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EXPLANATORY MEMORANDUM

Background

The Stability and Growth Pact, which entered into force on 1 July 1998, is based on the
objective of sound government finances as a means of strengthening the conditions for price
stability and for strong sustainable growth conducive to employment creation. In 2005, the
Pact was amended for the first time. The reform acknowledged the Pact’s usefulness in
anchoring fiscal discipline but sought to strengthen its effectiveness and economic
underpinnings as well as to safeguard the sustainability of the public finances in the long run.

Council Regulation (EC) No 1466/97 on the strengthening of the surveillance of budgetary
positions and the surveillance and coordination of economic policies', which is part of the
Pact, stipulates that Member States have to submit, to the Council and the Commission,
stability or convergence programmes and annual updates thereof (Member States that have
already adopted the single currency submit (updated) stability programmes and Member
States that have not yet adopted it submit (updated) convergence programmes). The first
convergence programme of the United Kingdom was submitted in December 1998. In
accordance with the Regulation, the Council delivered an opinion on it on 8 February 1999 on
the basis of a recommendation from the Commission and after having consulted the
Economic and Financial Committee. In accordance with the same procedure, updated stability
and convergence programmes are assessed by the Commission and examined by the
Committee mentioned above, while the Council may examine them.

In these programmes, Member States need to specify their medium-term objective for the
budgetary position and set out the policy measures to achieve and maintain it, including the
accompanying economic assumptions. Following the reform of the Pact, the medium-term
objective should be differentiated for individual Member States in the light of the economic
and budgetary heterogeneity in the Union, including as regards the fiscal risk to sustainability.
Other elements of the reform are that a more symmetrical approach to fiscal policy over the
cycle through enhanced budgetary discipline in economic good times should be achieved,
while “major structural reforms” with a verifiable impact on long-term sustainability should
be taken into account for a temporary deviation from the medium-term objective or the
adjustment path towards it.

Taking into account the Commission services’ autumn 2005 forecast, the code of conduct’,
the commonly agreed methodology for the estimation of potential output and cyclically-
adjusted balances and the broad economic policy guidelines included in the integrated
guidelines for the period 2005-2008, the Commission has examined the recently submitted
update of the convergence programme of the United Kingdom and, based on its assessment
below, has adopted a recommendation for a Council opinion on it.

! OJ L 209, 2.8.1997, p. 1. Regulation as amended by Regulation (EC) No 1055/2005 (OJ L 174,
7.7.2005, p. 1). All the documents referred to in this text can be found at the following website:
http://europa.eu.int/comm/economy_finance/about/activities/sgp/main_en.htm

“Specifications on the implementation of the Stability and Growth Pact and guidelines on the format
and content of stability and convergence programmes”, endorsed by the ECOFIN Council of 11
October 2005.
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Assessment

(1)

2)

3)

(4)

The United Kingdom authorities submitted the seventh update of their convergence
programme on 14 December 2005°, covering the period from financial year 2005/06 to
2010/11*. The programme deviates on some material points from the model structure
and data provision requirements for stability and convergence programmes specified
in the new code of conduct’.

In its opinion of 8 March 2005 on the previous update of the convergence programme,
the Council invited the United Kingdom to ensure that the deficit was below 3% of
GDP and to improve the cyclically-adjusted position to ensure that a budgetary
position close to balance or in surplus was achieved over the medium term. On 24
January 2006, taking into consideration the information contained in the 2005 update
of the convergence programme, the Council decided that the United Kingdom deficit
was excessive. According to the Council recommendation under Article 104(7) of the
same date, the excessive deficit should be corrected by financial year 2006/07.
Following the expiry of the six month period foreseen by the recommendation, the
Commission is due to carry out an assessment of the progress made by the United
Kingdom authorities towards the correction of the excessive deficit.

Over the last decade, United Kingdom macroeconomic performance has been
impressive in terms of improved stability, growth, low inflation and labour market
outturns. Annual real GDP growth averaged 3%% in 1996-2000 and 2%% in 2001-
2005. However, after a period of fiscal consolidation between 1996 and 2001, when
the general government balance moved from a deficit of around 5% of GDP to a
comfortable surplus, the United Kingdom has seen a period of fiscal easing mainly
associated with a planned large increase of public expenditure, with the general
government deficit changing to over 3% of GDP by 2004. Gross debt declined from
over 50% of GDP in 1996 to below 38% of GDP in 2002, but has been on a slowly
growing path since then.

