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Highlights and key messages for business and public policy

•	 In	our	main	scenario	we	project	modest	average	GDP	growth	of	around	0.6%	in	2012	as	a	whole,	but	picking	up	later	in	the	year	and	rising	 
to	1.8%	in	2013.

•	 Risks	around	growth	in	our	main	scenario	are	weighted	to	the	downside	at	present	giving	ongoing	challenges	in	the	Eurozone.	We	therefore	
recommend	that	businesses	should	stress	test	their	plans	and	valuations	against	an	alternative	‘double	dip	recession’	scenario.	However,	 
there	will	also	be	upside	possibilities	if	the	difficult	period	of	the	next	few	months	can	be	safely	navigated.

•	 We	expect	real	consumer	spending	growth	of	around	0.7%	in	2012	and	1.3%	in	2013	as	inflation	falls	back,	easing	the	squeeze	on	real	household	
incomes	that	led	to	a	fall	in	real	consumer	spending	in	2011.	Structural	shifts	towards	online	spending	will	continue	to	pose	significant	challenges 
for	traditional	high	street	retailers.

•	 The	main	driver	of	growth	in	2012	is	expected	to	be	net	exports	and	there	should	also	be	a	temporary	boost	from	the	Olympics	in	the	third	quarter	
of	this	year.	Business	investment	may	remain	subdued	in	2012	but	should	pick	up	in	2013	provided	that	uncertainties	relating	to	the	Eurozone	
gradually	dissipate	over	this	period.	Company	finances	are	relatively	healthy	so	firms	have	the	ability	to	invest	if	these	uncertainties	 
can	be	overcome.	

•	 Consumer	price	inflation	should	fall	back	towards	its	2%	target	level	over	the	course	of	2012	as	the	past	impacts	of	the	VAT	rise	to	20%	and	 
global	commodity	price	increases	drop	out	of	the	inflation	calculation	and	earnings	growth	remains	subdued.	

•	 Tax	rises	have	now	largely	been	absorbed	but	public	spending	cuts	will	continue	for	the	next	4-5	years.	This	fiscal	squeeze	will	act	as	a	drag	on	
growth,	but	should	also	help	to	keep	interest	rates	low	over	this	period.	

•	 Despite	slower	than	expected	growth	in	2011/12,	the	budget	deficit	looks	set	to	undershoot	the	OBR	November	forecast	for	the	current	financial	
year	by	around	£7	billion	and	our	projections	suggest	that	public	borrowing	should	fall	broadly	in	line	with	plans	over	the	next	five	years,	
eliminating	the	structural	current	budget	deficit	by	2016/17.

•	 The	government	may	want	to	consider	fine	tuning	its	fiscal	plans	in	the	Budget	through	temporary	increases	in	planned	capital	spending	and	other	
measures	aimed	at	boosting	the	supply	side	of	the	economy	at	modest	fiscal	cost.	This	might	include	increasing	targeted	wage	subsidies	 
for	companies	taking	on	young	workers.	

•	 Other	supply	side	measures	which	would	help	growth	prospects	include	tax	reform	and	further	streamlining	of	business	regulation.	 
The	Chancellor	has	an	opportunity	to	build	on	his	recent	reforms	of	the	corporate	tax	system	by	setting	out	a	coherent	longer	term	strategy	 
for	reform	of	personal	taxes,	expenditure	taxes	and	environmental	taxes.		



UK Economic Outlook March 20124

Contents

Section  Page

1 Summary  05

2 UK economic prospects  08

•	 2.1	Recent	developments	 	 08
•	 2.2	Economic	growth	prospects	 	 13
•	 2.3	Prospects	for	inflation	and	interest	rates	 	 15
•	 2.4	Sectoral	and	regional	prospects	 	 16
•	 2.5	Medium	term	prospects	 	 17
•	 2.6	Summary	and	conclusions	 	 18
•	 Box	2.1:	Update	to	the	regional	financial	stress	index	 	 19

3	 Outlook	for	the	public	finances	 	 21

•	 3.1	Scenarios	for	the	economy	and	public	spending	 	 21
•	 3.2	The	outlook	for	the	public	finances	 	 22
•	 3.3	Implications	for	fiscal	policy	in	the	budget	 	 24
•	 3.4	Summary	and	conclusions	 	 25

4 A supply-side agenda for UK economic growth  26

•	 4.1	Analysing	the	supply	side	of	the	economy	 	 26
•	 4.2	Supply-side	policies:	theory	and	practice	 	 28
•	 4.3	UK	policy	implications	and	the	2012	Budget	 	 30	
•	 4.4	Conclusion	 	 32

Appendices

A			Global	economic	outlook	 	 33
B			UK	economic	trends:	1979-2011	 	 38

Contacts and Services  39



UK Economic Outlook March 2012 5

Recent developments

The	UK	economy	grew	by	0.8%	in	2011	as	
a	whole	but	contracted	by	0.2%	in	the	final	
quarter	of	the	year	(see	Figure	1.1).	Services	
growth	was	flat	in	the	final	quarter	while	
manufacturing	and	construction	output	
fell	back.	Consumer	spending	remained	
constrained	while	the	Eurozone	crisis	
dampened	exports	and	discouraged	new	
business	investment.

Most	recent	business	surveys	have	been	
a	little	more	encouraging,	suggesting	
some	pick	up	in	services	in	December	and	
January	and	a	flattening	off	of	the	decline	in	
manufacturing.	However,	growth	is	likely	to	
remain	subdued	in	the	first	quarter	of	2012	
given	the	difficult	international	environment	
with	continuing	high	levels	of	uncertainty	
about	prospects	for	the	Eurozone.	

On	the	other	hand,	growth	picked	up	a	bit	
in	the	US	in	late	2011	and	remains	relatively	
strong	in	China	and	India,	albeit	with	some	
slowdown	from	earlier	very	rapid	rates	of	
expansion	in	these	and	other	emerging	
markets.	Oil	prices	remain	high	but	some	
other	commodity	prices	have	fallen	back	
from	earlier	peaks	due	to	slowing	global	
growth	during	2011.

Closer	to	home,	retail	sales	volumes	held	up	
reasonably	well	in	the	Christmas	period	but	
only	as	a	result	of	considerable	discounting,	
while	sales	continue	to	shift	from	the	high	
street	to	online	retailers.	The	housing	market	
has	remained	relatively	flat	for	most	of	2011 

with	transactions	volumes	still	at	subdued	
levels	despite	some	easing	of	mortgage	 
credit	conditions.

Unemployment	has	risen	since	the	summer	
as	public	sector	job	cuts	have	outpaced	
private	sector	gains,	reversing	the	relatively	
positive	labour	market	trends	seen	up	
to	Spring	2011.	This	has	helped	to	keep	
earnings	growth	low,	however,	which	has	
kept	underlying	consumer	price	inflation	
down	despite	earlier	VAT	rises	and	energy	
and	food	price	hikes.	Headline	consumer	
price	inflation	has	now	started	to	fall	quite	
rapidly	as	these	earlier	effects	drop	out	of	 
the	12	month	inflation	rate	calculation.

The	Bank	of	England	resumed	its	quant-
itative	easing	programme	last	October	and	
chose	to	extend	it	by	a	further	£50	billion	 
in	February	in	response	to	weak	growth	 
and	falling	inflation.	

Future prospects

Our main scenario	sees	UK	GDP	rising	by	
around	0.6%	in	2012	as	a	whole,	but	with	
some	pick	up	in	the	second	half	of	the	year	
that	continues	through	to	growth	of	1.8%	 
in	2013	(see	Table	1.1).

As	shown	in	Table	1.1,	our	main	scenario	
for	growth	in	2012	is	similar	to	those	of	the	
Office	for	Budget	Responsibility	(OBR)	and	
consensus	projections.	For	2013,	we	are	
slightly	less	optimistic	than	the	OBR	but	
similar	to	the	more	up-to-date	consensus	
forecast.	However,	both	our	main	scenario	
and	the	projections	of	other	forecasters	are	

1 – Summary

% change on the previous quarter

Figure 1.1 – Quarterly GDP growth

Source: ONS
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Source: Office for Budget Responsibility (November 2011), HM Treasury survey of independent forecasts (average values in February 2012 survey)
and PwC main scenario. Investment refers to total fixed investment by both business and government.

Indicator                                                               OBR forecasts               Independent                       PwC
(% change on previous year)                           (November 2011)                 forecasts                  Main scenario 
                                                                                                                   (February 2012)             (March 2012)
 2012 2013 2012 2013 2012 2013

GDP 0.7 2.1 0.4 1.8 0.6 1.8

Consumer spending 0.2 1.2 0.2 1.6 0.7 1.3

Investment 3.5 7.4 1.1 4.0 -1.7 2.3

CPI  2.7 2.1 2.6 2.0 2.7 2.0

Table 1.1 – Summary of UK economic prospects

subject	to	significant	margins	of	uncertainty,	
as	indicated	by	the alternative GDP growth 
scenarios	shown	in	Figure	1.2.

We	project	consumer spending	to	rise	
slightly	less	fast	than	overall	GDP	growth	 
on	average	in	2012-13,	which	is	consistent	

with	the	views	of	most	other	forecasters.	
This	is	due	to	subdued	prospects	for	earnings	
growth	and	house	prices	and	the	drag	 
from	high	household	debt	levels	and	public	
sector	job	cuts.	But	lower	price	inflation	 
will	help	consumers.
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Fixed investment	shrank	in	2011,	but	 
should	bounce	back	in	2013	given	that	
company	finances	appear	relatively	 
healthy	at	present.	However,	this	would	 
still	represent	a	relatively	weak	recovery	 
in	investment	relative	to	past	economic	
cycles	due	to	the	overhang	of	uncertainty	
from	the	Eurozone	crisis	and	the	fact	that,	
where	business	do	want	to	invest,	they	may	
focus	more	on	faster	growing	emerging	
markets.	Nonetheless,	replacement	
investment	should	be	required	in	the	 

UK	so	we	do	expect	some	positive	growth	 
in	this	area	next	year.	

Inflation,	both	in	terms	of	CPI	and	RPI,	is	
expected	to	moderate	steadily	over	the	rest	
of	this	year,	with	CPI	inflation	moving	back	
to	its	2%	target	rate	by	the	end	of	2012	and	
remaining	around	that	level	on	average	
in	2013.	The	MPC	should	be	able	to	keep	
interest rates	on	hold	throughout	2012-13	 
given	the	fragility	of	the	recovery.	It	could	 
yet	decide	to	implement	additional	

Year-on-year % growth

Figure 1.2 – Alternative GDP growth scenarios
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’14 Q1’13 Q1’12 Q1’11 Q1’10 Q1’09 Q1’08 Q1’07 Q1

 2011/12 2012/13 2013/14 2014/15 2015/16 2016/17

PwC main scenario 

Real GDP growth 0.5% 0.9% 2.0% 2.5% 2.8% 2.8%

Public sector net borrowing (£bn) 120 120 101 82 55 25

Public sector net borrowing (% GDP) 7.9% 7.6% 6.1% 4.7% 3.0% 1.3%

Current budget deficit (% GDP) 6.0% 6.0% 4.8% 3.5% 1.9% 0.2%

Cyclically adjusted budget deficit (% GDP) 4.2% 3.5% 2.0% 1.1% 0.2% -0.7%

Public sector net debt (% GDP) 67.0% 72.6% 76.1% 77.8% 77.6% 75.7%

OBR forecast     

Real GDP growth  0.6% 0.9% 2.4% 2.8% 3.1% 3.0%

Public sector net borrowing (£bn) 127 120 100 79 53 24

Public sector net borrowing (% GDP) 8.4% 7.6% 6.0% 4.5% 2.9% 1.2%

Current budget deficit (% GDP) 6.5% 6.0% 4.7% 3.3% 1.8% 0.1%

Cyclically adjusted budget deficit (% GDP) 4.6% 3.9% 2.7% 1.6% 0.6% -0.5%

Public sector net debt (% GDP) 67.5% 73.3% 76.6% 78.0% 77.7% 75.8%

Table 1.2 – Comparison of PwC and OBR public finance projections

Source: OBR central forecast (November 2011), PwC main scenario

quantitative	easing	if	growth	is	slower	than	
we	expect,	although	this	would	not	be	
needed	in	our	main	scenario.

Risks	to	growth	remain	significant	and	still	
appear	to	be	biased	to	the	downside	in	the	
short	term.	We	therefore	recommend	that	
businesses	should	stress	test	their	plans	
against	a	‘double	dip’	scenario	in	which	there	
is	a	renewed	fall	in	GDP	in	2012	as	shown	
in	Figure	1.2.	This	is	not	the	most	likely	
scenario,	but	it	certainly	cannot	be	ruled	out	
at	this	stage.	At	the	same	time,	there	are	also	
some	upside	possibilities,	which	could	see	
a	more	rapid	recovery	of	the	economy	to	a	
growth	rate	of	around	3%	in	2013,	although	
this	would	be	likely	to	provoke	rises	in	
interest	rates	later	next	year	in	order	to	keep	
inflation	under	control	in	the	medium	term.

In	summary,	our	main	scenario	is	for	
continued	very	modest	growth	in	the	UK	
economy	over	the	next	year,	but	with	some	
prospects	for	a	pick-up	in	2013	if	downside	
risks	relating	to	the	Eurozone	crisis	can	be	
successfully	navigated.

Outlook for the public finances

Based	on	the	assumptions	discussed	in	detail	
in	Section	3	of	this	report,	our	main	scenario	
for	the	public	finances	is	as	summarised	in	
Table	1.2,	which	also	shows	the	latest	OBR	
forecast	for	comparison.

The	overall	profile	of	the	public	finances	
in	our	main	scenario	is	broadly	similar	to	
that	in	the	latest	OBR	forecast,	although	
we	do	project	a	one-off	public	borrowing	
undershoot	of	around	£7	billion	in	the	
current	financial	year.	In	our	main	scenario,	



UK Economic Outlook March 2012 7

example,	a	faster	track	planning	regime	
for	business	proposals	with	demonstrable	
job	creation	potential;	automatic	review	 
of	all	regulations	after	a	specified	period	 
of	operation	(say,	25	years);	and	
temporarily	freezing	the	minimum	
wage	for	the	next	two	years	to	maximise	
employment	creation	in	current	
challenging	economic	times.

