput;

. chonges in hourly produdtnaty. We would not exped these dhonges to affect hourly
produdiaty for specific individuals, but the compoation of ermployment could change
suffigently to offect the overoge;

. changes in the profile of the output gop during the adjustment phose;

. increases in the whele econormy price level, whidh will depend on how much of the
resulting hit to prefits firms choose, and are oble, to poss onto consumers; and

. chonges in the labour share of income, which will depend on the assumphons made
chout the extent to which firms are able to reaover the stedic hit to profits ond the
method by whidh they do so.

Meoking assumptions aobout the relative importance of these diannels will determine the size
and income compostion of GOP ofter the NMUW has readhed steady date in 2020, We then
need to maoke ofinal set of assurmptions about how any changes in househeld and
corporate incomes offed the composition of GOP by expenditure.

For cur central estimate of the effed of intreduang the MNUW on the economy, we hove
ossurmed:
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. on elostiaty of demand for labour of -0.4 [which we discuss further below). This means
total hours worked foll by 0.4 per cent for every 1.0 per cent inoeqse in woges;

. hialf the effed on total hours will come through employment and half through cverage
hours;

s the concentration of the fall in total hours ot the bottom of the earnings distribution
imples o positive compostional, or ‘batting average”, effect on hourly produdiaty ot
the whole economy level. We assume that the woge costs thot would otherwise hove
been paid in the absence of this poligr provide arough guide to the overoge
produdiaty of the hours lost;

. thet firms pass on ground half of the increase in unit labour costs to consumers
through price inareases, meoning theat profits are slightly lower; and

. for simplicty, thet the household soving ratio will not be offeded by the MW [so
changes in household income hove o propottionate effed on housshold consumption)
ond copital spending as a proportion of corporcte income will be unoffeded [so
changes in profits hove o propertionote effed on business investment). The
implications o the maocroeconomic level of varying either of these assumphions would
be small.

B.18  The consequences of these assumptions for cur economy forecast are summansed in Table
B.1, which shows:

. the structural unemployment rate hos been revised up by around 0.2 percentoge
points - equivalent to around 80,000 people in 2020 - and trend overoge hours hove
olso been revised down by arcund 0.2 per cent. This results in o reduchon in total
hiours worked per week of olmost 4 million;

. the level of real potential cutput has been revised down by 0.1 per cent by 2020,
which is equadl to the effect on total hours odjusted for the assurmption that the lost
hours are from those who are less productive thon the averoge worker;

. os the output gop is unchonged, lower potential cutput means we hove revised down
the level of real GDP by the some amount;

. the additiona wage costs are split between lower profits and higher prices. We hove
ossurmed that profits are around 0.3 per cent lower, reducing noming GOP by just
under 0.1 per cent. The price level has been revised up by 0.1 per cent, which 1s
equivalent to odding small omounts ayear te CPlinflation ond the GOP deflator. As o
result, nominal GOP iz litle chonged by 2020; and

. overage earnings ocross the whole econormy hove been revised up by around 0.4 per
cent by April 2020, which is equivalent to adding less than 0.1 percentoge points o
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year to averdge earnings growth. This refleds baoth the higher overage earnings of
groups diredly affeded ond the chonge inthe composiion of employment.

Table B.1: Estimated effeds of the Living Wage Premium on our 2020 economy

forecost
Percentage point change in forecost
Real GOP -01 Maominal GDF 2.0 Averagge earnings D14
of which of which
Unemplopment rote -0.2 Real GDP -0
Averoge hours -0.2 Prices [l
Hourly produdivity 0.3

Uncertainfies and sensitivity analysis

B.19  Taoble B.2 shows the effects on GOP ond employment of varying some of the key
assumplions desaibed in the prewious sedion.

B.20  The elostiaty of demand we hove assumed lies within o relatively wide spedrum of empiriazl
eztimnotes, induding the low-to-high range of -0.15 to -0.75 in Harmermesh [1991).7 This is
a key assumption, with the overall effects maoving linearly with it.

.27 Aocodermic evidence suggests that dhanges to the NMW hove led o only limited dermond
effects in the UK to dote. The types of jobs thot will be offedted are relatively lobour-
intensive, whidh may limit the soope for firms to subgitute towards using copital [and so
dompen the lobour demond effed). Firms moy dlso be expeded to shift demand in fovour
of the under-25s given that they will not be subjedt to the NLW, which all else equal would
lead to o smoller redudion in oggregote labour demand. Some of the redudion in
employees could clso be portially offset by arise in self-employment.