The macroeconomic scenario underlying the budgetary projections, assessed against
currently available information, appears to be based on broadly plausible growth
assumptions, though not without risks, for example linked to a slower than expected
rise in household consumption expenditure. Economic growth picks up from 134% in
2005/06 to 3% in 2007/08, broadly in line with the Commission services’ autumn

The UK is not subject to the 1 December deadline for submitting its convergence programme, as it has a
different fiscal year to the other Member States. Instead, the code of conduct specifies that the UK
should submit the programme “as close as possible to the publication of the autumn Pre-Budget Report”
(PBR); the latter was presented to Parliament on 5 December 2005.

The UK financial year runs from April to March.

In particular, the section on institutional features of the public finances is missing; the programme has
gaps in the provision of compulsory data (for example, the forecast for employment, unemployment and
compensation of employees and the breakdown of expenditure for the last year required are not
provided), and does not provide all optional data. Data for general government expenditure and receipts,
while based on ESA 95 components, use different aggregation methods from the harmonised measure.
The update also continues to account receipts from the sale of UMTS licences as an annual income
stream rather than the sale of an asset, contrary to the Eurostat decision of 14 July 2000 on the
allocation of such receipts. A number of data gaps have been filled through bilateral discussions
between the Commission services and UK officials.
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(6)

(7)

(8)

2005 forecast, and then dips to 2%% in 2008/09. From 2009/10, annual growth is
projected at 2%4%, which appears to be relatively cautious.

Surging oil prices in mid-2005 pushed HICP inflation sharply above the official 2%
inflation target in the second half of the year; inflation eased back down towards 2%
by the year-end as this impact waned. The programme expects inflation to dip below
2% in 2006 and then to remain at around the 2% target throughout the programme
period, which appears realistic. In the course of 2005, both the nominal effective
exchange rate and the EUR/GBP exchange rate have been relatively stable. Yield
differentials between long-term government bonds in the United Kingdom and the
euro area have declined and ten-year forward rates in the United Kingdom are only
marginally above those in the euro area. The yield on index-linked long-term
government bonds has fallen to a near-record low, partly driven by the regulatory
regime for pension funds. Taking account of inflation prospects, the Bank of England
reduced its policy rate by 25 basis points to 4'42% on 4 August 2005 in a first reversal
of the tightening interest rate cycle initiated in November 2003. The United Kingdom
operates an inflation-targeting framework for monetary policy; the pound does not
participate in ERM II and floats freely.

As regards budgetary implementation in 2005/06, the general government deficit is
estimated at 3.4% of GDP in the Commission services’ autumn 2005 forecast, against
a projection of 2.8% of GDP set in the previous update of the convergence
programme. The higher than expected deficit is due to lower than expected GDP
growth, now estimated at 1%4% compared to 3% in the previous update, to base effects
stemming from lower than expected outturns for tax receipts in 2004/05 and, to a
lesser extent, to some slight discretionary easing.

The updated programme projects a reduction in the deficit from just above 3% of GDP
in financial year 2005/06 to below the 3% reference value in 2006/07. Thereafter, the
deficit is projected to decline to a level of 1.5% of GDP by 2010/11. The primary
balance, estimated as a deficit of 1.0% of GDP in 2005/06, returns to balance in
2008/09 and reaches a surplus of 0.5% of GDP by 2010/11. The improvement in the
nominal balance is mainly driven by a pick-up of revenues, partly due to the projected
cyclical recovery of the economy, and partly to an improvement in the tax to GDP
ratio. The expenditure ratio is projected to increase until 2007/08, driven by a planned
increase in expenditure on public services and in public investment. Net public sector
investment (including capital grants to the private sector) is planned to rise from 1.6%
of GDP in 2004/05 to 2%% of GDP by 2006/07, and then remain constant as a
percentage of GDP. After 2007/08, current expenditure growth is planned to slow
significantly. Thus by 2008/09 the deficit is projected to be entirely used to fund
public investment. Compared with the 2004 update, the deficit projections for 2005/06
and 2006/07 have been revised upwards, while over the medium term they converge to
the profile in the previous update.