•	 Tax reform:	building	on	the	government’s	
reforms	of	corporate	taxation	to	create	a	
coherent	long	term	strategy	for	personal	
tax,	expenditure	tax	and	environmental	
tax.	This	could	aim	at	reducing	marginal	
rates	of	tax	for	both	lower	and	higher	
earners,	broadening	the	VAT	base	and	
rationalising	carbon	pricing	across	all	 
fuel	types	in	the	economy.

•	 Youth employment:	building	on	the	
measures	in	the	2011	Autumn	Statement,	
the	government	could	increase	the	wage	
subsidies	for	employers	taking	on	younger	
workers	and	consider	offering	a	job,	work	
experience	or	training	guarantee	for	all	
under-21	year	olds.

These	are	all	areas	where	the	Chancellor	
could	take	some	useful	steps	in	his	2012	
Budget	without	jeopardising	his	medium-
term	fiscal	strategy.	In	the	case	of	regulation	
and	tax	reform	this	is	partly	a	matter	of	
setting	out	a	clear	direction	of	travel	that	
provides	a	more	certain	environment	for	
businesses	to	invest	in	the	UK	and	create	 
new	jobs	based	on	an	understanding	that	
the	government	will	create	a	more	business-
friendly	tax	and	regulatory	climate	over	 
the	medium	term.

% of GDP

Figure 1.3 – Cyclically-adjusted current budget deficit projections 
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the	structural	(i.e.	cyclically-adjusted)	
current	budget	deficit	falls	gradually	over	
time	and	is	eliminated	in	2016/17	in	line	
with	the	government’s	fiscal	mandate.	 
The	net	public	sector	debt	stock	rises	to	a	
peak	of	around	78%	in	2014/15	and	then	
gradually	declines,	which	again	is	consistent	
with	the	government’s	fiscal	objectives.	

Any	such	projections	are	subject	to	many	
uncertainties,	however,	as	illustrated	by	the	
wide	range	of	outcomes	in	the	alternative	
optimistic	and	pessimistic	scenarios	for	the	
structural	current	budget	deficit	shown	in	
Figure	1.3.	This	high	level	of	uncertainty	
is	important	in	assessing	the	Chancellor’s	
policy	options	for	the	Budget.

Options for the Budget: the case for 
supply side reform

The	government	may	want	to	consider	
fine	tuning	its	fiscal	strategy	in	the	Budget,	
for	example	by	increasing	planned	capital	
spending	over	the	next	couple	of	years	to	
support	growth	and	employment.	However,	
the	key	focus	should	be	to	support	the	longer	
term	supply	side	growth	of	the	economy,	as	
we	discuss	in	more	detail	in	Section	4	below.

A	key	motivator	here	is	that	UK	productivity	
growth	has	been	disappointing	in	recent	
years	compared	to	the	experience	of	 
previous	periods	of	recession	and	recovery	
(see	Figure	1.4).	

To	address	this	requires	a	long	term	strategy	
that	encompasses:

•	 Smarter and more efficient business 
regulation:	this	might	include,	for	
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Key points

•	 In	our	main	scenario	we	expect	GDP	
growth	to	be	around	0.6%	in	2012	and	
1.8%	in	2013.	Growth	is	likely	to	be	
subdued	in	the	first	half	of	2012,	but	
should	pick	up	after	that,	helped	also	by	 
a	temporary	boost	from	the	Olympics	 
in	the	third	quarter	of	2012.

•	 Risks	are	weighted	to	the	downside	in	
the	short	term	due	to	problems	in	the	
Eurozone,	but	there	are	also	upside	
possibilities	if	the	situation	there	can	be	
stabilised	and	businesses	become	more	
confident	to	invest.

•	 Inflation	is	likely	to	continue	on	its	
downward	path	back	towards	the	2%	
target,	which	we	expect	it	to	attain	at	the	
end	of	2012.	This	should	ease	the	squeeze	
on	household	incomes,	supporting	a	
gradual	recovery	in	consumer	spending	in	
late	2012	and	through	2013.

•	 Interest	rates	are	unlikely	to	rise	for	the	
foreseeable	future.	The	Bank	of	England	
retains	the	option	of	further	quantitative	
easing	but	may	not	need	to	use	this	if	the	
economy	recovers	as	in	our	main	scenario.

•	 Sectors	which	are	more	export-focused	
such	as	manufacturing	are	likely	to	see	
relatively	slow	growth	in	2012,	as	key	
European	markets	remain	weak,	but	
should	bounce	back	in	2013.

 

Introduction

In	this	section	we	describe	recent	
developments	in	the	UK	economy	and	review	
future	prospects.	We	divide	the	analysis	into	
the	following	sub-sections:

2.1					Recent	developments	and	the	 
present	situation	

2.2				Economic	growth	prospects	

2.3				Prospects	for	inflation	and	interest	rates

2.4				Sectoral	and	regional	prospects

2.5				Longer	term	prospects

2.6				Summary	and	conclusions

Box	2.1	provides	an	update	to	the	PwC	
regional	household	financial	stress	index,	
while	the	outlook	for	the	global	economy	 
is	summarised	in	Appendix	A.	

2.1 – Recent developments 

GDP growth and major industry sectors

UK	GDP	grew	by	0.8%	in	2011,	although	
growth	stalled	in	the	final	quarter	of	2011,	
falling	by	0.2%	relative	to	the	previous	
quarter	(as	seen	in	Figure	2.1)	according	
to	preliminary	estimates	by	the	Office	for	
National	Statistics	(ONS).	These	figures	
are	lower	than	forecasters	expected	a	year	
ago	and	have	been	strongly	affected	by	
the	ongoing	uncertainty	surrounding	the	
Eurozone	sovereign	debt	crisis.

2 – UK Economic prospects

% change on the previous quarter

Figure 2.1 – Quarterly GDP growth

Source: ONS

’10 ’11’09’08’07’06’05’04’03’02’01’00’99’98’97’96’95’94’93’92’911990
-2.5

-2.0

-1.5

1.0

-0.5

0.0

0.5

1.0

1.5

2.0

% real output growth

Figure 2.2 – Sectoral growth trends

Source: ONS
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All	major	industry	sectors	were	negatively	
affected	by	the	global	downturn	in	2008-9	 
but	most	then	rebounded	in	the	year	following	 
the	recession.	However,	since	Q4	2010,	
all	most	major	sectors	have	experienced	a	
slowdown,	except	business	and	financial	
services	which	did	not	see	a	big	rebound,	 
as	illustrated	in	Figure	2.2.	

The	major	services sub-sectors	showed	
signs	of	a	sustained	recovery	in	2011,	but	 
had	a	disappointing	fourth	quarter:

•	 The business services and finance sector 
contracted	by	6.5%	during	the	recession	
and	has	been	slow	to	rebound.	After	
showing	1.3%	growth	in	Q3	2011,	the	
sector	grew	by	only	0.1%	in	Q4	2011	
according	to	official	estimates.

•	 Output	fell	by	7.6%	in	the	transport and  
communications sector during	the	
recession.	After	an	initial	bounce	back,	
output	fell	0.1%	in	Q4	2011.	

•	 The distribution, hotels and catering 
sector	saw	a	relatively	large	contraction	 
of	8%	during	the	recession.	The	sector	 
has	grown	since	then,	but	Q4	2011	saw	 
a	renewed	contraction	of	0.6%.		

•	 The government and other services 
sector	was	the	only	sector	that	grew	
during	the	recession,	albeit	only	modestly	
by	0.6%.	We	would	expect	to	see	falls	in	
the	output	of	this	sector	as	government	
continues	to	cut	back	spending,	but	this	
has	not	yet	happened	according	to	 
official	estimates.

The industrial production sub-sectors 
(which	exclude	construction	according	to	

standard	ONS	definitions)	have	seen	mixed	
trends	over	2011,	but	all	saw	a	disappointing	
end	to	2011:

•	 The manufacturing sector	had	initially	
grown	relatively	strongly	after	the	recession	 
ended,	after	experiencing	a	large	contraction	 
of	12.7%	during	the	recession.	However,	
growth	slowed	during	2011,	ending	with	 
a	contraction	of	0.8%	in	Q4	2011	relative	
to	the	previous	quarter.

•	 The mining, oil and gas industries 
contracted	by	18.2%	during	the	recession	
and	have	not	seen	positive	quarter-on- 
quarter	growth	since	Q2	2010	due	
to	declines	in	North	Sea	oil	and	gas	
production.	Indeed,	excluding	oil	and	 
gas	output,	GDP	grew	by	1.1%	in	2011	
rather	than	by	0.8%	including	this	sector.

•	 The utilities sector	contracted	by	8.2%	
during	the	recession	and	has	struggled	to	
register	strong	growth	since	the	recession	
ended.	Cold	weather	in	Q1	and	Q4	2010	
supported	growth,	but	output	in	the	
sector	contracted	in	3	of	the	4	quarters	 
of	2011.	

The construction sector	remains	erratic,	
registering	positive	quarter-on-quarter	
growth	rates	in	Q2	and	Q3	2011,	but	then	
contracting	in	Q4	2011	by	0.5%	according	 
to	preliminary	estimates.

The	CIPS/Markit	manufacturing	purchasing	
managers	index	(PMI)	dropped	below	50	for	
the	last	3	months	of	2011,	but	then	bounced	
back	strongly	in	January	before	moderating	
slightly	in	February	2012	(Figure	2.3).	 
It	is	too	early	to	judge	whether	this	is	a	sign	 

Contribution to % year-on-year GDP growth

Figure 2.4 – Drivers of growth

Source: ONSGDPDomestic demand Net exports
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of	a	more	sustained	pick-up	given	the	
ongoing	weakness	of	key	UK	export	markets	
in	the	Eurozone.



UK Economic Outlook March 201210

The	CIPS/Markit	services	PMI	has	been	
stronger,	reaching	a	2	year	high	of	56.0	
in	January	2012	before	easing	to	53.8	in	
February..	The	services	sector	is	by	far	the	
most	important	in	terms	of	its	contribution	 
to	GDP	(about	75%	of	the	total),	so	the	PMI	 
figures	suggest	a	positive	outlook	for	the	
economy	in	the	short	term	although	it	remains	 
to	be	seen	how	far	this	will	be	backed	up	
by	official	GDP	estimates,	which	in	recent	
periods	have	often	come	in	below	levels	
indicated	by	the	PMI	surveys.	The	official	
figures	are,	however,	sometimes	subject	
to	later	upward	revision,	which	suggests		
continuing	to	give	reasonable	weight	to	the	
PMI	and	other	business	survey	results	in	
judging	the	current	health	of	the	economy.

Drivers of demand

Domestic	demand	fell	back	during	2011,	
contracting	by	1.2%	in	real	terms	in	the	year	
to	Q3	2011.	Figure	2.4	illustrates	that	this	
was	the	fastest	rate	of	decline	since	Q4	2009,	
which	underlines	the	sluggishness	of	the	
recovery	since	late	2010.	Domestic	demand	
fell	by	a	further	0.7%	in	Q4	2011.

The	decline	in	domestic	demand	was	driven	
predominantly	by	changes	in	consumer	
spending	and	investment	(see	figure	2.5).

Net	exports	and	government	spending	made	
a	positive	contribution	to	growth	in	Q4	2011,	
although	the	export	contribution	has	been	
volatile.	Despite	the	depreciation	of	sterling,	
weak	demand	in	the	Eurozone	and	some	
other	key	markets	has	held	back	the	growth	
of	UK	exports	over	the	past	year,	but	imports	
have	also	been	weak.

Domestic demand growth

Consumer spending	grew	by	a	relatively	
strong	0.5%	in	real	terms	in	Q4	2011	
compared	to	the	previous	quarter,	but	 
this	still	implied	a	reduction	of	0.7%	on	 
the	same	quarter	in	2010	due	to	earlier	 
real	declines.	

Retail sales	volumes	in	the	3	months	to	
January	2012	rose	by	1.7%	on	the	previous	
yea,	as	illustrated	in	Figure	2.6.	The	value	
of	sales	rose	by	5%,	reflecting	the	impact	of	
higher	prices.	Internet	retailers	have	done	
particularly	well	at	the	expense	of	high	street	
retailers,	but	the	overall	trend	is	for	volume	
growth	to	be	modest	but	positive	over	 
the	past	year.

Consumer confidence	remains	relatively	
weak.	A	PwC/ICM	survey	measuring	
households’	expectation	of	their	disposable	
income	growth	over	the	next	year	found	
that	confidence	fell	from	-30%	in	September	
2011	to	-33	%	in	January	2012	(Figure	2.7).	
Although	this	is	not	as	low	as	in	the	depths	
of	the	recession,	it	still	shows	that	consumer	
confidence	is	fragile.	Consumer	confidence	
surveys	reflect	news	and	sentiment	at	the	
time,	however,	and	are	not	necessarily	
reflective	of	future	spending	behaviour.

House price growth	moved	into	positive	
territory	on	the	Nationwide	index	during	the	
last	quarter	of	2011,	but	fell	back	in	January.	
The	Halifax	index	still	shows	falling	house	
prices,	although	their	January	data	was	
slightly	stronger	(Figure	2.8).	With	mortgage	
availability	still	constrained	for	many	first	 
time	buyers,	and	uncertainty	among	

% change on a year earlier

Figure 2.5 – Domestic demand growth
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-2

0

2

4

6

8

10

’97 ’98 ’99 ’00 ’01 ’02 ’03 ’04 ’05 ’06 ’07 ’08 ’09 ’10 ’11

Source: ONS

consumers	about	their	jobs	and	future	
earnings,	the	housing	market	seems	likely	 
to	remain	relatively	flat	in	2012	in	the	 
UK	as	a	whole.
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the	ongoing	sovereign	debt	crisis.	Expanding	
into	the	BRICs	and	other	fast-growing	
emerging	economies	would	aid	UK	economic	
recovery	and	ameliorate	the	impact	of	
economic	shocks	in	Europe	and	the	US	on	
the	UK	economy.	But	any	such	realignment	 
in	trade	flows	would	necessarily	be	a	long	 
term	process.

Inflation 

Inflation	fell	steadily	through	the	final	
quarter	of	2011	and	into	2012,	as	illustrated	
in	Figure	2.9.	The	Consumer	Price	Index	
(CPI)	declined	from	a	high	of	5.2%	in	September	 
to	3.6%	in	January,	driven	mainly	by	
downward	pressures	on	the	prices	of	petrol,	
gas	and	clothing.	The	Retail	Price	index	(RPI)	 
also	declined	over	the	same	period,	with	
the	wedge	between	RPI	and	CPI	dropping	to	
0.3	percentage	points	in	January	due	to	the	
weak	housing	market	(which	reduces	RPI	
inflation	but	is	not	included	in	CPI).

