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OBR analysis

£.1 This annex contains analysis prepared by the Office for Budget Responsibility (OBR}. The first
three pieces of analysis included are Chapters 3, 4 and 5 of the OBR’s March 2016 "Economic
and fiscal outlock’. They cover, in turn, the economic outlook, the fiscal outlook, and the
performance against the government’s fiscal targets. The final part of this annex is the executive
summary of the OBR's 2015 "Fiscal sustainability report”.

93

7458/16 ADD 1 MCS/ah
DGG 1A

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=98331&code1=RAT&code2=&gruppen=Link:7458/16;Nr:7458;Year:16&comp=7458%7C2016%7C

7458/16 ADD 1

DGG 1A

www.parlament.gv.at

MCS/ah


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=98331&code1=RAT&code2=&gruppen=Link:7458/16;Nr:7458;Year:16&comp=7458%7C2016%7C

3 Economic outlook

Introduction

3.1 This chapter:

¢ sefs out cur estimates of the amount of spare capacity in the economy and the likely
growth in its productive potential {from paragraph 3.2);

s describes the key conditioning assumplions for the forecast, including monetary policy,
fiscal policy and the werld economy (from paragraph 3.25);

. sets out our short- and medium-term real GDP growth forecasts (from paragraph
3.49) and the associated outlook for inflation [from paragraph 3.56) and nominal
GDP {from paragraph 3.70);

s discusses recent developments and prospects for the household, corporate,
government and external sectors of the econemy (from paragraph 3.73); and

. outlines risks ond uncertainties (from paragraph 3.118) and compares our central
forecast to those of selected external organisations (from paragraph 3.120).

Potential output and the output gap

3.2 Judgements about the ameount of spare capacity in the econemy [the ‘output gap”) and the
growth rate of potential cutput provide the foundations of our ferecast. Tegether they
determine the scope for growth in GDP in the next five years as activity returns to a level
consistent with maintaining stable inflation in the long term. GDP growth is an important
driver of tfrends in the overall hudget deficit and the path of public sector debt, the measures
on which the Government’s new fiscal targets are based.

3.3 Estimating the size of the output gap also allows us to judge how much of the budget deficit
at any given time is cyclical and how much is structural.” In other words, how much will
disappear auto matically, as the recovery boosts revenues and reduces spending, and how
much will be left when economic adfivity has returned te its full potential. This was
particularly pertinent to the previous Government's fiscal target, which was based on a
cyclically adjusted measure of borrowing.

3.4 In this section, we first assess how far from potential the economy is currently operating
before considering the pace at which petential output will grow in the future. Qur estimates

T The methadalogy we use ta da so is deseribed in Helgadotir et al [201 2): Working Poper Mo.3: Cycicolly adjusting the public finonces.
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Econemic cutlock

of potential output and the cutput gap are based on estimates of national cutput excluding
the small and volatile oil and gas sector. We then add on a forecast for ol and gas
production to complete our GDP forecast.

The latest estimates of the output gap

3.5

3.6

The first step in our forecast process is to assess how the current level of activity in the
economy compares with the potential level consistent with stable inflation in the long term.
We cannot measure the supply potential of the economy directly, but various techniques can
be used to estimate it indirectly, including cyclical indicators, statistical filters and preduction
functions. In practice, every method has its limitations and ne approach avoeids the
application of judgement. We therefore consider a broad range of evidence when reaching
a judgement on spare capacity and the level of potential output that implies.

Since our December 2014 forecast, we have used estimates of the cutput gap implied by
nine different techniques to inform cur judgement. These produce a range, as shown in
Chart 3.1 along with our own latest cantral estimate.? Our cantral astimate is currently closa
to the bottom of the range, as it has been for the past year. We explain the rationale for this
judgement in paragraph 3.13. All these model estimates showed spare capacity increasing
during the course of the late 2000s recession, and their dispersien increased. The swathe
remained relatively stable, but widely dispersed, until early 2013 when actual growth picked
up. Most estimates subsequently tightened and the range narrowed. But it has widenad
again recently, with estimates varying from -0.3 to +2.8 per cent in the fourth quarter of
2015. Even this may understate the true degree of uncertainty, as such estimates are likely
to change as new data become available and past data are revised.

? The individual output gup estimates are included in the supplementary econamy tables available on our website, The approaches — and
the uncertainties nssociated with them — are discussed in Murray (2014 ): Working Foper Mo 5: Output gop messurement: judgement and
urrce iy,
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Chart 3.1: Range of output gap model estimates
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3.7 The cyclical indicator approaches on which we initially placed grecatest weight implied that
the output gap hegan to narrow in 2012, even though growth remained relatively weak —
although less weak according o recent data than was reported af the time:

. ‘Aggregate composite’ [AC) estimates imply that spare capacity continued to be used

up af pace, and that eutput moved above its sustainable level towards the end of
2013; and

. ‘Principal compenents analysis’ (PCA) estimates also suggest a significant narrowing of
the gap through 2013, but it then remained stable through 2014 before turning
positive and rising through 2015.7

3.8 The two statistical filters we use that consider output data alone imply that the economy is

currently operating close to its potential level, where both had implied a small peosifive
output gap a year ago, as shown in Chart 3.2.

3.9 Chart 3.3 augments the output data with other information. In the latest quarter, these four

measures tell an unusually consistent story of the econemy operating close to, but just
below, its potential level. Taking each in turn:

s  capacity utilisotion indicators suggest firms are operating at levels slightly below their
potential level, having been operating above that level for the previous two years;

2 Mare details on these methodalagies are set aut in our Briefing Poper MNo.2: Estimating the sutput gop and in Pybus (2011): Working
Poper No. T Estimoting the UK's historicol output gop.
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. CPl inflation remains low, which in principle could suggest more slack in the economy.
We do not consider that likely, since the weakness in recent months largely reflects
lower food and petrol prices, and the lagged effects of past sterling appreciation. The
inflation measure that underpins our filters is adjusted for the direct influence of food
and oil costs, but in reality only partially so, as changes in these cests also have
indirect effects on other prices. This may explain why this measure gives a slightly more
negative measure of the output gap;

¢  the unemployment rate has fallen further in the fourth quarter of 2015.
Complementing output data with a filter-based structural unemployment estimate
[informed by changes in real wages and predudivity) would suggest that the output
gap has been closing since the end of 2012 and has been very close to zere in the
second half of 2015. In recent forecasts, we have placed more weight on measures
that capture labour market slack; and

. a preduction function approach, which applies filters to the individual components of
production, suggests that output was very close to potential at the end of 2014 but
since then the economy has heen operating slightly below its potential level. This
model suggests the small amount of slack at the end of 2015 was concentrated within
total factor productivity in particular.

Chart 3.2: Cyclical indicator and filker-  Chart 3.3: Multivariate filter-based

based estimates of the output gap estimates of the output gap
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3.10  Qutput growth {on a non-oil basis) was slightly weaker than we expected in the fourth
quarter, at 0.5 per cent compared to the previous quarter and 1.8 per cent compared to the
same quarter a year earlier. By contrast, employment growth has remained strong [with the
employment level up 0.7 per cent on the quarter and 1.5 per cent over the year).
Unemployment and inactivity rates beoth fell further in the fourth quarter, and average hours
worked increased. As a result, hourly productivity — output produced per hour worked in the
economy — fell by 1.2 per cent in the fourth quarter, having risen by 0.7 and 0.5 per cent in
the second and third quarters. Growth in hourly produdtivity was therefore close to zero in
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the year to the fourth quarter, falling far short of the healthy 1.4 per cent rise assumed in
our November forecast.

3.11  Whole-economy produdtivity growth is influenced by different produdtivity growth rates in
individual sectors and the weight of those sectors in the economy. Table 3.1 shows: a
breakdown of the hours worked in different industries; hew preductivity per hour in these
industries related to the whele economy at the beginning of 2008; and how annual
productivity growth since then compares with the pre-crisis period. Annual rates of
productivity growth have been lower in most industries since 2008 than previously, with the
most pronounced falls in financial services and the supply of gas and electricity — both
industries with relatively high levels of productivity but a relatively low weight in total hours
worked in the economy. Whole economy produdtivity growth has been affected more by the
smaller falls seen in bigger sectors, including manufacdturing. In total, produdivity has risen
at an average annual rate of just 0.1 per cent betwean 2008Q1 and 2015Q3. Of that 0.9
per cent cumulative rise, almost all is explained by ‘within industry” effects, with very little
explained by ‘between industry’ effects as the composition of the econemy has changed.”
The table updates analysis carried out by the Institute for Fiscal Studies {IFS) in its 2013
Green budget, with similar results.®

Table 3.1: Producthivity growth by industry

Per cent
Hours Produciivity {OQutput per hour)

Percentage 2008Q1 Annual Annual

Hours share change:  relative to change: change:

in 2008Q1 2008Q1 to whole  1994Q1 to  2008Q1 1o

2015Q3 economy 2008Q1 2015Q3

Whole economy excl. real estate 100.0 4.1 1co.o 1.9 0.1

Government services 227 1.2 8%9.2 0.2 -0.2

Wh9leso|e and retail trade; repair of motor 153 0.7 214 1.4 14
vehicles and motor cycles

Manutacturing 10.9 -1.0 112.2 3.1 04

Construction 8.6 -0.1 87.2 0.5 0.4

Administrative and support service activities 7.6 0.9 61.3 1.3 2.5

Professional, scientific and technical activities 7.8 1.4 8.9 3.5 0.5

Transporiaiion and storage 5.5 -0.3 9.1 28 0.3

Accommedation and food service activities 54 0.7 55.2 1.0 -0.8

Ar‘ts,‘ entertainment, recreation and other A8 0.3 97.5 05 03

services

Information and communication 4.5 0.5 138.3 4.3 1.3

Financial and insurance activities 4.7 -0 2171 4.0 -1.0

Agriculture, forestry and fishing 1.6 0.0 51.2 3.6 0.7

Waler supply, sewage ete. 0.5 0.1 253.5 1.7 -1.8

Eleciricity supply, gas supply etc. 0.4 0.1 4121 5.0 5.2

Mining and quarrying 0.3 0.0 1201.1 -2.4 -5.9

* The within-industry cortribution (0.8 percentage points) is ealeulated using the 2008Q1 haurs share and the change in productiviny
between the two periads, wherens the between-industry contribution (0.1 percentage points) is ealeuloted using the change in hours share
between the two periads and the 200800 level of praductivity.

% Institute for Fisenl Studies, Green budget, Februnry 2013,
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3.12  The latest evidence provides a mixed picture for the output gap. Strong employment growth
and falling unempleyment implies little remaining spare capacity in the labour market. By
contrast, the sharp drop in hourly productivity in the final quarter of 2015 suggests some
spare capacity opening up within firms, although it is hard to explain why firms would be
hiring at such a rapid pace if that hiring was generating spare capacity.

3.13  Considering the balance of evidence, we have judged that the output gap was -0.3 per cent
of petential cutput in the fourth quarter of last year, narrower than the -0.7 per cent we
expected in November. This is towards the lower end of the broad range of estimates
illustrated in Chart 3.1, but closer fo those to which we attach more weight. We do not
believe it would be central ¢ assume the cutput gap is currently positive since — despite the
working-age employment rate having risen to its highest level since af least 1971 — broader
inflationary pressures remain subdued. We have aftributed most of the -0.3 per cent gap to
productivity lying below its petential and seme to averaga hours lying below potential, with
offsetting effects from the employment rate heing above its assumed sustainable rate.

3.14 A smaller estimate of the output gap — coupled with weaker actual growth — implies that
potential output has grown slightly more slowly over recent quarters than we thought in
November. But actual output — and therefore alse potential output — is subject to revision. If
actual output growth is revised up, as has heen the case on average over the recovery to
date, then potential output would be correspondingly higher, and vice versa.

3.15 Charts 3.4 and 3.5 cempare our central output gap estimates for 2015 and 2016 1o those
produced by other forecasters, as set out in the Treasury’s March Comparison of
independent forecasts. The average estimate is -0.5 per cent in 2015 and -0.3 per cent in
2018, slightly wider than our estimates of -0.3 and -0.2 per cent for those years.

Chart 3.4: Estimates of the output gap Chart 3.5: Estimates of the output gop in

in 2015 2016
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The path of potential output

3.16 A small negative cutput gap implies that actual output can grow slightly faster than petential
output over the coming quarters without generating inflationary pressure. But of far greater
impertance is the path of potential output itself. In November, we forecast a gradual
strengthening of potential output growth over the forecast period and that remains our
central judgement. But as Chart 3.6 shows, that outcome depends on the most important
uncertainty in our [and mest people’s) econemic forecast: the timing and strength of the
long-awaited return to sustained productivity growth, where the latest evidence on actual
productivity growth has again been disappointing, particularly in contrast to the buoyant
productivity growth seen in the middle of last year. We also expect smaller positive
contributions to potential output growth over the next five years from population growth,
while average hours worked are expedted to trend down overtime.

Chart 3.6: Contributions to potential output growth from 2015Q4
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Source: OBR

3.17  Following two quarters of productivity growth picking up, the previously familiar pattern of
the labour market cutperforming and productivity underperforming our forecast has
strongly reasserted itself. With the mid-2015 pick-up in productivity growth having faltered,
the most significant change to our forecast for potential output growth since November has
been to revise down our assumption for trend heourly productivity growth — the rate at which
output per hour worked could grow sustainably — over the coming five years by an average
of 0.2 percentage points a year. Cumulated over five years, that represents a material
downward revision to the level of petential output by 2020, but it is relatively small in the
context of the downward revisions that we and most forecasters have felt it necessary to
make during the post-crisis peried. As Box 3.1 describes, the downward revisions we have
made to our estimates of trend productivity growth in the UK over the last five years are very
similar to those made by the Congressional Budget Office for the US over the same period.

A1 Econemic and fiscal outlook
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3.18  Chart 3.7 presents our assumptions for trend hourly productivity growth from November
and this forecast. In Nevember, as in all our recent forecasts, we based cur assumption on
trend produdivity growth rising from current rates back to the pre-crisis histerical average of
2.2 per cent by the end of the forecast period. This judgement was consistent with assuming
that whatever has been holding back produdivity growth in the post-crisis period —
particularly the slow healing of the financial system — will fade over the coming five years.
As it has proved difficult to quantify the sources of recent weakness in frend produdtivity, it
has been equally difficult to judge when and by how much productivity growth will pick up.

3.19  Given the latest disappointment in produdivity growth, we now assume that trend
productivity growth rises steadily to 2.0 per cent by 2020 rather than to 2.2 percent. In
doing so, we are no longer assuming that the pre-crisis historical norms will fully reassert
themselves within the forecast horizon. That said, at 1.8 per cent a year on average from
2016 to 2020, this is still well above the 0.8 per cent a year average we estimate for trend
productivity over the past three years in which the recovery has taken held.

3.20  In reaching a view on the outlook for produdtivity growth over the medium and longer term,
all forecasters — whatever methodclogy they use — in effect have to decide how much weight
to place on the recent period of weak productivity performance and hew much en the
earlier peried of strenger performance. As the period of weak performance lengthens, it
seems sensible to put slightly more weight on that as a guide to the future, although this
judgement is of course highly uncertain and has to be revisited in each forecast we make.

Chart 3.7: Trend productivity growth forecasts and historic averages for actucl
productivity growth
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3.21  Chart 3.8 illustrates how the successive downward revisions to our productivity growth
forecasts have been mirrered by successive outward shifts in market expectations for Bank
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Rate rises. While there will have been many factors influencing each of these trends, to
some extent hoth will have been driven by repeated disappeintment in actual productivity
growth and the consequent downward revisions to growth expectations.

Chart 3.8: Successive market expectations for Bank Rale and QOBR forecosts for
hourly productivity growth
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3.22  Turning fe other compeonents of potential output, we expect that the long-term decline in
average hours will reassert itself as productivity recovers. We also assume that population
growth will slow in line with the ONS's current principal population projedtions.

3.23  In November, we refined our methodology for modelling the trend participation rate to
include the implications of an ageing populaticn and state pension age increases from year
to year using the cohort model that informs our long-term projections.® This change in
methedelegy and updated cutturn data implies that the participation is stable until 2019
before declining in the final year of the forecast as the proportion of older people with
lower-than-average participation rates increases.

& Annex A of our July 2014 Fiscol sustoinobility repont discusses our longer-term approach to labour market madelling in mare detail.
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Table 3.2: Potential output growth forecast

Percenlage change en a year earlier, unless otherwise slated

Fotential Potential Fotential Fotential Fatential
productivity!  average hours employment rate? population’ output®
2015 0.8 0.0 0.0 0.4 1.5
2016 1.4 -0.1 -0.1 0.7 1.2
2017 1.6 -0.2 0.0 0.6 2.0
2018 1.8 -0.2 0.0 0.6 2.2
2019 2.0 0.2 -0.1 0.4 2.2
2020 2.0 -0.2 -0.2 0.6 2.2
Cumulative growth {per cenf) from 2014 to 2020
November forecast 11.4 -1.0 -0.1 3.7 14.2
March forecast 10.1 -1.0 -0.4 3.8 12.6
Change -1.3 0.0 -0.2 0.0 -1.6
of which: 2015 0.3 0.0 0.0 0.0 -0.3
of which: 2076 10 2020 -1.0 0.0 -0.2 0.0 -1.3

T Output per howr.
2 Corregponding to those aged 16 ond over.
* Components may nof sum to total due to rounding.

3.24  Qur latest forecast assumes that potential cutput in 2015 was around 11.9 per cent lower
than an extrapelation of the Budget 2008 forecast and that it will be 14.6 per cent below
that extrapolation by 2020, Even the most optimistic external assessments of potential
output continue 1o lie well helow the pre-crisis trend implied by Budget 2008.

Chart 3.9: Potential output forecasts
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Box 3.1: Post-crisis revisions to potential output and productivity in the UK and US

Over the long run the vast majerity of output growth is driven by productivity growth, and so the
judgement we take on produdivity is eritical in assessing the likely path of output. That
judgement is subject to considerable uncertainty. As discussed in paragraphs 3.17 te 3.19, we
have revised down our forecast for trend or potential produdtivity — the amount of output that the
economy could produce sustainably per hour worked — materially since November, just as we
did in November 2011. But productivity has alse disappeinted in many other majer advanced
economies in recent years, leading other forecasters to revise dewn their expectations.

Chart A compares different vintages of our five-year forecasts for trend produdtivity in the UK
[extrapelated for the earlier forecasts) to the Cengressional Budget Office’s (CBO) 10-year
forecasts for the US. Since our first forecast in June 2010 — and taking inte account the
judgement we have made in this forecast — we have revised down our ferecast for cumulative
trend productivity growth between 2010 and 2020 by 7% percentage points, from 22 to 144
per cent. Much the same has happened in the US, where the CBO has reduced its forecast over
the same peried by 9 percentage points, from 24'% to 15%% per cent.

Chart A: Vintages of UK and US trend hourly productivity forecasts
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As productivity is the key driver of output growth, these dewnward revisions feed through to
lower forecasts for potential output growth. Recent vintages of these forecasts are shown in Chart
B. Qur potential eutput growth ferecasts for the UK have been revised down by 4 percentage
points, rather less than the revision to trend productivity. The CBO’s potential output forecasts for
the US have been revised down by 11 percentage points, slightly more than the revision to trend
productivity. Looking at the output data in per capita terms (per adult, aged 16+ tells a similar
story, with the UK and US having seen dewnward revisiens over the period of 5 and 11
percentage points respectively.
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Chart B: Vintages of UK and US potential output forecasts
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Nete: UKirend output is defined s potential non-oil GVA, while US trend outputis defined as potential non-farm business output.

Table A decomposes the changes in cur and the CBO's potential cutput assumptions over the
decade to 2020. It shows that the reason for potential output growth being revised down less
than trend preductivity in the UK but mere than trend productivity in the US is largely due to
developments in the labour market. In particular, we estimate the trend participation rate will
have been flot across the decade, despite an ageing population. In the US, the CBO expects it to
have fallen significantly. Population growth has boosted potential output by mere than expected
in both countries, with net migration being the main factor in the UK.

Table A: Contributions to potential output growth between 2010 and 2020

Percentage growth between 2010 and 2020, unless otherwise stated

Potential Potenticl P‘oTenTicl Structural Potential Poteniial cutput
... 1 average participation unemployment . 4
productivity hours rate? rated population growth
OBR estimates for the UK
lune 2010 21.9 -2.0 -1.8 0.0 5.8 24.1
March 2016 14.4 -1.0 0.0 -0.2 6.7 20.6
Change -7.5 0.9 1.8 -0.2 0.9 -3.5
OER calculations based on CBO estimates for the US
August 2010 24.3 -0.8 -3.0 0.0 2.5 30.8
lanuary 2016 15.4 -0.6 -5.6 0.3 10.6 20.0
Change -8.9 0.2 -2.6 0.3 1.1 -10.8

" Output per hour,

? Corresponding to those aged 14 and over.

#Percentage point growth betwesn 2010 and 2020,

* Changes may not surn due toreunding and interaction effects.

MNote: UK and US trend osutput is defined as in Chart B. Non-farm business employment foreensts are not availakle for the US,
and so we hove nssumed that non-farm husiness employment grows aof the same rate as whole economy emplovment.
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Key economy forecast assumptions

3.25  Qureconomic forecasts are conditioned on a number of assumptions. Ameng them, we
assume that demestic and international interest rates, the exchange rate, equity prices and
oil prices move in line with market expectations, taking the 10-day average to 25 February
2016. We alse hase our forecasts on the Government’s current stated policies for taxes,
public spending and financial transactions, as Parliament requires of us. This is in contrast
to some external forecasts, in which the forecasters may assume that these policies will
change. The risks to our forecasts are discussed later in the chapter.

Monetary policy and credit conditions

3.26  Qurforecast assumes that the Bank of England will try to bring inflation back to target over
its forecast horizon, consistent with the remit the Chancellor has set the Monetary Policy
Committee [MPC). In its February 2016 Inflation Report, the MPC forecast — on the basis of
market interest rate expectations at the time — that CPl inflation would reach 2.05 per cent
by the beginning of 2018 and 2.25 per cent by early 2019, In its latest Monetary Policy
Summary the Bank of England has said that “the MPC judges it more fikely than not that
Bank Rate will need to increase over the forecast period to ensure inflation remains likely to
return o the target in a sustainable fashion”.

3.27  Market expectations of Bank Rate have fallen significantly since November. They are below
the current rate of 0.5 per cent for the next two years, de not reach 0.75 per cent until 2019
(a full decade after Bank Rate was inially cut to 0.5 per cent) and only reach 1.1 per cent
by the end of our 5-year forecast period. As we have used market expectations throughout
the forecast period, our forecast is consistent with Bank Rate being reduced below 0.5 per
cent for some of the next two years. We consider that fo he consistent with the Bank of
England’s published guidance on the possibility of Bank Rate cuts if the Menetary Policy
Committee considered that necessary in setting policy to meet its inflation target.” (Chart 3.8
above shows a number of previous occasions when Bank Rate expectations fell materially
below 0.5 per cent for a peried, but all preceded the guidance on which we have based our
lertest assumption.)

3.28  Gilt rate expectations have also fallen and global bond yields are lower [Chart 3.11). These
developments are all consistent with market participants dewngrading their expectations of
future growth prospedts.

7 For example, the February 2015 Inflotion Report stated that *.. there are risks to the inflation outlook in bath directions. Were downside
riske to moteriafise, morket expectotions of the future poth of interest rates could odjust to reflect on even more grodua! ond fimited poth for
Bork Rote increosas thon is curremtly priced. The Committes could olso decide to expond the Asset Purchose Focility or to cut Bonk Rote
further towords zero from its current fevel of 3.5%. The scope for prospective downword odjustments in Bonk Rote reflects, in port, the foct
that the United Kingdom s bonking ssotor is operoting with substartiolly maore copital row thor it did in the immediote oftermath of the
crisis. Reductions in Bonk Rote ore therefore fess fikely to hove undesiroble effects on the supply of credit to the UK economy than previously
judged by the MPC. Were upside risks to moteriolise, it would be oppropriote for Bonk Rote to increose more quickly thon embodisd in
currert morket yields but the fikelihood is thot those increoses would stiff be more grodue! ond fimited thon in previous tightening cycles.
The MPC stonde reody to toke whotever action is needed, os events unfold, to ensure inflotion remaoins fikely to return to torget in o timefy
fostian.”
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Chart 3.10: Bank Rate Cheart 3.11: Global bond yields
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Macroprudential policy

3.29

3.30

3.31

Since 2013, the Bank of England’s Financial Policy Committee [FPC) has held responsibility
for “the identification of, monitoring of, and taking of action to remove or reduce systemic
risks with o view fo protecting and enhancing the resilience of the UK financial system”. In its
latest Financial Stability Report, the FPC judged that the risks to financial stability had
increased since July, but did not believe the risk level to be ‘elevated’.

Buy-to-let lending has been driving the growth in the UK mortgage market, having risen
more strongly than owner-occupier lending since 2008. The FPC has said it will remain
vigilant to competition pressures leading to afall in underwriting standards in the buy-to-let
market and has recommended that it be granted powers of direction over loan-to-value and
interest coverage ratio limits. The consultation peried on these tools closed on 11 March
2016. The Government has recently announced some policies that are likely to affect the
buy-to-let market. For example, in November’s Autumn Statement, it announced a 3 per
cent stamp duty land tax surcharge on purchases of second properties worth over £40,000,
which we assume will reduce the incentive to purchase second homes, including buy-to-let.

The FPC has previously implemented recommendations including that mortgage lenders
should not extend more than 15 per cent of new owner-occupier mortgages at loan-to-
income multiples at or greater than 4.5, and that lenders should apply an interest rate stress
test of 3 percentage points above the rate ot origination. The FPC has alse introduced a
framework that assigns a minimum leverage ratio of 3 per cent for UK financial institutions,
supplemented by an additional component that is set in relation to the economic and
financial climate at the time and a further buffer for firms that are considered to be of
systemic importance. At its most recent meetings, the FPC made ne new recommendations
with regard te macreprudential pelicy.
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Credit conditions

3.32

3.33

3.34

Having narrowed steadily up to the end of 2014, bank funding spreads widened over the
course of 2015, although they remain much narrower than between 2010 and 2013.
Despite this, average mortgage rates fell steadily through the course of 2015, largely
reflecting falls in average fixed rates as maturing contracts moved on to lower rates. We
expedt the effective mortgage rate to continue falling in the near term as maturing contracts
are re-set. Mortgage rates are expected to begin rising from the end of 2017, as the
gradual increase in Bank Rate offsets a narrowing in margins. Qur assumptions about the
evolution of margins and funding spreads are little changed from November, so a lower
expected path for Bank Rate means that effective mortgage rates are also expected to be
lower than we assumed in November.