Calculated according to the commonly agreed methodology, the programme envisages
an average annual improvement of the structural balance (i.e. in cyclically-adjusted
terms and net of one-off and other temporary measures) of just above 0.25 percentage
point of GDP from an estimated deficit of just below 3% of GDP in 2005/06. This
adjustment is front-loaded in 2006/07, when the excessive deficit is planned to be
corrected and the negative output gap is at its widest, but slows thereafter, when the
negative output gap narrows. The programme does not specify a quantitative medium-
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9)

(10)

(11)

(12)

term objective (MTO) for the General Government structural balance, but refers to the
fiscal objectives under the domestic rules. The MTO cannot be inferred from the
convergence programme, contrary to the requirements of the Pact.

The budgetary outcome could be worse than projected in the programme, especially in
the short term. The projected recovery of the tax to GDP ratio, and in particular of
corporation tax revenues, presents clear risks, to the extent that it depends on an
assumption of positive developments in the financial sector that continue into the next
year and are not subsequently reversed. On the expenditure side, after the projected
rise until 2007/08, the programme update projects a fall in the expenditure ratio after
2007/08 to below the levels in 2005/06 that will be challenging. Given existing policy
commitments, reducing the expenditure to GDP ratio implies significantly slower
current expenditure growth, probably particularly marked in some areas. The
comprehensive reassessment of public expenditure being planned in the 2007
Comprehensive Spending Review should help identify areas where public expenditure
growth can be reduced without detriment to long term growth. In 2009/10 and 2010/11
these negative risks may be partly offset, principally on the revenue side, by a
projection for economic growth that seems to have a margin of caution.

With regard to the correction of the excessive deficit, the programme, which was
published before the Council recommendation under Article 104(7), projects the
deficit to drop below the reference value in 2006/07, while the Commission services
estimated at the time of the Council recommendation, that, even after the discretionary
measures announced in the December 2005 Pre-Budget Report, the deficit is likely to
remain slightly above 3%. Progress towards the correction of the excessive deficit will
be assessed by the Commission following the expiry of the six months deadline. The
budgetary strategy does not seem to provide a sufficient safety margin against
breaching the 3% of GDP reference value with normal macroeconomic fluctuations
(the minimum benchmark is estimated at a cyclically-adjusted deficit of just below
12% of GDP), except possibly at the very end of the programme period in 2010/11.
The adjustment path may not be fully in line with the Pact, although projected
balances are affected by the implementation of the programme of public investment
mentioned above. Following the planned correction of the excessive deficit in
2006/07, the projected structural adjustment slows, when the output gap, despite
remaining negative, is set to narrow and developments in tax elasticities are relatively
favourable. This suggests that the adjustment path could be strengthened, in order to
create a sufficient margin against breaching the reference value.

The gross debt ratio, though remaining well below the Treaty reference value of 60%
of GDP, is projected to rise over the projection period, peaking at just below 45% of
GDP in 2007/08 from a level of around 41% in 2004/05. Thereafter the debt ratio is
expected to decline only slightly.

With regard to the sustainability of public finances, the United Kingdom appears to be
at medium risk on grounds of the projected budgetary costs of an ageing population.
Over the period until 2050, a contained rise in public pension expenditure is projected.
However, higher age-related expenditures cannot be excluded as there is a possibility
of insufficient provision of private pensions which might have implications for the
public finances. Pension policy is currently under review and the government’s
response to the November 2005 Pensions Commission report is expected in spring this
year. The currently favourable debt position contributes to limit somewhat the
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budgetary impact of ageing populations; however, gross debt is projected to go above
the 60% of GDP reference value during the projection period to 2050 if, compared to
the structural budgetary position in 2005/06, no further budgetary consolidation takes
place during the programme period. Improving significantly the structural balance of
government finances over the medium term would contribute to reducing risks to
public finance sustainability.

(13) The envisaged measures in the area of public finances are broadly consistent with the
broad economic policy guidelines included in the integrated guidelines for the period
2005-2008. The current level of the government debt ratio is still relatively low but the
deficit is excessive and remains to be corrected, with further consolidation well below
the 3% of GDP reference level required to stabilise the debt ratio. It is welcome that
general pension provision is currently under review in order to ensure its accessibility,
financial viability and social adequacy. Furthermore, the programme envisages
measures to improve the quality of public finances, including a drive to improve
effectiveness of public expenditure through better asset management, relocation of
civil service positions and a reduction in public sector workforce headcount.