Producer input price inflation	fell	sharply	
to	7%	in	January	2012,	which	is	its	lowest	
annual	rate	since	November	2009,	as	shown	
in	Figure	2.10.	

Producer output price inflation	remained	
much	more	consistent	over	the	same	period,	 
although	it	also	declined	to	4.1%	in	January	
2012.	Input	price	inflation,	still	exceeds	
output	price	inflation	indicating	that	producers	 
are	absorbing	a	high	proportion	of	extra	
costs,	although	the	gap	is	closing.	

Total investment in fixed capital	fell	by	
2.8%	in	Q4	2011	on	the	previous	quarter,	
shrunk	by	3.7%	compared	to	a	year	ago.	
Business	investment	remains	subdued	for	
this	point	in	the	cycle,	with	many	large	
companies	holding	back	on	new	investment	
(despite	having	the	financial	resources	to	
do	so	if	they	wished)	given	the	uncertain	
international	economic	environment,	
particularly	in	the	Eurozone.		

Inventories	grew	very	strongly	in	Q3	2011,	
but	increased	much	less	rapidly	in	the	 
fourth	quarter,	implying	a	negative	 
impact	on	GDP	growth	in	that	quarter.	

Government consumption	increased	by	
1.0%	on	the	previous	year	in	Q4	2011.	
Spending	growth	is	decelerating,	however,	
and	will	most	likely	turn	negative	in	2012	 
in	accordance	with	the	government’s	 
deficit	reduction	plan.

The trade deficit and the current account

The	UK	trade	deficit	shrank	in	the	year	
to	Q4	2011,	as	exports	grew		and	imports	
shrank.	However,	this	was	due	to	a	strong	
performance	in	early	2011.	In	Q2		and	
Q3	2011	exports	fell	but	picked	up	in	Q4.	
Exports	grew	at	a	rate	of	2.3%	in	Q4	2011	
with	imports	growing	by	only	0.4%.

The	UK	continues	to	suffer	from	the	fact	 
that	our	exports	remain	heavily	focused	on	
Europe	and	thus	are	strongly	impacted	by 

% net balance expecting increased income

Figure 2.7 – Expectations for household disposable income growth over next 12 months

Source: PwC/ICM consumer survey
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Three month moving average - % change on a year earlier 

Figure 2.11 – Average earnings growth (with and without bonuses)
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uncertainty	and	to	account	for	this	we	have	
looked	at	three	alternative	scenarios:	our	
main	scenario,	a	strong	recovery	scenario	
and	a	double-dip	scenario.

Alternative UK growth scenarios

Our main scenario	for	the	UK	economy,	as	
summarised	in	Table	2.2,	has	the	following	
key	features:	

•	 Real GDP	growth	for	2012	will	be	modest	
at	0.6%,	but	picking	up	during	the	second	
half	of	the	year	(helped	by	the	Olympics	 
in	Q3	2012)	and	increasing	to	1.8%	 
in	2013.

Monetary and fiscal developments

The	Bank	of	England’s	Monetary	Policy	
Committee	(MPC)	has	kept	its	official	base	 
rate	on	hold	at	a	historic	low	of	0.5%	since	 
March	2009	(Figure	2.12)	and	is	not	expected	 
to	alter	interest	rate	policy	at	present.	 
To	boost	the	economy,	the	committee	approved	 
a	further	Quantitative	Easing	(QE)	programme	 
worth	£50	billion	over	the	three	months	
from	February	2012.

While	the	planned	QE	programme,	now	
standing	at	a	cumulative	£325	billion,	
represents	a	significant	expansion	of	the	 
monetary	base,	the	overall	economic	impact	
is	likely	to	be	modest	unless	financial	
intermediaries	transmit	this	to	the	wider	
economy	through	lending	and	spending.	
Bank	of	England	statistics	show	that	the	M4	
measure	of	broad	money	in	the	economy	
fell	significantly	in	Q4	2011,	suggesting	that	
current	measures	have	not	fully	worked	in	
offsetting	the	tendency	towards	saving	and	
deleveraging	rather	than	borrowing	to	spend	
and	invest.	While	QE	worked	in	the	past	
through	reducing	gilt	yields	and	encouraging	
rebalancing	of	portfolios	into	other	higher	
yielding	assets	such	as	equities	and	corporate	
bonds,	it	is	not	clear	if	the	latest	round	of	QE	
will	be	as	effective	given	the	already	very	 
low	current	level	of	gilt	yields.

In	the	current	financial	year,	public	sector	
borrowing	looks	to	be	on	track	to	undershoot	
its	target	of	£127	billion,	owing	to	lower	than	
expected	levels	of	spending.	Future	prospects	
for	the	public	finances	and	policy	options	 
for	the	Budget	are	discussed	further	in	
Sections	3	and	4	below.

Labour market

Unemployment continued	to	rise	in	the	
last	quarter	of	2011,	reaching	8.4%	of	the	
labour	force	on	the	ILO	measure,	with	a	total	
of	2.67		million	people	being	unemployed	
in	that	period.	The	claimant	count	measure	
of	unemployment,	which	is	more	timely	
but	based	on	a	narrower	group	of	people,	
stood	at	1.60	million	in	December	2011,	up	
from	1.45	million	a	year	earlier.	The	total	
employment	rate	was	70.3%	in	the	three	
months	to	December,	down	0.2	percentage	
points	from	a	year	earlier.	

Employment	rates	continue	to	vary	signif-
icantly	across	regional labour markets 
and	recent	trends	have	been	mixed.	Some	
regions	have	seen	increasing	employment	
rates	and	other	falling.	In	the	three	months	
to	November	2011,	total	employment	rates	
were	highest	in	the	South	East	(74.2%),	the	
East	(74.6%)	and	the	South	West	(74.0%).	
Employment	rates	were	lowest	in	the	North	
East	(66.2%),	Northern	Ireland	(67.5%)	
and	London	(67.5%).	Employment	rates	in	
London,	Scotland,	the	East	Midlands	and	
the	North	West	were	all	down	on	Q3	2011,	
whilst	the	other	regions	saw	no	change	or	
an	increase	with	the	North	East	seeing	the	
largest	increase	(1.2	percentage	points).

Average earnings growth	continues	to	be	
below	both	measures	of	price	inflation	as	
households	continue	to	see	negative	real	
wage	growth.	Average	weekly	earnings	
(whether	measured	including	or	excluding	
bonuses)	grew	by	only	2%	in	the	year	to	
January,	as	shown	in	Figure	2.11.	However,	
as	inflation	falls	this	year,	real	wage	growth	is	
likely	to	resume,	albeit	at	a	very	modest	rate.

Indicators                                                                  Actual        OBR Budget forecasts      Average independent 
(% real growth unless stated)                                or latest           (November 2011)         forecasts (February 2012) 
                                                                           estimates 2011 2012 2013 2012 2013

GDP 0.8 0.7 2.0 0.4 1.8

Manufacturing output 2.1 N/A N/A 0.1 1.7

Consumer spending -0.8 0.2 1.2 0.2 1.6

Fixed investment -1.7 3.5 7.4 1.1 4.0

Government consumption 0.3 -0.1 -1.6 -0.4 -1.0

Change in stock building -0.1 -0.3 0.0 0.0 0.1
(contribution to % GDP growth)

Domestic demand -0.8 0.3 1.5 0.1 1.4

Exports 4.8 3.1 5.8 1.6 5.1

Imports 0.6 1.8 3.8 0.8 3.8

Current account (£ billion) -28 -36 -25.5 -28.1 -22.7

Unemployment claimant count – Q4 (m) 1.6 1.75 1.77 1.79 1.73

Table 2.1 – Office for Budget Responsibility (OBR) and average independent forecasts 
for the UK economy

Source:ONS for 2011; Office for Budget Responsibility (OBR, November 2011) and
HM Treasury survey of independent forecasts (February 2012) for 2012-13 projections.

2.2 – Economic growth prospects

Independent forecasts 

Independent	forecasts	for	growth	have	
shown	downward	revisions	as	the	economic	
recovery	has	lost	momentum.	For	example,	
the	average	GDP	growth	forecast	for	2011	
made	in	March	2011	was	1.7%,	while	the	
actual	outturn	was	only	0.8%.	

Table	2.1	shows	the	February	2012	survey	
of	independent	forecasters	by	HM	Treasury	
with	an	average	GDP	growth	projection	of	
0.4	for	2012	and	1.8%	for	2013.	However,	
these	projections	are	subject	to	considerable 
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In	addition	to	our	main	scenario,	we	also	
present	two	alternative	growth	scenarios	
(see	Figure	2.13):

•	 Our ‘strong recovery’ scenario	assumes	
that	business	and	consumer	confidence	
will	pick	up	again	over	the	next	year,	
leading	to	renewed	consumption	and	
investment	growth.	Strong	growth	in	
the	US	and	a	sustainable	resolution	to	
problems	in	the	Eurozone		in	2012	would	
lead	to	a	progressive	revival	in	demand	
for	UK	exports	in	this	scenario.	GDP	
growth	might	rise	to	around	1.4%	in	2012	
and	around	3%	in	2013	in	this	optimistic	
scenario.	However,	this	would	lead	to	
higher	inflation	and	increases	in	interest	
rates	next	year.	

•	 By	contrast,	our ‘double dip’ scenario 
foresees	further	adverse	financial	shocks	
influencing	the	global	banking	system	
and	capital	markets	as	the	Eurozone	crisis	
continues	to	deepen.	Further	financial	
shocks	would	lead	to	more	severe	
constraints	on	credit	for	businesses	and	
households.	Despite	further	expansion	
of	the	QE	programme	in	this	scenario,	
gloomy	prospects	would	deter	consumers	
and	businesses	from	spending	and	
investing	and	unemployment	would	rise	
further.	UK	economic	growth	would	turn	
negative	again	in	2012	in	this	scenario	
and	remain	weak	in	2013. 

•	 Real consumer spending	will	grow	by	
a	relatively	modest	0.7%	in	2012,	but	
picking	up	to	1.3%	growth	in	2013.

•	 Total fixed investment	is	projected	to	
shrink	by	1.7%	in	2012,	but	then	grow	 
by	2.3%	in	2013.	This	rate	of	investment	 
growth	will	still	be	modest	by	the	standard	 
of	past	UK	economic	recoveries.	

•	 The	contribution	of	net trade	to	overall	
GDP	growth	should	be	positive	at	around	 
0.6%	in	2012	and	1.0%	in	2013.	A	continued	 
relatively	weak	pound	is	a	benefit	to	the	
export	sector	and	the	strengthening	of	
the	US	economy	should	help	exports	to	
recover,	but	the	sovereign	debt	crisis	in	
Europe	remains	a	dampening	factor.

•	 Unemployment	is	likely	to	rise	further	
in	the	short	term	as	public	sector	job	cuts	
continue	to	bite		and	those	businesses	
who	held	on	to	workers	in	expectation	
of	a	quick	recovery	find	their	position	
untenable.	However,	it	should	fall	back	
again	gradually	in	2013	and	beyond,	
although	probably	not	at	a	rapid	pace	
given	projected	growth	in	our	 
main	scenario.	

Our	main	scenario	for	GDP	growth	in	 
2012-13		is	broadly	in	the	same	range	as	 
the	consensus	view	and	the	latest	OBR	
forecast	from	November	(as	can	be	seen	 
by	comparing	Tables	2.1	and	2.2).

% change unless stated 2008 2009 2010 2011 2012 2013

GDP growth -1.1 -4.4 1.8 0.8 0.6 1.8

Consumer spending -1.4 -3.5 1.0 -0.8 0.7 1.3

Government consumption 1.6 -0.1 1.5 0.3 -0.2 -1.5

Fixed investment -4.8 -13.4 2.6 -1.7 -1.7 2.3

Change in stock-building (% GDP) -0.4 -1.0 1.3 -0.1 -0.1 0.0

Domestic demand -1.7 -5.4 2.7 -0.8 0.0 0.8

Net exports (% of GDP) 0.8 1.1 -0.8 1.2 0.6 1.0

CPI (%: Q4)  3.9 2.1 3.4 4.5 2.1 2.0

Table 2.2 – Main scenario for the UK economy

Source: ONS for historic data to 2011, PwC main scenario for 2012- 2013.

Year-on-year % growth

Figure 2.13 – Alternative GDP growth scenarios
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Both	scenarios	merit	consideration	in	current	
circumstances,	and	ultimately	it	is	likely	to	
be	resolution	of	the	Eurozone	crisis,	one	way	
or	the	other,	which	will	play	a	critical	role	
in	determining	the	path	of	the	UK	economy.	
The	risks	of	a	‘double	dip’	are	higher	at	
present,	especially	given	the	contraction	in	
Q4	GDP.	Whilst	this	is	not	the	most	likely	
outcome,	this	seriousness	of	this	scenario	
means	that	stress	testing	business	plans	 
and	asset	valuations	against	such	a	 
downside	outcome	would	be	prudent.	 
On	the	other	hand,	there	are	also	upside	
possibilities	if	the	situation	in	the	Eurozone	
starts	to	stabilise	later	this	year,	so	our	 
strong	recovery	scenario	should	also	 
not	be	dismissed

2.3 – Prospects for inflation and  
interest rates

Consensus	forecasts	(see	Table	2.3)	suggest	
that	consumer	price	inflation	will	fall	back	
towards	the	2%	CPI	target	this	year	as	the	
impact	of	the	January	2011	VAT	rise	falls	
out	of	the	calculations	and	energy	and	food	
prices	subside	somewhat	from	earlier	very	
high	levels.	This	is	also	broadly	in	line	 
with	the	latest	OBR	and	Bank	of	England	 
inflation	projections.

Our	main	scenario	is	similar	to	this	consensus	 
view	in	that	we	expect	headline	inflation,	

as	measured	by	the	CPI,	to	fall	towards	
target	by	the	end	of	2012.	Weak	demand	
growth	and	continuing	excess	capacity	in	
the	economy	will	tend	to	depress	domestic	
inflationary	pressures	for	some	time	to	come	
although	quantitative	easing	will	offset	
these	deflationary	pressures	to	some	degree.	
There	is,	however,	considerable	uncertainty	
surrounding	this	scenario,	as	indicated	 
by	the	alternative	scenarios	shown	in	 
Figure	2.14.	