B.22  But inaeosing the MW further up the earnings distribution moy lead to bigger effects than
hove been witnessed in the post. As Chart B.2 dhows, the ratio of the UK s MNMW relative to
full-time medion earnings currently sits in the middle of the pock for OECD econormies, but
would move up that ronge.?

*Haomermesh (19%1), “Lakowr demand': What do wee know 2 What don weknow 2 Loeffler, Feichl, Siegloch (2074), * The ownrwage
aelashaiy of labor demand: 4 mefaregresaon analyas™, present a median estimate of -0.3%, within arange of -0.072 10 -0. 444
A Dolado & al (1994, “The economie i mpast of min mom wages in Europe” explores qoss-country differences.
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Chart B.2: Adult minimum wage relative to full-time median earnings in 2013
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B.25  Assuming alower lobour demond elaghiaty of -0.15 would reduce the effect on real GOP by
maore than half and the effed on unemployment to just over 20,000, Conversely, o higher
elashaty of -0.75 would increase the real GOP effed to 0.2 per cent ond the employment
effect to arcund 110,000,

B.24  There hos been clearer evidence of dhonges in lobour demaond resulfing in lower overage
hours worked.® There ore o wide ronge of fodors that will shape firms” doies asto
whether to reduce lobour inputs through lower employment or lower overage hours,
including the adjustment horizon, firing and hiring costs, worker preferences and flexibility
in determining operating hours. Many of these will be firm- or sedor-speafic dicices, with
some skewed towards one or the other. We hove token the brood judgement that, ot the
maocroeacnamic level, the odjustment will be evenly split between employment and hours.
But while the estimated employment effed is sensitive to this assumption, the overall
econormic ond fiscal effeds are not.

B.25 Al else equal, assuming 100 per cent of the total hours effed came through empl ayment
would double the unemployrment inaease to 120,000, while assuming 25 per cent come
through employrment would reduce it by half, to 30,000, To the extent that firms choose to
reduce headaoount, they could dhoose to reduce disproportionately either the number of full-
tirme or part-tirme workers, whidh adds gnother source of potential uncertainty.

? Bryan o al. (2013, ¥ The Impagt of the Mational Mini mum Wage on Empdoyment Retardion, Hourz and Job Eniry™, find that in responseto
the introduction and vprating of the M&W, hours of young people fall by 3to 4 haurs. Dickens & al. (200%), “The Employmant and Howrs
of Work Hfedt s of tha Changing Mafional M mum Wage” find some evidence of hours falling in responsetothe large MW inaeases of
2007 and 2003, Swvaffield & Fewart (20081, ¥ The other margin: do mim mum wages ga wea working howrs adivgmentz for low-wage
workerd”, find that the introduction of the minimum wage reduced average hours of low paid groups by 1 ta 2 hours per wesk,
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B.26  Ower ond obove the redudions in costs sternming from lowering lobour inputs, there is only
lirmited eviden ce relating to how for firms ore able to poss higher minimum-woge induced
costs on to prices. Pass-through mey be more likely if most firmms within o particular industry
are offected in o similar woy. All else equal, higher poss-through would leod to higher
nominal GOP but would not affect recl output. IF instend the additional costs were entirely
chsorbed, then nominal GOP would move in ling wath ocur real GDP adjustrments, ond so
dedine by 0.1 per oent.

Table B.2: Sensitivity andlyses

Fer cent, unless otherwise stated

Real GDP Momind GOP Unemployment ['000s)
Central -0.1 0.0 &l
Letbour elosticity: 01510 -0.75 0 -00T = o 0.2 0.0 201110
Proportion of effect threugh heods: 2510 100 -0 0.0 2012 120
Proportion of prices relotive to orofits: 0 to 100 -0.1 -0.71 1o 0.1 J5]0]

Implications for our fiscal forecast

B.27  The estimoted effect on the publicfinances of introduang the NLW is, of course, senstive to
the assurmphions that are made about how firms and the economy adjust to higher woge
costs. Given the uncertainties around these assumptions, it is dearly possible to read
different condusions using plausible assumphions.