Net meortgage lending to households picked up steadily throeugh 2015 and we expect
mortgage debt to continue to rise over the forecast peried as house prices grow more
quickly than incomes and the share of cash transactions falls back towards its historical
level. Unsecured lending grew strongly in 2013 and 2014 — supported by lending for car
purchases — and recent Bank of England data suggest that consumer credit continued to
grow strongly through 2015 and af the start of 2016, with unsecurad net lending to
individuals increasing by 9.1 per cent in the year to January. We expect the ratio of
unsecured debt to income to continue to rise steadily over the forecast peried as
consumption growth outpaces the growth of household disposable income. Further
discussion of cur household debt forecast can be found in paragraphs 3.88 to 3.90.

Bank lending to both large businesses and small and medium-sized enterprises {SMEs) has
generally contracted, on an annual basis, over the past few years. The effect of restricred
credit availakility has been more severe for SMEs, as they are unable to raise funding
though nen-bank sources, such as the issuance of bonds or equity. While net lending to
large businesses continued to contract en an annual basis in 2015, there was some
evidence of an easing in credit conditions for SMEs towards the end of the year, with annual
net lending growth turning positive from September.

Fiscal policy and Budget measures

3.35

3.36

The uneven path of Budget giveaways and takeaways over the next five years has meant
that the overall pace of fiscal tightening — which in November was relatively smooth and
diminishing over time — is sef to pick up slightly over the next three years, then dramatically
in 2019-20 before slowing abruptly in 2020-21. The fiscal multiplier framework that we use
to estimate the overall effect of changes in fiscal policy on the econemy was explained in
Box 3.2 of our July EFC. In Box 3.2 below, we describe how our current forecast has been
affected by the fiscal and other policy changes announced in this Budget that we consider
sufficiently material fo warrant an explicit adjustment to our economy forecast.

The Government has announced that a referendum will be held on 23 June to determine
whether the UK should remain a member of the European Unien [EU} — and the
Government is anguing that it should. Parliament has teld us to prepare our ferecasts on the
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basis of the current policy of the current Government and not to consider alternatives, so
our central forecast is conditioned on that assumption. Box 3.4 discusses external views of
some of the risks and uncertainties associated with the referendum and possible outcomes.

Box 3.2: The economic effects of policy measures

This box considers the possible effects on the econemy of the policy measures anneuncad in this
Budget. More details of each measure are set out in the Treasury’s decuments. Qur assessment
of their fiscal implicatiens can be found in Chapter 4 and Annex A.

The Government has loosened fiscal policy in the shert term, reflecting net tax reductions and
increases in Departmental Expenditure Limits [DELs), both current and capital. The Government
has then increased the pace of fiscal tightening significantly in 2019-20, accounted for by net tax
increases and lower spending on welfare, public services and capital investment. Te reflect these
changes in our economy forecast we have applied the same ‘multipliers” we have used in
pravious forecasts. These are larger the shorter the nariod between a pelicy being announced
and implemented. They imply a 0.1 percentage point boost to real GDP growth in 2017-18 and
(.1 percentage peint redudtions in beth 2018-19 and 2019-20. These effects are sufficient to
push the econemy slightly above its potential level in 2017 and 2018 and slightly below in
2019, with the output gap closing by the end of 2020. The Government adjusted its plans for
capital investment in 2020-21 after we closed our economic forecast. At this horizon we would
assume that the multiplier has tapered te zero, so incorperating this adjustment would have no
effect on our forecast for real GDP, although it would have had a small effect on the
compositicn of expenditure.

The Budget includes two measures that are expected to affect the cost of capital faced by firms
and therefore business investment — a redudtion in the cerperation tax rate to 17 per cent in
2020-21 and restrictions on corperate interest deductibility. We alse adjusted our forecast to
reflect ene additional measure, but the Government infermed us that it would not be going
ahead after our final economy forecast had been elesed. As a result, eur business investment
forecast is around 0.5 per cent higher in 2020-21 than would be consistent with the final policy
package anneunced in the Budget. The nat effect of the other fwo measures was small.

The Government has anneunced that termination payments over £30,000 will be subject to
employer National Insurance Contributions. In the near term we expect the additional cost to
employers to be reflected in lower wages and profit margins, with the majerity of the cost passed
through to wages by the end of the forecast period. This implies a reduction in total wages and
salaries of 0.1 per cent by 2020-21.

The Budget includes a number of policies that are likely to affect housing essociations’ finances.
They include changes to “pay to stay” [which is to be made voluntary rather than mandatory for
housing asseciations, while rents above income thresholds are to be subject to a taper rather
than a cliff edge); a one-year deferral of the capping of socdial secter rents in line with local
housing allowance eligible rents; and a one-year deferral of the 1 par cent reduction in social
rents for supported housing. We expect these measures to affect housing associations’ future
housebuilding decisions, reducing total residential investment by 0.7 per cent by 2020-21.
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The Government has announced the intredudtion of a ‘lifefime IS4’ for the under-40s.
Centributions inte the lifetime ISA will be made out of taxed inceme, then matched and not
subject to tax when acecessad, with an annual contribution limit of £4,000. Holdars of lifetime
ISAs will be allowed to make 100 per cent withdrawals for first-time house purchases up to
£450,000. We think this is more likely than not to lead to higher demand for the relatively fixed
supply of housing in the UK, and so to higher prices. We have therefore added 0.3 per cent to
the level of house prices by the end of the forecast, although the effect of this policy is highly
uncertain.

The Government has announced a number of policies that we expect to have an impact on
inflatien. The implementation of a soft drinks industry levy has the largest effect, and is expected
to add around a quarter of a percentage point to CPl growth in 2018-19. We have also made
small adjustments for several other policies announced in this Budget. The effects of these
measures are small and broadly offsetting, and taken tegether imply almest ne change te our
CPl forecast. Measures which are expected 1o slightly increase CPI inflation across the forecast
period include increases in tobacco duty and insurance premium tax, and measures to combat
VAT fraud. Other policies are expected to reduce CPl inflation slightly, including the freezes to
fuzl and most alcohel duties. The replacement of the carben redudion commitment with a
higher climate change levy is also expedted to lower inflation: while the net effect of these energy
policies is to increase costs for medium sized companies, they reduce cests for large companies
that make up a higher proportion of turnover. We expect this fall in costs to he passed through
fo consumers.

World economy

3.37  Global financial markets have been volatile over the past few months, with steck markets
and commedity prices falling sharply and market expectations of future monetary tightening
pushed hack considerably. Market indicators of volatility also increased atf the start of 2016.
Real economy indicators have not been as weak as finandal markets, but there have been
downward revisions since our November forecast.

3.38  World GDP is estimated to have increased by 3.1 per cent in 2015, in line with our
November forecast. We now expect world GDP to grow by 3.3 per cent in 2016, down from
3.5 per cent expected in November. We have also revised down our forecast for world GDP
growth in 2017 and 2018. Thereafter, it is unchanged from Neovember.

3.39  In the fourth quarter of 2015, euro area GDP was up 1.6 per cent on a year earlier, the
same rate as the previous two quarters. It was up 1.3 per centin Germany, 1.4 per cent in
Franca and 1.0 per cent in ltaly, while Spain saw much strenger growth of 3.5 per cent.
Eurc area GDP is estimated to have increased by 1.6 percentin 2015 as a whole, slightly
higher than our November forecast. The latest data were released after we had closed our
forecast for the global economy. From 2016 enwards, cur forecast for GDP growth in the
eure area is little changed since November.
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3.40  Deflation in the eure area remains a risk to the glebal and UK ecutlock. Eure area inflation
fell to -0.2 per cent in Fehruary, having been just above zero since September. Core
inflation was also lower in February, falling to 0.7 per cent. Unemployment fell o 10.3 per
cent in January, continuing a path of steady decline from a high level. The European
Central Bank announced a loosening of monetary policy after we closed the forecast, in
order to suppert the euro area economy in a manner that it deems consistent with its
inflation target. This included interest rate cuts, taking the interest rate on the deposit facility
to -0.4 per cent, as well as an expansion fo its quantitative easing programme, increasing
the quantity and types of bonds that can be bought.

3.41  US GDPis estimated to have increased by 2.4 per cent in 2015 as a whole, the same rate
as estimated for 2014. US GDP grew by 1.0 per cent in the second quarter of 2015, then
by 0.5 per cent in the third quarter and 0.3 per cent in the final quarter. The slowing GDP
growth in the final quarter was a result of lower contributions from private consumption and
government spending. Private investment, private inventeries and net trade also acted as a
drag on GDP growth in the final quarter. Unusually adverse weather conditions at the start
of 2016 may also reduce GDP growth in the first quarter of 2016, as in 2015.

3.42  China's GDP is estimated to have grown by 6.9 per cent in 2015 as a whole, down from
7.3 per centin 2014, Real economy indicators and external forecasts suggest that real GDP
growth will slow further in 2016 and 2017. In its January 2016 WEO Update, the IMF
identified a “sharper-than-expected slowdown along China’s needed transition fo more
balanced growth™ as a potential downside risk to global growth.

World trade and UK export market growth

3.43  The latest global trade data have been weaker than we expected in November. We now
estimate that world trade in goods and services grew by 2.4 per centin 2015, lower than
we forecast in November. In our November EFO, we forecast that trade growth would be
lower over the forecast period than the latest IMF forecast available at the time. That was
based on a judgement that the trade intensity of world GDP growth [i.e. the ratio of world
trade growth to world GDP growth) would increase at a slower rate than was implied by the
IMF forecast. We have not altered that judgement, which means that lower expected world
GDP growth between 2016 and 2018 has led to a downward revision to world trade growth
in those years. Since November, the IMF has revised down its forecast for world trade
growth in 2016 and 2017. These changes were driven by downward revisions to trade in
emerging markets, with a smaller downward ravision fo trade in advanced economies.

3.44 UK export markets are estimated to have grown by 4.1 per centin 2015, in line with our
November forecast. We have revised down UK export markets growth between 2016 and
2018, reflecting the downward revision to world trade. The downward revision to werld
frade growth in our forecast — informed by the IMF’s revisions — is concentrated in emerging
markets, which have a lower weight in UK export markets. That means that while UK export
markets growth has been revised down since November, the cumulative change is smaller
than the downward revision to world trade. We expect UK export markets to grow by 4.5
per cent a year in 2019 and 2020, unchanged from November.
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Oil prices

3.45  One of the higgest changes to the market-derived assumptions we use in our foracasts since
November relates to oil prices. In the 10 days to 25 February, ol prices averaged $33.7 per
barrel, 29 per cent lower than in cur November forecast (Chart 3.12). The fall since we
closed our March 2014 forecast has bheen 6% per cent. By the beginning of 2020, the
differences are slightly smaller at 25 per cent lower than the November assumption and 56
per cent lower than the March 2014 assumption. This reflects the change from a downward
sloping futures curve in March 2014 to moderately upward sloping curves in Nevember and
now. We use the first two years of the curve in our forecast, holding prices flat thereafter.

Chart 3.12: Qil price assumption
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Other conditioning assumptions

3.46  We also use market-derived conditioning assumptions for our exchange rate and equity
price forecasts. We assume that the exchange rate follows the path implied by the
uncovered interest parity condition: so that the exchange rate will move to reflect the
differential between UK and overseas interest rates so as o equalise the expected return to
investing at heme and abroad. In the first quarter of 2016 we expect the sterling effective
exchange rate to be 5.5 per cent lower than our November assumption. That reflects the
recent depreciation of sterling against both the US dellar and the euro. The exchange rate is
expected to depreciate over the foracast period as the forward UK interest rate curve is
above the average of the UK's major trading partners [Chart 3.13). We assume equity
prices rise in line with nominal GDP from their current level. The FTSE all-share index has
fallen almost 8 per cent since November (Chart 3.14).
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Chart 3.13: Sterling effective exchange

rate assumption
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Summary

3.47

3.48

Chart 3.14: Equity prices assumption
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To summarise, the key assumptions underpinning cur central forecast are that:

+  monetary pelicy remains very loose — even more so than assumed in November. It
does not begin to fighten until the final quarter of 2019;

+ fiscal consolidation continues to depress the level of GDP. The effects of the

Government’s decisions in this Budget are

uneven across the forecast peried. The pace

of fiscal fightening has eased next year, but it is now set to intensify in 2019-20 as the

Government tightens policy significantly to

meet its surplus target;

¢ the UK remaing @ member of the Eurapaan Union, in line with current Government

policy;

+  credit conditions and the financial system continue to normalise gradually; and

s  global activity and demand for UK experis pick up steadily over the forecast period,
albelt slightly more slowly than expeded in November.

Risks and uncertainties associated with these assumptions and other facets of the forecast

are discussed later in the chapter.
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Prospects for real GDP growth

The short-term outlook for GDP

3.49  On a monthly basis, Chart 3.15 shows that the services saector made positive contributions
to GDP growth in nine months during 2015, akhough these contributions were lower on
average than in 2014 and alse slightly more volatile. Manufacturing growth declined in
each of the last three months of 2015 and fell over 2015 as a whele. Contributions from
the North Sea and construction sectors have centfinued to he volatile.

Chart 3.15: Contributions to monthly output growth
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3.50  The economy grew by 0.5 per cent in the final quarter of 2015, in line with our November
forecast. But quarterly GDP growth rates earlier in the year have been revised down since
November, and they have been lower on average than in 2014, That has happened despite
the fall in the eil price since the second half of 2014, which was expected 1o support real

incomes and consumption. But that boost will have been partly offset by the in-year public
spending cuts anneunced in June.

Table 3.3: The quarterly GDP profile

Percentage change on previous quarter

2014 2015 2016
Q1 Q2 Q3 Q4 Qi QZ Q3 Q4 Ql Q2 Q3 Q4
March forecast' 0.6 08 07 07 0.4 0.6 0.4 0.5 0.5 0.5 05 0.5
November forecast® 06 0% 06 08 0.4 0.7 0.5 0.5 0.5 0.7 07 06
Chl::lnge;s 0. -0.1 o.c -0.1 .1 -0.1 -0 c.c -0 -0.2 -0.2 -0.1
! Foreeast from first quarter of 2074,
2Forecast from fourth quarter of 2015,
#Chaonges may not sum due fo rounding.
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The medium-term outlock

3.51  Qurforecasts for growth in the medium term are determined by the amount of spare
capacity in the econemy, and the speed with which we expedt it to return to productive use.
The cenditioning assumptiens discussed in the previous section all inform that judgement.

3.52  Qur latest estimates of the output gap indicate relatively litle spare capacity at the end of
2015. The downward revision te our forecast of potential output growth means thatr we
exped weaker GDP growth in the medium term, with quarterly GDP growth expected to
average around 0.5 per cent. While this is slightly below the rates of growth in 2013 and
2014, it is similar to the average rate seen in 2015, Relative to the recent past, we expect
the balance of growth to shift away from employment growth, with GDP growth supported
by a gradual increase in productivity and average earnings growth. On the expenditure
side, we expect private consumption and investment to account for nearly all GDP growth as
the fiscal consolidation continues, with little contribution from net trade.

Chart 3.16: Contributions to average quarterly GDP growth
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3.53  Qurforecast implies a cumulative increase in real GDP of 12.2 per cent between the third
quarter of 2015 and the start of 2021 — a downward revision of 1.5 percentage peints from
the 13.7 per cent we expected in November. Of this downward revision, around C.4
percentage points is accounted for by a narrower output gap at the start of the forecast, with
the remainder accounted for by a dewnward ravision to cumulative poetential output growth.
Charts 3.17 and 3.18 show our latest medium-term forecasts in terms of the output gap
and the levels of actual and potential output. The slightly uneven path of the output gap
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over the forecast period reflects the uneven year-on-year profile in the overall effect of policy
decisions announced in the Budget {as explained in Box 3.2).

Chart 3.17: The output gap Chart 3.18: Projechions of actual and
potential output
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3.54

BR.

Table 3.4 summarises the expenditure composition of our real GDP forecast. Growth in
2015 is estimated to have been lower than we forecast in November, with net trade acting
as a drag rather than providing the small positive contribution we expected. This is partly
offset by changes in inventories, which acted as less of a drag than we expected in
November. Thereafter we have also revised down cur forecast for GDP growth, with lower
contributions from consumption and business investment. Later sections of this chapter
discuss our forecasts for the expenditure compenents of GDP in more detail.

Table 3.4: Expenditure contributions to real GDP growth

Percentage points, unless otherwise stated

Outturn Fore cost

72014 2015 2016 2017 72018 2019 2020

GDP growth {per cent} 2.9 2.2 2.0 2.2 2.1 2.1 2.1
Main contributions

Private consumption 1.6 1.9 1.6 1.4 1.4 1.3 1.3

Busine ss investment 0.4 0.5 0.2 0.6 0.6 0.6 0.5

Dwellings investment' 0.6 0.2 0.3 0.1 0.1 0.2 0.1

Government’ 0.7 0.4 0.0 0.2 0.1 0.0 0.3

Change in inventories 0.2 -0.4 0.2 0.0 0.0 0.0 0.0

Net frade -0.4 -0.5 -0.4 -0.1 -0.1 -0.1 -0.1

! The sum of public corporations end private sector investment in new dwellings, improvements to dwellings and transfer eosts.
*The sum of government consumption and genera government investment.
Note: Components may not sum to total due to rounding and the statigtical discrepancy.
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3.55  Qur central GDP growth forecast is shown in Chart 3.19. History suggests that the outturn is
unlikely to be anywhere near as smooth as this, but we judge that deviations are as likely to
be above as below it. The distribution surrounding the central forecast shows the probability
of different outcomes hased on past forecast accuracy. The solid black line shows our
median forecast, with successive pairs of lighter shaded areas around it representing 20 per
cent probabhility bands. These are based on the historical distribution of official forecast
errors. They do not represent a subjective measure of the distribution of risks around the
central forecast. Such risks are discussed at the end of the chapter. The Government's fiscal
mandate requires us to say whether GDP growth has, or is expected to, fall below 1 per cent
on a 4-quarter-en-4-quarter basis. This is discussed further in Chapter 5.

Chart 3.19: Real GDP growth fan chart
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Prospects for inflation

3.56  In assessing the outlook for the economy and the public finances, we are interested in a
number of measures of inflation, including the Consumer Prices Index [CPl) and the Retail
Prices Index [RPI). The basic measurement approach is the same in both indices, although
there are a number of differences in coverage and the methods used to construct them [see
Bex 3.3 of cur March 2015 EFQ fer details). We alse forecast the GDP deflator and its
components, which are used in generating our nominal GDP forecast.

3.57  The CPl and RPI measures of inflaticn are important because they both affect our fiscal
forecast. The Government uses the CPl for the indexation of many tax rates, allowances and
thresholds, and for the uprating of benefits and public sector pensions. The RPI is used to
calculate interest payments on index-linked gilts, student loan payments and the
revalorisaticn of excise duties. The ONS publishes other inflation measures, but these do not
currently affect the public finances, so we do not forecast them.
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CPl inflation

3.58

3.5%9

3.60

3.61

3.62

Annual CPl inflation was 0.1 per cent in the final quarter of 2015, in line with our
November forecast. The latest menthly data show inflation at 0.3 per cent in January, the
highest rate for a year. As discussed below, much of the present weakness is due to falling
prices in volatile compenents including energy, feod and alcohel. ‘Core” CPI, which
excludes these compenents as well as tobacco, has been stronger [altheugh still relatively
low), standing at 1.2 per cent in January. Inflation in impeort intensive goods and services
has also remained relatively subdued following the appreciation of sterling that began in
2013 and which has only very recently begun to reverse. The final quarter of 2015 gave
mixed signs for domestic inflationary pressures, with margins slightly falling over the year,
but the sharp drop in productivity leading to a 1.1 per cent increase in unit labour costs.

Since our Neovember forecast the price of oil has confinued to fall, contrary to market
expectations at the fime [see Chart 3.12). This has fed through to fuel prices, which fell 12.8
per cent in the year to the final quarter of 2015, pulling down headline CPl inflation by 0.4
percentage points. Food prices fell 2.7 per cent over the same peried, subtracting a further
0.3 percentage points from headline CPI.

These components continue to weigh on our CPl forecast in the near term, with a slow pick-
up in inflatien expected for the first three quarters of 2016. But they then contribute to the
rise in inflation we expect in the medium term:

. markets expect substantial oil price rises from 2017, though the absolute price level is
expected to remain low by recent historical standards. We expect this to feed through
to higher petrol price growth over the same peried, although with the level remaining
below that implied in our November forecast;

¢ the recent sharp depreciation of the sterling effective exchange rote, as well as our
conditioning assumpticn of further depreciaticn, is expected to slowly pass through to
higher prices in import intensive goeods and services across the forecast peried; and

s  food price inflation is expected to return to around its histerical average over the next
18 months, reflecting both an expected stabilisation in glohal foed commedity prices
and the sterling depreciation.

Working against these trends, recent falls in wholesale gas prices are forecast to actas a
drag en inflation in the medium term as they pass through to retail prices. Wa expect this to
happen slowly since utility companies buy wholesale energy up to fwo years in advance.

Inflation is forecast to move ahove the Bank of England’s 2 per cent target in the second
quarter of 2018, when the effect of the soft drinks industry levy announced in this Budget
affects prices. We expect it to add around a quarter of a percentage point to CPl growth in
2018-19. Since the levy is unchanged in future years it affects the level, not the growth, of
the CPl. We expect the Bank of England to lock through this temporary effect, and se allow
the rate of inflation to exceed 2 per cent until the impact of the levy dissipates. With the
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output gap then close to zere and the expected transitory shocks to inflation complete, we
assume that the Bank of England will keep inflation on target for the rest of the forecast. To
the extent that the levy leads to reduced consumption of seft drinks, their weight in the CPI
would fall in subsequent years, with the effect lagged because the ONS updates the weights
in the index once a year to reflect the consumption patterns of fwe years previously.

3.63  As well as the soft drinks industry levy, we have also made small adjustments for several
other policies announced in this Budget. These include changes to tobacco, fusl and most
alcohel duties, the measures fo reduce YAT fraud, and energy policies. The effects are small
and broadly offsettfing, and taken together imply almest no change to our CPl forecast.

Chart 3.20: CPl inflation
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RPI inflation

3.64  The calculation of RPI inflation in the UK does not meet international statistical standards, ®
but we continue to forecast it as an input in our fiscal forecasts — notably as a determinant
of the interest paid on the large stock of index-linked gilts.

3.65  RPlinflation was 1.0 per cent in the fourth quarter of 2015, 0.1 percentage points lower
than our November forecast. We expect RPl inflation to follow a similar path to CPl inflation
over 2016, rising to 1.9 per cent by the end of the year. Across 2017 and 2018 we expecta
rise in mortgage interest payments (MIPs), driven by small rises in the effective mortgage
interest rate and the accumulation of mertgage debt. This feeds through to an increase in
the wedge between RPl and CPl, which reaches 1.1 per cent in the first quarter of 2018 and
is litle changed for the rest of the forecast. Qur RPI forecast is weaker than in November, in
line with the weaker CPI profile.

# ONS, Response to the Motionol Stotisticion s consultotion on options for improving the Retoil Fricas index, February 2013,
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The RPI prefile has also been adjusted to account for the policies announced in this Budget
and discussed above. They affect RPl in a very similar way to CPl, so make almost no
difference to the wedge between the two.

Chart 3.21: RPIl inflation
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The GDP deflator

3.67

3.68

3.69

GDP deflater growth is the broadest measure of inflation in the domaestic economy. It
measures changes in the prices of the goods and services that make up GDP, including
price movements in private and government consumption, investment and the relative price
of experts and imperts — the terms of trade.

As discussed in Chapter 2, the latest National Accounts data show that GDP deflator growth
in the second half of 2015 was substantially below cur November forecast. In the |atest
quarter its annual growth stoed at zere — the [joint) lowest rate in 55 years — providing a
very low starting point for the deflator forecast. This weakness was partly due to a very weak
contribution from the change in inventories, a volatile component. We assume that the
implied deflator for the change in inventories returns to a historical average over the next
year. This unwinding, as well as a pick-up in the private and government consumption
deflators, causes the GDP deflator level to increase steadily over the course of 2016. The
low outturns in 2015 result in significant base effects in the annual grewth rate, which spikes
at 2.4 per cent at the end of 2016.

Annual growth in the GDP deflator falls away over 2017 as the hase effects from the
change in the inventories component wane. It then picks up from the middle of 26018,
driven by the growth of the consumption deflator, which is linked to our CPl forecast. The
path of GDP deflator growth in 2019 and 202G s slightly uneven reflecting both CPl falling
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back to target in the middle of 2019, and the uneven path of government consumption
growth implied by the Government's latest fiscal plans.

Chart 3.22: GDP deflator
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Prospects for nominal GDP growth

3.70  Most public discussion of economic forecasts focuses on real GDP — the velume of goods
and services produced in the economy. But the nominal or cash value — and its compesition
by inceme and expenditure — is mere important in understanding the behaviour of the
public finances. Taxes are driven more by nominal than real GDP. So too is the share of
GDP devoted 1o public spending, as a large proportion of that spending is set out in multi-
year cash plans {public services, grants and administration, and capital spending) or linked
to measures of inflation [benefits, tax credits and interast on index-linked gilts).