Broadly	speaking,	these	three	scenarios	
for	inflation	correspond	to	our	scenarios	
for	growth	as	described	in	Section	2.2	
above.	However,	it	is	not	only	economic	
growth	that	drives	inflation.	Changes	in	
world	commodity	prices	(e.g.	due	to	supply	
problems	in	the	Middle	East,	where	the	
political	situation	remains	volatile)	will	 
also	strongly	influence	these	inflation	
trends.	This	means	that	even	under	a	low	
growth	scenario	a	relatively	high	inflation	
rate	is	possible	if	world	oil	prices	rise	
sharply	again.

Changes	in	expectations	about	inflation	
could	also	feed	through	into	price	changes	
as	consumers	and	businesses	try	to	preserve	
the	future	purchasing	power	of	their	income,	
although	this	will	be	held	back	by	high	
unemployment	deterring	increased	 
wage	claims.

Source: OBR Budget forecast (November 2011) and Treasury survey of independent forecasts (February 2012).
Some outliers are excluded from the ranges for earnings growth.

Indicator                                                                  OBR Budget                                              
                                                                                  forecasts                  Independent forecasts (February 2012) 
                                                                               (November 2011)                 Average                        Range
 2012 2013 2012 2013 2012 2013

CPI (%: Q4) 2.4 2.0 2.0 2.1 1.1 – 3.2 0.6 – 3.5

Earnings growth (% annual average) 2.0 3.1 2.4 2.8 0.9 – 4.1 1.4 – 3.8

BoE official rate (%: Q4) 0.5 0.62 0.53 0.80 0.5 – 0.9 0.5 – 2.2

Table 2.3 – Inflation, earnings growth and interest rate projections

% CPI inflation

Figure 2.14 – Alternative inflation scenarios
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Source: PwC assumptions in alternative scenarios.

Table 2.4 – Monetary policy scenarios

Bank rate (% at end of 2013)

Quantitative easing
(overall peak level)

Strong
recovery

2.0

£325bn 

(But may be scaled
back in 2013)

Double
dip

0.5

£450bn 

(£125bn more than
already announced)

Main
scenario

0.5

£325bn 

(No more than
previously announced)
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Table	2.4	sets	out	assumptions	for	the	
official	UK	short-term	interest	rate	and	
possible	quantitative	easing	under	our	three	
scenarios.	In	the	main	scenario,	sluggish	
growth	leads	to	no	changes	in	the	short	term	
interest	rate	and	no	further	expansion	of	
QE	over	and	above	the	£325	billion	already	
announced	(including	the	extra	£50	billion	
in	February	2012).	

In	our	strong	recovery	scenario,	growth	
begins	to	rebound	in	2012	so	base	rates	rise	
in	response	with	quantitative	easing	possibly	
also	being	scaled	back	from	2013	onwards.		

In	our	double	dip	scenario,	by	contrast,	the	 
Bank	of	England	would	be	likely	to	implement	 
significant	additional	quantitative	easing.	
Base	rates	would	remain	at	current	very	 
low	levels	indefinitely	in	this	case.

2.4 – Sectoral and regional prospects

Figure	2.15	illustrates	our	main	scenario	
for sectoral output growth	in	2012	and	
2013.	The	manufacturing	sector	will	most	
likely	slow	in	2012	as	demand	growth	in	
the	Eurozone	remains	subdued,	but	should	
bounce	back	in	2013.	Distribution	sector	
output	should	also	recover	next	year	as	the	
squeeze	on	real	household	income	eases	 
due	to	lower	price	inflation.	

Construction	growth	in	2011	was	volatile	
and	this	is	likely	to	continue	to	be	the	case.		
Growth	will	be	held	back	due	to	ongoing	cuts 

in	public	sector	capital	spending	as	well	as	
a	subdued	housing	market,	but	commercial	
construction	could	be	stronger.	Business	and	
financial	services	are	likely	to	see	momentum	
picking	up	gradually	in	our	main	scenario,	
growing	faster	than	overall	GDP	in	both	2012	
and	2013.	Government	services	will	play	a	
diminishing	role	in	supporting	the	economy	
over	the	next	few	years.

Illustrative	projections	of	regional output 
growth	for	2012	and	2013	in	our	UK	 
main	scenario	are	shown	in	Figure	2.16.	
The	projected	growth	differentials	between	
regions	are	driven	in	part	by	variations	in	
industry	structures,	although	our	model	also	
takes	account	of	relative	regional	growth	
rates	for	particular	sectors,	based	on	a	
combination	of	judgement	and	extrapolation	
from	historic	trends.	These	estimates	are	
subject	to	a	wider	margin	of	error	than	are	
the	national	projections,	not	least	because	
regional	GDP	estimates	are	generally	much	
less	up-to-date	than	national	data.	

All	regions	are	projected	to	see	modest	
growth	in	2012,	with	the	rate	picking	up	
into	2013.	We	expect	the	South	East	to	lead	
growth	in	2012	and	2013.	Whilst	the	North	
East	and	Northern	Ireland	may	have	the	
weakest	performance	in	2012,	they	should	
recover	somewhat	in	2013.	A	bounce-back	in	
manufacturing	in	2013	should	boost	growth	
in	the	North,	the	West	Midlands	and	the	
devolved	administrations,	while	London	and	

the	South	East	will	benefit	from	projected	
stronger	growth	in	the	business	and	
financial	services	sectors	next	year.

In	Box	2.1	we	provide	an	update	of	our	
regional	household	financial	stress	index	

(first	introduced	in	the	November	2011	issue	
of	this	report).	This	year	is	likely	to	be	most	
difficult	for	those	regions	that	were	already	
the	most	financially	stressed,	but	they	 
should	start	to	see	modest	improvements	
later	this	year	and	into	2013.

% real output growth

Figure 2.15 – Sector growth profile in main scenario

Source: PwC main scenario
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% growth unless stated 2012 2013 2014 2015 2016

GDP 0.7 1.7 2.1 2.4 2.4

Domestic demand 0.2 1.3 1.8 2.1 2.2

Consumer prices (CPI)* 3.2 2.1 2.1 2.2 2.3

Retail prices (RPI) 4.0 2.9 3.0 3.5 3.5

Short term interest rate (%)* 0.53 0.80 1.38 2.26 3.15

House prices (% nominal change) -1.4 0.5 3.2 4.5 5.5

Unemployment (claimant count, millions) 1.66 1.71 1.66 1.56 1.45

Public sector net borrowing (£bn: FY) 120.2 104.0 85.5 65.5 n/a

Table 2.5 – Medium term independent forecasts for UK economy

Source: HM Treasury comparison of independent forecasts – February 2012 medium term survey.

*Bank of England official rate (annual average rates).
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and	likely	to	retain	cash	rather	than	invest	
than	in	most	previous	economic	recoveries.	
However,	as	the	path	of	economic	recovery	
becomes	clearer	and	confidence	returns,	we	
expect	to	see	corporate	investment	growth	
pick	up,	albeit	from	a	low	base.

Assuming	that	there	are	no	significant	
movements	in	the	exchange	rate	and	that	
sterling	remains	competitive	over	the	next	 
few	years,	export	growth	is	likely	to	continue.	 
The	successful	solution	of	sovereign	debt	
problems	in	the	Eurozone	is	clearly	critical	
if	export	growth	is	to	pick	up.	However,	
these	problems	could	persist	for	some	years	
and,	regardless	of	the	outcome,	most	of	the	
Eurozone	will	have	to	cope	with	tough	deficit	
reduction	plans,	so	low	growth	in	Europe	
could	carry	on	into	the	medium	term.	 
But	prospects	are	better	for	the	US	and	
emerging	economies.

Consumer	price	inflation	(CPI)	is	expected	
to	come	down	to	around	its	2%	target	rate	by	
the	end	of	2012,	with	the	base	rate	beginning	
to	rise	back	slowly	towards	more	normal	
levels	in	the	medium	term.	

Due	to	the	high	level	of	uncertainty	inherent	
in	macroeconomic	forecasting	over	this	
longer	time	horizon,	we	advocate	considering	
alternative	scenarios	in	which	average	
GDP	growth	was	in	a	1	percentage	point	
range	around	the	main	scenario	(+/-0.5	
percentage	points),	and	in	which	inflation	
is	in	a	2	percentage	points	range	around	the	
main	scenario	(+/-1	percentage	point).	

2.5 – Medium term prospects

Table	2.5	summarises	the	latest	medium	
term	average	independent	forecasts,	based	
on	the	HM	Treasury	survey	in	February	2012	
for	the	period	to	2016.	The	medium	term	
projections	continue	to	be	subject	to	large	
uncertainties	at	present,	not	least	as	regards	
ongoing	Eurozone	developments.

Average	annual	UK	GDP	growth	in	the	period	 
from	2014	to	2016	is	only	projected	to	be	 
around	2.3%.	This	is	close	to	what	the	OBR	
estimate	to	be	long	term	trend	growth.	 
The	recovery	continues	to	be	slow	owing	 
to	the	fact	that	this	recession	has	been	
more	severe	than	past	ones	and	that	major	
financial	crises	take	longer	to	unwind	than	
other	sorts	of	recessions.	

Consensus	forecasts	suggest	that	domestic	
demand	will	grow	at	a	slightly	slower	
average	rate	than	GDP	in	2012-16.	This	is	
also	our	view	and	that	of	the	OBR.	There	
are	several	factors	that	we	would	expect	to	
keep	consumer	spending	growth	subdued	
in	the	medium	term:	relatively	modest	
earnings	and	employment	growth,	subdued	
house	prices	and	continued	high	household	
debt	levels.	Public	spending	will	clearly	be	
severely	constrained	as	the	government	
remains	committed	to	its	deficit	reduction	
programme	(as	discussed	further	in	 
Section	3	below).

Business	investment	is	likely	to	grow,	but	
uncertainty	about	the	future	of	the	economy	
will	mean	that	firms	will	be	more	cautious	

% real annual growth

Figure 2.16 – Regional growth profile in PwC main scenario

2012 2013 Source: PwC analysis
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2.6 – Summary and conclusions 

Economic	recovery	in	the	UK	slowed	down	
significantly	during	2011	in	the	face	of	
adverse	trends	in	global	commodity	prices	
and	the	sovereign	debt	markets.	Fears	about	
whether	some	members	of	the	Eurozone	will	
be	able	to	pay	their	debts	and	weak	growth	
have	negatively	reinforced	each	other	in	a	
crisis	of	confidence.	This	is	holding	back	
investment	and	consumption	and	leading	
to	low	growth	across	the	developed	world,	
including	the	UK.

In	our	main	scenario,	we	project	UK	GDP	to	
grow	modestly	by	around	0.6%	in	2012,	but	
with	stronger	growth	in	the	second	half	of	
the	year	rising	to	an	average	of	around	1.8%	
in	2013.	Business	investment	and	exports	
are	projected	to	lead	this	growth,	although	
neither	will	be	that	rapid	given	the	global	
headwinds	that	UK	businesses	face.

We	expect	real	consumer	spending	to	show	
modest	growth	of	0.7%	in	2012,	increasing	
to	1.3%	in	2013	in	our	main	scenario.		
Financial	stress	on	households	due	to	

pessimistic	prospects	for	earnings	and	house	
price	growth,	combined	with	high	household	
debt	levels	and	uncertain	employment	
prospects,	mean	consumer	spending	will	be	
constrained,	but	lower	inflation	(down	to	
around	2%	for	CPI	by	late	2012)	will	ease	the	
real	squeeze	on	household	incomes	that	 
was	a	major	drag	on	growth	in	2011.

Risks	to	UK	economic	growth	remain	significant	 
and	biased	to	the	downside	in	the	short	term.	
We	therefore	reiterate	our	recommendation	
that	businesses	should	stress	test	their	plans	

against	a	‘double	dip’	scenario	in	which	 
there	is	a	renewed	fall	in	GDP	in	2012.	 
This	is	not	the	most	likely	scenario,	but	it	is	
a	real	possibility.	At	the	same	time,	there	are	
also	some	upside	possibilities,	particularly	
if	the	crisis	in	the	Eurozone	reaches	a	timely	
and	satisfactory	conclusion.

In	summary,	our	main	scenario	is	for	
continued	slow	growth	in	the	UK	economy	
over	the	next	year,	but	picking	up	later	in	
2012	and	with	the	recovery	taking	root	 
more	strongly	in	2013.
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In	the	November	2011	edition	of	the	UK	
Economic	Outlook	we	introduced	our	
regional	financial	household	stress	index.	
In	this	box	we	update	the	index	and	discuss	
regional	trends	in	more	detail.	The	overall	
pattern	of	relative	household	financial	stress	
has	not	changed,	with	London,	the	East	and	
the	South	East	showing	the	lowest	levels	of	
financial	stress	and	Wales,	the	North	East	
and	West	Midlands	showing	the	highest	
levels.	However	it	is	clear	that	the	dispersion	
of	the	index	has	decreased,	showing	that	the	
more	stressed	regions	are	mostly	gaining	
ground	on	the	least	stressed.	

The	regional	financial	stress	index	combines	
weighted	and	standardized	indicators	 
of	employment,	personal	income	and	
insolvencies,	house	prices	and	exposure	to	
the	public	sector	to	provide	an	indication	 
of	the	relative	household	financial	stress	
across	the	regions	of	the	UK.	All	of	these	
things	affect	or	demonstrate	the	health	of	
household	finances,	which	in	turn	indicates	
how	likely	they	are	to	increase	their	
spending.	The	index		provides	a	timelier	
indicator	of	regional	economic	performance	
than	official	national	accounts	data,	which	
are	only	available	up	to	2010.

The	index	compares	the	various	indicators	to	
their	pre-recession	levels,	so	if	an	indicator	

has	deteriorated	a	lot	from	its	pre-recession	
level	it	will	contribute	strongly	to	the	index.	 
The	relative	level	of	an	indicator	compared	
to	other	regions	before	the	recession	is	not	
taken	into	account	(except	in	the	case	of	
public	sector	exposure).	Figure	2.1.1	shows	
the	November	2011	index	values	alongside	
the	March	2012	values,	which	include	the	
latest	labour	market	data.	The	lower	or	more	
negative	the	index	number	the	lower	the	
levels	of	financial	stress	and	vice	versa.

The	key	differences	between	the	latest	and	
the	November	indices	are,	first,	that	the	
dispersion	of	the	index	has	been	reduced	
and,	second,	that	the	West	Midlands	has	
seen	a	significant	increase	in	its	index	value,	
making	it	now	the	most	stressed	region.	 
The	West	Midlands	saw	a	sharp	increase	 
in	labour	market	inactivity	between	July	 
and	December,	combined	with	comparatively	
low	wage	growth.	Aside	from	the	West	
Midlands,	the	general	pattern	has	been	for	
the	most	stressed	regions	in	November	to	
perform	slightly	better	on	the	labour	market	
index	than	the	least	stressed,	particularly	 
on	the	measure	of	inactivity.	The	North	East	 
and	East	Midlands	are	also	now	showing	
similar	levels	of	wage	growth	to	London,	
which	has	reduced	the	dispersion	 
of	the	index.