B.28  The channels by whidh the public finonces will be offeded indude:

. higher labour income (in cosh terms) potentially rarising income tox ond nahioneal
insurance contributions [NICs [although these effects would be expeded to be
relctively small, given our assumption that incomes ore only offedted up to the 25%
percentile of the earnings distribution) and reduang income-related benefit spending,
portiaulorly tox credits and housing benefit;

. chonges to the price level will offed the uprating of tax thresholds and benefits, and
poyments on index-linked gilts. [nthis forecast, the Government’s deasion to freeze
most working- oge benefits rate for four years means the assurmed effect of the MLW on
prices will not feed through to higher spending on those benefits ond toxe aedits
subjedt to the freeze;

. higher overoge eornings growth will also feed through to the bosic stote pension wa
thetriple lods on uprating, with o smaller effedt on pension credit;

. higher unemployrment will lead to higher spending on jobseeker’s allcowonce ond
associcted housing benefit;

. higher household consumation [in cosh terms) will raise VAT and exase duties receipts;
and
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. changes in profits and investment would feed through to aorporation tox receipts. The
size of any effect will depend on assumphons mode obout the extent to whidh firms are
oble to offset increosed wage aosts through the adjustment channels desaribed above.

B.22  The change in the shope of the earnings digribution o the bottorn end — ond the ossoaoted
employment effects — is particularly important for the effect on spending on tox aredits and
housing beneht. But there 1s on important additional considerchion, in thot both benefits are
aonditiched on household incame, whereas the MUW will affect the incomes of indraiduals
within households.

B.30  Althcugh the NLW boosts indivduals” eornings towords the lower end of the individual
income distnibution, it 1s expeded to hove o more even effed on the distnbution of
hiousehold incomes, dance many workers on the NUW will be households” seoond earners
Indeed, around helf the cosh gains in household income may acaue to the top half of the
household inoome distribution, in part beanuse workers in higher income deales thot do
gain from the measure will receive o larger average cash armount (Chart B.3).4

Chart B.3: Average annual gains to gaining households in 2020
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B.37  Table B.3 shows our estimate of the cverall effect on our public sector net borrowing [P3MEB]
forecost of the infroduchon of the MUW. It shows thaot overall - bosed on the gssumptions
described in this annex - we hove revised PSMNB down by small omounts that rise 1o £0.2
billion in 2020-21. This reflects the net effect of:

B R workers are m ore concentrated within the third to sixth deciles of the househald income distribution, Lower deciles tend o hawe
relatively more pensioners and unemploved people, and Brewer, May and Fhillips (2009, “Tass, bandits and the nalonal mini mum
waga”, show that MMW workers are more likely to be within the bottom two deciles of the working age househald income distribution.
They also show that second sarners are concentrated around the middle deciles of that distribution, which is atherwise skewed towards the
higher end.
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. redudions in tox aredits and housing benefits — the largest effect — recdh £0.8 billion in
2020-21;

. income tox ond BNICs are expeded to be up by only small ameounts, with an additional
increase in YWAT receipts due to higher normingl household consumption;

. marginally higher whole economy earnings growth ingeases the cost of uprating
pengons. Higher inflation also hos smcll effects on tox and welfore upratings, in
cddition to raising the cost of poyments on index-linked gilts;

. higher unempl oyment and lower profits leod to further inaeases in borrowing; ond
s there may also be other indirect effeds on the econormy that go on to offed receipts
ond spendng [for exomple through house prices), but these hove not been explictly

rmodelled.

Table B.3: Effeds on net borrowing of introducing the Living Wage Premium

£ hillion

Forecost
2016-17 2017-18 2018-19 2019-20 2020-21
Average ecrnings -0.2 -0.32 -0.4 -0.5 -0.8

of which:

Te credits and housing benefit -0.2 -0.2 -0.5 -0.7 -0.8
Incorme teoe and NICs C.0 0.0 0.0 -0 -0
Pension upratings 0.0 0.1 0.2 0.2 0.2
Ermployment: welfare 0.1 2.1 0.2 0.2 0.2
Infletion: vpratings and debt interest 0.1 2.1 0.2 0.2 0.2
Profits: corporotion tee 0.0 0.1 0.1 0. 0.1
Consurnption: WAT 0.0 -0 -0.1 -0 -0.2
Cther econormy effects 0.0 0.0 0.0 0.0 0.0
Total effect on net barrowing [oN o] -1 -0 1 -0.2 -0.2

.52  In the time ovailable, we hove not been oble to run the range of cternative economic
cssurmptions through the different receipts ond spending forecost models to test fully the
sensifivity of the results in Takle B.3 to different ossurmphions. But we would stress that — as
with the effects on the econormy foreonst — these results are subject to considerable
uncertointy.

Next steps

B.25  Badence on the effed of the fird nise to £7.20 in Aprl 2016 should become ovalloble
relctively soon, but the full adjustrment to 60 per cent of median hourly earnings will remain
afador relevont to cur foreanst judgements over the next few years, Aheod of ocur next
forecost, we intend to engage with the Low Pay Commission, cur expert Advisory Ponel and
cthers on the analysis set out in this annex in order to inform any future revisions that prove
N ECESSHry.
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