(14) The National Reform Programme of the United Kingdom, submitted on 13 October
2005 in the context of the renewed Lisbon strategy for growth and jobs, identifies the
following challenges with significant implications for public finances: maintaining
fiscal sustainability in the face of demographic challenges; promoting innovation and
R&D; widening opportunities for the acquisition of skills; ensuring fairness through a
modern and flexible welfare system; and increasing innovation and adaptability in the
use of resources. The budgetary implications of the actions outlined in the National
Reform Programme are fully reflected in the budgetary projections of the convergence
programme. The measures in the area of public finances envisaged in the convergence
programme are broadly in line with the actions foreseen in the National Reform
Programme.

In view of the above assessment, the projected adjustment path is vulnerable to risks, and it
could be strengthened beyond the correction of the excessive deficit. In the light of the
recommendations under Article 104(7), and in order to address the risks to long-term
sustainability, it would be appropriate for United Kingdom to:

— ensure that the deficit is brought below 3% of GDP by 2006/07 at the latest in a credible
and sustainable manner, and pursue budgetary consolidation thereafter, especially by
implementing the projected reduction in expenditure growth after 2007/08;

— set and attain a medium-term objective that ensures a prudent development of the debt ratio
over the long run, while ensuring a sufficient safety margin against breaching the 3% of
GDP deficit reference value.
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Recommendation for a
COUNCIL OPINION

in accordance with the third paragraph of Art. 9 of
Council Regulation (EC) No 1466/97 of 7 July 1997

On the updated convergence programme of the United Kingdom, 2005/06-2010/11

THE COUNCIL OF THE EUROPEAN UNION,

Having regard to the Treaty establishing the European Community,

Having regard to Council Regulation (EC) No 1466/97 of 7 July 1997 on the strengthening of
the surveillance of budgetary positions and the surveillance and coordination of economic
policies®, and in particular Article 9(3) thereof,

Having regard to the recommendation of the Commission,

After consulting the Economic and Financial Committee,

HAS DELIVERED THIS OPINION:

(1)

2)

€)

On [14 March 2006] the Council examined the updated convergence programme of
the United Kingdom, covering the period 2005/06 to 2010/11.

Over the last decade, United Kingdom macroeconomic performance has been
impressive in terms of improved stability, growth, low inflation and labour market
outturns. Annual real GDP growth averaged 3% in 1996-2000 and 2%% in 2001-
2005. However, after a period of fiscal consolidation between 1996 and 2001, when
the general government balance moved from a deficit of around 5% of GDP to a
comfortable surplus, the United Kingdom has seen a period of fiscal easing mainly
associated with a planned large increase of public expenditure, with the general
government deficit changing to over 3% of GDP by 2004. Gross debt declined from
over 50% of GDP in 1996 to below 38% of GDP in 2002, but has been on a slowly
growing path since then.

In its opinion of 8 March 2005 on the previous update of the convergence programme,
the Council invited the United Kingdom to ensure that the deficit was below 3% of
GDP and to improve the cyclically-adjusted position to ensure that a budgetary
position close to balance or in surplus was achieved over the medium term. On 24
January 2006, taking into consideration the information contained in the 2005 update

OJ L 209, 2.8.1997, p. 1. Regulation as amended by Regulation (EC) No 1055/2005
(OJ L 174,7.7.2005, p. 1). The documents referred to in this text can be found at the following website:
http://europa.eu.int/comm/economy _finance/about/activities/sgp/main_en.htm
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(4)

()

(6)

(7

of the convergence programme, the Council decided that the United Kingdom deficit
was excessive. According to the Council recommendation under Article 104(7) of the
same date, the excessive deficit should be corrected by financial year 2006/07’.
Following the expiry of the six month period foreseen by the recommendation, the
Commission is due to carry out an assessment of the progress made by the United
Kingdom authorities towards the correction of the excessive deficit.

As regards budgetary implementation in 2005/06, the general government deficit is
estimated at 3.4% of GDP in the Commission services’ autumn 2005 forecast, against
a projection of 2.8% of GDP set in the previous update of the convergence
programme. The higher than expected deficit is due to lower than expected GDP
growth, now estimated at 134% compared to 3% in the previous update, to base effects
stemming from lower than expected outturns for tax receipts in 2004/05 and, to a
lesser extent, to some slight discretionary easing.