Box 2.1 – Regional financial stress index update

Index value (standard deviations from UK average)

Figure 2.1.1 – Regional household financial stress index

November 2011 March 2012 Source: PwC
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Figure 2.1.2 – Regional GVA (% change 2007 - 2010)

Source: ONS
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Regional financial stress and  
economic growth compared

The	regional	financial	stress	index	is	not	
meant	to	be	a	comprehensive	estimate	of	
economic	growth,	but	financial	stress	will	
impact	on	consumption,	which	accounts	for	
around	60%	of	gross	value	added.	So	we	
should	expect	some	correlation.		As	we	only	
have	data	up	to	2010	for	regional	gross	value	
added	(the	measure	of	regional	economic	
growth	corresponding	to	national	GDP),	
Figure	2.1.2	only	shows	the	change	in	GVA	
between	2007	and	2010	(rather	than	2011	

for	our	household	stress	index).	The	pattern	
we	see	does	broadly	follow	the	pattern	of	
the	regional	financial	stress	index,	however,	
with	London	and	the	South	East	showing	the	
most	resilience	and	the	West	Midlands	and	
Wales	having	the	most	difficult	experience.	
The	East	and	North	East	are	the	two	regions	
that	are	most	different	in	their	placing	
compared	to	the	financial	stress	index.

The	regional	GVA	data	actually	shows	that	
2010	was	a	relatively	bad	year	for	London,	
with	the	lowest	growth	rate	of	all	the	regions.	 
London’s	position	when	we	compare	to	

before	the	recession	is	so	good	because	
it	did	relatively	well	in	2008	and	2009	
compared	to	other	regions.	It	is	not	clear	
whether	this	is	a	sign	that	the	recession	had	
a	very	delayed	impact	on	London,	or	that	
London	was	the	first	to	feel	the	impact	of	
the	brewing	Eurozone	sovereign	debt	crisis.	
Care	needs	to	be	taken	in	determining	the	
direction	of	regional	trends	–	whilst	data	
suggest	that	there	is	some	regional	catch	up	
in	recent	months,	there	is	a	lot	of	uncertainty	
and	trends	can	be	reversed	very	quickly	as	
regional	data	are	volatile.

Summary

London,	the	East	and	the	South	East	appear	
to	be	the	least	stressed	of	all	regions	based	
on	data	since	the	onset	of	recession,	whilst	
the	West	Midlands,	North	East	and	Wales	
are	the	most	stressed.	But	the	dispersion	of	
the	index	has	decreased	since	November	
suggesting	that	the	most	stressed	regions	
have	gained	some	ground	recently	(apart	
from	the	West	Midlands).	London	was	 
less	hard	hit	by	the	recession	in	2008-9,	 
but	against	this	grew	relatively	slowly	 
in	2010.
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from	-2%	of	GDP	in	2010/11	and	return	
to	zero	by	2017/18	(the	same	date	as	
assumed	by	the	OBR	and	in	our	other	 
two	scenarios).

•	 In	the	pessimistic scenario	the	economy	
moves	into	recession	again,	with	growth	
of	-0.8%	in	2012/13.	Trend	growth	in	 
the	medium	term	is	just	1.25%	and	the	
output	gap	is	initially	zero	in	2010/11,	
implying	limited	scope	for	above	trend	
non-inflationary	growth	in	the	 
medium	term.

•	 The optimistic scenario	reflects	a	world	 
where	there	is	a	swift	and	timely	resolution	
to	the	Eurozone	crisis	and	confidence	
returns	rapidly	to	consumers	and	businesses.	 
Growth	is	around	2%	in	2012/13	and	
around	3-3.5%	in	the	subsequent	four	
years.	Trend	growth	is	2.25%	and	the	
output	gap	is	initially	-4%	of	GDP	in	
2010/11,	so	allowing	plenty	of	room	for	
non-inflationary	above	trend	growth	 
in	the	medium	term.

At	the	moment,	risks	appear	weighted	to	
the	downside,	so	the	pessimistic	scenario	
appears	particularly	relevant	in	the	short	
term,	but	risks	appear	more	balanced	when	 
a	medium	term	perspective	is	taken	on	
factors	such	as	underlying	trend	growth.

finances	than	the	underlying	structural	
deficit	excluding	these	cyclical	effects.	

The	key	variables	for	determining	the	
structural	deficit	are	underlying	trend	GDP	
growth	and	how	far	the	economy	is	from	
full	capacity	at	the	start	of	the	projection	
period	(the	output	gap).	If	there	is	a	larger	
initial	negative	output	gap,	then	there	is	
more	scope	for	the	economy	to	grow	at	an	
above	trend	rate	in	future	without	generating	
undue	inflationary	pressures.	Thus	a	larger	
output	gap	means	that	the	structural	deficit	
is	calculated	to	be	lower	for	a	given	level	of	
the	actual	budget	deficit	and	therefore	that	
the	government	is	more	likely	to	meet	its	
primary	fiscal	mandate	of	eliminating	the	
structural	budget	deficit	by	2016/17.

Three alternative scenarios

For	our	analysis	we	use	three	scenarios	
based	on	extending	those	outlined	in	Section	
2	above.	The	main	scenario	reflects	the	
outcome	we	consider	to	be	the	mostly	likely,	
although	both	the	pessimistic	and	optimistic	
scenarios	use	plausible	assumptions	and	
should	be	considered	as	serious	possibilities:

•	 Our main scenario	reflects	what	we	
consider	to	be	the	most	likely	path	for	
the	economy.	GDP	growth	remains	
modest	at	just	under	1%	in	2012/13	but	
then	gradually	recovers.	Trend	real	GDP	
growth	is	assumed	to	be	1.75%	per	annum	
and	the	output	gap1	is	assumed	to	start	

3 – Outlook for the public finances

Key points

•	 This	article	presents	updated	projections	
for	the	public	finances	and	considers	the	
implications	for	the	Chancellor’s	options	
in	the	Budget.

•	 Our	main	scenario	is	broadly	similar	to	the	
latest	OBR	forecast,	with	the	structural	
budget	deficit	being	narrowly	eliminated	
by	2016/17	and	public	sector	net	debt	
peaking	at	around	78%	of	GDP	in	2014/15	
and	then	gradually	declining.

•	 These	projections	show	the	Chancellor	
meeting	his	targets	but	with	little	margin	
for	error,	while	our	alternative	scenarios	
indicate	a	large	margin	of	uncertainty	
around	these	central	projections.	We	
would	therefore	expect	a	broadly	neutral	
Budget	to	be	prudent,	but	this	still	leaves	
some	scope	for	tax	reforms	and	spending	
reallocations	aimed	at	boosting	the	 
long-term	supply	side	performance	of	 
the	economy	(as	discussed	in	more	 
detail	in	Section	4	below).

Introduction

The	coalition	government	has	a	fiscal	
mandate	which	sets	a	primary	target	 
of	eliminating	the	structural	current	 
budget	deficit	by	the	end	of	a	five	year	
forecast	horizon	(currently	2016/17)	 
and	a	supplementary	target	that	requires	
public	sector	net	debt	as	a	%	of	GDP	to	 
be	falling	by	2015/16.	The	rationale	is	to	 
put	government	debt	on	a	sustainable	path	

and	so	avert	the	kind	of	sovereign	debt	 
crisis	we	have	seen	in	several	Eurozone	
economies	recently.	

In	this	article	we	use	our	own	model	and	
scenarios	for	the	economy	to	determine	
whether	the	government	is	currently	on	track	
to	meet	its	targets	for	the	public	finances	
and	then	discuss	what	this	means	for	the	
Chancellor’s	options	for	the	forthcoming	
Budget.	The	discussion	is	structured	 
as	follows:

•	 Section	3.1	describes	our	alternative	
scenarios	for	the	economy	and	public	
spending

•	 Section	3.2	presents	the	results	of	our	
analysis	for	public	borrowing	and	debt

•	 Section	3.3	discusses	implications	for	the	
Chancellor’s	options	in	the	Budget.	

3.1 – Scenarios for the economy and 
public spending

The economy

The	future	state	of	the	public	finances	will	
strongly	depend	on	the	performance	of	
the	economy.	In	line	with	normal	Treasury	
and	Office	for	Budget	Responsibility	(OBR)	
practice	we	take	into	account	the	fact	that	
the	so	called	cyclical	deficit,	caused	by	the	
recession	pushing	output	below	its	long	
term	potential	trend	level	(i.e.	there	is	a	
negative	‘output	gap’),	should	be	eliminated	
as	the	economy	returns	to	full	capacity	and	
therefore	is	less	of	a	worry	for	the	public	

1 Output gap estimates are highly uncertain given the unobservable nature of potential output, but our range of 0-4% of GDP for the extent to which actual output is below potential on average in 2010/11 encompasses the estimates  
 of other leading forecasters such as the OBR, OECD, IMF and European Commission.
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Figure 3.1 – Alternative real GDP growth projections
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How do out scenarios compare with 
Office of Budget Responsibility  
(OBR) forecasts?

Our	main	scenario	is	broadly	comparable	
to	the	OBR’s	November	2011	forecasts,	as	
shown	in	Figure	3.1	below	(although	it	
should	be	noted	that	the	OBR	did	reduce	its	
growth	forecasts	materially	in	November	 
compared	to	its	March	2011	forecast,	so	
bringing	its	view	more	into	line	with	our	
own	projections	–	remaining	differences	are	
well	within	the	margin	of	error	for	any	such	
growth	projections).		

In	our	main	scenario	we	assume	that	the	 
underlying	trend	GDP	growth	averages	1.75%	 
per	annum	for	the	period	to	2016/17	with	
the	output	gap	widening	to	just	over	3%	 
of	GDP	on	average	in	2011/12.	The	OBR	
assumes	a	slightly	smaller	output	gap	of	just	
under	3%	in	2011/12	but	a	slightly	higher	 
average	trend	growth	rate	of	around	2%	from	 
2012/13	to	2016/17	(with	a	rising	profile	for	
trend	growth	over	the	first	three	years	of	this	
period).	Loss	of	capacity	during	the	recession	 
(e.g.	due	to	scrapping	under-utilised	assets	 
and	long-term	unemployment	leading	to	
skills	erosion	and	detachment	from	the	
labour	market)	and	persistently	tighter	credit	
conditions	than	prior	to	the	recession	mean	
that	both	we	and	the	OBR	think	that	there	
will	be	significantly	lower	trend	growth	 
over	the	coming	five	years	than	prior	to	the	
recession.	The	projected	output	gap	in	our	

main	scenario	at	the	end	of	the	projection	
period	is	comparable	to	that	in	the	latest	
OBR	forecast.	In	all	scenarios,	we	assume	the	
output	gap	trends	back	to	zero	by	2017/18,	
which	was	also	the	OBR	assumption.

Government spending and receipts

We	assume	the	government	spends	according	
to	its	current	plans2	laid	out	in	the	November	
2011	Autumn	Statement	aside	from	some	
adjustments	for	actual	outturns	in	the	current	
year	to	date.	The	state	of	the	public	finances	
is	therefore	largely	driven	by	growth	in	 
receipts	and	the	responsiveness	of	tax	
revenues	to	growth.	To	reflect	this	we	vary	
the	elasticity	of	the	response	of	revenues	to	
increases	in	income,	spending	and	profits.	
Tax	revenues	are	assumed	to	be	less	elastic	 
in	our	pessimistic	scenario	and	more	elastic	
in	our	optimistic	scenario.

Both	for	simplicity	and	for	consistency	with	
the	Treasury	and	OBR’s	normal	practice,	we	
exclude	from	the	public	debt	statistics	the	
impact	of	the	public	sector	bank	takeovers	
and	of	the	bank	recapitalisation	measures.	
Such	transactions	create	public	assets	to	set	
against	increased	public	debt,	with	the	po-
tential	being	there	for	the	taxpayer	to	make	
either	gains	or	losses	on	these	investments	in	
the	longer	term.	It	should	be	recognised	that	
these	banking	transactions	do,	therefore,	 
introduce	an	additional	element	of	uncertainty	 
into	the	long-term	state	of	the	public	finances.

2 In practice, the challenge of achieving the scale of real spending cuts planned should not be underestimated, but for the purposes of this analysis we assume that the spending plans can be delivered. 
3 This is the difference between total receipts and total public spending (including capital investment). 

3.2 – The outlook for the public finances

Based	on	the	assumptions	outlined	above,	
our	main	scenario	for	the	public	finances	 
is	as	summarised	in	Table	3.1	below,	 
which	also	shows	the	latest	OBR	forecast	 
for	comparison.

This	table	shows	that	the	overall	profile	of	
the	public	finances	in	our	main	scenario	
is	broadly	similar	to	that	in	the	latest	OBR	
forecast.	In	both	cases,	the	structural	(i.e.	
cyclically-adjusted)	current	budget	deficit	
falls	gradually	over	time	and	is	eliminated	in	
2016/17	in	line	with	the	government’s	fiscal	
mandate.	The	net	public	sector	debt	stock	
rises	to	a	peak	of	around	78%	in	2014/15	 

and	then	gradually	declines,	which	again	 
is	consistent	with	the	government’s	 
fiscal	objectives.	

Any	such	projections	are	subject	to	many	
uncertainties,	however,	as	discussed	in	more	
detail	below	in	relation	to	our	alternative	
scenarios.	This	high	level	of	uncertainty	
is	important	in	assessing	the	Chancellor’s	
policy	options	for	the	Budget.

Public sector borrowing

Ongoing	cuts	to	government	spending	mean	
that	public	sector	net	borrowing	(PSNB)3  
falls	in	all	of	our	scenarios.	Based	on	the	
latest	available	data,	it	appears	that	total	



UK Economic Outlook March 2012 23

% of GDP

Figure 3.2 – Alternative public sector net borrowing projections
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borrowing	for	the	current	financial	year	is	set	
to	undershoot	by	around	£7	billion	the	OBR	
forecast	of	£127	billion,	due	primarily	to	
current	spending	being	below	planned	levels.	
We	assume	this	is	only	a	temporary	diversion	
from	planned	spending,	however,	so	in	
future	years	we	assume	any	deviations	from	
the	OBR	projections	are	due	overwhelmingly	
to	variations	in	tax	revenue,	which	seem	to	
be	broadly	on	track	to	meet	OBR	forecasts	 
in	2011/12.