3.71  The latest data indicate that nominal GDP growth slowed to 2.6 per cent in 2015, following
growth of 4.2 per cent in 2013 and 4.7 per cent in 2014, On the expenditure side, part of
this slowdown is aftributable to a slowdown in consumption growth: while a fall in
household saving helped to suppert consumer spending in 2013 and 201 4, consumption
growth was more closely in line with the growth of househeld disposable income in 2015,
although consumption picked up sharply in the final quarter of the year (see paragraphs
3.79 to 3.80). Neminal governmeant consumption growth also fell from 3.0 per centin
2014 to 1.1 per cent in 2015, while nominal investment growth slowed from 9.0 per cent fo
5.4 per cent as the growth of dwellings investment fell back sharply. On the income side the
reduction in neminal growth in 2015 was largely attributable to a slowdewn in profits
growth, with the growth of labour inceme picking up slightly between 2014 and 2015.
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We expect the weakness of nominal GDP growth to ease slightly in 2016, as some of the
factors pushing down on neminal GDP growth at the end of 2015 are expected to unwind.
It is then expected to increase to just over 4 per cent a year from 2017 onwards. Over the
forecast period we expect nominal GDP to grow by a cumulative 23.7 per cent between the
third quarter of 2015 and start of 2021, revised down from the cumulative growth of 26.5
per cent we expected in our November forecast. Of this 2.9 percentage point downward
revision, around 1.5 percentage peints is affributable to weaker real GDP growth, with the
remainder is accounted for by slower growth of the GDP deflator.

Prospects for individual sectors of the economy

The household sector

3.73

3.74

The househeld sector is the largest source of income and spending in the economy, with
consumer spending making up 65 per cent of neminal GDP by expenditure and household
disposable income making up 65 per cent of neminal GDP by income in 2014,

Real consumer spending

The latest data show that consumption increased 2.9 per cent in real terms in 2015, in line
with our November forecast. Lower inflation caused the real consumption wage to increase
in 2015, having fallen in 2014, but private consumption growth increased only slightly
(Chart 3.23). We have revised down our forecast fer consumption growth over the forecast,
reflecting a downward revision to real wage growth from lower produdivity growth. We
assume that real consumption will grow broadly in line with real wages over the forecast
period, having risen faster than real wages in each ysar frem 2010 1o 2014 .°

# While consumption growth is expected to be broadly in line with labour income growth, it is expected to be stronger than househald
disposable incame growth, as shown in Chart 3.24. This is berause [whour intome includes emplayer persion contributions, which are
expected to graw relatively sirangly over the foreeast period but which bave o neutral effect on hausehold dispasable income.
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Chart 3.23: Real consumption wage and real consumption
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The labour market and household income

3.75  The unemployment rate fell in the third and fourth quarters of 2015, reaching 5.1 per cent,
(.2 percentage peints below our Noevember forecast. We forecast the rate to decline more
slowly over the coming year to a low of 4.9 per cent, as productivity growth picks up and
firms expand eutput mere through their existing workforce than through recruitment. The
headline rate is then forecast 1o rise back to 5.4 per cent by the and of 2020, in part due to
an increasing ‘Nafional Living Wage’ which puts upward pressure on structural
unemployment.'” In the near term we expact the claimant count to fall slightly relative to the
broader measure of unemployment. Thereafter we expect it to rise a little faster, as the lone
parent obligation, which moves parents off income support and typically onte johseeker’s
allowance in the first instance, is extended to lone parents of 3-year olds.

3.76  The parficipation rate has a relafively flat profile over the forecast, with the ageing
population pushing it down and rising age-specific participation rates pushing it up. The
participation rate is expected to stay broadly flat over the next four years, in part due to net
inward migration [which is dominated by people of working age), and then te fall back to
slightly below its current level as the pepulation ages. The 0.9 millien rise in employment
over the forecast peried can therefore be explained by additional population growth. The
ONS population projections that underpin our forecast imply that around half the expected
population growth over the forecast period will come from net migration, but that due to the
concentration of migration among those of working age, around three-quarters of the
increase in employment that we forecast would be accounted for by net migration.

19 The level of the National Living Wage consistent with aur forecast has been revised down since Nevernber — from £9.30 to £9.00 an
heur in 2020. That reflects infarmation from the 2075 Annual Survey of Hours and Earmings, which reported slower grawth in median
than mean hourly earnings, and the downward revision to aur earnings growth forecas. The assumed annual path of the Notional
Minimurm Wage and Natianal Living Wage consistent with our forecast are available in o supplemertary table an aur website,
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Average earnings growth in the second half of 2015 has been lower than we expected in
November. We have revised down average earnings growth in each subsequent year
consistent with slower (but still rising) productivity growth over the next few years, although
we continue to expect real average earnings to rise by slightly more than productivity per
worker over this period. As in November, over the madium term, the weakness of earnings
growth in part reflects our judgement that the additional costs created for firms and workers
by the Government’s introduction of the apprenticeship levy and engeing auto-enrolment
into workplace pensions — beoth of which are econemically equivalent to payrell taxes — will
largely be borne through lower wages. The announcement in this Budget that National
Insurance contributions will be levied on termination payments over £30,000 has bean
judged to feed through inte wages in a similar way. Lower whele economy inflation also
translates into slower nominal earnings growth in the final fwo years of our forecast.

The significant fall in consumer price inflation over the past year has helped to support the
growth of real household disposable income. We expect real household disposable income
growth to have peaked ot 2.9 per cent in 2015. We expect it to average 1.7 per cent a year
frem 2016 onwards. Over the forecast period we expect real househeld disposable income
to grow more slowly than we assumed in November, with annual growth revised down by
an average of 0.3 percentage points between 2016 and 2020, due mainly to the downward
revision to preductivity growth described above.

Chart 3.24: Real household disposable income per capita

110 4

108 4

106 4

104 4

102 4

100 4

2010@1 =100

a8 4

26

4 |

g2 4

Neovember forecast Foreenst

March foreaast

o0

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2027
Souree: OBR

65 Econemic and fiscal outlook

7458/16 ADD 1

MCS/ah 33
DGG 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=98331&code1=RAT&code2=&gruppen=Link:7458/16;Nr:7458;Year:16&comp=7458%7C2016%7C

Econemic cutlock

Chart 3.25: Contributions to real household income growth
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The saving ratio

3.79  The headline saving ratic has fallen steadily since 2012, reaching 4.4 per cent in the third
quarter of 2015 — the joint lowest ratio since 1963. While the fall in household saving over
this period has largely reflected the strength of consumption relative to household
disposable income, more recent falls have also reflected a reduction in measured pension
saving. When pension saving is excluded, househeold saving stabilised between 2014 and

the middle of 2015. [Chart 3.248).

3.80  Data on the household saving ratio in the final quarter of 2015 are not yet available, but
consumption growth appears to have significantly cutpaced the growth of labour income.
Nominal consumer spending increased by 1.7 per cent on the previous quarter, while
labour income was up 0.7 per cent, so household saving is likely to have fallen further.
Over the forecast peried we expect consumption to grow slightly faster than househeld
disposable income, putting downward pressure on the saving ratio. This is offset by rising
pension saving, as auto-enrolment coverage and contribution rates increase. It also reflects
increases in gift yields, which are used in the caleulation of imputed employee pension
contributions in the National Accounts.
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Chart 3.26: The household saving ratio
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3.81

3.82

The housing market and dwellings investment

House price inflation picked up again in the fourth quarter of 2015, with year-on-year
growth of 7.1 per cent [Chart 3.27). This is the first quarter where the growth rate has
increased since the recent peak of 11.7 per cent in the third quarter of 2014. We expect
house price inflation to rise further in the first quarter of 2018, to 8.3 per cent, before
slowing thereafter. There remains considerable uncertainty about near-term prospects and
the majer lenders” house price indices have continued their recent divergence. The Halifax
index is reporting vear-on-year growth of 9.7 per cent in the year to February while the
Nationwide index is up by just 4.8 per cent over the same period. Survey indicators from the
Royal Institution of Chartered Surveyors have heen broadly flat.

Beyond the near term, we use a house price model to inferm cur forecast.'’ Currently, this
suggests that there is a significant amount of credit ratiening in the mortgage market.
Financial institutions are extending less secured debt than the model suggests households
would like hased on fundamental drivers of mortgage demand. This is consistent with
changes to the regulatery environment, engeing repair to bank balance sheets and changes
to lenders” behaviour hrought about by the Mortgage Market Review. We confinue to
assume this implied mortgage ratiening will ease but we have slowed the rate at which it
does so. This implies a higher level of rationing af the end of the forecast period than we
assumed in Noevember. This brings credit rationing in line with the dewnward adjustments
we made to the levels of secured debt and property transactions in our November forecast.

" For mare information an aur house price model see Auterson (2014): Warking poper No. 6: Forecosting housge prices.
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3.83  Owerthe forecast period, we expedt house price inflation to persist at rates somewhat above
earnings growth, consistent with historical frends in the UK. Revisions to the medium-term
profile have been relatively small since our last forecast, with the level of house prices by the
end of the forecast period 1.5 per cent higher than in November. House prices are expected
to rise by 26.4 per cent by the first quarter of 2021.

3.84  We have made a small adjustment to cur house price forecast to reflect the first-time buyer
alement of the lifetime ISA pelicy announced in this Budget. There is considerable
uncertainty over how that might manifest itself, but we think it is more likely than not to lead
to higher demand for the relatively fixed supply of housing in the UK and thus lead to higher
prices. We have added 0.3 per cent to the level of house prices by the end of the forecast,
but the effect could easily be larger [if more house depeosit saving is channelled through
[ifetime 1SAs than we have assumed) or smaller (perhaps if parents supperting their first-
fime buyer children’s deposit saving reduce that support in light of the amount that will be
provided by the Government).

Chart 3.27: House price inflotion forecost
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3.85  Qurforecast for residential property tfransactions is little changed frem November.
Transactions grew by 8.6 per cent in the year to the fourth quarter of 2015, up from 2.9 per
cent in the previous quarter. In the short term, we expect a slightly higher rate of growth in
the first quarter of 2016, but a slowdown in growth in the second half of the year.

3.86  We lowered our medium-term forecast for residential transactions in Nevember to reflect
the near-doubling of privately renting households since 2000 and recent evidence that
suggests rental properties are re-sold at abeout half the frequency of owner-cccupied
housing. We assume that the growth in private renting will continue and therefore reduced
the number of residential property transactions. We also made downward adjustments in
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November to capture the effects of policy measures targeting buy-to-let landlords. Due to
the pre-announcement of the SDLT surcharge on second homes, we expect property
transactions to be boosted temporarily in the run-up to its April 20186 introduction as
investors bring ferward transactions to avoid the new surcharge.

3.87  The latest National Accounts data show that residential investment grew by 3.4 per cent in
2015, higher than we forecast in Nevember. The pattern of revisions te outturn data affect
our forecast of residential investment growth in 2016, implying higher growth in that year.
There was little change to cur pre-measures forecast for residential investment from 2017
onwards, but we have adjusted our post-measures forecast to reflect several pelicies
introduced in this Budget that affect housing associations” finances and which are therefore
assumed to affect their housebuilding. These policy measures reduce total residential
investment by 0.7 per cent by 2020-21.

Chart 3.28: Residential investment as o share of GDP
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Net lending and the household balance sheet

3.88  Qurforecast for the household balance sheet is built up frem a number of components:

¢ the accumulation of househeld assets, such as deposits, pension and insurance
assets, equity, and other assets;

s the accumulation of lighilities, which are decomposed into mortgage debt and
unsecured debt; and

¢ these are constrained to be consistent with our forecast for househelds’ net lending
position, which determines the rate at which households acquire assets relative 1o
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liabilities (their ‘net’ asset accumulation). All else equal, positive net lending implies
that househelds will accumulate more assets than liabilities and vice versa.

3.89  In November, we improved how we forecast the household balance sheet. We moved to a
bottom-up approach to forecasting unsecured debt, based on its relationship with
consumption and unemployment; and the use of ‘other” assets as the residual to ensure
consistency hetween the stock and flow positions of households’ financial accounts. Further
detail on these changes can be found in our Nevember EFO.

3.90  We now expect gross household debt to reach 164 per cent of housshold disposable
income by the end of the forecast, up slightly from an expected 163 per cent in November.
We consider this upward trend at the whole econemy level to be consistent with the
macroprudential pelicy setting described in paragraphs 3.29 to 3.31, which is mainly
focused en particular sectors or risks. The changes in our forecast since November reflect:

¢ in cash terms, gross debt is expected to be £5 billion lower by the start of 2021 than
we expected in November. This is more than explained by a lower starting point,
with the level of household debt £17 billion lower in the third quarter of 2015 than
expected in Novemher. This is partly effset by a £7 hillien upward revision to the
accumulation of secured debt over the forecast period and a £6 hillien upward
revision to the accumulation of unsecured debt; and

+ thefall in gross debt is offset by a downward revision to our forecast of the level of
household disposable income, which is expected to be around 14 per cent lower
than eur November forecast by the start of 2021,

Chart 3.29: Household gross debt fo income
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Chart 3.30 shows our forecast of household net worth, which includes housing equity as
well as financial assets and liabilities. The ratio of net werth to income is expected to remain
broadly stable over the next five years. The ongeing household deficit implies that the
accumulation of financial assets is slower than the accumulation of liabilities over the
forecast period, hut the effect on household net worth is offset by the rising value of housing
assets. Relative to November we expect a higher level of household net worth through the
forecast, largely reflecting a higher level at the start. The higher starting point reflects a
stronger than expected outturn for household net financial assets in the third quarter of
2015, as well as an updated estimate of the value of the housing stock.

Chart 3.30: Household net worth relative fo household income

200

850

800

Per cent
et |
w
=]

700

850

800

November Torecast
Forecost
m—tarch forecast

2005 2006 2007 2008 200% 2010 2011 2012 2013 2074 2015 2018 2017 2015 2019 2020 2020

Source: ONS, OBR

3.92

Household debt servicing costs are expected to remain low relative to household income,
despite the expected increase in the stock of household deht (Chart 3.31). This reflects the
fact that morgage rates are expacted to remain at historically low levels — consistent with
the lagged effect of past falls in funding spreads, the exceptionally low level of Bank Rate
and cur assumption that lenders” margins en mertgage rates will narrow over the forecast.
If mortgage rates increase at the same pace as Bank Rate, debt servicing costs would
remain well below pre-crisis levels as a share of income, although they would be somewhat
higher than eur central forecast.
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Chart 3.31: Household debt servicing costs
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The corporate sector

Business investment and stockbuilding

3.93  The latest data show that husiness investment fell in the final quarter of 2015. It is now
estimated to have grown by 4.7 per cent in 2015, the same rate as in 2014, but lower than
we forecast in November. The Bank of England’s Agents” Summary reports investment
intentions consistent with “unchanged capital spending in manufacturing, but continued
growth among services firms”, a weaker outlook than at the time of ocur November forecast.
We now expect business investment growth of 2.6 per cent in 2016, a 4.9 percentage peint
downward revision since November, largely reflecting the 2.1 per cent fall in business
investment in the final quarter of 2015. It is then expected to pick up from 2017, but to
lower rates than we forecast in November. There were only tentative signs of uncertainty
regarding the EU referendum result affecting investment intentions by the time we closed
this forecast and we have made no adjustment to reflect a change in behaviour.™

3.94 We adjusted our business investment forecast to reflect three business tax measures, but the
Government informed us after our final economy forecast had been closed that one of
those measures would not be going ahead. As a result, our business investment forecast is
around 0.5 per cent higher than would be consistent with the final pelicy package
announced in the Budget. The net effect of the other fwo measures was small.

3.95  As Chart 3.32 shows, our forecast implies that real business investment will rise as a share
of GDP, as typically occurs during the later stages of a recovery. It alse shows how the

2 The elearest sign of an effect was seen in the latest EEF Menufocturing outlosk where investrent imtentians fell to a sic-year |ow, with the
EU referendum cited as o possible couse.
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nominal share has tended to fall relative to the real share because investment goods price
inflation tends to be lower than whole economy inflation.

Chart 3.32: Business investment as o share of GDP
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3.96  The latest ONS data indicate that stocks acted as less of a drag on GDP growth in 2015
than we forecast in November. As discussed in paragraph 3.68, the implied price of the
change in inventories is estimated to have fallen significantly in the final quarter of 2015,
which contributed to a fall in the overall GDP deflator. We expect inventories to make a
positive contribution to real GOP growth in 2016 and to be neutral thereafter.

Corporate profits

3.97  Data revisions have left the recent path of corporate profits significantly weaker than
suggested by the data available to us at the time of our November forecast. The latest data
indicate that non-oil corporate profits grew by 0.9 per cent in the year to the second quarter
of 2015, revised down from a previous estimate of 4.4 per cent. The latest data on the
high-level breakdown of income indicate a fall in corporations’ gross operating surplus in
the fourth quarter, pointing to a further slowdown in profit growth. As a result we have
revised our forecast for non-oil profits growth in 2015 down from 6.3 to 1.9 per cent.

3.98  We expect non-oil profits to rise slightly more quickly than nominal GDP in the near term as
the output gap continues to close. From 2017 we expect profits to grow slightly more slowly
than nominal GDP, as the apprenticeship levy and auto-enrolment depress profit margins.
These judgements are unchanged frem November.
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The government sector

3.99

Total public spending amounted to 40.8 per cent of GDP in 2014-15."F But not all
government spending contributes directly to GDP. Spending on welfare payments and debt
interest, for example, merely transfers income frem some individuals to others. The
government sector contributes directly to GDP via consumption of goeds and services, and
investment. These together accounted for 22.2 per cent of GDP in 2014-15.

Real government consumption

3.100 Real government censumption is estimated to have grown by 1.7 per cent in 2015, in line

3.101

with our November forecast. We have revised our forecast down in 2016 and it is also
slightly lower on average between 2017 and 2020, reflecting the Government’s decisions
on the pace and composition of fiscal consolidation.

Nominal government consumption

Nominal government consumption grew by 1.1 per cent in 2015, higher than our
November forecast. But we have revised it down over the forecast. The Government’s
updated fiscal plans imply that neminal government consumption will grow by 1.3 per cent
a yaar on average between 2016 and 2020, compared with 2.0 per cent in November. This
implies that neminal government consumption will fall from 19.4 per cent of GDPin 2015
to 17.2 per cent of GDP in 2020, slightly higher than in Nevember [Chart 3.33).

2 Total managed expenditure [TAME).
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Chart 3.33: Government consumption and government investment
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Growth in the implied price of government consumnption — the ratio of nominal spending te
real government consumption — has been subdued as cash spending growth has slowed

(Chart 3.34). This largely reflects the way real government consumption is measured, as
described in Bex 3.3.

The government consumption deflater is estimated to have fallen by 0.6 per cent in 2015.
This is less than we forecast in November, reflecting stronger growth in nominal gevernment
consumption. Revisions fo our forecast since November are also driven by the Government's
decisions on the pace and composition of fiscal consolidation.
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Chart 3.34: General government consumption
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Box 3.3: Internctional comparisons of the government consumption deflator

The government consumption deflater measures the implied price of government services. In the
UK, areund one-third reflects actual deflators — where the prices are measured directly — and the
other two-thirds reflect implied deflators — where it is the volume that is measured directly and
the price inferred. Our earlier forecasts did net take sufficient account of the effect on implied
deflators of the Government’s spending cuts, which reduce the value of spending mere than the
directly measured volumes. We therefore overestimated deflator growth and so underestimated
the growth of real government consumption.

Methedologies for deriving the gevernment consumption deflator vary acress countries. Studies
by the ONS® and OECDP suggest that non-EU countries tend to depend more on actual deflators
and EU countries on implied deflators. That suggests that the effect of cuts in government
consumption would be seen in the deflator to a greater extent in the UK and other EU countries
than in nen-EU countries.

Chart C shows how average annual growth in the value of six leading industrial countries’
government censumption since the third quarter of 2010 has changed relative to pre-recession
averages [2000-2008). Growth in the value of government censumpticn is weaker in every
country [bar Japan) than prier to the crisis. As we would expect, given the difference in deflator
methedologies, lower deflator growth accounts for a greater proportion of cuts in the UK and
other EU countries, while slower volume growth plays a bigger role in the nen-EU countries. At
the extremes, 90 per cent of the reduction in value growth has come via the deflator in France
while 71 per cent came through volumes in Canada.

These differences in National Accounts methodelogies may be important when considering
international comparisens of the direct effect of government spending cuts on real GOP growth.
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But comparisens in value terms should be less affected by such differences. In Box 3.3 of our
November EFO, we showed that the planned cut in government consumption as a share of GDP
in the UK would be the biggest ten-year fall seen in any G7 country in the past half century,
according to OECD data dating back to 1960.

Chart C: Government consumption compared to pre-recession averages
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General government employment

3.104 In the ahsence of specific workforce plans, we projed general government employment
based on some simple and transparent assumptions. We begin by assuming that the tetal
payhill will grow in line with a measure of current government spending. We also separately
forecast government sector wage growth, taking into account recent data, stated
government policy (such as limits on pay growth), historic rates of pay drift and whele
econemy earnings growth over the medium term. We then combine total and average pay
growth to derive a prejection of general government employment.

3.105 Slow growth in cash spending and low annual wage growth imply that general government
employment will fall by 0.2 million betwaen the first quarter of 2015 and the first quarter of
2021, leading to a tetal fall from early 2011 of 0.5 million.™ We expect the fall to be more
than offset by a rise in market sector employment.

4 These estimates exclude o classification change intraduced in the secand quarker of 2012, which moved oround 196,000 emplayees
fram the public to the private sector. Further details nbaut the assumptions for the public sector wages and employment ean be found in
the supplementary econamy tables available an our website,
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The external sector
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Exports and imporis

The latest National Accounts data revised up exports growth in late 2014 and early 2015
relative 1o the outturn data available at the fime of our November foracast. Exports are then
estimated to have fallen the final two quarters of 2015, having been expected to rise in
Novemher. Exports are estimated to have grown by 5.0 per cent in 2015, higher than we
forecast in November, despite the weaker outturn data in the second half of the year. From
2016 enwards, we have revised down our forecast for exports to reflect a downward
revision to UK export markets. Qur key judgement — that the downward trend in UK export
market share confinues over the forecast period — is unchanged from November.

3.35: UK export market share
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Source: QECD, ONS, OBR

3.107

At Budget 2012, the Government stated an aspiration to increase the cash value of exports
to £1 trillion in 2020. That required export growth of £506 hillion over nine years, whereas
extending our March 2012 EFO forecast would have implied growth of £352 billion [see
Box 3.4 of our November EFC). We now forecast that the value of total exports of goeds
and services will reach £643 hillion in 2020, lower than we forecast in November and 36
per cent lower than the Government’s aspiration.

3.108 Real imports are estimated to have grown by 6.2 per cent in 2015, significantly higher than
we forecast in November. As with exports, this was driven by upward revisions to imports
growth in late 2014 and early 2015.
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3.109 Qurforecast for UK imperts is determined by the outlock for import-weighted demestic

demand and a trend rise in the import intensity of that demand. We have not changed our
judgement of the extent to which import intensity will rise over the forecast period. As Chart
3.36 shows, the contribution of rising impert intensity to imports growth averaged 3.1
percentage points betwean 1998 and 2006, but it added just 0.2 percentage points to
imports growth on average between 2007 and 2015. Our forecast assumes an average
confribution of 0.8 percentage points hetween 2016 and 2020.

Chart 3.36: Coniributions to import-weighted domestic demand and imports growth
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3.110 Net trade is estimated to have made a negative contribution to GDP growth in 2015, having

been expected to make a positive contribution at the time of our November forecast. This
change reflects an upward revision to imperts growth, which is larger than the upward
revision to exports. We expect net trade to subtract 0.4 percentage peints from GDP growth
in 2016, and 0.1 percentage peints a year from 2017 onwards. Qur net trade forecast
reflects the weakness of export market growth, a gradual decline in export market share
and a gradual increase in the ratio of imports to import-weighted demestic demand.
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Chart 3.37: Net trade contribution to real GDP
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3.111

3.112

3.113

The current account balance

The latest data continue to indicate that the current account deficit widened significantly in
recent years, reaching 5.1 per cent of GDP in 2014. However, recent data on foreign direct
investment [FDI) may reduce this deficit when they are incorporated into the balance of
paymants.® Nevertheless the deficit in recent years remains large by historical standards,
mainly as a result of a significant deterioration in the UK’s net investment income balance:
the income halance fell inte deficit in 2013 and 2014 as the UK's net rate of return
deteriorated, having averaged a surplus of just over 1 per cent of GDF in the decade prior
to 2012.

Recent quarterly data signal an improvement in the investment income balance, with the
deficit narrowing from 2.4 per cent of GDP in the final quarter of 2014 to 0.7 per cent in
the third quarter of 2015. We expect the investment income balance fo contfinue to improve
as rates of return normalise, a judgement conditioned on the assumption that the recent
deterioration is partly temporary — reflecting, for example, the weaker growth outleck in the
euro area or the possible effect of cross-border fines and compensation paid by UK firms
abroad [although this is not verifiable from published data).

Despite the imprevement in investment income, we exped the current account deficit to
remain relatively large through the forecast as the trade deficit is expected to remain
broadly stable. The current account deficit is expected to reach just over 3% per cent of GDP
by 202C, a somewhat larger deficit than we expected in November, as a wider-than-
expedcted trade deficit in the second half of 2015 has led to an upward revision to the size of
the trade deficit through the forecast period.

5 ONS, Coterence betweean bolonce of poymems Q3 2075 ond the FOt 2074 bulletin, December 2015,
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3.114  The latest outturn trade data have a significant impact on the implied terms of trade,
particularly in 2016. The terms of trade are now expected to fall in 2016, having been

expected to rise relatively strongly in our November forecast. This affects the level of
nominal GDP throughout the forecast period.

Chart 3.38: Current account balance as o share of GDP

3 -

Forecost

Per cent

 Transters and other Trade balance

Nt investment income

Current balance
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Source: ONS, OBR

3.115 Tahkle 3.5 shows how our forecast of the current account balance has changed since

November:

¢ the increase in the current aceount deficit is almost entirely accounted for by an

increase in our forecast of the trade deficit. This largely reflects a wider than expected
trade deficit at the end of 2015. With little change to our forecast of net trade, this
implies a wider trade deficit throughout the forecast period; and

revisions to the investment income and transfers balance have been relatively small.
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Table 3.5: Changes to the current account since November

Current account (£ billion}

Qutiurn Forecast
2014 2015 2016 2017 2018 2019 2020
Neovember forecast -92.9 -78.46 -58.9 -49.46 -50.7 -48.5 -48.6
March forecast -82.5 -80.5 -80.3 751 -77.0 -76.0 -76.0
Change 0.4 -1.9 -21.4 -25.5 -26.4 -26.5 -27.5
of which:

Trade balance 0.1 93 -21.8 2231 -24.4 -25.6 265
Volumes -1.1 111 -13.8 -15.2 -15.8 -16.2 -16.8
Prices 1.2 1.8 -B8.0 -7.9 -8.6 -2.3 -9.8

Investment income balance 0.2 5.3 2.5 -0.5 0.0 0.6 0.2

Transfers and other 0.1 2.1 -2.2 -1.9 -1.9 -1.6 -1.8

Sectoral net lending

3.1146  In the National Accounts framework that we use for our economic forecast, the income and
expenditure of the different sectors imply a path for each secter’s net lending or borrowing
from others. By identity, these must sum to zere — for each borrower, there must be a
lender. In 2015, for which three quarters of data are now available, we estimate that the
public and househeld sectors are in deficit, while the corporate and rest of world sectors are
insurplus [Chart 3.39).