The programme deviates on some material points from the model structure and data
provision requirements for stability and convergence programmes specified in the new
code of conduct®.

The macroeconomic scenario underlying the budgetary projections envisages real
GDP growth to pick up from 1%% in 2005/06 to 3% in 2007/08, and then to dip to
2%% in 2008/09 and 2%% thereafter. Assessed against currently available
information, this scenario appears to be based on broadly plausible growth
assumptions. The programme’s projections for inflation appear realistic.

The updated programme projects a reduction in the deficit from just above 3% of GDP
in financial year 2005/06 to below the 3% reference value in 2006/07. Thereafter, the
deficit is projected to decline to a level of 1.5% of GDP by 2010/11. The primary
balance, estimated as a deficit of 1.0% of GDP in 2005/06, returns to balance in
2008/09 and reaches a surplus of 0.5% of GDP by 2010/11. The improvement in the
nominal balance is mainly driven by a pick-up of revenues, partly due to the projected
cyclical recovery of the economy, and partly to an improvement in the tax to GDP
ratio. The expenditure ratio is projected to increase until 2007/08, driven by a planned
increase in expenditure on public services and in public investment. Net public sector
investment (including capital grants to the private sector) is planned to rise from 1.6%
of GDP in 2004/05 to 2% of GDP by 2006/07, and then remain constant as a
percentage of GDP. After 2007/08, current expenditure growth is planned to slow
significantly. Thus by 2008/09 the deficit is projected to be entirely used to fund
public investment. Compared with the 2004 update, the deficit projections for 2005/06

The UK financial year runs from April to March.

In particular, the section on institutional features of the public finances is missing. The programme has
gaps in the provision of compulsory data (for example, the forecasts for employment, unemployment
and compensation of employees, and the breakdown of expenditure for the last year required are not
provided), and does not provide all optional data. Data for general government expenditure and receipts,
while based on ESA 95 components, use different aggregation methods from the harmonised measure.
The programme update also continues the UK practice of accounting receipts from the sale of UMTS
licences as an annual income stream rather than the sale of an asset, contrary to the Eurostat decision of
14 July 2000 on the allocation of such receipts. A number of data gaps have been filled through bilateral
discussions between the Commission services and UK officials.
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(8)

)

(10)

(11)

and 2006/07 have been revised upwards, while over the medium term they converge to
the profile in the previous update.

Calculated according to the commonly agreed methodology, the programme envisages
an average annual improvement of the structural balance (i.e. in cyclically-adjusted
terms and net of one-off and other temporary measures) of just above 0.25 percentage
point of GDP from an estimated structural deficit of just below 3% of GDP in
2005/06. This adjustment is front-loaded in 2006/07, when the excessive deficit is
planned to be corrected and the negative output gap is at its widest, but slows
thereafter, when the negative output gap narrows. The programme does not specify a
quantitative medium-term objective (MTO) for the General Government structural
balance, but refers to the fiscal objectives under the domestic rules. The MTO cannot
be inferred from the convergence programme, contrary to the requirements of the Pact.

The budgetary outcome could be worse than projected in the programme, especially in
the short term. The projected recovery of the tax to GDP ratio, and in particular of
corporation tax revenues, presents clear risks, to the extent that it depends on an
assumption of positive developments in the financial sector that continue into the next
year and are not subsequently reversed. On the expenditure side, after the projected
rise until 2007/08, the programme update projects a fall in the expenditure ratio after
2007/08 below the levels in 2005/06 that will be challenging. Given existing policy
commitments, reducing the expenditure to GDP ratio implies significantly slower
current expenditure growth, probably particularly marked in some areas. The
comprehensive reassessment of public expenditure being planned in the 2007
Comprehensive Spending Review should help identify areas where public expenditure
growth should be reduced without detriment to long term growth. In 2009/10 and
2010/11 these negative risks may be partly offset, principally on the revenue side, by a
projection for economic growth that seems to have a margin of caution.