In	our	main	scenario	we	project	PSNB	to	
remain	broadly	unchanged	at	around	£120	
billion	in	2012/13	given	slow	growth	in 
that	year,	but	then	to	decline	steadily	to	
around	1.3%	of	GDP	(£25	bn)	in	2016/17,	
which	is	very	similar	to	the	OBR’s	central	
forecast	of	1.2%	of	GDP	(£24	bn)	in	2016/17.	
However,	our	alternative	scenarios	show	a	
range	for	the	PSNB	in	2016/17	of	between	
-3%	and	5%	of	GDP,	which	illustrates	 
the	considerable	

 2011/12 2012/13 2013/14 2014/15 2015/16 2016/17

PwC main scenario 

Real GDP growth 0.5% 0.9% 2.0% 2.5% 2.8% 2.8%

Public sector net borrowing (£bn) 120 120 101 82 55 25

Public sector net borrowing (% GDP) 7.9% 7.6% 6.1% 4.7% 3.0% 1.3%

Current budget deficit (% GDP) 6.0% 6.0% 4.8% 3.5% 1.9% 0.2%

Cyclically adjusted budget deficit (% GDP) 4.2% 3.5% 2.0% 1.1% 0.2% -0.7%

Public sector net debt (% GDP) 67.0% 72.6% 76.1% 77.8% 77.6% 75.7%

OBR forecast     

Real GDP growth  0.6% 0.9% 2.4% 2.8% 3.1% 3.0%

Public sector net borrowing (£bn) 127 120 100 79 53 24

Public sector net borrowing (% GDP) 8.4% 7.6% 6.0% 4.5% 2.9% 1.2%

Current budget deficit (% GDP) 6.5% 6.0% 4.7% 3.3% 1.8% 0.1%

Cyclically adjusted budget deficit (% GDP) 4.6% 3.9% 2.7% 1.6% 0.6% -0.5%

Public sector net debt (% GDP) 67.5% 73.3% 76.6% 78.0% 77.7% 75.8%

Table 3.1 – Comparison of PwC and OBR public finance projections

Source: OBR central forecast (November 2011), PwC main scenario

4 The gap between spending and receipts, cyclically adjusted and excluding capital spending. 
5 Based on past forecasting errors for Treasury budget deficit projections looking five years ahead.

uncertainties	involved	in	any	such	medium	
term	fiscal	projections	(see	Figure	3.2).

The structural budget deficit

The	government’s	fiscal	mandate	requires	
the	structural	current	budget	deficit4	to	have	
been	eliminated	by	the	end	of	a	rolling	five	
year	forecast	horizon,	which	is	currently	
2016/17.	Under	our	main	scenario	this	is	
achieved,	although	a	projected	structural	
current	budget	surplus	of	0.7%	of	GDP	in	
2016/17	is	very	small	relative	to	the	range	
under	our	other	scenarios	as	shown	in	
Figure	3.3.	Only	slightly	lower	trend	growth	
than	in	our	main	scenario	would	lead	to	
the	government	failing	to	meet	its	target. 

This	suggests	that	the	fiscal	stance	needs	to	
remain	prudent	in	the	forthcoming	March	
2012	Budget.	

Another	way	of	looking	at	this	is	to	note	that	 
the	probability	of	the	government	meeting	
its	fiscal	mandate	on	the	basis	of	our	range	
of	projections	(and	past	forecasting	errors)	
would	only	be	around	60%	given	the	
uncertainties	involved	in	looking	ahead	 
to	2016/17.5

Public debt
The	government	has	also	set	a	target	of	
seeing	the	stock	of	public	sector	debt	fall	as	 
a	share	of	GDP	by	2015/16.	The	net	debt	
stock	at	the	end	of	2011	was	64.2%	of	GDP
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(£1.004	trillion)	excluding	temporary	
financial	transactions.	Under	our	main	
scenario	the	debt	stock	will	continue	to	rise,	
peaking	at	around	78%	of	GDP	in	2014/15,	
but	will	then	fall	back	to	just	over	75%	in	
2016/17.	This	profile	is	similar	to	that	in	the	
latest	OBR	forecast	(with	both	projections	
being	significantly	higher	than	earlier	
OBR	forecasts	in	March	2011	due	to	higher	
borrowing	requirements	arising	from	lower	
projected	economic	growth).	

As	shown	in	Figure	3.4,	the	uncertainties	
around	this	main	scenario	are	considerable.	
If	our	pessimistic	scenario	were	to	occur,	
then	public	debt	would	be	over	90%	of	
GDP	by	2016/17	and	still	on	a	clear	rising	
trend.	Under	this	scenario	decisive	action	
would	eventually	be	needed	to	bring	debt	
under	control,	but	not	until	later	in	the	
decade	given	that	early	action	could	be	
counterproductive	in	further	worsening	the	
short-term	recession	seen	in	this	scenario.	
Under	our	optimistic	scenario,	by	contrast,	
the	debt	ratio	peaks	earlier	and	falls	faster	
as	would	be	expected	with	a	stronger	
growth	outlook.	In	current	circumstances,	
however,	this	scenario	is	not	something	the	
government	can	rely	upon.

3.3 – Implications for fiscal policy  
in the Budget

There	could	potentially	be	some	limited	
room	for	temporary	carefully	targeted	fiscal	
stimulus	now,	offset	by	more	tightening	
later	as	and	when	the	recovery	is	stronger.	

Businesses	and	consumers	are	saving	and	not	
spending.	Stimulus	by	the	government	might	
serve	to	boost	confidence	in	the	recovery	
and	encourage	spending	and	investment.	
However,	this	stimulus	would	need	to	be	well	
targeted	and	might,	for	example,	be	focused	
on	boosting	capital	spending	in	the	short	
term,	which	appears	to	be	running	below	
planned	levels	so	far	in	2011/12	and	is	set	 
to	be	cut	further	over	the	next	few	years.	

Going	more	slowly	on	these	capital	spending	
cuts	could	be	argued	for	on	the	basis	of	
supporting	the	economy	in	the	short	term	
while	boosting	the	UK’s	infrastructure	in	
areas	like	transport	and	housing	in	the	
longer	term.	The	impact	of	a	one-off	increase	
in	planned	capital	spending	of	around,	say,	
£5-10	billion	in	2012/13	would	be	minimal	
for	medium	term	targets	for	the	structural	
current	budget	deficit,	given	that	the	latter	
are	defined	net	of	capital	spending	(there	
would	be	an	increase	in	debt	interest	
spending,	but	this	would	be	very	small).	 
The	debt	level	would	be	increased	but	
the	path	of	debt	would	not	be	altered	
appreciably,	with	the	debt	to	GDP	ratio	still	
tending	to	fall	from	2015/16	onwards	in	 
our	main	scenario	even	with	an	additional	
one-off	capital	spending	boost	of	around	 
£5-10	billion	in	2012/13.	

Other	measures	with	modest	fiscal	costs	to	
support	the	long-term	development	of	the	
supply	side	of	the	economy	should	also	be	
considered	in	the	Budget.	Policy	options	in	this	
area	are	discussed	further	in	Section	4	below.

% of GDP

Figure 3.3 – Cyclically-adjusted current budget deficit projections 
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Figure 3.4 – Alternative public sector net debt projections
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3.4 – Summary and conclusions

In	our	main	scenario	the	budget	deficit	would	 
undershoot	OBR	forecasts	by	around	£7	billion	 
in	2011/12,	but	with	smaller	differences	in	
later	years.	The	structural	current	budget	
deficit	would	be	eliminated	by	2016/17	in	our	 
main	scenario,	as	in	the	latest	OBR	forecasts,	
assuming	the	government	sticks	to	its	tough	
spending	plans	going	forward.	The	public	
debt	stock	rises	to	a	peak	of	around	78%	 
of	GDP	in	2014/15	in	our	main	scenario,	 
but	should	then	start	to	fall	back	gradually	 
in	later	years.	Our	outlook	is	significantly	
more	pessimistic	than	the	OBR	March	
2011	forecasts,	but	similar	to	their	updated	
November	2011	projections.	

However,	given	the	large	uncertainties	
involved	in	any	such	medium-term	
fiscal	projections,	there	is	no	room	for	
complacency	on	the	outlook	for	the	 
public	finances.	There	could	be	room	for	 
a	limited	one-off	increase	in	planning	
capital	spending	in	2012/13	to	support	 
the	economy	and	improve	UK	infrastructure	
in	the	longer	term,	or	other	supply	side	
measures	with	modest	fiscal	costs,	but	
there	is	not	room	to	depart	by	much	from	
a	broadly	neutral	Budget.	The	focus	of	the	
Budget	could	instead	be	on	longer	term	
reforms	aimed	at	boosting	the	supply	side	 
of	the	economy,	as	discussed	further	in	 
the	next	section	of	this	report.	
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Key points

•	 UK	economic	growth	has	been	relatively	
disappointing	over	the	recovery	so	 
far,	despite	a	large	stimulus	from	
expansionary	monetary	policies.	 
This	may	reflect	impediments	to	growth	
on	the	supply	side	of	the	economy	 
which	are	holding	back	increases	in	
employment	and	productivity.

•	 Government	has	the	potential	to	boost	
employment	and	productivity	growth	 
with	policies	which	enable	markets	to	
function	more	effectively.	Supply-side	
policies	were	deployed	in	the	1980s	and	
1990s	and	helped	to	underpin	the	long	
expansion	in	economic	activity	which	the	
UK	enjoyed	from	1982	until	2007	with	
the	brief	interruption	of	the	early	1990s	
recession.	However,	there	is	a	need	to	
update	and	review	these	policies	in	 
the	light	of	the	current	challenges	 
facing	the	economy.

•	 Four	key	themes	have	underpinned	the	
development	of	supply-side	policies	since	
the	1980s	–	market	liberalisation	and	
efficient	regulation;	tax	reform;	labour	
market	flexibility	and	efficiency;	 
and		investment	in	infrastructure,	
education	and	research.

•	 There	is	scope	for	the	Chancellor	to	
advance	this	policy	agenda	in	his	forth-
coming	Budget,	by	further	reducing	the	
burden	of	business	regulation,	pursuing	a	
more	radical	approach	to	longer	term	tax	
reform,	and	by	taking	further	measures	 
to	help	reduce	barriers	to	employment	 
for	young	workers.

Introduction

As	discussed	in	Section	2.1	above,	the	rate	of	
economic	growth	in	the	UK	over	the	recovery	
so	far	has	been	relatively	disappointing.	
Since	the	economy	bottomed	out	in	the	first	
half	of	2009,	average	annual	GDP	growth	has	
been	1.4%.	If	the	depressing	impact	of	falling	
North	Sea	oil	and	gas	output	is	removed,	the	
picture	is	a	bit	better.	But	the	average	growth	
rate	of	the	non-oil	economy,	at	1.7%	per	
annum,	is	still	only	around	half	of	the	rate	
achieved	in	the	decade	before	the	financial	
crisis.	This	year,	economic	growth	is	also	
likely	to	be	subdued.	Even	with	a	pick-up	in	 
growth	in	the	second	half	of	the	year,	calendar	 
year	GDP	growth	in	2012	is	projected	at	just	
0.6%	in	the	PwC	main	scenario.

Policy-makers	are	becoming	increasingly	
concerned	about	disappointing	growth	
performance	and	prospects	–	not	just	in	the	
UK	but	in	other	western	economies.	It	is	

becoming	increasingly	difficult	to	support	
growth	simply	by	stimulating	demand.	
Government	spending	and	tax	policies	are	
now	constrained	by	the	need	for	deficit	
reduction	to	maintain	the	confidence	of	
financial	markets.	Official	interest	rates	are	
already	extremely	low	and	in	the	UK	they	
have	been	supplemented	by	large	injections	
of	money	through	the	Bank	of	England’s	
Quantitative	Easing	programme.	These	
highly	stimulatory	monetary	policies	helped	
to	stabilise	the	economy	in	the	depths	
of	recession	but	they	have	not	yet	been	
	successful	in	generating	a	strong	recovery	in	
difficult	international	economic	conditions.	

Trying	to	stimulate	growth	through	injections	 
of	demand	can	help	counter	negative	
influences	on	the	economy	in	the	short-term.	 
But	it	cannot	guarantee	sustained	economic	
growth	over	the	longer	term.	That	depends	
on	more	fundamental	forces	on	the	supply-
side	of	the	economy	–	the	capacity	of	
businesses	to	invest,	innovate,	expand	and	
create	new	jobs,	and	the	efficiency	and	
productivity	of	their	operations.

This	article	discusses	how	government	
policies	can	support	growth	through	their	 
influence	on	the	supply-side	of	the	economy	 
–	by	improving	the	functioning	of	markets,	 

4 – A supply side agenda for UK economic growth1

1 This article was written by Andrew Sentance, Senior Economic Adviser at PwC and former member of the Monetary Policy Committee. 

removing	or	reducing	regulation,	
encouraging	new	business	activity	and	
improving	incentives	to	work,	create	jobs	 
and	invest	in	wealth-creating	activities.

The	first	section	of	the	article	(4.1)	sets	out	 
a	framework	for	analysing	the	performance	
of	the	supply	side	of	the	economy	where	 
the	key	variables	are	the	rate	of	productivity	
growth	and	the	efficiency	of	the	labour	
market.	This	is	followed	by	a	discussion	in	
Section	4.2	of	how	supply-side	policies	work	
in	terms	of	boosting	growth	and	the	main	
themes	underpinning	these	policies.	Finally,	
we	set	out	in	Section	4.3	how	these	ideas	
might	be	applied	in	the	current	context,	
particularly	focussing	on	measures	which	
could	be	taken	in	the	March	2012	Budget	
after	allowing	for	the	challenging	outlook	 
for	the	public	finances	discussed	in	 
Section	3	above.