3.117 On current government policy we expect the public sector deficit to narrow, cffset by
narrowing of the rest of the werld surplus [a narrowing current account deficit) and a
widening of the corporate deficit. We forecast little change in the househeld deficit, which is
expected to remain around 3 per cant of GDP through the forecast period. The persistence
of a household deficit of this size would be unprecedented in the latest available histerical
data, which extend hack to 1987. Other datasets extending back to 1963 also suggest liftle
evidence of a large, persistent household deficit, with the household surplus moving into
negative territory in only one year between 1963 and 1987.'° A household deficit of the size
and persistence we expect over the forecast period might be considered consistent with the
unprecedented scale of the fiscal censolidation and the extremely accommedative menetary
policy upon which our forecast is conditioned. It nevertheless demonstrates that the
adjustment to the fiscal consolidation is subject to very significant uncertainty, and
alternative adjustment paths are quite possible (see paragraph 3.119).

6 Based on histarical estimates of the personal seetor surplus on an ESASS basis, as set out in Thamas, R and Nalan, L., Netione!
Accounts orticles: Higtoricol egtimates of finonciol occounts ond bolonce sheets, lanuary 2016,
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Chart 3.39: Sectoral net lending
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Risks and uncertainties

3.118 As always, we emphasise the uncertainties that lie around our central forecast for the
economy, and the implications that these can have for the public finances [see Chapter 5).
There are soma risks and uncertainties commen te all forecasts: conditioning assumptions
may prove inaccurate; shocks may prove asymmetric; and previously stable relationships
that have described the functioning of the econemy may change.

3.1192  In additien, prevailing economic circumstances suggest some specific risks to the forecast. In
this EFO, we would highlight:

¢ since November, volatility in financial and commodity markets has increased. If this
persists it could have a negative effect on the UK economy via financial markets
linkages and world trade;

e the IMF recently identified a sharper-than-expected slowdown in China as a risk to its
glohal forecast. Although direct trade with China accounts for enly 3.6 per cent of UK
exports, China’s contribution to werld GDP and trade growth is significant and its
increasing integraticn in global financial markets means that lower growth in China
could have wider implications;

¢ we have revised down our forecast for potential output growth since November, but
considerahle uncertainty remains around this part of the forecast. If productivity fails to
recover as predicted, but wage growth continues to accelerate, the MPC could he
forced to raise interest rates mere quickly, which could in turn have a negative impact
on consumer spending and housing investment. Alternatively, lower productivity
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growth could mean that wage growth falls short of expectations, in a similar manner to
the revisions we have made in this forecast;

¢ aven in our central forecast, the ratio of households’ gross debt to income rises
significantly over the forecast. That seems censistent with suppertive menetary policy
and other interventions to support demand in the housing market (to which the
Government has added again in this Budget via the first-time buyer element of the
lifetime 1SA), but it could pose risks to the recovery over the longer term;

. our forecast assumes that the decline in public sector net borrowing is offset in a
widening corporate deficit and a modest improvement in the current account. Some
external commentators argue that the prospective path of the sectoral balances points
1o the risk of a significant depreciation of steding; and

s whatever the long-term pros or cons of the UK's membership of the European Union,
a vote fo leave in the forthcoming referendum could usher in an extended period of
uncertainty regarding the precise terms of the UK’s future relationship with the EU. This
could have negative implications for activity via business and consumer cenfidence
and might result in greater volatility in financial and other asset markets [see Box 3.4).

Box 3.4: External analysis of ‘Brexit’ risks and uncertainties

The Government has anneunced that a referendum will be held en 23 June to determine
whether the UK should remain a member of the European Unien [EU) — and the Government is
arguing that it should. Parliament has teld us to prepare our forecasts on the basis of the current
policy of the current Government and not to consider alternatives. So it is not for us to judge at
this stage what the impact of “Brexit” might be on the econemy and the public finances.

Qutside analysts have of course addressed this question. For example, a study published by the
Centre for Economic Performance estimates that leaving the EU would result in lower trade and
therefore lower GDP. It presents a ‘pessimistic” scenario where incomes could fall by close to 10
per cent.” Cenversely, a study published by the Institute of Econemic Affairs argues that leaving
the EU could increase UK GDP by 13 per cent.® The range of estimates in part reflacts sensitivity
to assumptions about what exactly would replace the current rules that are attached to EU
membership. That was also apparent in the views presented at the National Institute of Economic
and Social Research cenference on the ‘Ecenomics of the UK's EU Membership’ last menth.®

These estimates are as large as they are in part because they incorporate ‘dynamic’ effects,
reflecting for example long-term changes in UK productivity. As well as heing highly uncertain,
these take many years to materialise, with IMF research suggesting that it takes around 10 years
for half the effect of changes in the trade share of GDP to be seen in income levels.? So even if
we were to base our central forecast on an assumption ef ‘Brexit’, the full impact would net show
up within our five-year forecast horizon. A study by Open Europe medelled a scenarie in which
the UK leaves the EU in 2018 and found that GDP could be 2.2 per cent lower or 1.6 per cent
higher by 2030, depending on the arrangements for trade and regulation that follow ‘Brexit’.® It
argued that much of the transiticn 1o either of these levels would take place heyond 2020.
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Leaving aside the debate over the long-term impact of ‘Brexit’, there appears to be a greater
consensus that a vote to leave would result in a peried of potentially disruptive uncertainty while
the precise details of the UK's new relationship with the EU were negotiated. For example:

+ Goldman Sachs expects that delayed business investment spending would have o
“significantly negative” impact en UK growth !

+ a JPMorgan study uses a YAR model to estimate that the uncertainty follewing a ‘leave”
vote could cause a 1 percentage point reduction in GDP growth in 2016.? Deutsche Bank
predict a similar effect on GDP growth in the two-to-three years after a vote to leave;"

s Scotiahank predicts that GDP growth could slow by 2 1o 5 per cent over a one-to-two-
year horizon, due to a “sharp drop” in consumer confidence and lower consumption;’

+ Bloomberg Intelligence modelled a fall in demand of 1.5 per cent of GDP, accompanied
by an increase in credit spreads and a sterling depreciation. It argued that Bank Rate
would be lower over our forecast period, with inflation higher initially but lower by the
end of our forecast due to a persistent negative output gap,i and

¢ anumber of forecasters suggest that uncertainty could lead to a significant sterling
depreciation (especially given the UK's large current account deficit). Nomura estimate
that sterling could depreciate by between 10 and 15 per cent following a vote to leave.

There were only tentative signs that uncertainty regarding the referendum result was affecting
business and consumer cenfidence and spending intentions by the time we closed this forecast.'
But it may have contributed to recent financial market movements [and thus to some of the
conditioning assumptions that underpin it). For example, sterling fell to a 7-year low against the
dollar shortly after the date of the referendum was annecunced. That peried fell within the 10-day
window over which we have averaged market assumptions for this forecast.

A Centre far Econamie Perfarmanee, The costs and benefite of leoving the EU, Moy 2014,

*|nstitute of Ecanamie Affairs, Should Britoin leove the EUZ An economic onalysis of o troubled refotionship, February 201 6.
“MNIESR canference summary: Econamizs of the UK's EU Memberehip, held in February 2016,

FIMF warking paper, The long-run effects of frade o income ond income growth, February 2003,

*Cpen Europe, Whot if.. 2 The consequences, chollenges ond opportunities focing Britein outside the EU, March 2015.
fGaldman Sachs Exanarmics Research, Braxit: The uncertointy shock of leoving the EL, Mareh 201 8.

3 IPMergan Econamie Research, Brexit: Whot impoct might uncertainty hove on UK GDPZ, February 2014,

*Dreutsehe Bank Resaarch, The UK & FU- Exit emergancy, Fehruney 2014,

i Seatinbank, Brexit — morket ond economic impoct, February 20146,

iBloombery Irtelligence, Brexit speciol: Modeling o surpriss exit, Februnry 201 8.

*Moamurs Economie Insights, Brexit corries o recassionary risk, Februnry 2074,

Venvestrment irtertions in the latest EEF Monufocturing outfosk were at & six-year low, with the EU refererdum sited as o passible
[=c[IT1N
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Comparison with external forecasters

3.120 In this section, we compare our latest projections with those of selected outside forecasters.
The differences between our forecast and those of external forecasters are generally small
compared with the uncertainty that surrounds any one of them.

Comparison with the Bank of England’s Inflation Report forecast

3.121 Alengside its February 2016 Inflation Report, the Bank of England published additional
information about its forecast against which we can compare cur own (see Table 3.6). This
included the Bank staff's forecasts for the expenditure composition of GDP, consistent with
the MPC’s central forecasts of GDP, CPl inflation and the unemployment rate.

3.122 The MPC’s modal forecast for GDP growth is 2.2 per centin 2016, higher than our forecast
due to stronger growth in private consumption and business investment, as well as a less
negative contribution from net trade. The Bank’s modal forecast is alse higher than ours in
2017 and 2018, primarily due to stronger consumption growth in both years. The Bank’s
forecast for the level of GDP is 0.9 per cent higher than ours in 2017, the same as at the
fime of our lost forecast in November.

Chart 3.40: Comparison of forecosts for the level of GDP projections
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3.123 While remaining mere optimistic than us and the average of external forecasts, the MPC’s
best collective judgement on the implications of news since November has led tham to
revise down cumulative real GDP growth over their 3-year forecast horizon. These revisions

are similar to the changes in our forecast since November. The OECD has also revised
down its forecast for GDP growth in 2016 and 2017 (Chart 3.41).
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Chart 3.41: Comparison with Bank of England and OECD revisions to real GDP

since November
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Table 3.6: Compcrison with the Bank of England’s illustrative projections
Per cent
2015' 2016 2017 2018
Bunk of England February Inflation Report forecast
Household consumption 2% 2% 2% 2%
Business investment &% 5% <3 64
Housing investment™® 2 4 5% 5%
Exports 5z 24 I Vi
Imports &V 2% 2 2%
Ermployment? 2 ¥ ¥ ¥
Produclivity® 1 1Va 134 1%
Average weekly earnings”* 1% 3 3% AVa
Difference from OBR forecast
Househeld consumption -0.1 0.3 0.3 0.6
Business investment 1.8 2.9 -0 0.4
Exports 0.5 -0.3 -2.1 -1.3
Imports 0.0 -1.0 -1.1 -0.8
Employment’ 0.3 0.1 0.3 0A
Froductivity” 0.2 0.2 0.0 0.3

! 2015 estimates eontain o comhination of data and projections.
“Whole eronomy measure. Ineludes transfer eosts of non-produced nssets.

FWe have not shown o comparison for housing investment and overoge weekly earmings as the definitions of these variobles differ and

are therefore not directly comporable.
dFour-quur‘rer growth rote in G4,
% Output per hour.
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Comparison with other external forecasters

3.124

Econom

In its most recent World economic outlook, the IMF's forecast for GDP growth was slightly
above our central forecast in 2016 and in line with ours in 2017. Since publishing its most
recent Economic outlook, the QECD has updated its short-term forecast for GDP growth.
The OECD's updated forecast is slightly above ours in 2016 and slightly below itin 2017. In
its February Economic review, the Natienal Institute for Econemic and Seocial Research
(NIESR) forecast GDP growth of 2.3 per cent in 2016, higher than our forecast. NIESR
forecast stronger consumption and investment growth in 2016, partly offset by a weaker
forecast for net trade. NIESR's forecast for GDP growth is alse higher than ours from 2017
onwards, with a positive contribution from net trade only partially offset by lower
consumption growth. The Eurepean Commission’s forecast for GDP growth is slightly higher
than ours in 2016, due to higher growth in private consumption, government consumption
and investment, partly offset by negative contributions from inventories and net trade. The
Commission ferecast for 2017 is slightly lower than ours, with higher private consumption
growth offset by lower government consumption growth.
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Table 3.7: Comperison with external forecasters

Econemic outlook

Per cent

2014 2015 2076 2017 2018 2019
OBR {March 207 6)
GDFP growth 29 22 2.0 2.7 2.1 7.1
CPl inflation 1.5 0.0 0.7 1.6 2.0 2.1
Quiput gap -1.0 -0.3 -0.2 0.0 0.0 0.0
Oxford Economics {February 201 4)
GDFP growth 2.9 2.2 2.7 2.5 2.7 2.7
CPl inflation 1.5 0.0 0.5 1.7 1.8 1.9
Quiput gap -2.9 -2.8 -2.7 -2.5 -2.4 2.2
Bank of England {February 2016)'*
GDP growth {mode} 2.5 2.2 2.4 2.5
CPl inflation {mode}® 0.1 0.9 1.9 2.2
Eurapean Cammission {February 2016}
GDP growth 2.9 2.3 2.1 2.1
CPl inflation 1.5 0.0 0.8 1.6
Qutput gap -0.6 0.0 0.3 0.7
NIESR {February 2014}
GDP growth 2.9 2.2 2.3 2.7 2.7 2.5
CPl inflation 1.4 0.1 0.3 1.3 2.1 2.7
QECD {November 201 5}4
GDFP growth 29 2.4 2.4 2.3
CPl inflation 1.5 0.1 1.5 2.0
Quiput gap -0.5 0.0 0.4 0.8
IMF {October 2015)°
GDP growth 3.0 2.5 2.7 2.7 2.7 2.7
CPl inflation 1.5 0.1 1.5 2.0 2.0 2.0
Quiput gap -1.4 -0.7 -0.4 -0.2 -0.1 0.0

T Output gop not published.

?Forerast based on market interest rates and the Bank of England's hackeast for GDP growth,

#Fourth quarter year-on-yeor growth rote.

4The (OECD hns since published its Februnry 2014 interim economic sutlosk . For the UK, GOP growth wos revised downto 2.7 per

centin 2016 and 2.0 per cent in 2017,

“The IMF updated its short-term forecast in the January 2016 World econemic outlook update. For the UK, GDP growth was revised

down to 2.2 per cent in 2015, Growth in 2016 and 2017 were unrevised, olso of 2.2 per cent.
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Table 3.8: Detailed summary of forecast

Percentage change on a vear earlier, unless otherwise stated

Qutiurn Forecast

2014 2015 20146 2017 2018 2019 2020

UK economy

Gross domestic product {GDP} 2.9 2.2 2.0 2.2 2.1 2.1 2.1
GDFP level {2074=100} 100.0 102.2 104.3 106.6 108.9 1111 113.5
Nominal GDP 4.7 2.6 3.1 4.1 4.1 4.0 4.1
Quiput gap {per cent of potential ocutput} 1.0 -0.3 -0.2 0.0 0.0 0.0 0.0
Expenditure components of GDP
Diomestic demand 3.2 2.7 2.2 2.3 2.2 2.0 2.0
Househeld consumption’ 2.5 2.9 2.4 2.2 2.1 2.0 1.9
General government consumption 2.5 1.7 0.2 0.6 0.5 0.2 0.7
Fixed investment 7.3 4.2 2.9 4.5 4.1 4.0 4.3
Business 4.7 4.7 2.6 6.1 5.8 5.5 4.4
General government? 5.8 2.2 0.2 1.9 -0.3 -0.2 6.5
Private dwellings? 14.0 3.4 5.1 2.8 3.0 3.0 2.9
Change in inveniories® 0.2 -0.4 0.2 0.0 0.0 0.0 0.0
Exports of goods and services 1.2 5.0 2.5 3.3 3.3 3.4 34
Imperts of goods and services 24 6.2 3.5 3.3 3.3 3.3 3.3
Balance of payments current account
Fer cent of GDP -5.1 -4.3 -4.2 -3.8 -3.7 -3.5 -3.4
Inflation
CPl 1.5 0.0 0.7 1.6 2.0 N 2.0
RFI 2.4 1.0 1.7 2.4 3.2 3.2 3.2
GDFP deflater at market prices 1.8 0.3 1.1 1.9 2.0 1.9 2.0
Labour market
Employment {millions} 30.7 31.2 31.6 31.7 31.9 32.0 32.1
Froductivity per hour 0.1 0.8 1.0 1.7 2.0 2.0 2.0
Wages and salaries 2.9 4.1 3.6 4.2 3.9 3.8 3.9
Avergge egrnin954 1.4 2.3 2.6 3.6 3.5 3.4 3.6
LFS unemployment {% rate} 6.2 5.4 5.0 5.0 5.2 5.3 5.3
Claimant count {millions} 1.04 0.80 0.75 0.78 0.84 0.86 0.87
Household sector
Redl househeld disposable income 0.6 2.9 1.8 1.9 1.6 1.5 1.5
Saving ratio {level, per cent} 5.4 4.2 3.3 3.6 3.7 3.9 3.9
House prices o9 6.8 6.9 4.2 5.0 4.7 3.9
World econamy
World GDP af purchasing power parity 34 3.1 3.3 3.5 3.8 3.9 3.9
Eurc area GDP 0.9 1.5 1.6 1.4 1.4 1.6 1.6
World frade in goods and services 3.5 2.4 3.0 3.6 4.2 4.3 4.3
UK export markets” 3.9 4.1 3.4 3.9 4.4 4.5 4.5

VIncludes households and non-profit ingtitutions serving househol ds.
Ineludes transfer costs of non-produced nssets.

2 Contribution to GDP growth, percentage points.

“Wanges ond solories divided by employees.

? Other eountries' imports of goods and services weighted aceording to the importance of those countries in the UK's total exports.
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Table 3.9: Detailed summary of changes to the forecast

Econemic outlook

Fercentage change on a vear earlier, unless otherwise stated

UK economy
Gross domestic product {GDP}
GDP level {2014=100}"
Nominal GDP
Quiput gap {per cent of potential ocutput}
Expenditure components of GDP
Diomestic demand
Household consumpﬁon2
General government consumption
Fixed investment

Business

General government’

Private dwellings®
Change in inveniories®
Exports of goods and services
Imports of goods and services
Bulance of payments current account
Fer cent of GDP
Inflation
CFI
RFI
GDP deflator at market prices
Labour market
Ermployment {millions}
Preductivity per hour
Wages and sdlaries
Average earnings’
LFS unemployment {% rate}
Claimart count {millions}
Household sector
Real household disposable income
Saving ratio {level, per cent}
House prices
World economy
World GDP af purchasing power parity
Eurc area GDP
World frade in goods and services

UK export markets®

Qutturn
2074

-0.1
0.0
0.0
0.0

0.0
-0.2

0.6
-0.3

0.1
-1.8
-0.2
-0.1
-0.6
-0.4

0.0

0.0
0.0
0.1

0.0
-0.1
-0.1
-0.1

0.0

0.00

0.9
0.5
0.0

0.0
0.0
0.2
0.1

Forecast
2015 2016 2017 2018 2019 2020
-0.1 0.4 -0.3 -0.3 -0.3 -0.2
0.1 0.5 0.8 -1.0 -1.3 -1.5
-1 -0.9 -0.2 -0.2 0.4 0.4
0.4 0.2 0.2 0.0 0.0 0.0
0.4 0.4 -0.2 0.2 0.3 0.3
0.0 -0.2 -0.1 0.2 0.0 0.1
0.0 -0.3 0.0 0.1 0.3 0.4
0.0 2.5 0.6 0.6 -1.0 -0.5
-1.3 -4.9 -1.0 -1.2 -1 -0.1
0.8 0.6 1.3 1.3 -1.92 27
3.2 1.3 0.6 -0.1 0.0 -0.1
a5 0.2 0.0 0.0 0.0 0.0
1.7 0.9 0.2 0.2 0.2 -0.2
3.4 04 0.0 0.2 0.2 -0.2
0.1 -1.2 -1.3 -1.3 -1.3 -1.3
0.0 -0.3 -0.2 0.1 0.1 0.0
0.0 -0.3 0.5 0.0 0.0 -0.1
0.9 -0.5 0.0 0.1 0.1 -0.2
0.1 0.1 0.0 0.0 0.0 0.0
0.2 0.5 0.2 0.1 0.2 -0.2
0.3 -0.9 -0.3 -0.3 0.3 -0.4
0.3 0.7 -0.1 -0.1 0.3 -0.3
-0.1 -0.2 -0.2 0.1 -0.1 -0.1
0.00 -0.03 -0.03 -0.02 -0.01 -0.01
0.5 0.7 -0.2 0.2 0.1 -0.3
0.1 0.8 0.8 0.7 0.6 -0.8
0.6 2.1 -0.4 -03 0.3 -0.4
0.0 -0.3 0.3 -0.1 0.0 0.0
0.0 -0.1 0.0 0.0 0.0 0.0
0.6 -0.5 0.3 -0.1 -0.1 -0
0.0 -0.2 0.2 0.2 0.0 0.0

! Per cent change since November,

2 ncludes households nnd non-profit institutions serving househol ds.

#ncludes transfer costs of non-produced nssets.
4 Contribution to GOP growth, percentage points,

SWages ond solaries divided by employees.

# Other countries' imports of goods and services weighted according to the importance of those countries in the UK's total exports.
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4 Fiscal outlook

Introduction

4.1 This chapter:

¢ sefs out the key economic and market determinants that drive the fiscal forecast [from
paragraph 4.3);

s  explains the effacts of new policies announced in this Budget — and since the
November Spending Review and Autumn Statement — on the fiscal forecast [from
paragraph 4.5);

¢ describes the aullook for public sector receipts, including atox-by-tax analysis
explaining how the forecasts have changed since November (from paragraph 4.21);

¢ describes the outlook for public sector expenditure, focusing on spending covered by
departmental expenditure limits and the compeonents of annually managed
expenditure, including those subject to the Government’s welfare cap [from paragraph

4.87);

¢ describes the outlook for govemment lending to the private sector and other financial
transactions, including asset sales [from paragraph 4.150);

¢ describes the aullook for the key fiscal aggregates: headline and structural measures
of public sector net borrowing and the current budget, and public secter net debt (from
paragraph 4.172);

. summarises risks and uncertainties (paragraph 4.187); and

+  provides a cemparison with forecasts from infernational organisations (from
paragraph 4.188).

4.2 Further breakdowns of receipts and expenditure and other details of cur fiscal forecast are
provided in the supplementary tables on our website. The medium-term forecasts for the
public finances in this chapter start from outturn 2014-15 data.” We then present an in-year
estimate for 2015-16 that makes use of published Office for Netional Statistics [ONS)
outturn data for April to January and some administrative receipts data for February,

T Outturn data for 2014-15 are consistent with the Public Sector Finonces Jonuory 2074 Stotisticol Bulletin (released in February] published
by the ONS and HM Treasury.
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Fiscal outlook

followed by forecasts for 2016-17 to 2020-21. As in previous Economic and fiscal outlooks
(EFQs), this fiscal forecast:

¢ represents our central view of the path of the public finances, cenditioned on the
current policies and policy assumptions of the Government. On that basis, we believe
that the outturns — which will be affected by any errors in our ferecast assumptions or
future Government policy changes — are as likely to be above the forecast as below it;

¢  is based on announced Government policy on the indexation of rates, thresholds and
allowances for taxes and henefits, and incorporates certified costings for all new policy
measures announced by the Chancellor in the Budget; and

¢  focuses on official ‘headline’ fiscal aggregates that exclude public sector banks.

Economic determinants of the fiscal forecast

4.3 OQur fiscal forecasts are based on the econemic forecasts presented in Chapter 3. Most
sconomic forecasts focus on the outlock for real GDP, but it is nominal GDF that matters
most when forecasting the public finances. Forecasts of tax receipts are particularly
dependent on the profile and composition of economic activity. On the income side, labour
income is generally taxed more heavily than company profits. On the expenditure side,
consumer spending is subject to YAT and other indirect taxes while business investment
aftracts capital allowances that reduce corporation tax receipts in the short term. And while
around half of public sector expenditure is set out in multi-year plans, large elements {such
as social security and debt interest payments) are linked to develepments in the econemy —
notably inflation, market interest rates and the labour market.

4.4 Table 4.1 sets out some of the key econemic determinants of the fiscal forecast. Table 4.2
shows how these have changed since our November forecast. Detailed descriptions of these
forecasts and changes are provided in Chapter 3. In summary:

. nominal GDP is forecast to grow by 3.7 per cent a year on average hetween 2015-16
and 2020-21. This is down from 4.3 per cent a year in November, reflecting weaker
outturn growth in 2015 and a weaker outlook for underlying productivity growth. Box
4.1 describes the large data-driven revision to near-term growth in the non-seasonally
adjusted measure of nominal GDP that is used as the denominator when expressing
fiscal aggragates as a percentage of GDP;

. on the income side of GDP, wages and salaries are forecast to grow by 3.9 per cent a
year on average between 2015-16 and 2020-21, doewn 0.4 percentage points from
our November forecast. Within that, employment growth is breadly unchangead, while
average earnings growth has been revised down due to lower expected productivity
growth. Non-ecil, non-financial profits grow by 3.5 per cent a year on average, down
from 4.6 per cent in November;
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Fiscal outlook

on the expenditure side of GDFP, neminal consumer spending is forecast to grow by
4.0 per cent a year on average between 2015 and 2020, down by 0.1 percentage
points frem our November forecast reflecting the produdivity-driven reduction in
expected earnings growth;

the CPI measure of inflalion has been revised down in the near term, reflecting the
pass-through of lower cil and gas prices to petrol prices and utility bills. It is expected
to move slightly above the 2 per cent target during 2018-19 reflecting the introduction
of the soft drinks industry levy in that year. Thereafter, it is assumed to return to target.
We continue to expect RPI inflation to be higher than CPl inflation throughout the
forecast period because of differences in the ONS appreach te constructing the two
measures;

house price inflation has been revised up in the short term due to stronger outturns,
but down towards the end of the forecast period due to weaker income growth.
Residential property fransoctions are breadly unchanged since November;

our pre-measures ferecasts fer commercial property prices and transactions are litfle
changed since Novemher. The Budget announced reforms to stamp duty on non-
residential transactions and leases. We expect these reforms to reduce both the
frequency of transactions and to increase the number of transactions that aveid SDLT,
meaning that our forecast for SDLT-paying transactions falls next year. We also expect
the increase in tax rates fo reduce growth in commercial property prices next year;

market-derived assumptions for equily prices, interest rates and the oil price reflect
average prices in the 10 days to 25 February. Equity and oil prices have bean revised
down significantly since November in line with recent outturns, while market
expectations of interest rates have fallen substantially further [from the already low
levels that were assumed in November);

our oil and gas production forecasts are informed by the central projections published
by the Qil and Gas Autherity [OGA). We have revised our oil preduction forecast up,
reflecting stronger-than-expected growth in 2015. We expect higher production to
persist over the forecast, refleding a return from the high levels of investment in recent
years. The sharp falls in oil and gas prices since November mean this forecast —
always subject to uncertainty — may be even mere uncertain than usual; and

the output gap — which we use to estimate the structural health of the public finances —

is narrewer than in our November forecast. It is expected to average -0.3 per cent in
2015-16 and to close a year earlier in 2017-18.
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Box 4.1: Non-seasonally adjusted nominal GDP

The economy and public finances are affected by many factors, including some predictable ups
and downs during the course of the year: Christmas boosts high street spending; people are
more likely to move house in the summer than the winter; and so on.