With regard to the correction of the excessive deficit, the programme, which was
published before the Council recommendation under Article 104(7), projects the
deficit to drop below the reference value in 2006/07, while the Commission services
estimated at the time of the Council recommendation, that, even after the discretionary
measures announced in the December 2005 Pre-Budget Report, the deficit is likely to
remain slightly above 3%. Progress towards the correction of the excessive deficit will
be assessed by the Commission following the expiry of the six months deadline. The
budgetary strategy does not seem to provide a sufficient safety margin against
breaching the 3% of GDP reference value with normal macroeconomic fluctuations
(the minimum benchmark is estimated at a cyclically-adjusted deficit of just below
1%2% of GDP), except possibly at the very end of the programme period in 2010/11.
The adjustment path may not be fully in line with the Pact, although projected
balances are affected by the implementation of the programme of public investment
mentioned above. Following the planned correction of the excessive deficit in
2006/07, the projected structural adjustment slows, when the output gap, despite
remaining negative, is set to narrow and developments in tax elasticities are relatively
favourable. This suggests that the adjustment path could be strengthened, in order to
create a sufficient margin against breaching the reference value.

The gross debt ratio, though remaining well below the Treaty reference value of 60%
of GDP, is projected to slowly rise over the projection period, peaking at just below
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(12)

(13)

(14)

45% of GDP in 2007/08 from a level of around 41% in 2004/05. Thereafter the debt
ratio is expected to decline only slightly.

With regard to the sustainability of public finances, the United Kingdom appears to be
at medium risk on grounds of the projected budgetary costs of an ageing population.
Over the period until 2050, a contained rise in public pension expenditure is projected.
However, higher age-related expenditures cannot be excluded as there is a possibility
of insufficient provision of private pensions which might have implications for the
public finances. Pension policy is currently under review and the government’s
response to the November 2005 Pensions Commission report is expected in spring this
year. The currently favourable debt position contributes to limit somewhat the
budgetary impact of ageing populations; however, gross debt is projected to go above
the 60% of GDP reference value during the projection period to 2050 if, compared to
the structural budgetary position in 2005/06, no further budgetary consolidation takes
place during the programme period. Improving significantly the structural balance of
government finances over the medium term would contribute to reducing risks to
public finance sustainability’.

The envisaged measures in the area of public finances are broadly consistent with the
broad economic policy guidelines included in the integrated guidelines for the period
2005-2008. The current level of the government debt ratio is still relatively low but the
deficit is excessive and remains to be corrected, with further consolidation well below
the 3% of GDP reference level required to stabilise the debt ratio. It is welcome that
general pension provision is under review in order to ensure its accessibility, financial
viability and social adequacy. Furthermore, the programme envisages measures to
improve the quality of public finances, including a drive to improve effectiveness of
public expenditure through better asset management, relocation of civil service
positions and a reduction in public sector workforce headcount.

The National Reform Programme of the United Kingdom, submitted on 13 October
2005 in the context of the renewed Lisbon strategy for growth and jobs, identifies the
following challenges with significant implications for public finances: maintaining
fiscal sustainability in the face of demographic challenges; promoting innovation and
R&D; widening opportunities for the acquisition of skills; ensuring fairness through a
modern and flexible welfare system; and increasing innovation and adaptability in the
use of resources. The budgetary implications of the actions outlined in the National
Reform Programme are fully reflected in the budgetary projections of the convergence
programme. The measures in the area of public finances envisaged in the convergence
programme are broadly in line with the actions foreseen in the National Reform
Programme.

Details on long-term sustainability are provided in the technical assessment of the programme by the
Commission services (http://europa.eu.int/comm/economy_finance/about/activities/sgp/main_en.htm).

10
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In view of the above assessment, the Council notes that the projected adjustment path is
vulnerable to risks, and that it could be strengthened beyond the correction of the excessive
deficit. In the light of the recommendations under Article 104(7), and in order to address the
risks to long-term sustainability, the Council invites the United Kingdom to:

— ensure that the deficit is brought below 3% of GDP by 2006/07 at the latest in a credible
and sustainable manner, and pursue budgetary consolidation thereafter, especially by
implementing the projected reduction in expenditure growth after 2007/08;

— set and attain a medium-term objective that ensures a prudent development of the debt ratio
over the long run, while ensuring a sufficient safety margin against breaching the 3% of
GDP deficit reference value.
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Comparison of key macroeconomic and budgetary projections