4.1 - Analysing the supply-side of  
the economy

A	simple	framework	for	analysing	economic	
growth	from	a	supply	side	perspective	is	
to	think	of	the	output	of	the	economy	as	a	
product	of	two	key	variables:	the	number	 
of	people	employed	and	their	productivity	
and	efficiency	in	generating	value-added	 
–	which	is	normally	measured	by	the	 
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growth	of	real	Gross	Domestic	Product	
(GDP).	GDP	growth	can	then	be	decomposed	
into	the	growth	of	employment	and	
productivity	growth,	measured	by	the	
change	in	output	per	worker.	Figure	4.1	
shows	how	these	two	components	of	growth	
have	moved	over	the	past	40	years.	Both	of	
these	components	show	a	cyclical	pattern.	
In	an	economic	downturn,	when	demand	
is	weak,	resources	are	not	fully	utilised	and	
therefore	productivity	drops.	Employment	
also	falls	as	companies	lay	off	workers	or	
reduce	hiring	to	adjust	to	the	lower	level	of	
demand.	These	jobs	come	back	again	when	
the	economy	recovers	–	though	not	always	
in	the	parts	of	the	economy	where	the	old	
jobs	were	lost.	And	productivity	also	recovers	
during	an	upswing	as	businesses	restructure	
their	operations	to	improve	efficiency	and	
rising	demand	allows	resources	to	be	 
more	fully	utilised.

To	understand	the	forces	underpinning	the	
growth	of	the	economy	over	the	medium	
term,	however,	it	helps	to	abstract	from	
these	short-term	fluctuations	in	employment	
and	productivity.	Figure	4.2	does	this	by	
dividing	the	period	from	1971	to	2006	into	
periods	of	10	to	15	years	–	choosing	start	and	
finish	dates	which	are	mid-cycle,	when	the	
economy	is	neither	at	the	peak	of	a	boom	or	
the	trough	of	a	recession.	Over	these	longer	
periods,	the	contribution	of	productivity	
growth	has	been	much	steadier,	at	around	2	
per	cent	per	annum	or	just	below.	The	main	
fluctuations	in	the	rate	of	growth	between	

the	three	periods	shown	in	Figure	4.2	come	
from	the	employment	side	of	the	equation,	
which	can	be	subdivided	into	three	elements:	
(i)	changes	in	the	population	of	working	
age	(16+);	(ii)	changes	in	the	proportion	of	
this	population	who	are	active	in	the	labour	
market,	either	in	employment	or	looking	for	
work	(the	participation	rate);	and	(iii)	the	
employment	ratio	–	the	proportion	of	those	
available	for	work	who	are	in	employment.

The	first	of	these	elements	–	the	change	in	
the	population	of	working	age	–	is	driven	
predominantly	by	demographic	factors,	 
with	immigration	and	emigration	also	
playing	a	part.	But	the	other	two	elements	 
-	the	participation	rate	and	the	employment	
ratio	–	are	influenced	by	how	efficiently	the	
labour	market	works.	A	wide	range	of	factors	
have	a	bearing	on	labour	market	efficiency	 
–	the	flexibility	of	wages,	regulations	 
or	tax	structures	which	can	discourage	 
job	creation,	how	actively	unemployed	
workers	look	for	jobs,	the	extent	to	which	
their	skills	and	experience	matches	the	
requirements	of	employers,	and	the	ability	 
of	the	unemployed	to	move	to	areas	where	
jobs	are	more	plentiful.	Supply-side	policies	
can	help	employment	both	by	making	it	
easier	for	businesses	to	create	new	jobs	 
and	by	ensuring	unemployed	workers	are	
well-equipped	to	fill	these	jobs	and	 
well-motivated	to	seek	them	out.

Alongside	employment,	the	other	key	
variable	in	the	supply-side	approach	to	
growth	is	productivity.	Though	the	UK	 

% per annum change in employment and GDP/worker

Figure 4.1 – Supply side drivers of economic growth

Source: ONS and PwC calculations
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medium-term	growth	rate	of	labour	
productivity	was	steady	at	around	2%	per	
annum	until	the	mid-2000s,	it	has	been	
much	weaker	since	then.	As	Figure	4.3	
shows,	there	was	a	sharp	fall	in	measured	
productivity	in	the	recession	and	fairly	
modest	growth	over	the	recovery.	It	is	not	
unusual	for	productivity	to	fall	early	in	a	
recession,	as	companies	are	struggling	to	
keep	their	employees	fully	occupied.	But	past	
recessions	have	usually	been	followed	by	a	
strong	productivity	rebound	as	companies	
restructure	and	demand	starts	to	recover.	As	
Figure	4.3	shows,	not	only	did	productivity	
take	a	big	hit	in	2008/9,	but	it	seems	to	
be	recovering	unusually	slowly.	This	may	
partly	reflect	errors	in	the	measurement	
of	GDP	–	after	the	early	1990s	recession,	
initial	estimates	of	growth	were	revised	
up	significantly.	But	it	may	also	reflect	an	
underlying	productivity	slowdown	which	is	
holding	back	the	potential	of	the	economy	 
to	grow	over	the	medium	term.

4.2 - Supply-side policies:  
theory and practice

At	present,	therefore,	the	UK	economy	faces	
two	significant	challenges	from	a	supply-
side	perspective:	supporting	the	growth	of	
employment	to	help	erode	unemployment,	
which	currently	stands	at	8.4%	of	the	labour	
force;	and	helping	to	restore	productivity	
growth.	The	government	does	not	have	levers	 
to	pull	which	will	raise	employment	and	
productivity	growth	directly.	As	Figure	4.4	

shows,	the	business	sector	accounts	for	over	
80%	of	jobs	and	over	85%	of	value-added	
in	the	UK.	The	main	focus	of	supply-side	
policies	which	aim	to	boost	growth	therefore	
needs	to	be	on	creating	a	climate	in	which	
the	private	Sectoral	sector	is	better	able	to	
create	jobs	and	seize	new	opportunities	 
to	generate	economic	value.

It	is	the	market	system	which	underpins	
private	sector	activity,	and	as	Adam	Smith	
argued,	the	“invisible	hand”	of	the	market	
operates	to	ensure	resources	are	allocated	
efficiently	across	the	economy.	Enhancing	
the	efficient	functioning	of	markets	needs	 
to	lie	at	the	heart	of	a	supply-side	approach	
to	boosting	economic	growth.	To	achieve	
this,	regulatory	barriers	and	tax	distortions	
should	be	kept	to	a	minimum,	and	government	 
interventions	in	the	private	sector	should	be	
targeted	primarily	to	remedy	obvious	market	
failures.	Because	supply-side	policies	are	 
enabling	rather	than	directive,	they	will	
take	longer	to	affect	the	economic	growth	
rate	than	policies	which	focus	on	injecting	
demand	into	the	economy,	as	it	takes	time	 
for	the	private	sector	to	respond	to	new	
incentives	and	opportunities.	However,	
this	also	means	that	a	supply-side	growth	
strategy	may	well	produce	a	more	sustainable	 
growth	benefit,	in	contrast	to	demand	
management	policies	which	are	best	suited	
to	achieve	a	short-term	boost	to	growth	 
–	for	example	to	help	lift	an	economy	out	 
of	a	deep	recession.

% share of UK economy total

Figure 4.4 – UK GDP and employment by sector
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Though	the	prime	objective	of	supply-side	
policies	is	to	help	businesses	by	enabling	
them	to	operate	more	efficiently	and	more	
effectively,	they	can	also	help	generate	extra	
demand	for	the	economy	in	two	ways.	First,	
creating	a	more	internationally	competitive	
economy	can	boost	exports	and	inward	
investment.	Improvements	in	the	business	
climate	in	the	UK	can	help	firms	become	
more	competitive	on	international	markets	
and	increase	their	share	of	those	markets.	
Similarly,	supply	side	reforms	which	make	 
Britain	a	more	competitive	business	location	 
can	also	help	attract	internationally	mobile	 
foreign	investment.	Foreign	inward	investment	 
has	already	had	a	major	regenerating	impact	
on	key	sectors	of	the	UK	economy	–	such	as	
consumer	electronics	and	car	production.		
And	large	multinational	companies	which	
invest	internationally	are	often	at	the	
cutting	edge	of	technology	and	modern	
management	techniques.	So	when	they	
invest	in	the	UK	they	have	a	positive	impact	
on	our	productivity	performance	both	
directly	and	by	driving	improvements	in	 
the	domestic	supply	chain.

Second,	a	well	communicated	and	coherent	
strategy	of	supply-side	reform	can	help	
business	confidence	and	support	investment	
by	creating	a	more	positive	view	of	business	
prospects	over	the	medium-term.	In	the	
current	environment,	where	business	
confidence	is	weak	and	many	companies	
appear	to	be	conserving	cash	for	this	reason,	 
this	boost	could	be	especially	useful.	

However,	to	generate	this	confidence	boost	
and	to	influence	investment	decisions,	 
it	is	important	that	policy	measures	are	
sustainable	over	the	long-term.	Short-term	
measures	will	not	necessarily	have	the	 
same	impact.	

In	the	UK,	the	1980s	were	a	watershed	
in	terms	of	the	development	of	supply-
side	policies.	In	the	1960s	and	the	1970s,	
successive	governments	had	sought	to	boost	
productivity	and	employment	by	direct	
interventions	in	business	and	by	raising	taxes	
to	support	higher	public	spending.	In	the	
1980s,	nationalisation	and	state	intervention	
in	industry	gave	way	to	privatisation	and	
deregulation	of	markets.	The	tax	system	
was	reformed	and	marginal	tax	rates	were	
brought	down.	Labour	market	policies	
changed	dramatically,	with	the	protection	
afforded	to	unions	reduced,	and	a	renewed	
emphasis	on	labour	market	flexibility.	 
But	policies	driven	by	a	strong	free	market	
ideology	also	had	to	be	adapted	over	time	
to	take	into	account	practical	realities.	
In	the	late	1980s	and	1990s,	there	was	a	
recognition	that	while	the	state	needed	
to	pull	back,	inadequate	investment	in	
infrastructure,	education	and	research	could	
harm	the	economy.	And	labour	market	
policies	needed	to	strike	a	balance	between	
flexibility	and	deregulation	and	remedying	
problems	facing	specific	groups	who	lacked	
the	skills	and	motivation	to	compete	for	
available	jobs.	Employment	and	training	
programmes	were	developed	to	help	long-

more	cheaply	and/or	to	a	better	quality	
standard.	This	acts	as	a	spur	to	productivity	
for	domestic	producers	and	encourages	
countries	to	specialise	in	producing	the	
goods	and	services	where	they	have	the	
strongest	comparative	advantage.

However,	not	all	markets	can	operate	
successfully	in	a	purely	competitive	
environment.	Natural	monopoly,	public	
goods	and	other	market	characteristics	
mean	that	some	form	of	market	intervention	
is	needed	by	government.	There	may	also	
be	non-economic	reasons	for	regulation	or	
taxation	of	business	activity	–	such	as	the	
need	to	protect	the	environment,	reduce	
inequality	of	income	or	protect	health	and	
safety.	In	these	cases,	what	we	should	be	
looking	for	is	efficient	regulation,	which	
allows	markets	to	operate	as	efficiently	as	
possible,	minimising	the	burdens	on	business	
and	barriers	to	growth.	Designing	systems	
of	efficient	regulation	is	a	major	challenge	
in	a	modern	economy	open	to	international	
competition,	and	it	is	essential	to	review	
regulatory	frameworks	on	a	regular	basis	
to	ensure	they	are	achieving	the	objectives	
which	they	were	originally	set	up	to	achieve.

ii) Tax reform

Taxes	can	distort	economic	activity	to	
a	significant	degree.	At	present,	the	UK	
government	is	raising	a	total	of	around	40%	
of	GDP	in	taxes	and	the	tax	burden	is	likely	
to	remain	at	around	this	level	into	the	future.	
However,	the	way	in	which	this	revenue	is	

term	unemployed	workers	become	more	
competitive	in	the	labour	market,	and	this	
helped	to	underpin	the	reduction	in	the	 
UK	unemployment	from	over	10%	of	the	
labour	force	in	the	mid-1980s	to	around	 
5%	in	the	late	1990s	and	2000s	(prior	to	 
the	financial	crisis).

As	policies	developed	and	policy-makers	
learned	from	their	experience,	four	key	
underlying	themes	can	be	identified	as	
underpinning	supply-side	policies	in	the	UK	
and	other	western	economies.

i) Market liberalisation and  
efficient regulation

Opening	up	areas	of	economic	activity	to	
market	disciplines	can	generate	a	number	
of	benefits.	First,	it	enables	resources	in	the	
economy	to	be	allocated	more	efficiently,	
rather	than	being	hoarded	in	inefficient	
sectors.	For	example,	a	nationalised	
industry	protected	by	government	can	hoard	
resources	of	labour	and	capital	which	could	
be	more	efficiently	exploited	elsewhere	
in	the	economy.	Second,	markets	create	
dynamic	benefits	to	growth	by	being	more	
responsive	to	changing	patterns	of	demand	
and	the	development	of	new	technology.	
This	is	likely	to	result	in	a	higher	level	of	
employment	and	stronger	productivity	
growth.	Third,	in	more	open	markets,	
domestic	producers	will	face	an	additional	
incentive	to	raise	efficiency	to	respond	to	
foreign	competitors,	who	may	be	able	to	
produce	goods	and	services	more	efficiently,	
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raised	can	distort	economic	activity.	In	the	
light	of	experience	and	economic	analysis,	
a	number	of	principles	have	come	to	inform	
the	design	of	efficient	tax	systems.	First,	
tax	rates	on	specific	activities	need	to	be	
as	low	as	possible,	to	avoid	distortions	to	
incentives.	This	implies	that	policy-makers	
should	seek	to	define	a	broad	tax	base	
and	avoid	a	large	number	of	exemptions.	
Second,	tax	rates	should	be	kept	as	low	as	
possible	on	the	creation	of	wealth	–	income	
generation,	savings	and	investment	and	
corporate	activity.	Taxes	on	expenditure	and	
accumulated	wealth	are	less	distortionary,	
and	taxes	on	socially	and	environmentally	
damaging	activities	(e.g.	smoking,	alcohol	
consumption	and	burning	fossil	fuels)	can	 
be	beneficial	for	society.	Third,	an	efficient	
tax	system	should	treat	very	similar	goods,	
services	and	economic	activities	equally.	
Otherwise,	there	will	be	distortions	to	
spending	and	economic	activity	which	are	
motivated	purely	by	the	structure	of	the	tax	
system	resulting	in	economic	inefficiency.

iii) Labour market flexibility and efficiency

The	performance	of	the	labour	market	is	a	
key	issue	for	the	efficient	functioning	of	the	
economy,	as	our	analysis	above	showed.	 
An	established	body	of	economic	analysis	
and	the	experience	of	the	UK	and	other	
major	economies	in	dealing	with	labour	
market	inflexibilities	and	imbalances	since	
the	1970s	have	taught	some	important	
lessons	about	how	labour	market	policies	

should	develop	in	mature	western	economies.	 
In	summary,	there	are	three	main	conclusions	 
which	flow	from	a	vast	body	of	analysis	
which	has	been	carried	out	on	this	subject2.		