The headline GDP data that form the basis of cur economy forecast are “seasonally adjusted” by
the Office for National Statistics (ONS]) to strip out these regular patterns. But the headline ONS
public finances data on which our fiscal forecast — and the Government’s fiscal targets — are
based are not. For consistency, when the ONS presents official estimates of the deficit or debt as
a percentage of GDP, rather than in billiens of peunds, it uses the non-seasenally adjustad
(NSA) measure of neminal GDP as the deneminator. Mereover, it uses different fime perieds 1o
calculate the denominators:

s the ratio for the deficit in any given fiscal year is straightforward. It is the cash deficit
divided by the sum of NSA neminal GDP over the four quarters that comprise the fiscal
year. In other words, the second quarter of 2015 to the first quarter of 2016, for fiscal
year 2015-16; and

+ the ratio for net debt in a particular fiscal year is slightly less intuitive. Because debt is a
stock rather than a flow, the conventional way o define the debt ratio for 2015-16 is to
focus on the level of debt at the end of the year. This is calculated as the cash value of the
debt at the end of the year divided by the sum of NSA neminal GDP for the previous and
subsequent six months. In other words, from the fourth quarter of 2015 to the third
quarter of 2018, for the 2015-16 fiscal year.

As a result, we need to forecast NSA nominal GDP for our fiscal forecast. We do that by applying
a 3-year average of the quarterly seasonal facters implied by the ONS neminal GDP data to
add a seasonal pattern to our forecast. This normally is not netewerthy, but in cur Nevember
forecast it made a material difference to the path of the debt ratic and the revision between
November and this forecast has been large. Chapter 5 sefs out the implications this has had for
the Goevernment’s target to reduce debt as a share of GDP each year.

Headline nominal GDP growth during 2015 has slowed significantly —to 1.9 per cent in the year
to the final quarter of 2015, far helow the 3.9 per cent we forecast in November. As discussed
below, this reflects ONS revisions through the year as well as the first estimate for the fourth
quarter, which was published last menth. Slower growth in seasonally adjusted nominal GDP
would have reduced our forecast of the NSA measure anyway. But a change in the ONS
estimates of the seasonal pattern through 2015 has pushed it down even further.

Chart A shows how the GDF estimates available at the tfime of our November forecast reported
an unusually big gap between NSA and headline nominal GDP in the first half of 2015, with
NSA low relative to the headline figure. These seasonal effects must by definition cancel cut over
the calendar year, so that meant that our forecast in November had to assume NSA GDP would
be higher in the second half of the year, which boosted growth in NSA nominal GDP in the
period used as the deneminater for 2015-16 debt-te-GDP. The latest ONS data show a
seasonal pattern through 2015 that looks mere like previous years, which means the shortfall in
NSA nominal GDP growth relative to our November forecast is even greater: 1.7 per cent year-
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on-year in the final quarter of 2015 relative to our forecast of 4.7 per cent.

Chart B shows how the combination of weaker headline nominal GDP growth and revisions to
the estimated seasonal pattern of activity through 2015 have affected annual average growth in
NSA nominal GDP in the deneminator peried for the 2015-16 debt-to-GDP calculation:

e in the first two quarters of 2015, the latest data have bean revised up, as the revision to
the implied seasonal factors mere than offset weaker headline neminal GDP;

e inthe second half of 20135, the latest data are much weaker than we forecast in
Nevember, with weakness in headline neminal GDP explaining arcund two-thirds of the
shertfall and the change in the assumed seasenal pattern the rest;

* o lower expected level of nominal GDP in 2014, mainly due to the unexpected weakness

at the end of 2015; and

+ the combination of a slightly higher average level of NSA nominal GDP in the base year
and a much lower level in the denominator year means that annual growth has been
revised down from 4.3 per cent in November to 2.3 per cent in this forecast. For a given
year-on-year change in the level of debt, it is that growth rate that affects the pace ot
which debt is estimated to rise or fall as a share of GDP.

Chart A: The seasonal profile of
nominal GDP
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Tahble 4.1: Determinants of the fiscal forecast

GDP and its components
Real GDP

Nominal GDP!
Nominal GDP {£ billion}'?

Neminal GDP {centred end-March Elbn}]r3

Wages and salaries?

Non-oil PNFC profits*®

Consumer spending®®

Prices and earnings

GDFP deflater

RFI {Sep1ember}6

CFI {SepTember}é

Average earnings’

Triple-lock' guarantee {September}

Key fiscal determinants

Claimant count {millions}

Employment {millions}

YAT gap {per cent}

Quiput gap {per cent of potential output}
Financial and property sectors

Equity prices {FTSE All-Share index}
HMRC financial sector profits'®
Residential property prices’

Residential property transactions [OOOS}]D

Commercial property prices' v

Commercial property fransactions'”

Yolume of slampable share transactions
QOil and gos

Qil prices {$ per barrel)®

Qil prices {E per barrel)®

Gas prices {p/therm}®

Oil preduction {millien tonnes)®

Gas production {billion therms}®
Interest rates and exchange rotes
Market shori-term inferest rates {%)"
Market gilt rates {%)'?

Eurc/Sterling exchange rate (€/€}

Percentage change on previous vear unless otherwise specified

Qutturn
2014-15 2015-16 2016-17 2017-18 2018-192 2012-20 2020-21

2.8
43
1832
1856
3.2
10.0
4.2

1.5
2.3
1.2
1.3
2.5

0.95
30.9
10.8
-0.7

3580
4.3
10.0
1201
17.6
8.6
-B.6

FB.9
0.0
50.2
40.0
13.0

0.6
2.3
1.28

Forecast

2.1 2.0 2.2 2.1 2.1
2.4 3.6 4.0 4.2 3.9
1876 1943 2021 2106 2189
1899 1983 2063 2147 2234
3.8 3.9 4. 3.9 3.8
1.9 3.8 3.5 3.8 3.9
3.2 3.6 4.1 4.4 4.4
0.2 1.5 1.8 2.1 1.9
0.8 1.7 2.6 3.3 3.2
0.1 0.6 1.6 2.1 2.0
7.4 3.0 3.5 3.5 3.3
2.9 2.5 3.6 3.5 3.5
078 074 080 085  0.86
313 3146 318 39 320
174 115 112 108 105
0.3 0.1 0.1 0.0 0.0
3400 3337 3471 3617 3760
2.4 3.5 40 4.1 4.0
6.8 5.7 45 5.1 45
1258 1257 1282 1294 1301
7.4 2.1 1.8 1.9 1.9
3.5 0.9 7.3 2.3 2.1
10.3 0.0 0.0 0.0 0.0
524 355 419 440 440
343 249 293 307 3046
430 299 323 323 323
450 432 433 434 413
140 130 124 118 113
0.6 0.5 0.6 0.8 1.0
1.9 1.7 19 7.1 2.2
1.37 128 127 126 1.25

2.2
4.2
2281
2328
4.1
4.2
4.2

2.0
3.2
2.0
3.8
3.4

0.87
32.1
10.3

0.0

3718
4.4
3.8

1310
2.2
2.1
0.0

44.0
30.4
32.3
39.2
10.7

1.2
7.4
1.24

" Not seasonally ndjusted.

2 Denominator for receipts, spending and deficit
forecnets as o per cent of GDP.

#Denominator for net debt ts o per cent of GDP.
4 Nominal, ¥ Calendor vear.

43 forecast used 0s o proxy for September,

?Wages and salaries divided by employees.

#FHMRC Gross Cage 1 trading profits.

? Outturn date from OGNS House Frice Index.

Y Gutturn data from HMRC information on stamp duty land tax.
" 3-month sterling interbank rate (UBOR).

yWeighted average interest rote on comventional gilts,
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Table 4.2: Changes in the determinants of the fiscal forecast

GDP and its components
Real GDP

Nominal GDP!

Nominal GDP {£ billion}'?

Neminal GDP {centred end-March Elbn}]r3

Wages and salaries?

Non-oil PNFC profits*®

Consumer spending®®

Prices and earnings

GDFP deflater

RFI {Sep1ember}6

CFI {SepTember}é

Average earnings’

Triple-lock' guarantee {September}

Key fiscal determinants

Claimant count {millions}

Employment {millions}

YAT gap {per cent}

Quiput gap {per cent of potential output}
Financial and property sectors
Equity prices {FTSE All-Share index}
HMRC financial seclor profits'®
Residential property prices”

Residenlial properly transactions [OOOS}]D
Commercial property pricesm
Commercial property fransactions’
Yolume of slampable share transactions
Oil and gos

]

Qil prices {$ per barrel)®

Qil prices (£ per barrel)®

Gas prices {p/therm}’

Oil preduction {millien tonnes)®

Gas production {billion therms}®
Interest rates and exchange rotes
Market shori-term interest rates’
Market gilt rates'?

Euro/Sterling exchange rate {€/£}

Percentage change on previous vear unless otherwise specified

Qutturn

Forecast

2014-152015-16 2014-17 2017-18 2018-19 2019-20 Z020-21

-0.1 -0.1 -0.5 -0.2 -0.3 -0.2 -0.1
0.1 1.6 -0.4 -0.3 -0.3 -0.5 -0.3
3 -27 -37 -44 -51 -62 -72
-4 -40 -39 -46 -56 -67 W77
-0.2 -0.4 -0.8 -0.3 -0.3 -0.3 -0.3
-0.3 -4.4 -0.8 -0.3 -0.3 -0.4 -0.4
0.0 -0.2 -0.3 -0.3 -0.1 0.1 0.0
0.1 -1.2 -0.2 0.0 0.2 -0.2 -0.2
0.0 0.0 -0.3 -0.4 0.1 0.0 0.0
0.0 0.0 -0.4 -0.2 0.2 0.0 0.0
-0.2 -0.5 -0.5 -0.2 -0.2 -0.4 -0.2
0.0 0.0 -0.7 -0.1 -0.1 -0.2 -0.5
0.00 -0.01 -0.03 -0.04 -0.02 -0.02 -0.01
0.0 0.1 0.0 0.0 0.0 -0.1 -0.1
0.4 0.3 0.6 0.3 0.2 0.0 0.0
0.1 0.4 0.2 0.2 0.0 0.0 0.0
0 -80 -285 -306 -326 -357 -385
-0.1 -1.2 -0.6 -0.4 -0.4 -0.4 0.0
0.0 1.5 1.0 -0.3 -0.2 -0.4 -0.3
-1 0 8 5 3 1 0
0.0 0.0 -1.0 0.0 0.0 -0.2 0.1
0.0 -0.2 -3.3 -0.2 -0.2 -0.2 -0.2
0.0 10.3 0.0 0.0 0.0 0.0 0.0
0.0 -1.4 -18.1 -16.2 -14.8 -14.8 -14.8
0.0 -0.8 -9.9 -8.4 7.4 -7.4 7.5
-0.1 0.0 -9.2 -7.8 7.8 -7.8 7.8
0.0 38 5.3 7.3 .2 8.8 8.3
0.0 0.6 0.6 0.6 0.6 0.7 0.6
0.0 0.0 -0.3 -0.6 -0.7 -0.8 -0.8
0.0 -0.1 -0.4 -0.4 -0.4 -0.4 -0.4
0.00 -0.01 -0.09 -0.0%9 -0.08 -0.07 -0.07

' Not sensonally adjusted.

?Denominator for receipts, spending ond defirit
forecosts ns o per cent of GDP.

*Denominator for net debt os o per cent of GDP.
*Nominal. * Calendar year.

43 forecast used 0s o proxy for September,

"Wanes nnd ealaries divided by emplovess.

FHMRC Gross Cnse 1 trading profits.

? Gutturn data from ONS House Price Index.

10 Gutturn data from HMRC information on stamp duty land o,
" 3-month grerling interbank rate (LBOR).

yWeighted average interest rote on comventional gilts,
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Policy announcements, risks and classification changes

4.5 The Government publishes estimates of the direct impact on the public finances of tax and
selected spending pelicy decisions in its ‘scorecard’, after detailed discussions with the OBR.
It also makes changes to departmental spending — enly some of which are shown on the
scorecard — on top of the changes already anncunced in the Spending Review. If we were to
disagree with any of the final scorecard numbers they chose, we would use our own
estimates in our forecast. We are also responsible for assessing any indirect effects of policy
measures on our econemy forecast.” These are discussed in Bex 3.2 in Chapter 3. We note
as risks to the fiscal forecast any significant policy commitments that are not quantifiable, as
well as any potential statistical classification changes.

Direct effect of new policy announcements on the public finances

4.6 In Annex A, we reproduce the Treasury’s scorecard of the direct effect on PSNB of policy
decisions in the Budget or announced since the November Spending Review and Autumn
Statement. Annex A also includes our formal assessment of the degree of uncertainty
associated with each cesting that we have cerfified.

4.7 Table 4.3 summarises the Treasury’s policy scorecard and the changes since our last
forecast to the Government’s plans for spending subject to deparrmental expenditure limits
(DELs). These encompass spending on public services, grants, administration and capital
investment. A positive figure means an improvement in PSNB, i.e. higher receipts or lower
expenditure. [We produce a detailed breakdown in a supplementary fiscal table on our
website, showing how each policy measure is allocated to different categories of tax and
spending.)

2l Mareh 2014, we published & brisfing paper on our approaach to serufinising and eertifying policy costings, and how they are fed into
aur farecasts, which is ovailable an aur website: Briefing poper Mo &: Palicy costings ond our forecost
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Table 4.3: Summary of the effect of Government decisions on the budget balance

£ billien
Forecast
2015-14 2016-17 2017-18 Z018-19 2019-20 2020-21
Total effect of scorecard measures 0.0 0.3 -7.6 -4.8 13.9 4.2
Effects of scorecard receipts meosures 0.0 0.6 -7.0 -4.3 6.3 0.8
of which:
Onshore corporation tax 0.0 0.5 -3 -0.5 8.3 4.8
Business ratfes 0.0 0.0 -1.4 -1.5 -1.5 -1.9
Income tax and NICs 0.0 0.2 -1.8 -2.3 -1.7 2.8
Fuel duty 0.0 -0.4 -0.4 04 -0.4 -0.4
Soft drinks levy 0.0 0.0 0.0 0.5 0.5 0.5
Stamp duty land tox 0.0 0.5 0.6 0.6 0.7 0.7
Capital gains tax 0.0 -0.1 -0.2 -0.4 -0.4 -0.3
Qil and gas revenues 0.0 -0.2 -0.3 -0.2 -0.2 -0.7
VAT 0.0 0.1 0.2 0.2 0.4 0.4
Other 0.0 0.0 -0.5 04 0.6 0.1
Effects of scorecard AME measures 0.0 0.1 2.1 2.6 4.6 4.5
of which:
Wellare 0.0 0.0 0.7 1.3 1.4 1.4
Locally financed current expenditure 0.0 -0.1 0.6 0.8 1.1 1.4
Public service pensions 0.0 0.0 0.0 0.0 2.0 2.0
Other AME measures 0.0 0.2 0.8 0.5 0.1 -0.3
Effects of scorecard DEL measures 0.0 -0.4 -2.7 -3.0 3.0 -1.1
Summary of changes
Total effect of Government decisions 0.1 1.0 -6.7 -4.5 13.7 13.7
af which:
Receipts and AME scorecard measures 0.0 0.7 -4.9 -1.7 10.9 5.3
ROEL changes -0.4 -0.3 -1.8 1.9 1.8 8.1
CDEL changes 0.4 -0.1 -0.7 -1 1.2 0.4
Indirect effect of Government decisions 0.1 0.7 0.6 0.3 -0.2 0.7
Financicl transactions' 0.0 0.0 0.0 0.1 0.2 0.3
Memo: gross tax increases 0.0 1.6 5.8 7.9 15.2 1.5
Memo: gross tax outs 0.0 -0.2 -12.7 -12.2 -8.2 -10.7

' Affects PSNCR, not PSME.
Note: The full Treasury scorecard can be found in Annex A, Thistable uses the Treasury scorecard convention that o positive figure
means on improvement in PSNB, PSNCR and PSND.

4.8 Chart 4.1 summarises the impact of Government decisions on PSNB across the forecast. It
shows how the Government has loosened policy in the short term and then tightened it
significantly in 2019-20 and 2020-21 — the years in which its surplus target applies. This
uneven path has meant the overall pace of fiscal tightening over the coming five years —
which in November was relatively smooth and diminishing over time — s set to pick up
slightly over the next three years, then dramatically in 2019-20 before slowing abruptly in
2020-21. This is shown in Chart 4.13 in the fiscal aggregates section of this chapter.

{0 Econemic and fiscal outlook

7458/16 ADD 1 MCS/ah
DGG 1A

www.parlament.gv.at

69
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=98331&code1=RAT&code2=&gruppen=Link:7458/16;Nr:7458;Year:16&comp=7458%7C2016%7C

Fiscal outlook

Chart 4.1: The effect of Government decisions on public sector net horrowing
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Policy risks

4.9 Parliament requires that our forecasts only reflect current Government policy. As such, when
the Government or governing pary sets out ‘amhitions’ er ‘intentions’ we ask the Treasury
to confirm whether they represent firm pelicy that should be reflected in our forecast. Where
they are not yet firm policy, we note them as a scurce of risk to our central forecast. For this
forecast, there are a number that we need to note:

. commitments en income tax allowances: in November’s Autumn Statement, the
Government stated that it “is determined to support those in work by continuing to
reduce taxes. In recognition of this, the government has committed to raise the personal
allowance to £12,500 and the higher rate threshold to £50,000 by the end of this
Parliament.” These ohjectives are specified in terms of the levels being targeted and by
when (the end of the Parliament], but the Government has not set out how it would get
from the current level to £12,500. The Treasury argues that it will de so progressively,
assessing the afferdability of incremental steps at each stage. As such, we are not able
to quantify the effect on each year of the forecast of achieving this geal. In this Budget
it has announced increases to £11,500 and £45,000 respectively, with a scorecard
cost of £2.5 billion in 2019-20 and £2.6 billion in 2020-21. Our central forecast
assumes that thresholds are uprated in line with CPl inflation in years for which the
Government has not set spacific parameters, se by 2019-20 the persenal allowance
reaches £11,950 and by 2020-21 it reaches £12,190. For the higher rate threshold,
those figures are £46,850 and £47,790. Due to the much larger number of taxpayers
affected by changes in the personal allowance, it is that element of the Government's
commitment that would be most costly to meet. HMRC has provided an estimate of the
cost in 2020-21 alone of clesing the remaining gaps between the levels of the
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personal allowance and higher rate threshold reached in our central forecast and the
Government’s commitments: £2.4 hillion. If “the end of this Parliament’ was
interpreted as 2019-20, the cost would be closer to £4 billion (reflecting the larger
gaps that would remain to be closed);

+  the infention to localise all business rates and to provide some additional discretion to
lecal autheorifies in sefting business rates, while alse shiffing some new spending
responsibilities to local autherities. There are elements of this prospective package of
measures that could be quantified now, but it would he misleading e include only part
itin our central forecast when the Government has stated that when fully specified it
will be fiscally neutral as a whole. When the package is fully specified, we will include
itin the forecast and judge whether it is in fact fiscally neutral (see Box 4.3);

s the outcome of the consultation on fee proposals for grants of probate. Depending on
classification, these fees could boost receipts or leave meore space for departmental
spending. The fees may alse affect inheritance tax receipts; and

+  the intention to expand right-te-buy o tenants of housing asseciations, which is
currently being piloted and features in the Housing Bill that is pregressing through
Parliament, but which the Government has not yet specified in @ manner that would
allow its effects to be estimated on a year-by-year basis.

410  We are not able to estimate the effects of the planned restrictions en EU migrants” access to
certain in-work benefits and tax credits at this stage because the Government has not set out
the precise parameters of these pelicies that would be necessary for us to quantify specific
effects in specific years. The Treasury has confirmed that the final details of the policy will be
set out following the EU referendum, consistent with the conclusions of the February
Eurepean Council. It intends to cost the policy at the Autumn Statement.

411 The Government has announced further cuts to departmental spending in 2019-2C and
2020-21, but these have not been fully allocated to individual departments. For 2019-20,
where detailed plans were set in November's Spending Review, it has stated that the cuts
will be allocated to departments following an “efficiency review” that will report in 2018.
Given the Treasury’s long-standing track recerd in keeping departmental spending within its
published limits, we have reflected these planned cuts in our forecast, although we have
also reduced the amount by which we expect departments to underspend the lower
spending limits. (It is not for us to judge now or later whether the cuts would in fact be
genuine efficiency savings or cuts in the quality and quantity of public services.} The planned
cuts in 2020-21 are much larger, but relate to totals that were not fully allocated in the
Spending Review. Again, we have reduced our assumption of underspending as a result.
This process of adjusting assumed departmental spending totals by sometimes largs
ameunts between forecasts was a feature of the last Parliament too.
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Contingent liabilities

412

We have asked the Treasury to identify any changes to future contingant liabilities as a result
of policy announcements since November. One announcement appears relevant:

¢ the new Scottish Government fiscal framework includes additional berrowing powers
for the Scottish Government, allowing it to borrew for current spending in specific
circumstances and extending its existing ahility to horrow for capital spending. These
borrowing powers will not be a contingent liahility in the Whole of Government
Accounts [WGA), but they do transfer certain econemy-related fiscal risks from the UK
to the Scotftish Government.

A small number of universities in the UK have recently issued bonds in their own names,
typically raising arcund £ hillion each. Universities are classified as ‘non-profit instfitutions
serving househelds’ in the National Accounts, so are part of the private sector. As such,
these liabilities will not add to the ONS measure of puklic sector net debt or feature in our
fiseal forecast. Moreover, since the bonds are not issued with a government guarantee, they
are net contingent liabilities in WGA terms either. But given the public service nature of
universities’ roles, it is possible that if one or more were to default en their bonds, the
liahilities could ultimately be transferred to government. Investors in universities” bonds
might even antficipate such an implicit guarantes. This could represent a hroader fiscal risk
of the type that we will aim to address in the new Fiscal risks report {FRR) that Parliament —
in the Ocober 2015 update to the Charter for Budget Responsibility — has asked us to
produce. We plan to publish a FRR discussion paper this autumn and our first full report
next summer.

Classification changes

4.14

In our November forecast, we anticipated the effect on the public finances of the ONS
decision to reclassify housing associations into the public sector.® The ONS has now
implemented that decision in the official data. Bex 4.2 sets out how the latest data compare
with the assumptions we made in Noevember and the changes we have made to our
forecasts since then. The Government is in the process of reforming the regulation of
housing associations, with ene of ifs stated aims heing o reduce control sufficiently that they
are reclassified back to the private sector. At this stage it is unclear whether this would lead
the ONS to consider anecther classification decision.

Our November forecast included a number of other items that anticipated future revisions
and classification changes that the ONS had announced, but had net yet implemented (see
Box 4.1 of the November EFQ). A number of these items are now included in outturn,
including community infrastructure levy receipts, the heavy goods vehicle read user levy and
other smaller items related to work that the ONS, Treasury and we have heen undertaking
to resolve previously unexplained differences between accrued and cash measures of

* ‘Closgsificotion onnouncement: “Frivote registered providers” of saciol housing in Englond”, ONS, 30 Ostober 2015,
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borrewing. Our current forecast includes further items related to this work, the details of
which can be found in a supplementary fiscal table cn our website.

416  The possibility of future classification decisions will always represent a source of uncertainty
around our forecasts. The ONS publishes a quarterly forward workglan that lists
classification issues currently under consideration. In its December 2015 publication, 13
items were listed, some of which — e.g. the treatment of various pensien schemes and the
classification of contracts under the Government's “priority schoels building programme’ —
could have a substantial impact on the public sector finances were any classification
decisions to result from these reviews.*

Box 4.2: The reclassification of housing associations into the public sector

In our November forecast, we anticipated the effect on the public finances of the ONS decision
to reclassify private registered providers of social housing in England — which includes most
housing asseciations (HAs) and some other private sector providers — infe the public sector [see
Annex B of that EFO.) The ONS has now implemented that decision in the official data, reflecting
2014-15 ‘global accounts” data for HAs that were not available when we completed our
November forecast. The ONS estimates that HAs increased public sector borrowing by £3.6
billion and net debt by £60 billicn (3.3 per cent of GDP) in 2014-15. That is around £1 hillion
lower for borrewing than we had estimated (due to lower capital spending), but about £0.5
billion higher for debt [due to the inclusicn of certain lease obligations and other items).

Our pre-measures forecast for HAs" borrowing in 2015-16 is £0.7 billien lower than in
November, mainly due to lower capital spending. We have recalibrated our forecast model te be
consistent with the latest ONS estimate for 2014-15, which implied that HAs had laveraged
grants and cash surpluses by less than we had assumed. All else equal, that would reduce
capital spending in the initial years of the forecast. Offsetting that, we have revised up our
forecast of rental income and cash surpluses to make the forecast consistent with how the ONS
has gressed up the ‘global accounts” data for small providers not covered in that repert. That
pushes up capital spending via our assumption about leveraging. By 2020-21, that means our
pre-measures HAs borrowing forecast has been revised up by £0.4 billion. Effects on PSND have
been largely offsetting, with revisions since November averaging less than £1 billien a year
across the forecast period.