2004/05 | 2005/06 | 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11
Real GDP CP Dec 2005’ i 2% 1% 2V, 3 2%, 2V, 2V,
(% change) COM Nov 20015 3.2 1.6 2.3 2.8 n.a. n.a. n.a.
CP Dec 20041 3% 3 2% 2% 2% 2% n.a.
o CP Dec 2005 1% 2Y, 2 2 2 2 2
HICP(;(‘)?'“‘UOH COM Nov 2005 13 24 22 2.0 na. na, na.
CP Dec 2004 1% 1% 2 2 2 2 n.a.
Output gap CP Dec 2005° 0.5 -0.5 -1.0 -0.8 -0.5 -0.6 -0.6
(% of potential COM Nov 2005" 0.6 -0.5 -0.9 -0.8 n.a. n.a. n.a.
GDP) CP Dec 2004° -0.2 0.2 0.0 -0.2 -0.3 n.a. n.a.
General CP Dec 2005° 33 3.1 2.8 2.4 -1.9 -1.7 -1.5
gogff;ﬁsm COM Nov 2005° 3.3 3.4 3.2 3.0 n.a. n.a. n.a.
(% of GDP) CP Dec 2004 -2.9 2.8 -2.3 -2.1 -1.7 -1.6 n.a.
Primary balance CP Dec 2005’ i -1.3 -1.0 -0.7 -0.3 0.1 0.4 0.5
(% of GDP) COM Nov 20075 -1.5 -1.3 -1.1 -0.8 n.a. n.a. n.a.
CP Dec 2004 -0.8 -0.7 -0.2 -0.1 n.a n.a. n.a.
Cyclically-adjusted | CP Dec 2005 3.5 2.9 23 2.1 -1.7 -1.5 -1.3
balance = 7
Structural COM Nov 2005 -3.5 -3.1 -2.8 -2.6 n.a. n.a. n.a
8,9
((}Z)azafné%l)) CP Dec 2004 238 29 23 20 16 na na
Government gross CP Dec 2005 40.9 43.3 44.4 44.8 44.7 44.6 44.4
debt COM Nov 2005 40.8 427 437 445 n.a. n.a. n.a.
(% of GDP) CP Dec 2004 40.9 41.8 42.4 42.8 42.8 42.6 n.a.
Notes:

' GDP and inflation forecast underlying the authorities’ projections for the public finances; derived from a scenario
whereby trend growth is 0.25 percentage point higher.

* Commission services’ forecast is on a calendar year basis. According to first estimates, growth was 1.8% in 2005. The
Commission services' interim forecast of 21 February 2006 projects growth of 2.4% in 2006.

3 Output gap calculations according to the commonly agreed methodology on the basis of data provided in the
convergence programme. The output gap calculations are based on the data underlying the central trend growth scenario.
Under the UK methodology, the two yield the same output gap profile.

* Commission services calculation of output gap is on a calendar year basis.

> Figures in the convergence programme adjusted for treatment of UMTS receipts. The UK authorities include, in their
projections for the general government balance, annual receipts of around £1.0 billion from the sale of UMTS licences in
2000. Adjusting for this, to bring the projections onto to an EDP basis, has the effect of subtracting around 0.1 pp from
the balance (i.e. increasing the deficit) in each year. All data shown in this table are given after this adjustment, made by
the Commission services, to the data in the programme.

® Commission services’ forecast is before discretionary measures announced in the December 2005 Pre-Budget Report
and included in the convergence programme. Adding the net impact of the measures as estimated by the UK authorities,
the Commission services’ forecast would be a deficit at 3.4% of GDP in 2005/06, 3.1% in 2006/07 and 2.8% in 2007/08.

’ Data from the convergence programme adapted in line with a definition of the primary balance using gross rather than
net interest payments.

¥ Cyclically-adjusted balance (calculated according to the commonly agreed methodology) excluding one-offs and other
temporary measures.The figures for cyclically adjusted and structural balances published in the programme, calculated
according to the UK own methodology, and based on nominal balances not corrected for the treatment of UMTS receipts,
are: -2.9% of GDP in 2004/05, -2.2% in 2005/06, -1.7% in 2006/07, -1.7% in 2007/08, -1.7% in 2008/09, -1.6% in
2009/10, -1.5% in 2010/11.

’ There are no one-offs and temporary measures in the convergence programme projections and in the Commission
services forecast.

Source: Convergence programme (CP), Commission services’ calculations, Commission services’ (COM) autumn 2005
forecast.
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