Our forecast now factors in the effect of the right-fo-buy pilet that was announced in November,
but that the Government did not provide us with a costing at that fime. The full expansion of
right-to-buy te HA tenants has not yet been specified sufficiently to be included in our forecast. In
this Budget, the Government has announced two further pelicy measures that affect our HAs
fiscal forecast:

¢ the pay to stay policy announced in July 2015 has been amended in twe ways. First, it
has been made voluntary for HAs (although it remains mandatory for local autherities) as
the Government seeks to reduce its contrel over HAs. Some HAs are expected net to
charge tenants the additienal rent and seme to implement the policy in a way that is

* “‘Notiona! Accourts Sectar Classificotion: December 20757, ONS, 31 Drecernber 20015,
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more generous to tenants. The Government has alse announced that rent increases will
now be tapered as income rises, replacing the ‘cliff-edge’ policy design whereby rents
would jump to BO per cent of market rent when a households” income topped £30,000
(£40,000 in London) and 100 per cent of market rent when it topped £40,000 (£50,000

in London). Beth amendments are expected to reduce HAs' rental incemas; and

+ the 1 per cent a year secial sector rent culs for supported housing will also be deferred by
a year, raising HAs' rental income.

The pay fo stay policy amendments have the biggest effect on our HAs” borrewing forecast,
because they reduce rental income and cash surpluses. We assume that this feeds more than
one-for-ene into lower capital spending on housebuilding.

Table A: March forecast for HAs' effects on the public finances

£ billicn, unless otherwise stated

Qutturn Forecast
2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21
Curreni receipis {a} 6.5 6.9 6.7 6.8 6.6 6.4 6.9
Current spending {b} 3.0 2.9 3.0 3.2 3.4 3.6 3.8
Depreciation {c} 1.6 1.6 1.7 1.7 1.8 1.8 1.9
Capital spending {d} 7.1 7.9 6.9 6.4 5.8 5.1 6.3
of which: Additional capital 6.4 7.0 5.9 5.5 6.4 7.0 2.7
Current deficit {b+c-a} -1.9 -2.3 -2.1 -1.9 -1.4 -1.0¢ -1.2
Pre-measures borrowing {b+d-a} 3.6 3.9 3.2 2.8 2.7 2.3 3.2
Budget policy measures {e} 0.0 0.0 0.0 (0. -3 -0.4 -0.4
Post-measures net borrowing 3.6 3.9 3.2 7.4 5.4 20 78
{b+d-a+e}
Net debt {post measures) &0 64 47 69 72 74 77
Net debt {post measures) as o 39 33 34 34 33 33 33

share of GDP

Table B: Changes in post-measures HAs forecast since November

£ billion, unless otherwise stated

Outturn Forecast
2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21
Curreni receipts {a} 0.1 0.3 0.3 0.3 0.2 0.3 0.3
Current spending {b} 0.3 0.0 0.0 0.0 0.0 0.0 0.0
Depreciation {c} 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Capital spending {d} -1.2 -0.4 0.4 0.6 0.6 0.6 0.6
of which: Additienal capital -1.1 -0.2 0.6 1.0 1.0 1.2 1.4
Current deficit {b+c-a} 0.3 -0.3 -0.3 -0.2 -0.2 -0.2 -0.2
Fre-measures borrowing {b+d-a} -1.0 -0.7 0.1 0.4 0.3 0.3 0.4
Post-measures net borrowing -1.0 -0.7 0.0 0.0 0.0 0.0 -0.1
Net debt {post measures) 0.5 -G.2 -0.1 0.2 C.5 0.9 1.2
Net debt {post measures) as o
share of GDP G.c c.; 0.C c.c c.; c.C 0.1
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Financial sector interventions

417  The Government undertook a number of interventions in the financial sector as a result of
the crisis and recession of the late 2000s. In each EFO we provide an update on the
estimated net effect of those interventions on the public finances. Table 4.4 summarises the
position as at the end of December 2015.°

418  Intotal, £133 hillien was dishursed by the Treasury during and following the crisis. By the
end of December, principal repayments on loans, proceeds from share sales and
redemptions of preference shares amounted to £56 billien, up frem the £50 billion reperted
in our last EFC. The additional proceeds mainly relate to a £4.5 billien repayment on the
Government’s loan to NRAM, associated with the sale of the Granite securitisation vehicle
and some other assets. The figures in the table predate the final repayment from lcesave
that was received in January. In total, the Treasury alse received a further £21 billion in
other fees and interest, so the net cash position steed at around a £56 hillien shertfall.

419  As of the end of Dacember, the Treasury was owed £31 hillion {largely the value of loans
outstanding). The value of the shares it still retained in Lleyds and RBS by the end of
February had fallen to £25 billien, down from £34 hillien in Nevember, as their share
prices fell and some Lloyds shares were sold. Its holdings in B&B and NRAM plc had an
equity hook value of around £7'4 hillion.

Table 4.4: Gross and net cash flows of finencial sector interventions

£ billion

Cash  Principal Other fees Outstanding  Market  Implied Change since

oullays repayments  received!  payments  value? balance November EFO?

Lloyds -20.5 16.9 3.0 0.0 4.1 3.4 -0.9
RBS -45.8 2.6 4.1 1.2 207 -17.2 -6.7
UK Asset Re solution® -40.8 26.9 40 13.4 76 112 0.6
FSCSS -20.9 5.2 27 15.7 - 27 0.4
Other interventions -5.3 4.5 0.2 0.7 - 0.2 0.1
Credit Guarantee Scheme - - 4.3 - - 4.3 0.0
Special Liquidity Scheme - - 2.3 - - 2.3 0.0
Pre-financing total -133.2 56.2 20.6 31.0 323 6.9 -6.5
Exchequer financing -24.4 -0.8
Tatal -17.5 -7.2

! Fees reldting to the asset protection scheme and eontingent eapital faeility are ineluded within the Lioyds ond RBS figures.

2 Lloyds ond RBS figures ore bosed on overnge shore prices in the 10 working doys to 25 February 2016, UKAR is book volue of equity
derived from its Interim Finaneial Report for the 6 months to 30 September 2015.

*Newember EFO figures were consigtent with 30 Septermber 2015 date,

*Holdings in Bradford & Bingley and Northern Rock Asset Management ple are now manoged by UK Asset Resolution,

? Finaneial services compensation scheme,

4.20  If the Treasury was to receive all loan payments in full, and sold #ts remaining shares at their
end-February 2016 values, it would realise an overall cash surplus of £6.9 hillion. But that

% The Lleyds and RBS figures shaw the position at 25 February, so they nre consistert with the muarket-derived assumptions used in the rest
of our fiscal farecast, Al other figures reflect end-Decernmber data, allowing tirme for detailed seruting before the figures are pravided o us.
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excludes the costs to the Treasury of financing these interventions. If all interventions wers
financed through debt, the Treasury estimates that additional debt interest costs would have
ameunted to £24.4 billion by the end of December 2015, implying an overall cost of
£17.5 billion to the Government. This is £7.2 billion higher than we estimated in the
Novemher, reflecting the fall in the value of Lloyds and RBS shares.

Public sector receipts

421  Tahle 4.5 summarises our receipts forecast. The tax-to-GDP ratfio is expected to rise
between 2014-15 and 2019-20, then fall in 2020-21.

Table 4.5: Mejor receipts ¢s o per cent of GDP

Fer cent of GDP

Qutlurn Forecast

2014-15 2015-16 2016-17 2017-18 2018-1%9 2012-20 Z020-21
Income fax and NICs 15.0 15.2 15.9 15.8 16.0 16.1 16.2
VYalue added fax é.1 6.2 6.2 6.2 6.2 6.2 6.2
Onshore corporation tax 2.2 2.3 2.2 2.3 2.2 2.4 2.2
Fuel duties 1.5 1.5 1.4 1.4 1.3 1.3 1.3
Business rates 1.5 1.5 1.5 1.4 1.4 1.4 1.3
Council tax 1.5 1.5 1.5 1.6 1.6 1.6 1.6
Excise dufies 1.1 1.1 1.0 1.0 1.0 1.0 1.0
Capital taxes 1.3 1.4 1.5 1.5 1.5 1.4 1.6
UK oil and gas receipts 0.1 0.0 -0.1 -0 0.0 0.0 0.0
Other toxes 2.9 3.0 3.0 3.7 3.7 3.2 3.2
Nofional Accounts taxes 33.0 33.6 34.2 34.2 34.3 34.8 34.6
Interest and dividend receipts 0.3 0.3 0.3 0.3 0.3 0.4 0.5
Orher receipts 2.4 2.4 24 2.3 2.3 2.3 2.3
Current receipts 35.7 36.3 36.9 36.9 37.0 37.5 37.4

4.22  Chart 4.2 shows the year-on-year change in the receipts-to-GDP ratio over the forecast. It
shows that the rise in 2015-16 is broad-based as receipts hold up despite the weakness in
neminal GDP growth recorded in the latest ONS data. In 2016-17, the abolition of the
NICs contracting out rebate and ether measuras help boest income tax and NICs receints
by 0.7 per cent of GDP. The tax-to-GDP ratio flattens off in 2017-18 and 2018-19, hefore
jumping in 2019-20 thanks to the one-off boest to corporation tax receipts frem bringing
forward large firms’ payments (in effect recording five quarterly payments in that year). That
boost is not repeated in 2020-21, so the tax-to-GDP ratic falls back again. Non-tax receipts
—in particular interest and dividend receipts — are also expected to rise over the forecast
period, so that fotal recaipts rise by 1.0 par cent of GDP between 2015-16 and 2020-21.
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Chart 4.2: Year-on-year changes in the receipts-to-GDP ratio
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B Capital taxes
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Percentage point change since last year

-0.4

2015-16 201617 2017-18 2018-19 2019-20 2020-21
Source: OBR

Sources of changes in the tax-to-GDP ratio

4,23  Movements in the tax-to-GDP ratic arise from two sources:

. changes in the compasition of GDP can lead to specific tax bases growing mere or
less quickly than the economy as a whele; and

¢ the effective fax rate paid on each tax base can change due to pelicy or other factors.

4.24  We have used this approach to identify the main drivers of the rise in the tax-to-GDP ratic
over the forecast peried.

Change in the tox-to-CGDP ratio over the forecast period

4.25  Chart 4.2 shows that the main sources of the 0.9 percentage peint rise in the tax-to-GDP
ratic between 2015-16 and 2020-21 are:

¢ a0.9 per cent of GDP rise in PAYE income tax and NICs receipts. This is driven almost
entirely by a rise in the effective tax rate. Most of this is explained by the return of
“fiscal drag’, as productivity and real earnings growth are assumed to pick up
[although to still histerically subdued rates), dragging mere income inte higher tax
brackets. Around 0.3 per cent of GDP is accounted for by the Budget 2013 policy
decision to abolish the NICs contracting out rebate from April 2016. This is expected
to raise NICs receipts by over £5 hillion in 2016-17;

¢ a0.2 per cent of GDP rise in self-assessment {SA) receipts. This largely reflects the
strong receipts boost in 2016-17 from a number of measures announced in previous
Budgets and Autumn Statements; and
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e a0.2 per cent of GDP rise in stamp duty land tex {SDLT) receipts [including the Scotfish
land and buildings transaction tax [LBTT)). This reflects both the tax base and the
effective tax rate. Growth in the base reflects rising prices and transactions. With SDLT
thresholds still fixed in cash terms over the forecast peried, rising house prices drag a
greater propertion of the value of residential tfransactions into higher tax hrackets.

4.26  Partly offsetting these rises are:

. a 0.3 per cent of GDP fall in excise duties. This is explained by declining tax bases,
due to falling aleohel and tehacco consumption and rising fuel efficiency. These falls
are only partly offset by assumed rises in duty rates, raising the effective tax rate; and

« a 0.1 per cent of GDP fall in onshore corporation tax receipts. This is volatile between
years given the measure to change the fiming of payments for large companies. Over
the whole of the forecast period, the fall in the ratic is driven by a falling effective tax
rate: the main corporation tax rate is sat to fall 1o 17 per cent in 2020-21, strong
growth in investment increases the use of capital allowances and the financial sector is
expected to set past losses against future liabilities.

Chart 4.3: Sources of changes in the tax-to-GDP ratio (2015-16 to 2020-21)
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Detailed current receipts forecast

4.27  Qur detailed receipts forecasts and changes since November are prasented in Tables 4.6
and 4.7. Further detailed breakdowns of other taxes and nen-tax revenues are available in
supplementary fiscal tables on our wehsite. Our forecasts for Scottish and Welsh devolved
taxes are discussed in more detail in Devolved tax forecasts, also available on our website.
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Table 4.6: Current receipts

£ billion
Qutturn Forecast

2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Income tax {gross of tax eredits)’ 163.7 169.8 182.1 186.6 198.2  208.1 218.8
of which: Pay as you eam 140.0 146.5 153.4 1617 169.7 177.8 186.4
Self assessment 236 241 30.2 28.0 30.9 331 34.9

Nafional insurance confribufions 110.3 114.9 124.5 133.4 138.9 144.5 151.1
Value added tax 111.2 115.8 120.1 124.8 130.3 135.9 142.0
Corporation tax? 43.0 441 43.5 46.0 44,1 52.8 50.2
of which: Onshare 409 43.6 43.4 45.9 46.1 53.0 50.4
Offshore 2.1 0.5 0.1 0.7 0.0 0.7 0.7
Fetroleum revenue tax 0.1 -0.5 -1 -1.1 -0.2 -0.9 -0.8
Fuel duties 27.2 27.5 27 .6 27 .8 28.2 28.7 29.3
Business rates 27.5 27.8 284 277 78.7 79.8 30.5
Council tax 8.7 8.8 301 al.4 378 a4 35.6
VAT refunds 13.7 14.3 14.7 15.0 15.0 15.1 15.5
Capital gains ax 5.6 7.0 7.0 6.9 7.5 9.2 8.9
Inheritance tax 3.8 4.6 4.8 4.9 5.0 5.3 5.6
Stamp duty land fax® 10.9 107 129 14.2 152 163 17 .4
Stamp taxes on shares 2.9 3.2 3.0 3.2 3.3 3.4 3.5
Tobacco duties 9.3 9.2 9.2 9.3 9.4 9.5 9.7
Spirits duties 3.0 3.3 3.3 3.4 3.6 3.8 3.9
Wine duties 3.8 4.0 4.2 4.4 4.7 5.0 5.3
Beer and cider duties 3.7 3.6 35 3.7 3.7 3.8 38
Air passenger duty 3.7 3.1 3.2 33 3.5 3.7 3.9
Insurance premium tax 3.0 3.6 4.6 4.8 4.9 4.9 5.0
Climate change levy 1.6 1.8 2.1 2.7 2.1 2.4 2.2
Other HMRC 10)(554 &.6 7.1 7.0 7.1 7.4 7.6 7.8
Vehicle excise duties 5.9 5.6 5.5 5.7 5.8 6.0 6.2
Bark levy 2.8 3.5 29 2.7 2.5 2.3 2.2
Bark surcharge 0.0 0.0 0.8 1.1 1.1 1.5 1.5
Apprenticeship levy 0.0 0.0 0.0 2.7 2.8 2.9 3.0
Licence fee receipts 3.1 3.1 3.1 3.2 3.2 3.3 3.4
Environmental levies 3.6 6.2 7.4 8.6 10.4 11.9 12.3
EU ETS auction receipts 0.6 0.5 0.5 0.4 0.4 0.4 04
Seotish Tgxesﬁ 0.0 0.5 0.4 0.7 0.8 0.8 0.9
Diverted profits tax 0.0 0.0 0.1 0.1 0.1 0.1 0.1
Soft drirks industry levy 0.0 0.0 0.0 0.0 0.5 0.5 0.5
Other taxes 6.5 7.3 7.8 8.0 8.1 8.4 8.8
Notional Accounts taxes 604.5 630.5 665.1 692.1 723.3 761.4 788.3
Less own resources contribution to EU -3.0 -3.2 -3.3 -3.2 -3.2 -3.4 -3.6
Interest and dividends 6.0 6.3 5.4 6.3 7.3 9.3 1.
Gross operating surplus 441 45.4 47 .0 48.6 50.0 51.5 54.1
Other receipts 3.3 2.7 2.0 2.0 2.1 2.1 2.2
Current receipts 654.8 681.8 714.5 745.8 779.5 820.9 8§52.2
Memeo: UK oif and gos revenves * 2z [rhs] -1.1 -1.0 -0g -1.0 -0g

Vineludes PAYE, self nssessment, tax on savings income and other minor components.,

*National Accounts measure, gross of reduced liakility tax credits,

3Foreenstfor SDLT is for Englond, Wales ond Northern Ireland from 2015-14.

* Congs of landfill tax (excluding Scotland from 2015-148), aggregates levy, betting ond gaming duties and customs duties.
% Congds of Seottish LBTT and landfill tax but not the Seottish rate of income tox or agaregates levy.

¢ Consists of offshore corporation fox and petroleum revenue tax.
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Table 4.7: Change to current receipts since November

£ billion
Qutturn Forecast

2014-15 2015-16 2016-17 2017-18 2018-192 2019-20 2020-21

Income fax {gross of tex credits)’ 0.0 -2.0 -4 .8 8.5 -10.0 1.7 -14.7
of which: Pay as you earm 0.0 -0.7 35 -6.8 -8.1 9.2 -11.7
Self assessment 0.0 -0.8 -1.3 -1 1.7 -2.0 2.5

National insurance contributions 0.0 0.2 0.6 0.2 -0.4 -1.5 2.3
Value added fax 0.0 0.2 0.0 -0.1 0.1 0.0 -0.3
Corporoﬁon 1(1)(2 0.0 -0.2 -1.3 3.8 -1.8 7.5 3.7
of which: Onshore 0.0 0.2 -0.8 -3.3 -1.3 8.0 4.3
Offshore 0.0 -0.4 -0.5 0.5 -0.5 -0.5 0.6
Petroleum revenue tax 0.0 0.2 0.6 0.7 -0.6 -0.7 0.6
Fuel duties 0.0 0.1 0.1 -0.2 -0.3 -0.4 0.4
Business rates 0.2 0.0 0.2 1.4 -1.é -1.6 2.0
Council tax 0.2 0.1 0.3 0.5 0.6 0.7 0.8
YAT refunds 0.0 0.1 0.2 0.3 0.4 0.2 0.0
Capital gains tax 0.0 0.6 0.3 0.4 -0.4 -0.3 -0.5
Inheritance tax 0.0 0.2 0.2 0.1 0.0 0.0 0.0
Stamp duty land te® 0.0 -0.5 -0.1 0.0 -0.2 -0.3 04
Stamp taxes on shares 0.0 0.3 0.0 0.0 -0.1 -0.1 -0.1
Tobaceo duties 0.0 0.0 0.1 0.1 0.2 0.2 0.2
Spirits duties 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Wine duties 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Beer and cider duties 0.0 0.1 0.0 0.0 0.0 0.0 0.0
Air passenger duty 0.0 0.0 0.0 0.0 0.0 0.0 0.1
Insurance premium tax 0.0 0.1 -0.1 0.1 0.0 0.0 0.0
Climate change levy 0.0 -0.3 -0.4 -0.2 -0.2 0.2 0.2
Other HWRC faxes® 0.0 0.2 0.1 0.2 0.2 0.2 0.1
Yehicle excise duties 0.0 0.2 0.2 0.1 0.1 0.1 0.1
Bank levy 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Bark surcharge 0.0 0.0 -0.1 -0.5 -0.5 0.2 0.2
Apprenticeship levy 0.0 0.0 0.0 -0.1 -0.1 -0.1 -0.1
Licence fee receipts 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Environmental levies 0.0 0.0 0.0 0.1 0.1 -0.3 -0.9
EU ETS auction receipis 0.0 0.0 0.0 -0.1 -0.2 -0.2 -0.2
Scottish faxes® 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Diverted profits tax 0.0 0.0 -0.2 -0.3 -0.2 -0.2 -0.3
Soft drinks industry levy 0.0 0.0 0.0 0.0 0.5 0.5 0.5
Other taxes 0.2 0.0 0.3 0.0 -0.1 -0.1 0.0
National Accounts taxes 0.7 -0.4 -6.1 -14.5 -14.2 -7.4 -17.1
Less own resources contribution to EU 0.0 0.0 -0.1 -0.1 -0.1 -0.1 -0.1
Interest and dividends 0.0 0.1 -0.é -1.9 -2.4 -2.2 -2
Gross operating surplus -0.4 -0.3 -0.2 -0.5 -0.4 -0.5 -0.5
Other receipts 0.3 0.2 0.1 0.0 0.1 0.1 0.1
Current receipts 0.5 -0.4 -6.9 -16.9 -17.0 -10.2 -19.8
Memo: UK oif and gas revenues ® 0o -0.1 -1 -12 -11 -1.2 -1.2

Vndudes PAYE, self nssessment, tax on savings income and other minor components.

?Notional Accounts measure, gross of reduced liakility tax credits,

*Forecnstfor SOLT is for England, Wales ond Northern Irelond from 2015-16.

4 Congists of landfill tax (excluding Scotland from 2015-18), aggrepates levy, betting ond gaming duties ond customs duties,
? Congds of Seottish LETT and landfill tax but not the Seattish rate of income tox or agaregates levy.

£ Congsts of oflshore eorporotion tax and petroleum revenue fox.
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Changes in the receipts forecast since November

4.28  We have revised our receipts forecast down in every year of the forecast, with the size of the
revision increasing over fime to reach £19.8 billien in 2020-21. As Table 4.8 shows, the
main dewnward revisions are explained by:

¢  PAYE income fox and national insurance contributions {NICs). Weaker earmnings growth
[due te cur downward revisien to underlying productivity growth) and updated
assumptions about differential earnings growth (reflecting the latest ONS Annual
Survey en Hours and Earnings) have reduced receipts significantly over the forecast;

o VAT receipts. Weaker consumer spending [alse a consequence of weaker underlying
productivity growth hitting incomes and therefore spending) is only partly offset by
upward revisions to the standard rated share of spending;

¢ corporation tax. Weaker industrial and commercial profits [again preductivity driven)
reduce receipts in all years; and

+  stamp duly land tax (SDLT). A boost from stronger house price growth is more than
offset by weak outturn receipts [pointing to underperformance of fransactions in high
priced properties) and changes to the modelling of the transaction distribution.

4.29  Overthe forecast period as a whole, the effect of Budget tax measures is to lower receipts
slightly [£0.7 billion a year en average) but the effect is very uneven across years [reducing
receipts by £7.0 billion in 2017-18, but raising them by £6.3 hillion in 2019-20). The
indirect effects of Government decisions on receipts are slightly positive in the first half of the
forecast, but negative by 2020-21, largely reflecting the overall decisions on the pace of
fiscal tightening.
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Table 4.8: Sources of change to the receipts forecast since November

£ billicn
Forecast
2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Neovember forecast 682.7 723.4 762.7 796.5 831.1 871.9

March forecast 681.8 71é4.5 7458 7795 8209 852.2

Change -C.4 -6.9 -16.9 -17.0 -10.2 -19.8

Underlying OBR forecast changes

Total change 1o underlying forecast -0.4 -8.2 -10.5 -14.0 -16.3 -19.5

of which:

Income and expenditure -2.1 -6.8 -8.8 -11.0 -12.3 -13.8
Average earnings -2.1 -4.7 5.6 -6.8 -7.6 -8.5
Employee numbers 0.4 -0 -0.5 1.0 -1 1.3
Non-financial company profits -0.1 -0.9 -1.3 -1.5 -1.7 -1.9
Consumer expenditure -0.2 -0.8 -1 1.4 -1.5 1.7
Investment 0.0 0.0 0.5 0.7 1.0 1.2
Other -0.2 -0.3 -0.8 -1.0 -1.3 -1.6

North Seo 0.3 0.0 -0.1 -0.1 -0.1 -0.1
Oil and gas prices -0.1 -0.4 -0.5 -0.4 -0.4 0.4
Produciion and expenditure 0.4 0.4 0.4 0.3 0.3 0.3

Property markets 0.2 0.5 0.4 0.3 0.2 0.1

Market-derived assumptions -0.1 -1.1 -2.4 -2.8 -3.2 -3.4
Equity prices -0.1 -0.8 -1.8 -1.2 -2.1 2.3
Interest rates 0.0 -0.3 0.6 -0.9 -1.1 -1

Prices 0.0 -0.3 -0.3 -0.1 -0.1 0.0

Other economic determinants 0.2 -0.2 0.2 0.2 0.1 -0.1

Other ossumptions 1.2 -0.3 0.4 -0.5 -0.9 -2.2
IT and NICs receipts and modelling 0.1 0.0 0.6 0.7 0.5 0.1
SDLT receipts and medelling -0.7 -0.9 -1.0 -1.7 -1.2 1.4
Corpordfion fax receipts and modelling 0.4 0.4 0.8 0.3 0.1 04
VAT receipts and modelling 0.5 0.4 0.1 -0.1 -0 0.1
Incorporations modelling -0.1 -0.4 -0.7 -0.9 -1.3 1.6
Other judgements and medelling 1.0 1.1 0.7 1.3 1.1 0.9

Effect of Government decisions

Total effect of Government decisions 0.0 1.3 -6.4 -3.0 6.1 -0.2

of which:

Scorecard measures 0.0 0.6 7.0 -4.3 6.3 0.8
Indirect effects 0.0 0.7 0.6 1.3 -0.2 1.1
Memo: March forecast on a pre-measures hasis £81.8 7151 7522 7826 8148 857 4

Receipts in 2015-16

4.30 In preparing this ferecast, we had access to full ONS receipts data up to January 2016 and
some administrative data for February. Central government receipts in January were up by
£2.4 billion (3.4 per cent) on a year earlier, largely reflecting payments of SA income tax
and capital gains tax [CGT) relating to 2014-15 liabilities.
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4.31  Table 4.9 locks at receipts growth in the first ten months of 2015-16. It shows that we
expect overall growth in Naticnal Accounts taxes in the final two months of 2015-16 to be
considerably higher than in the first ten months. This reflects a number of factors:

s stamp duty land tax receipts are expected to be 16.5 per cent higher in February and
March combined than in the same months last year, up from a 0.3 per cent increase
year-to-date. This is due largely to the December 2014 intredudtion of a “slice” system
for residential properties. The giveaway associated with this change stopped
depressing year-on-year growth in SDLT receipts in December. The expected pick-up
in the growth of SDLT receipts remains despite a £0.5 billion downward revision to our
forecast since November;

¢ stronger growth in income tax and NICs receipts, reflecting indications from HMRC
administrative data for February. The Government’s marrioge tax allowange is also
costing less than expected, thanks te IT problems for many peeple trying to claim it
and a combination of lack of awareness and reluctance to attract the attention of
HMRC ameng other potential recipients. That more than offsets the lower yield from
the introdudtion of Class 3A voluntary NICs, where lack of awareness has also led to
much lower take-up than expected;

. our forecast for environmental levies receipts [contained within the “other” line of Tahle
4.9} is higher than would be suggested by receipts year to date. We are invesfigating
differences in estimates between DECC and the ONS;

«  dlechol duties grow more strongly in the final two months of the year, as we expect
that reverse forestalling associated with cuts in duty rates last year will not be repeated;

¢ stamp duty on shares and VAT receipts will both be boosted by large payments made
in February; and

. insurance premium tax ([PT) receipts will be boosted by the July Budget measure to
increase the standard rate of IPT to 9.5 per cent from November 2015.

4.32  Weaker growth in corporation tax receipts [where timing effects boosted receipts at the end
of 2014-15) partly offsets this growth. Our ferecasts for the split of SA between income tax,
CGT and NIC4 in 2015-16 are based on the latest estimates from HMRC. These estimates
have been revised from the initial data used in the January ONS numbers.
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Table 4.9: Receipts in 2015-14

£ billion Fercentage change on 2014-15
Qutturn Forecast QOutturn Forecast
Apr-lan  Feb-Mar  Full year Apr-lan  Feb-Mar  Full year
Income tax and NICs 230.0 54.7 284.7 38 4.6 3.9
of which:
PAYE and NICs 2099 51.5 241.4 4.4 4.6 4.4
Self assessment 21.1 3.1 241 2.7 -3.0 2.0
Value added tax 9464 12.4 1158 3.6 6.6 4.1
Corpordtion tax 40.5 3.6 441 3.0 -1.4 2.6
Petroleum revenue tax -0.3 -0.2 0.5
Fuel duties 23.1 4.4 275 1.5 -0.3 1.2
Capital gains fax 55 1.4 7.0 28.0 222 267
Inheritance tax 3.9 0.7 4.6 19.6 219 19.2
Stamp duties 12.1 2.3 14 .4 1.5 21.5 4.2
Tobacco duties 7.0 2.2 9.2 -0.4 0.8 -0.1
Alcohel duties 8.1 1.8 109 2.6 4.9 4.5
Business rates 23.5 4.3 278 1.8 -1.2 1.3
Council tax 24.1 4.7 28.8 2.8 -0.2 2.2
Orther! 44 4 10.0 54 4 4.8 197 7.3
National Accounts faxes' 519.2 109.5 628.7 3.4 5.9 4.0

" Foreenst date hove been ndjusted to exelude feed-in-tariffs, the warm home discount and sther items which were excluded in the
Janunry ONS Publie Sector Finances relense. Further detail on thege items can be found in the fisenl supplementary tables on our
webiite,
——

Tax-by-tax analysis

Income tax and NICs

4.33  Receipts of income tax and NICs are expected to be £1.7 hillion lower in 2015-16 than we
forecast in November. This reflects shortfalls in @ number of tax streams — PAYE and NIC
receipts on employment income are expected to be £0.5 billion lower, self-assessment [SA)
income tax £0.8 billien lower, non-8A (largely PAYE) repayments £0.4 billien higher and the
yield from the Budget 2014 measure on voluntary NICs just under £0.4 hillien lower.
Receipts from NICs on the self-employed (NIC4) were £0.4 billion higher than expected.

4.34  The shortfall in the pre-measures income tax and NICs forecast relative to November
widens to £13.1 billion by 2020-21, with weaker earnings growth explaining £8.5 billion of
the shortfall by then. Lower earnings growth in each year reflects our judgement in the
economic forecast that trend productivity growth will be arcund 0.2 percentage points lower
each year. This lowers real {and neminal) wage growth by a similar amount.

4.35  Earnings growth in the second half of 2015-16 has been weaker than we expected in
November and more than explains the £0.5 billien shertfall in PAYE and NIC receipts on
employment income. Lower earnings growth should have taken around £2.1 hillien off the
2015-16 forecast since November, hut has been partly offset by a higher effective tax rate
on these earnings, particularly due to strong growth of receipts from the business services
sector. In the light of initial receipts from bonuses and recent announcements ahout major
banks’ bonus pools, we have assumed a 5 per cent fall in financial sector benuses in 2015-
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16. With most bonuses paid in February and March [and associated tax received by HMRC
in March and April}, this judgement remains uncertain.

Receipts from PAYE and NICs are expected to rise by 0.5 per cent of GDPin 2016-17, with
NICs accounting for the majerity of the rise. This mainly reflects the Budget 2013 policy
decision to abolish the NICs contracting-out rebate from April 2016. This is expected to
raise NICs receipts by £5.6 hillion, 0.3 per cent of GDP in 2016-17, with around 50 per
cent of the extra burden falling en public sector employers in higher employer NICs, NIC
receipts will also be boosted in 2016-17 by unchanged tax thresholds, since CFl inflation in
September 2015 (the month used for uprating NIC thresholds for the following financial
year) was -0.1 per cent. Growth in PAYE receipts will be slower reflecting the decision to
raise the personal allowance 1o £11,000 and the higher rate thresheld to £43,000 from
April 2016.

In this Budget, further above-inflation rises in the personal allowance and higher rate
thresholds in 2017-18 have been announced. We have not incduded the effect from the
Government’s commitment to raise the persenal allowance to £12,500 for all taxpayers
and raising the higher rate thresheld to £50,000 by the end of the Parliament. Paragragh
4.9 provides an estimate of the additional cost of meeting these commitments in 2020-21.

We expect a further 0.4 percentage point rise in the income tax and NICs to GDP ratio in
the final three years of the forecast, with earnings grewth outpacing inflation-linked rises in
thresholds and allowances. This will drag more income into higher tax brackets.

Qur forecast for PAYE and NIC receipts depends on the shape of the income distribution. In
particular PAYE income tax benefits from stronger growth at the tep end, given its
prograssive structure. When calculating marginal and average tax rates to feed into the
forecast, we allow for differential earnings growth for different parts of the income
distribution. These are based on historical averages from the ONS’s Annual Survey of Hours
and Earnings (ASHE). In centrast to the pre-crisis period, when earnings growth at the top
end was stronger than for the whole distribution, the latest 7-year average suggests that
earnings growth at the top end is similar to the distribution as a whele. Including the latest
information on the income distribution takes arocund £0.8 billien off the forecast by 2020-
21 relative to our November forecast. We have also cenfinued to allow for the effects of
introducing the National Living Wage. With many of these on the minimum wage close to
or below the personal allewance or the lower earnings limit for NICs, the effective tax rate
on their higher earnings will be very low.

A number of policy measures came into effect in 2015-16:

¢ tax from pension withdrawals relating to the pension flexibility measure is expected to
be around £0.9 hillion for the whole of 2015-16, around £0.2 billion higher than
assumed in the eriginal costing;

s take-up of the transferable marriage allowance has been much lower than initially
assumed. We have incorporated a take-up rate of 12 per cent for 2015-16 compared

117 Econemic and fiscal outlook

7458/16 ADD 1

MCS/ah
DGG 1A

www.parlament.gv.at

85
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=98331&code1=RAT&code2=&gruppen=Link:7458/16;Nr:7458;Year:16&comp=7458%7C2016%7C

Fiscal outlook

with over 70 per cent in the original costing. We assume that take-up eventually rises
t¢ around 50 per cent by the and of the forecast peried. Lower take-up is likely to
reflect issues with HMRC's [T systems, a lack of awarenass of the allowance [e.g.
reflecting limited initial adverfising) and possibly a reluctance by those eligible to
engage with HMRC. The lower take-up rate has hoosted receipts by £0.4 hillion in
2015-16. The improvement in receipts is smaller in future years, because taxpayers
will be able to claim for previous years as take-up increases; and

s the yield from the Budget 2014 measure cn voluntary MICs has been much lower than
anticipated. This measure enabled pensioners to acquire additional state pension in
exchange for a lump sum National Insurance payment at an actuarially fair price.
Take-up has been much lower than expected, although the average amount
contributed has been higher. We now exped receipts of around £65 million in both
2015-16 and 2016-17, compared with original estimates of £435 million in both
years.

4.41  We expect self-assessment [SA) income tax receipts in 2015-16 [which relate to 2014-15
liahilities) to be up 2 per cent on the previous year, which itself had been boosted by the
deferral of income relating te the reduction in the additional rate of income tax to 45 per
cent. Relative to our November forecast, receipts were £0.8 billion lower than expected. This
is partly due te lower SA from the Construction Industry Scheme and may also reflect lower
than expected receipts from the Budget 2013 and Autumn Statement 2013 measures on
partnerships. Preliminary data from SA returns suggests partnership income did not grow as
strangly as expected. We will look further at this measure in our analysis of anti-aveidance
measures in our next EFO.

4.42  We expect SA income tax receipts to rise by just over £6 hillion in 2016-17 (0.3 per cent of
GDP), with forestalling ahead of the rise in dividend tax adding £2.5 billion. This estimate is
informed by the 2010-11 intreduction of the 50p additional rate of inceme tax for incomes
over £150,000°. We also expect 2016-17 to be the peak yaar for yield from the accelerared
payments measure. If our estimate of the yield is correct, this explains a further £0.9 billien
of the rise in 2016-17 SA receipts. The unwinding of the forestalling in 2017-18 and 201 8-
19 will depress receipts in those years but we expect SA receipts fo increase by 45 per cent
between 2015-16 and 2020-21, almost double the 25 per cent rise in public sector current
receipts as a whole. In addition te the rise in dividend tax, a number of other measures
announced at recent Budgets and Autumn Statements will boost receipts. These include
changes in non-domicile rules, HMRC compliance and ‘making tax digital” measures,
restrictions on residential landlords” deductions from taxahle income and the savings tax
reforms. Much of the remaining liabilities on savings income will now be collected via SA.

& The Survey of Personal [neames relensed ot the start of March indicoted that tox liokilites from addifonal rote toxpoyers rose by

£8 hillion between 2012-13 and 2013-14. Taxpayers shifting income between years to take advantage of the lower 45p rate is likely to
be o mgjor factor driving this inerease. 11 Box 4.2 of the March 201 2 EF G, we farseast that deferring income between the tro vears
woauld reduce tax liabilities by £3.4 billion in 2012-13 and raise them by £3.3 billion in 201 3-14. Underlying growth in self-employment
and dividerd ineorme will also hove inereased tax Labilites, The March 2072 costing of the pre-announeed reduction in the additional rate
estimuaterd the measure would reduce receipts by £0.7 billion in 2013-14. The extert of the income-shifing prompted by the pre-
annauncement means it will never be possible fo sstimate the true cast of reducing the rate with any carfidence, but we belisve the
ariginal costing remoing o reasonable guide o its effect an receipts.
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4.43  We have reduced the vield we expect from the Liechtenstein and Crown Dependencies
disclosure facilities in light of lower than expedted registrations when they closed at the end
of 2015. Much of the yield was expected to come through via SA in 2016-17 and this has
reduced SA receipts by £0.6 hillion in that year. Annex A provides more detail on the re-
costing of these measures.

4.44  Qurforecasts for PAYE, SA, NICs and corporation tax have included an effect from the
rising trend in incorporations. When individuals choose to form companies, there will be a
tax saving given the lower fax rates faced by incorporated businesses. This will lower PAYE,
SA and NIC receipts, but raise corporation tax receipts, with the net effect negative for
receipts overall. We have re-assessed the trend in incorporations in light of continued strong
growth in the number of one-directer companies. Tax rate differentials will be ene reason
for this growth, but in sectors such as information technelegy and construction,
incorporation is becoming an increasingly popular way of working. We have assumed that
there will be stronger growth in incorporations over the forecast pericd. Compared with our
November forecast, this takes £2.6 billion off PAYE, SA and NIC receipts by 2020-21, but
adds £1.1 killion to corperation tax.

Table 4.10: Key changes to the income tax and NICs forecast since November

£ billicn
Forecast
2015-1é6 2016-17 2017-18 2018-19 2019-20 2020-21
November forecast 286 .4 313.9 328.3 347.5 365.8 386.8
March forecast 2847 308.6 320.0 337.1 352.6 3698
Change -1.7 -5.3 -8.3 -10.5 -13.1 -17.0
Underlying OBR forecast changes
Total -1.7 -2.9 -7.0 -9.0 -10.9 -13.1
{by economic determinant)
Average earnings -2 4.7 -5.6 -6.8 7.6 8.5
Employee numbers 0.4 -0.1 -0.5 -1.0 -1.1 -1.3
Inflation 0.0 -0.1 0.3 0.6 0.7 0.7
SA determinants 0.1 -0.2 -0.3 -0.5 -0.6 -0.7
Other economic determinants 0.0 -0.3 -0.4 -0.6 0.7 0.7
{by other category)
Outturn IT and NICs receipts 1.0 0.8 07 0.7 0.8 0.8
Outturn SA receipts -0.3 -0.4 -0.6 -0.6 -0.6 0.6
Incorporations modelling -0.1 -0.5 -1.0 -1.4 2.0 2.6
Income distribution modelling -0.2 -0.1 -0.3 -0.3 -0.5 0.8
Marriage tax allowance recosting 0.4 0.1 0.3 0.4 0.3 0.3
Offshore recostings 0.0 -0.6 -0.2 0.2 0.1 0.0
Voluntary NICs recosting -0.4 -0.4 0.0 0.0 0.0 0.0
Other costing revisions 0.2 0.6 0.4 0.1 0.1 0.2
Other medelling and receipts changes 0.6 -0.1 0.3 0.3 0.3 0.3
Changes due to Government decisions
Scorecard measures C.0 0.2 -1.8 -2.3 -1.7 2.8
Indirect effects of Government decisions 0.0 0.4 0.5 0.9 -0.6 -1.0
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VAT

4.45  Accrued YAT receints are expected to increase by 4. 1per cent in 2015-16 from a year
earlier and are £0.2 hillion higher than our November forecast. Yery weak growth in cash
YAT receipts in April and May 2015 depressed 2014-15 accruals, boosting accrued receipts
growth in 2015-16. The share of consumer spending subject to the standard rate of VAT is
expected to rise by 0.3 percentage points in 2015 despite lower spending on standard-rated
read fuels resulting from the sharp drop in the oil price. This has been offset by higher
spending on new cars and on recreation and culture.

446  Compared with our November forecast, we expect accrued VAT receipts to be lower from
2016-17 onwards. Growth in nominal consumer spending has heen revised down in each
year reflecting our judgement that frend productivity growth will be weaker than previously
assumed. This feeds into lower real wages and lower real {and neminal} consumer
spending. This takes £1.6 billion off the VAT forecast by 2020-21. Partly offsefting this, the
share of consumer spending subject to the standard rate of VAT is expected to be higher
througheut the foracast. This reflects the higher 2015 starting point and our lower interest
rete assumptions which mean less income will be spent on mortgage interest payments.

4.47 A key element of the VAT forecast is the assumption for the VAT gap — the difference
between the thecretical level of YAT payments and actual ameunts receivad by HMRC. In
the absence of measures, we hold the underlying YAT gap flat at its 2015-1¢ level. After
measures, we expect a fall in the VAT gap of just over 1 percentage pointte 10.3 per cant
by the end of the forecast peried. The decline largely reflects the operational measures
announced in the July 2015 Budget and the measures tackling overseas trader evasion and
the reverse charge en electronic communication services announced in this Budget.

Table 4.11: Key changes to the VAT forecast since November

£ billicn
Forecast
2015-146 2014-17 2017-18 2018-19 2019-20 2020-21
Nevember forecast 115.6 120.1 124.9 130.2 135.2 142.3
March forecast 115.8 1201 124.8 130.3 135.%9 142.0
Change 0.2 0.0 -0.1 0.1 c.0 -0.3
Underlying OBR forecast changes
Tatal 0.2 -0.2 -0.4 -0.5 -0.7 -1.0
of which:
Household spending -0.7 -0.8 -1.1 -1.3 -1.4 -1.6
Standard rated share 0.5 0.4 0.7 1.0 1.1 1.1
Other economic determinants -0.1 0.1 0.1 0.1 -0.1 04
Outturn receipts and modelling 0.0 0.1 -0.2 -0.3 -0.3 -0.1
Changes due to Government decisions
Scorecard measures 0.0 0.1 0.2 0.2 0.4 0.4
Indirect effects of Government decisions 0.0 0.0 0.2 0.5 0.3 0.3
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Cnshore corporation tax

We expect receipts from onshore corporation tax (CT) in 2015-16 1o be up by 6.6 per cent
from a year earlier, in light of strong growth in payments from the financial sector and from
larger industrial and commercial companies. Strong growth in receipts from the financial
sector is likely to be the result of the Autumn Statement 2014 measure to limit the use of
trading lesses by the financial sector. Growth in receipts from larger industrial and
commercial companies was boosted by unusually high payments relating to previous years”
liahilities. This helped offset the effect from the cut in the main rate of corporation tax to 20
per cent. In contrast, CT receipts from smaller industrial and commercial companies have
fallen in 2015-16, partly reflecting the increase in the annual investment allowance to
£500,000 until December 2015.

Growth in onshore CT slowed through 2015-16 and is expected to fall slightly in 2016-17.
This reflects o combination of factors — the slowdown in profit growth evident in the latest
Natienal Accounts data, a return o a more usual pattern of payments relating to liabilities
from previous years, the effect of lower equity prices on the profits of life assurance firms
and that the accelerated payments measure has brought forward receipts into 2015-16 at
the expense of lower yield in future years. We expect growth in receipts from smaller
industrial and commercial companies to resume in 2016-17, helped by the rise in
incorporations [particularly of one-director companies).

Compared with November, our pre-measures onshore CT forecast is lower in each year
from 2016-17 onwards. Weaker growth in industrial and commercial company profits takes
off £1.9 hillion by 2020-21, but this is partly cffset by weaker growth in investment [which
means that fewer capital allowances are used to offset taxable profits) and an upward
revision to the number of incorporations expedted over the forecast period. This adds £1.1
billion to the forecast by 2020-21 [although the loss of PAYE, SA and NIC receipts mere
than offsets higher CT receipts).

The profile of onshore CT receipts over the forecast period — with a sharp rise in 2019-20 -
largely reflects the measures announced in this Budget and the July 2015 Budget. In July,
the Government decided to bring the CT payment date for larger companies forward by
four months from April 2017 raising receipts by over £5 billion in 2017-18 and around

£3 billien in 2018-19. In this Budget, the Government has delayed the start of this policy to
April 2019 “o give business more time to prepare”. This moves the boost to receipts hack 1o
2019-20 and 2020-21. Of the £6.9 hillion rise in onshere CT in 2019-20, around £5.8
killion is from the CT fiming measure. Receipts are in effect being brought forward from
later years, providing a one-off boost that is neither repeated ner subsequently reversed.

Abstracting from the CT fiming measure, this Budget raises onshere CT receipts in each year
of the forecast. Measures such as those on restricting the use of trading losses, the tax
deductibility of corporate interest expenses, reducing evasion by offshore property
developers and extending the scope of the hybrid mismateh rules raise over £2 hillion in
2017-18 and 2018-19. The announcement that the rate of corporation tax will be reduced
to 17 per centin 2020-21 provides a partial offset at the end of the forecast period.
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4.53  The Government announced the intreduction of a diverted profits tax in Autumn Statement
2014. This is designed to target multinationals that use contrived tax arrangements and was
expected to raise around £300 millien a year from 2016-17 enwards. Our forecast
assumes that overall yield from the measure will be close to that originally scored, but we
now expect that around two-thirds of the yield will come through higher CT payments [as
firms restructure their tax affairs) rather than via the diverted profits tax itself. Yield from
multinatienals using such tax arrangements is highly uncertain, se we will need to lock
again at the yield and the split between CT and diverted profits tax in future forecasts.

Table 4.12: Key changes to the onshore corporation tax forecast since November

£ billion

Forecast
2015-16 2016-17 2017-18 2018-19 2019-20 2020-21
November forecast 43.4 44.2 49.2 47 .4 44.9 46.1
March forecast 43.6 43 .4 45.9 46.1 53.0 50.4
Change 0.2 -0.8 -3.3 -1.3 8.0 4.3

Underlying OBR forecast changes
Total 0.3 -1.3 -0.2 -0.9 -0.2 -0.4
of which:
Industrial and commercial company profits -0.1 -0.9 -1.3 -1.5 -1.7 -1.9
Industrial and commercial company investment 0.0 0.2 0.4 0.6 0.8 1.0
Other economic determinants 0.0 -0.3 -0.4 -0.3 -0.2 -0.2
Incorperations medelling 0.0 0.1 0.3 0.5 0.7 1.1
Other modelling and costings updates -0.5 -0.1 0.8 -0.1 0.3 -0.2
Latest receipts deda 0.9 -0.2 -0.1 -0.1 -0.2 -0.2
Changes due 1o Government decisions

Scorecard measures c.0 0.5 -3.1 -0.5 8.3 4.8
Indirect effects of Government decisions C.0 0.C 0.0 C.C C.0 -0.1

UK ail and gas revenues

4.54 We expect UK oil and gas revenues to be slightly negative (-£10 million] in 2015-16, down
from £2.2 billion in 2014-15 and almest £11 hillion as recently as 2011-12. We have
revised oil and gas revenues down by an average of £1.2 billion a year from 2016-17.
Receipts are expected to he negative throughout the forecast period — with repayments
around £1 billion higher than payments in each year.

4.55 A key element of the downward revision in oil and gas revenues since our November
forecast is the further drop in oil and gas prices. Ol prices are projected using futures prices
for the first two years and then held flat in noeminal terms. This leaves them $18 a harrel
lower in 2015 and $15 a barrel lower in the medium term than in cur November forecast.
The depreciation of sterling against the dollar in recent menths means that the percentage
fall in sterling oil prices has been smaller. Gas prices are expected to be 9.2p atherm lower
in 2016 and then nearly 8p a therm lower over the rest of the forecast.

4.56  Qil preduction rose by 12.8 per cent in 2015, partly reflecting the lagged effects of high
levels of investment in the North Sea in recent years and an unusually low level of both
planned and unplanned cuttages. Despite the lower oil price envirenment, we expedt this
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higher level of production to be sustained in the near term. In light of higher plans for
capital expenditure that have already been sandioned by the Ol and Gas Authority [OGA),
we also expect higher capital expenditure in the near term. But given lower oil and gas
prices, we have reduced our forecast for capital expenditure towards the end of the forecast
as lower prices are expected to result in lower unit costs and fewer projects clearing
investment hurdle rates. Operating expenditure fell by more than we expected in 2015 and
this effect is pushed into the near-term forecast.

With oil and gas prices down on their 2015 levels, we expec a further decline in the
profitability of the sector in 2016-17 with many firms making losses. Payments of offshore
CT and petroleum revenue tax [PRT) will be lower and are likely to be dwarfed hy
repayments relating to decommissioning costs and the carry back of trading losses.

The Budget announced that the rate of PRT will be reduced from 35 per cent to zero and the
supplementary charge reduced to 10 per cent. This lowers receipts by an average of

£0.2 billion a year from 2016-17. The cost is small because there are only a few profitable
firms in the sector. Lower tax rates will boost the post-tax returns on oil and gas produdion,
but we have assumed enly a modest behavioural respense. As noted earlier, the low ol and
gas price environment will make it difficult for projects to clear investment hurdles. This is
likely to be the case even with lower tax rates.

This forecast remains subject to significant uncertainty, particularly the extent to which much
lower oil and gas prices will affect production and expenditure. The forecast model that
HMRC operates for us to produce this forecast implies big rises in aggregate losses across
the forecast period, which, if it proved accurate, might lead te bigger changes in activity in
the Nerth Sea than are assumed in our central foracast.

Stamp duties

Stamp duty land tax [SDLT) receipts are ferecast t¢ increase from £10.7 hillion in 2015-16
to £17.4 hillien in 2020-217. This strong rise reflects hoth tax base effects — rising prices
and, to a lesser extent, transactions — as well as a rising effective tax rate, as rising house
prices drag a greater proportion of the value of residential transactions into higher tax
brackets. It also reflects announcements in Autumn Statement 2015 and in this Budget
raising the stamp duty on second homes and buy-to-let properties and the move to a “slice”’
system for SDLT on commercial property. These measures add around £1.1 hillion to SDLT
receipts in 2016-17, rising to £1.8 hillion by the end of the forecast.

Compared with November, SDLT receipts in 2015-16 have been revised down by £0.5
billion. This is despite house prices being a little stronger than expected in recent months
and property transadtions close to forecast. The effective tax rate appears to have fallen,
reflecting the weaker top end of the residential property market. Pushing the weaker 2G15-
16 receipts through the forecast [plus medelling changes) takes over £1 hillion off receipts
by 202C-21. In particular, SDLT receipts are weaker because transactions among properties

7 SOHT is o longer paid in Seafland, where property transaet ans tax hos been devalved and the Seattish Goverrment infraduced o land
and buildings transactions fox (LBTT) in April 2015.
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worth at least £2 millien have fallen. While the 9 per cent year-on-year drop over the first
ten months of 2015-16 represents only around 390 fewer transactions, each transaction
pays a very large amount of SDLT. Assuming an average transaction price in this bracket of
£4 million would imply a £150 million drop in receipts.

4.62  We have reduced our ferecast for stamp duty en shares by £0.1 billion a year on average
from 2016-17. This is more than explained by the lower path for equity prices. Stamp duty
on shares is up £0.3 billien in 2015-16 compared with our November forecast reflecting a
large one-off payment and a higher volume of stampable shares than previously assumed.
The latter effect is pushed through the forecast.

Table 4.13: Key changes to the SDLT forecast since November

£ billion

Forecast
2015-14 2016-17 2017-18 2018-19 2019-20 2020-21
November forecast 1.2 12.9 14.3 154 16.6 17.8
March forecast 10.7 12.9 14.2 15.2 14.3 17.4
Change -0.5 -0.1 0.0 -0.2 -0.3 -0.4

Underlying OBR forecast changes
Total -C0.5 -0.6 -0.7 -0.8 -1.0 -1.2
of which:
House prices 0.2 0.3 0.3 03 0.3 0.2
Residential property transactions 0.0 0.1 0.0 0.0 0.0 0.0
Commercial property market 0.0 0.0 0.0 -0.1 -0.1 -0
Other modelling and receipts outturns -0.7 -0.9 -1.0 -1.1 -1.2 -1.4
Changes due to Government decisions

Indirect effects of Government decisions 0.0 0.0 0.0 0.0 0.0 0.1
Scorecard measures 0.0 0.5 0.6 0.6 0.7 0.7

Toxes on capital

4.63  Copital gains fox (CGT) is currently paid via SA in the final quarter of the financial year after
the year in which the gains from the sale of an asset are realised. S0 CGT receipts in 2015-
16 reflect asset disposals in 2014-15. CGT receipts have risen from £5.6 hillion in 2014-15
to £7.0 billien in 2015-16, a rise of 27 per cent. This is on fop of a rise of 42 per cent in
2014-15, so that 2015-16 receipts are 80 per cent up on 2013-14. CGT receipts in 2015-
16 were stronger than would have been suggested by growth in house and equity prices in
2014-15. Preliminary analysis suggests disposals of property (because CGT is payable on
the gains from nen-principal residences) and unlisted shares drove the rise in receipts.

4.64  Compared to our November forecast, CGT receipts are £0.6 hillion higherin 2015-16 but
weaker from 2017-18 onwards. Lower equity prices more than offset the effect of pushing
the higher 2015-16 outturn through the forecast. CGT is highly geared to changes in equity
prices, since around two-thirds of chargeable gains are related to financial assets and CGT
is only charged cn the gain rather than the disposal price. The profile for receipts over the
forecast largely reflects the path of equity prices and the Autumn Statement 2015 measure
that frem 2019-20 CGT on residential property would be due 30 days after the disposal
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rather than between 10 and 21 months after the sale. This brings around £0.9 billion of
CGT recaipts into 2019-20. As with the measures that bring forward CT payment dates, this
represents a one-off increase in receipts that is neither repeated nor reversed in later years.

Receipts from inheritance tax (IHT) are expected to rise by around 20 per centin 2015-16
and have been revised up by £0.2 billien from our estimate in November. Given the lags
before IHT is paid, strong growth in house prices in 2014-15 s likely to be a key factor
driving recent receipts growth. Housing assets account for around 50 per cent of the value
of estates notified for probate. A higher number of deaths last winter and some
exceptionally high-value estates have also boosted receipts this year. Further out, the effect
from lower equity prices broadly offsets this higher starting peint, meaning that IHT receipts
are similar to our November forecast. The Government recently opened a consultation on
proposals to change the fees payable for an application for a grant of probate. We would
expect these changes to reduce IHT receipts if they go ahead, but since they are currently
proposals subject to consultation ne impact has been included in this forecast.

Fuel duties

Compared with November, we have revised fuel duty receipts up by £0.1 hillion in 2015-
18, leaving them up areund 1 par cent en a year earlier. With duty rates frozen, this reflects
a small rise in fuel clearances. These had fallen in every year between 2C07-08 and 2012-
13, refleding improvements in fuel efficiency and the effects of the late 2000s recession on
mileage. With fuel duty charged on a pence per litre basis, the drop in pump prices has
helped raise the demand for fuel and boost receipts in the past three years. The further fall
in oil prices since November provides a £0.2 to £0.3 billion a year boost to receipts, but
there are offsets from our lower forecasts for both real GDP growth and RPI inflation.

The Budget announced that fuel duty would be frozen in April 2016é rather than being
uprated in line with RPI inflation —the first freaze in this Parliament, following the five freezes
and cne cut that tock place in the last Parliament. The Gevernment maintains in its Budget
2016 policy costings document that its policy is to uprate duty rates with RPl inflatien each
year from April 2017. With improved fuel efficdency likely to reduce the demand fer fuel
from 2017-18 onwards, the £1.7 billion increase in receipts between 2016-17 and 2020-
21 is more than explained by the implied duty rises. But this could he considered a source of
policy risk to the forecast, given repeated decisions to cancel planned duty rises in recent
years. Chart 4.3 shows our ferecasts for fuel duty since June 2010, with the downward
revisions dominated by these policy decisions.
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Chart 4.4: Successive fuel duty forecasts since June 2010
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Alcohol and tobacco duties

Alcohol duty is expected to rise from £10.9 hillion in 2015-16 1o £13.0¢ hillion in 2020-21.
Receipts from wine and spirits are expected to increase by £1.3 billion and £0.6 billion
respectively, but we expect a rise of just £0.2 hillion from beer and cider. We assume that
the downward trend in beer clearances continues through the forecast. Qur forecast for
alcohol duties is little changed since November. It incorporates the Budget announcement
that aleohol duties for beer, cider and spirits will be frozen in April 2016.

Tobacco receipts are expected to rise enly slightly, from £9.2 billien in 2015-16 to

£9.7 billion in 2020-21, despite RPI plus 2 per cent rises in duty each year. The effect of
these duty rises is largely offset by the downward trend in cigarette clearances, thanks in
part to the recent above-RPl increases in duty, changing atitudes to smoking, policies [such
as the display han) and the growing popularity of e-cigareftes. Qur forecast is little changed
since November. Receipts are £0.1 billion a year higher reflecting a lower euro/sterling
exchange rate, which reduces the relative benefits of cross border shopping.

Other taxes

Business rates receipts are calculated by multiplying the rateable value of nen-domestic
property by the multiplier (which is uprated in line with RPl inflation). In the absence of
measures, receipts would be down by around £0.2 killion by 2020-21, reflecting the
downward revisions in our RPI forecasts. The Budget announced a package of measures on
business rates which reduce receipts by between £1.4 and £1.9 billion a year from 2017-
18. These include the permanent deubling of the small business rate relief and a widening
in its eligibility criteria, as well as moving indexation of the multiplier to CPI rather than RPI
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from 2020-21. The Government had previously extended the doubling of small business
rate relief for one year every year since 2011,

4.71  Qur business rates forecast is subject to some further pelicy-related uncertainty following the
Government’s announcement of its intention to localise all business rates and to provide
some additional discretion to local autherities in setting business rates. However, the
Government has told us that because this will be implemented as part of a wider package
that it intends to be fiscally neutral, this element alone does net yet constitute firm
Government policy. We have not therefore reflected it in this forecast (see Box 4.3).

4.72  Receipts from eouncil tax are expected to be around £0.8 hillien higher in 2020-21 than in
our November forecast. These changes are explained in more detail in the expenditure
section of this chapter. Changes in council tax receipts are offset within the locally financed
expenditure forecast and are therefore neutral for borrowing.

4.73  Environmental levies include levy-funded spending policies such as the renewahles
obligation [RO), contracts for difference [CFD), feed-in tariffs [FITs) and the warm hemes
discount. Environmental levy receipts also include receipts from the carbon reduction
commitment, but not other DECC schemes that affect energy hills such as the energy
company obligation. Our forecast shows environmental levy receipts are expected to rise
from £6.2 billion in 2015-16 to £12.3 billien in 2020-21. This steep rise mainly reflects the
expected rise in electricity generation from renewable sources.

4.74  Compared with Nevember, our forecast is lower by £0.9 billien by 2020-21, although it
would have heen higher prior to policy announcements. This reflects higher assumptions on
load factors for a variety of renewable technologies [leading to higher electricity generation)
and the fact that lower electricity prices will raise spending through the CfD scheme. The
December announcements on FITs (lower tariffs and a deployment cap) and closing the RO
to small-scale solar PY from April 2016 reduce spending by 2020-21 by a little over £400
million and £60 million respectively. The Spending Review decision to remove the capital
budget for the carben capture and sterage [CCS) competition means that we ne lenger
expec the CCS demonstration projects to deploy. Tha associated CD spending is reduced
by £0.5 killion in 2020-21. All these policies have the same effect on both receipts and
spending, so are neutral for berrowing. The abelition of the carbon reduction commitment
reduces receipts by around £0.5 billion in 2020-21.

4.75  The environmental levies forecasts are produced for us by DECC using forecasting models
that are relatively complex and that rely on commerdially sensitive information. Both factors
reduca the transparancy of the ferecasting process and our ability to scrutinise forecast
changes in detail. This is an area that we hope to be able to improve over time, subject to
the availahility of analytical resources.

4.76  The Budget has announced that o soft drinks industry levy will be introduced from 2018-19
onwards. The liability to pay will be at the point beverages are packaged for sale and will
rely on producers and importers to report velumes each quarterly accounting period. It will
consist of two rates, based on the sugar content of these heverages. The levy will operate
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with a specific revenue rarget of £500 million for the second year of implementation [2019-
20). This currently implies levy rates of 18 pence and 24 pence per litre unit. These take into
account a variety of behavioural effects which will affect the revenue raised.

4.77  The costing for this measure allows for several behavioural responses to the introduction of
the levy. These include an initial 0.8 per cent reduction in demand for every 1 per cent rise
in price, rising to 1 per cent. Producers are also assumed to reformulate their produds to
reduce sugar content er introduce sub-brands. We have assumed a 5 per cent a year drop
in volumes subject fo the higher rate and a 2 per cent a year rise in those subject to the
lower rate. We also expect some initial forestalling ahead of the introduction of the tax, plus
the emergence of a ‘tax gap’ given the incentive for increased cross-border shopping and
illicit frade. From a pre-hehavioural yield of over £900 million, the behavioural responses
lower the yield to arcund £500 million a year. As a new tax likely to prompt a large
behavioural response, these estimates are clearly subject to significant uncertainty.

4.78  Receipts from insurance premium tax (IPT) are expected to rise by over 50 per cent between
2014-15 and 2016-17, reflecting the July 2015 Budget measure to increase the standard
rate of IPT from 6 to 9.5 per cent in November 2015 and the further rise to 10 per cent
from September 2016 announced in the Budget. Abstracting from the increases in the IPT
rate, growth in underlying IPT receipts in the foracast is expacted to remain modest. We
have continued to assume a small negative effect from reforms designed to reduce the cost
of certain forms of read traffic persenal injury claims.

4,79  Air passenger duly receipts are expected to rise from £3.1 killion in 2015-16 te £3.9 hillien
in 2020-21. This reflects duty rate rises and growth in passenger numbers. Qur forecast is
little changed since November.

4.80  Vehicle excise duty (VED) is levied annually on road vehicles and is expected to rise from
£5.6 billion in 2015-16 to £6.2 billion in 2020-21, reflecting the uprating of dufies in line
with RPI inflation and measures announced in the July 2015 Budget. Relative to November,
our forecast is higher by £0.1 to £0.2 billion a year, reflecting higher receipts se far this
year that have been pushed through to the rest of the forecast.

481  Receipts from the climate change levy (CCL) are expected to be around £0.3 billion lower in
2015-16 than in our November forecast. This reflects lower than expected receipts from the
carbon price floor [CPF) element of the CCL. The almest doukling of the carbon support
rates in 2015-16 was expected to lead to a strong rise in CPF receipts this year. However,
DECC data suggest that the switch away from coal-fired to gos-fired electricity generation
{which has a lower tax rate) was much bigger than previeusly assumed, limiting the growth
in CPF receipts. With CPF tax rates little changed until 2020-21 [when they rise in line with
RPl inflation), the smaller tax base reduces receipts by at least £0.2 billion a year. In contrast
to declining CPF receipts, we expect a rise in CCL receipts [excluding CPF}, reflecting the
July 2015 Budget decision fo remove the CCL exemption frem energy generated from
renewable sources and the higher CCL rates from 2019-20 announced in the Budget to
compensate for the loss of revenues from removing the carbon redudion commitment.
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4.82  Bank levy receipts are expected fo fall from £3.5 hillion in 2015-16 to £2.2 billion in 2020-
21. This mainly reflects the graduated cuts in the bank levy rate from 0.21 per cent to 0.1
per cent by 2021, which were announced in the July 2015 Budget. Our forecast is
unchanged since November.

4.83 VAT refunds to central and local government are neutral for berrowing, as they are offset
within spending. The forecast for YAT refunds largely reflects the path of government
procurement and investment. Relative to November, our forecast is higher by around
£0.2 billion a year, reflecting changes to overall central and local government spending.

Gther receipts

4.84  Interest and dividend receipts include interest income on the government’s stock of financial
assets, which includes student loans and holdings related to financial sector interventions.
Qur forecast for interest and dividend receipts is significantly lower than in November, with
receipts expected to be over £2 billion lower in each of the final three years of the forecast.
The key driver is that interest rates are expected to remain lower for longer — with the diract
effect of lower interest rates on the stock of central government assets [including foreign
exchange reserves) and local autherity assets over £12 billion by 2020-21.

4.85  Lower interest rates also affect the accrued interest on the stock of some older student loans
and the interest from the UK Asset Reselution mertgage book. The Budget announcement of
a further large sale of mortgage assets in 2016-17 and 2017-18 will lower interest received
by around £0.3 hillien a year. With the sale of the Govarnment’s remaining stake in Lloyds
delayed intc 2016-17, we have factored in an additional dividend payment of £130 millien
before the sale has been completed.

4.86  Our forecast for gross operating surplus (GOS) comprises general government depreciation
and public corperations” gress operation surplus [PCGOS), including the eperating
surpluses of housing associations. Qur forecast for GOS has fallen by an average of
£0.4 hillion a year over the forecast peried since November, largely because of the
scorecard measure that makes pay to stay voluntary for housing associations, which is
assumed to reduce additional rents from pay to stay by an average of £0.3 hillion a year
from 2017-18 onwards.

Public sector expenditure

Definitions and approach

4.87  This saction exnlains our eentral forecast for public sector axpenditure, which is based on the
National Accounts aggregates for public sector current expenditure [PECE], public secter
gross investment (FSGI) and total managed expenditure [TME), which is the sum of PSCE
and PSGI. In our forecast, we combine these National Accounts aggregates with the two
administrative aggregates used by the Treasury to manage public spending:
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¢ departmental expenditure limits {DELs)® — mostly covering spending on public services,
grants, administration and capital investment, which can be planned over extended
periods. Our fiscal forecast therefore shows PSCE in resource DEL and PSGI in capital

DEL. We typically assume [in line with histerical experience) that departments will

underspend the limits that the Treasury sets for them, se — unless otherwise stated —
when we refer to PSCE in RDEL and PSGI in CDEL {or RDEL and CDEL for simplicity)

we are referring to the net amount that we assume is actually spent; and

«  annually managed sxpenditure [AME} — categories of spending less amenable to

multi-year planning, such as social security spending and debt interest. Again, our
fiscal forecast shows PSCE in current AME and PSGI in capital AME.

Summary of the expenditure forecast

4.88 Table 4.14 summarises our latest forecast for public spending. TME is expressed as a share
of GDP, but not all of TME contributes directly to GDP — benefit payments, debt interest and
other cash transfers merely transfer income from some individuals te ethers. The table alse

shows how TME is split between DEL spending and AME, and the main components of each.

It shows that TME is expected to fall by 3.2 per cent of GDP over the four years of the latest
Spending Review period up to 2019-20, and slightly further in 2020-21.

Taoble 4.14: TME split between DEL and AME

TME
of which:
TME in DEL'
of which:
PSCE in RDEL
PSGI in CDEL
TME in AME'
of which:
Welfare spending
Debt interest net of APF
Locally-financed current expenditure
Net public service pension payments
Other PSCE in AME
PSGI in AME

Per cent of GDP

Qutturn

Forecast

40.8 40.2
19.4 18.8
17.3 16.9
2.0 1.9
21.4 21.4
1.7 11.5
1.8 1.8
2.0 2.2
0.7 0.6
3.3 3.3
2.0 2.0

39.7

18.4

16.6
2.0

21.1

11.2
1.8
2.1
0.6
3.4
2.0

38.8

18.1

14.1
2.0

207

10.8
1.9
2.1
0.6
3.3
1.9

38.0

17.4

15.6
2.0

20.4

10.5
2.0
2.1
0.6
3.4
1.7

37.0

146.9

14.9
2.0

20.1

10.2
2.0
2.1
0.6
3.5
1.6

2074-15 2015-16 2016-17 2017-18 2018-1¢ 2019-20 2020-21

36.9

14.9

14.6
2.3

19.9

10.1
1.9
2.1
0.6
3.5
1.7

Ym relafion to Table 4.15, TME in DEL is defimed s PSCE in RDEL plus PSGI in CDEL plus SUME, ard THME in AME is defined as PSCE in
AME plus PSGI in AME minus single use military equipment (SUME).

4.89  Tables 4.15 and 4.16 detail cur latest spending foracast and the changes since November.

® Our presertution of experditure only shows those cormponents of RDEL, CDEL ard AME that are induded in the fiscal aggregates of

PSCE ured PSGI. Far budgeting purposes, the Treasury also ineludes ather companents in DEL and AME such as nan-cash iterns and

finanzial fransactions, which are distussed loter in this chapter,
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Table 4.15: Total managed expenditure

£ billion
Qutturn Forecast
2014-15 2015-14 2014817 2007-18 2018-19 2019-20 2020-21

Fublic sector current expenditure {PSCE}

PSCE in RDEL 317.6 316.1 321.7 3253 327.7 3271 3337
PSCE in AME 355.7 3651 3725 380.8 394.9 4043 416.2
of which:
Welfare spending 21392 2é.6 2183 2192 221.2 27242 2795
of which:
Inside welfare cap 119.3 1204 119.8 1180 1164 1162 1187
Quiside weffare cap 94.7 96.2 984 701.2 1048 10871 1714
Company and cther tax credits 2.1 2.4 2.6 2.7 2.7 2.8 2.8
Net public service pension payments 12.3 11.5 11.2 12.1 13.7 13.2 4.7
National lotiery current grants 1.4 1.4 1.4 1.4 1.5 1.5 1.5
BBC current expenditure 3.8 3.8 3.8 3.8 3.7 3.4 3.7
Network Rail other current expenditure’ 1.0 0.8 0.8 0.3 -0.2 -0 -0.1
Other PSCE items in departmental AME 1.0 1.2 0.9 0.9 0.8 0.8 0.8
Expenditure fransfers to EU institutions 10.4 10.5 11.8 9.4 1.2 11.6 11.9
Locally financed current expenditure 36.0 405 408 433 450 470 488
Ceniral government gross debt interest 452 457 A7 8 51.0 54.1 54.4 53.5
Reductions in debt interest due 1o APF 124 116 124 1240 -11.7 0 -11.00 104
Public corporations' debt interest 2.9 3.1 33 35 3.8 4.0 4.2
General gevernment de preciation 285 294 31. 32.8 345 341 37.8
Current YAT refunds 1.5 12.1 12.4 12.5 12.6 12.6 12.8
R&D expenditure -7.2 -7.B 7.9 7.9 -8.0 -8.1 -8.4
Single use military expenditure 0.3 0.4 0.2 0.2 0.2 0.3 0.3
Environmental levies 3.2 5.9 7.3 8.7 10.7 12.4 13.4
Local autherity imputed pensions 1.8 1.8 1.9 2.0 2.1 2.2 2.3
Other National Accounts adjusiments 0.0 -2.7 -2.8 -2.9 -3.0 -3.2 -3.3
Total public sector current expenditure 673.3 681.2 6942 708.0 722.6 7314 7498
Public sector gross investment (FSGI)
PSGIl in CDEL 37.3 35.6 39.2 40.9 42.9 43.0 52.6
PSGl in AME 36.1 37.1 38.5 37.6 35.5 36.1 38.7
of which:
Tax liigation 0.0 0.0 0.9 1.2 1.5 1.8 1.2
Network Rail capital expenditure 6.2 6.3 6.9 6.1 5.1 5.0 5.3
Other PSGI items in departmenial AME 0.8 0.2 1.1 1.5 1.7 2.0 2.4
Locally financed capital expenditure 6.9 7.3 6.9 7.3 5.8 6.4 6.6
Public corporations' capital expenditure 15.9 15.8 14.8 13.4 12.9 12.0 13.2
R&D expenditure 7.2 7.8 7.9 7.9 8.0 8.1 8.4
Other National Accounts adjusiments -0.8 -0.72 0.0 0.1 0.5 0.8 1.0
Total public sector gross investment 73.4 7327 778 7846 78B4 79 1.3
Less public sector depreciation -38.4  -39.5 -41.4 432 451 469 489
Fublic sector net investment 348 33.2 364 353 332 32. 42.4
Total manoged expenditure 746.7 753.9 771.9 78446 B801.0 8104 841.]

T Other thon debt interest and deprecation, which are induded in totals shown separately in this toble,
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Table 4.16: Changes to total managed expenditure since November

£ billion

Qutturn Forecast

2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Fublic sector current expenditure {PSCE}

PSCE in RDEL 0.0 0.7 0.4 Z.1 2.2 -1.5 -7.8
PSCE in AME 0.0 -7 2.4 -6.8 -5.1 9.1 -9.4
of which:
Welfare spending 0.0 -0.6 0.4 -0.5 -0.3 0.1 0.1
of which:
Inside welfare cap 0.0 -0.5 0.6 0.3 0.6 0.9 1.7
Quiside weffare cap 0.0 -0.7 -0.2 -0.8 -0.8 -0.7 -1.0
Company and cther tax credits 0.0 0.0 0.0 0.0 0.0 0.0 -0
Net public service pension payments 0.0 0.2 -0.3 -0.6 -0.6 -2.5 2.0
National lotiery current grants 0.0 0.0 0.0 0.0 0.0 0.0 0.0
BBC current expenditure 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Network Rail other current expenditure’ -0.1 0.0 0.1 -0.1 -0.1 0.0 0.0
Other PSCE items in departmental AME 0.0 0.0 0.0 -0.1 -0 -0 -0.1
Expenditure fransfers to EU institutions 0.0 -1.2 1.1 -0.7 0.2 0.7 0.2
Locally financed current expenditure -0.2 0.7 0.5 0.1 -0.4 -0.9 -1
Ceniral government gross debt interest 0.0 -0.8 -3.2 -3.2 -1.5 -3.0 -3
Reductions in debt inferest due 1o APF 0.0 0.2 -0.8 -1.2 -2.5 -2.7 2.6
Public corporations' debt interest 0.3 -0 0.0 0.0 0.0 0.0 0.0
General government de preciation 0.0 -0.2 -0.1 -0.1 0.1 0.1 0.0
Current YAT refunds 0.0 0.1 0.2 0.3 0.4 0.3 0.0
R&D expenditure 0.0 -0.3 -0.3 -0.3 -0.3 -0.3 -0.4
Single use military expenditure 0.0 0.2 0.0 0.0 0.0 0.0 0.0
Environmental levies 0.0 0.0 0.0 -0.1 0.0 -0.3 -0.4
Local autherity imputed pensions 0.0 0.0 -0.1 -0.1 -0.1 -0.1 -0.1
Other National Accounts adjusiments 0.0 0.3 0.3 0.2 0.2 0.1 0.1
Tatal public sector current expenditure 0.0 -1.1 -1.8 -4.7 -2.9  -10.46  -17.2
Public sector gross investment (P3G}
FSGl in CDEL 0.0 -0.2 0.3 0.8 1.3 -1.0 -0.2
PSGl in AME -2.3 -0.5 0.1 1.0 1.4 1.1 1.3
of which:
Tax litigation 0.0 -0.2 0.2 0.0 0.0 0.0 0.0
Network Rail capital expenditure 0.0 -0.5 -0.5 0.5 0.7 0.0 0.0
Other PSGI items in de parime nial AME 0.0 -0.3 0.0 0.3 0.2 0.4 0.5
Locally financed capital expenditure 0.1 0.7 0.2 0.2 -0.1 0.2 0.5
Public corpordiions' capital expenditure -0.1 0.1 0.4 0.0 0.1 -0.1 -0.2
R&D expenditure 0.0 0.3 0.3 0.3 0.3 0.3 0.4
Other National Accounts adjustments -2.3 -0.6 -0.1 0.0 0.2 0.7 0.3
Total public sector gross invesiment -2.3 -0.7 0.4 1.8 2.7 0.1 1.1
Less public seclor depreciation -0.1 0.3 0.2 0.1 -0.1 -0.1 -0
Public sector net investment -2.4 -0.4 C.6 1.9 2.6 c.c 1.0
Total manoged expenditure -2.3 -1.8 -1.4 -2.9 -0.2  -10.5  -16.1

! Other than debt interest and depreciation, which are incuded in totals shown separately in this table.
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4.90  Table 4.17 summarises the scurces of changes to our forecast since November. It shows
that:

+  economy forecast driven changes have reduced spending, with the main impact from
lewer inflation, which has reduced spending througheut the forecast, with reductions
ranging from £2.0 billion in 2016-17 to £0.6 hillion in 2020-21;

¢ debt interest spending has been revised down significantly, due te further falls in
market interest rate expectations. Higher borrowing offsets scme of that reduction;

s our pra-measuras forecast for othar AME spending is higher every year. Welfare
spending has been revised up, thanks largely to higher-than-expected caseloads and
average awards as disabled people are migrated from disability living allowance to
the new personal independence payment. Spending by local authorities and puhlic
corporations has also been revised up. We have made smaller downward revisions to
spending on state pensions, tax credits and public service pensions;

¢  the direct effect of Government decisions reduces AME in all years. However overall
spending is increased for the three years up 1o 2018-19 because of scorecard
measures that increase departments RDEL and CDEL spending. Thereafter, in 2019-20
and 2020-21, although some scorecard measures continue to increase RDEL (in both
years) and CDEL (in 2019-20), these increases are cutweighed by larger RDEL and
CDEL cuts so that overall spending falls by £7.6 billion in 2019-20, and by £13.0
billien in 2020-21; and

¢ the indirect effect of Government decisions are mostly small, with the biggest effect a

£1.0 billion increase in the accrued interest on index-linked gilts due to the effect on
RPI inflation of the introduction of a soft drinks industry levy.
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