First,	the	efficient	operation	of	labour	
markets	is	most	likely	to	be	supported	
by	a	relatively	liberal	and	deregulated	
environment.	Regulations	which	
significantly	restrict	the	flexibility	of	
employers	or	impose	large	non-wage	
employment	costs	discourage	employment	
and	contribute	to	high	medium-term	levels	
of	unemployment.	Second,	employment	
regulations	which	impose	reasonable	
standards	in	terms	of	minimum	wages	 
and	other	employer	obligations	are	not	
intrinsically	harmful	to	employment,	but	
the	imposition	of	these	regulations	and	
standards	need	to	be	sensitive	to	changing	
labour	market	conditions.	At	times	of	high	
unemployment	and	weaker	labour	demand,	
new	labour	regulations	could	be	particularly	
damaging.	Third,	the	benefit	system,	
employment	taxes	and	regulation	and	the	
provision	of	skills	by	the	education	and	
training	system	are	crucial	to	the	operation	 
of	the	labour	market.	Hence,	these	policies	
can	be	used	proactively	by	government	to	
address	specific	labour	market	problems.	 
This	view	underpins	the	notion	of	“active”	
labour	market	policies	which	were	first	
deployed	in	Scandinavia	but	have	become	
more	commonplace	in	the	UK	and	other	
northern	European	economies	in	recent	years.

iv) Investment in infrastructure,  
education and research

The	efficient	operation	of	the	private	sector	
in	market	economies	depends	on	the	public	
sector	investing	in	a	number	of	key	strategic	
activities	to	provide	the	infrastructure	which	
supports	economic	growth	and	development		
–		transport	networks,	the	education	system	
and	basic	research.	Basic	research	may	not	
be	such	an	important	issue	for	countries	at	a	
relatively	low	level	of	standard	living	–	where	
they	can	deploy	a	strategy	of	“catch-up”	with	
more	advanced	economies	in	science	and	
technology.	But	the	UK	is	not	in	that	position,	
and	has	drawn	strong	economic	benefits	
from	being	a	world	leader	in	key	areas	on	
scientific	research,	such	as	pharmaceuticals.

4.3 - UK policy implications and the 
2012 Budget

The	UK	government	has	already	recognised	
the	importance	of	the	supply-side	agenda	
outlined	above.	In	the	2011	Budget,	the	
Coalition	government	launched	its	“Plan	
for	Growth”	with	four	key	objectives:	(1)	to	
create	the	most	competitive	tax	system	in	
the	G20;	(2)	to	make	the	UK	one	of	the	best	
places	in	Europe	to	start,	finance	and	grow	
a	business;	(3)	to	encourage	investment	
and	exports	as	a	route	to	a	more	balanced	
economy;	and	(4)	to	create	a	more	educated	
workforce	that	is	the	most	flexible	in	Europe.	
The	Autumn	Statement,	last	November,	
listed	137	measures	which	had	been	taken 

in	pursuit	of	these	objectives,	aimed	at	
reducing	regulatory	burdens	on	business	 
and	addressing	other	barriers	to	growth.

However,	while	this	represents	a	useful	
start	to	a	process	of	developing	a	coherent	
supply-side	policy	for	the	UK,	there	is	scope	
to	go	further.	And	the	2012	Budget	provides	
an	opportunity	to	do	this.	In	particular,	there	
are	four	key	areas	where	the	Chancellor	
can	provide	stronger	supply-side	support	to	
economic	growth	in	his	Budget	statement	 
on	21st	March.

•	 First,	reductions	in	business	regulation	
could	be	pushed	harder	and	faster,	and	
made	more	relevant	to	business.

•	 Second,	the	tax	reform	agenda	would	be	
strengthened	if	changes	to	the	corporate	 
tax	system		were	complemented	by	
a	renewed	programme	of	reform	of	
personal	taxes,	expenditure	taxes	 
and	environmental	taxation.

•	 Third,	there	is	scope	for	a	bolder	and	
more	radical	approach	to	addressing	the	
problem	of	youth	unemployment.

•	 Fourth,	the	government’s	supply-side	
agenda	can	be	made	more	coherent	and	 
it	can	also	be	better	communicated	to	 
the	business	community.

These	ideas	are	fleshed	out	in	more	 
detail	below.

2  See, for example, “How to beat unemployment” by Richard Layard, OUP, 1986; “Unemployment: Macroeconomic performance and the labour market”, by Richard Layard, Stephen Nickell and Richard Jackman, OUP, 2005;  
 and the OECD Jobs Study, published by the OECD in 1994.
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3  An employer paying an extra £100 to an employee earning the top tax rate would be liable for an additional 13.8% employer national insurance and the employee would be deducted 50% income tax plus 2% employee national insurance.  
 The combined tax rate in relation to the amount paid by the employer is therefore (50+13.8+2)/(100+13.8) which equals just under 58%. 
4  In 2011/12, the 40% tax rate applied on annual income over £42,475 (personal allowance of £7,475 plus a basic rate tax allowance of £35,000). This was 1.6 times average income for full-time employees in 2011 (£26,244).  
 The equivalent figures for 1990/91 were a tax threshold of £23,705 and an estimated average income of £12,360. 

Business regulation

The	current	“Plan	for	Growth”	contains	21	
measures	designed	to	improve	the	working	
of	the	planning	system	and	reduce	business	
regulation.	Of	these,	however,	only	four	of	
the	initiatives	had	been	completed	by	the	
end	of	November	last	year.	The	status	of	
the	other	17	measures	was	listed	as	either	
“work	started”	or	“progress	made”.	There	
is	therefore	scope	for	the	government	to	go	
further	in	terms	of	lightening	the	burden	of	
business	regulation.

Two	of	the	key	areas	of	regulation	which	
affect	the	business	community	are	the	
planning	regime	and	employment	regulation.		
In	terms	of	employment	legislation,	there	
was	a	steady	increase	in	the	burden	over	
the	decade	from	the	late	1990s	to	the	late	
2000s,	with	the	introduction	of	a	national	
minimum	wage	and	the	incorporation	into	
UK	law	of	regulations	to	implement	the	
“Social	Chapter”	of	the	Maastricht	Treaty	in	
the	late	1990s.	While	this	gradual	extension	
of	employment	regulation	was	acceptable	
when	the	economy	was	growing	strongly,	it	
is	not	necessarily	sustainable	in	the	current	
business	environment.

A	stronger	and	more	visible	approach	to	
containing	and	stripping	away	business	
regulation	is	likely	to	be	needed	to	support	
growth	in	the	current	economic	climate.	
Here	are	three	suggestions	–	though	
many	other	ideas	could	be	developed	and	

announced	alongside	the	Budget.	First,	
changes	to	the	planning	regime	could	be	
made	much	more	immediate	and	relevant	to	
business.	A	fast-track	planning	regime	for	all	
business	proposals	which	have	a	job-creation	
element	would	have	this	effect.		This	could	
be	achieved	by	ensuring	that	any	planning	
proposal	with	a	job-creation	element	is	dealt	
with	by	the	relevant	planning	authority	
within	six	weeks	and	that	there	is	a	pre-
disposition	for	permission	to	be	given	in	the	
absence	of	major	social	and	environmental	
detriments.	Second,	all	business	regulation	
could	be	subject	to	a	time	expiry,	so	that	it	is	
automatically	reviewed	after	a	fixed	period	
–	say	25	years.	To	start	this	process,	the	
government	could	announce	that	within	the	
next	year	it	will	review	all	legislation	which	
creates	regulatory	burdens	on	business	
which	was	enacted	more	than	25	years	ago,	
and	bring	forward	proposals	to	abolish	
unnecessary	and	outdated	legislation.	

Third,	the	minimum	wage	is	a	regulation	
which	applies	to	all	businesses.	Since	it	was	
implemented	in	1999,	the	full	minimum	
wage	has	increased	by	nearly	70%	for	adults	
and	the	young	worker	rate	which	applies	
to	18-20	year-olds	has	increased	by	over	
65%.	Over	the	same	period,	the	Consumer	
Prices	index	has	increased	by	just	30%.	
The	minimum	wage	was	introduced	and	
increased	in	a	strongly	growing	economy	
which	is	no	longer	with	us.	With	immediate	
effect,	the	government	could	announce	

a	two-year	freeze	on	the	minimum	wage	
–	and	in	the	face	of	high	levels	of	youth	
unemployment	there	is	a	case	for	a	cut	in	
the	young	worker	rate	to	help	under-21s	
price	themselves	into	work.	Actions	in	this	
direction	would,	however,	need	to	ensure	
that	young	workers	retained	an	incentive	
to	take	on	paid	work,	relative	to	their	
entitlement	to	benefits.

Tax reform

The	government’s	objective	for	the	tax	
system	is	to	create	the	most	competitive	tax	
system	in	the	G20.	That	is	being	achieved	
through	a	progressive	reduction	in	the	
corporate	tax	rate	to	23%,	accompanied	
by	a	restriction	of	capital	allowances	and	
other	tax	reliefs.	However,	the	corporate	
tax	system	is	only	one	element	of	the	
competitiveness	of	the	UK	tax	system.	What	
has	attracted	more	attention	recently	has	
been	the	introduction	of	a	top	income	tax	
rate	of	50%,	which	equates	to	an	effective	
combined	tax	and	national	insurance	rate	
of	58%3.	In	addition,	the	threshold	for	the	
40%	tax	rate	has	been	falling	relative	to	
average	earnings	over	the	past	two	decades.	
Compared	to	1990,	shortly	after	the	top	tax	
rate	was	cut	to	40%,	the	threshold	for	paying	
this	rate	has	fallen	from	nearly	twice	average	
earnings	to	just	over	one	and	a	half	times4.		

Other	distortions	in	the	UK	tax	system	which	
have	persisted	for	many	years	have	remained	
unaddressed.	The	UK	has	one	of	the	widest	

zero-rated	VAT	bands	in	the	EU	and	this	
creates	many	apparent	anomalies:	caviar	
is	zero-rated	for	VAT;	ice	cream	is	subject	
to	the	standard	rate	but	can	be	zero-rated	
when	part	of	a	cake;	and	the	VAT	treatment	
of	nuts	depends	whether	they	are	in	shells	
or	not	and	whether	they	are	to	be	used	in	
cake-making.	A	wholesale	review	of	the	VAT	
structure	to	remove	these	distortions	is	long	
overdue,	narrowing	the	categories	of	items	
which	are	zero-rated	to	VAT	to	more	basic	
foodstuffs	and	other	essentials.	For	example,	
all	cakes,	biscuits	and	desserts	could	be	
subject	to	20%	VAT	and	more	expensive	
books	(eg	hardback	editions)	could	also	be	
liable	for	VAT.	A	gradual	narrowing	of	VAT	
zero-rating	could	provide	a	revenue	source	
to	reduce	high	personal	marginal	tax	rates,	
including	the	50%	top	rate.

These	are	issues	which	can	only	be	addressed	
over	a	number	of	years,	but	a	clear	tax	
strategy	aimed	at	lowering	tax	rates	and	
reducing	tax	distortions	would	show	that	
the	UK	is	putting	in	place	a	sustainable	and	
business-friendly	tax	regime	for	the	longer	
term.	And	in	many	areas	there	is	scope	for	
tax	reform	to	raise	revenue	which	could	be	
ploughed	back	to	reduce	high	marginal	tax	
rates.	The	Chancellor	could	announce	in	his	
forthcoming	Budget	the	publication	of	three	
Green	Papers	-	on	personal	tax,	expenditure	
taxes,	and	environmental	taxation	–	which	
would	review	the	options	for	supply-side	
friendly	tax	reform	and	set	out	proposals	
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for	action	in	future	Budgets.	By	doing	this,	
George	Osborne	could	build	and	enhance	
his	reputation	as	a	truly	tax	reforming	
Chancellor,	following	the	path	which	 
Nigel	Lawson	took	in	the	1980s.

Youth unemployment

The	proposals	announced	alongside	the	2011	 
Autumn	Statement	to	offer	young	unemployed	 
workers	a	wider	range	of	work	experience	
and	training	options	were	welcome.	However,	 
these	measures	are	relatively	modest	in	
relation	to	the	scale	of	the	problem.	A	total	
of	£1bn	was	committed	over	three	years	
to	a	programme	aimed	at	helping	young	
workers	who	had	been	unemployed	for	nine	
months	or	more.	Given	the	scale	of	the	youth	
unemployment	problem	–	with	nearly	40%	 
of	the	unemployment	total	aged	under	25,	
and	the	potential	social	and	economic	costs	 
of	not	providing	young	people	with	suitable	
work	opportunities,	a	more	radical	approach	 
could	be	readily	justified.

“Active”	labour	market	policies	aim	to	
address	the	problem	of	unemployment	in	
disadvantaged	groups	by	a	combination	
of	enhanced	work	opportunities,	training	
opportunities,	and	a	tightening	of	benefit	

qualification.	This	tightening	in	benefit	
rules	could	be	enforced	more	rigorously	if	a	
wider	range	of	work	experience	or	training	
opportunities	was	available	and	ultimately	it	
could	take	the	form	of	withdrawing		benefit	
entitlement	for	those	who	do	not	take	
up	these	opportunities.	The	2012	Budget	
could	therefore	build	on	the	proposals	set	
out	last	autumn	and	move	further	in	this	
direction,	by	offering	a	job,	work	experience	
or	training	guarantee	for	all	under-21s	who	
have	been	unemployed	for	six	months	or	
more	and	restricting	or	withdrawing	benefit	
entitlements	for	those	who	do	not	take	up	
these	opportunities.	This	may	require	some	
enhancement	to	the	incentives	for	private	
sector	employers	to	offer	jobs	to	this	age	
group,	such	as	a	National	Insurance	holiday	
for	eligible	workers,	and/or	a	cut	in	the	
young	worker	rate	of	minimum	wage.

A coherent and well-communicated 
supply-side policy programme

The	fourth	element	of	the	programme	which	
the	Chancellor	could	seek	to	communicate	
through	his		Budget	would	be	the	coherence	
of	his	supply-side	agenda	in	supporting	UK	
business	activity.

One	of	the	Chancellor’s	key	objectives	for	
the	Budget	should	be	to	allay	concerns	
which	have	been	expressed	in	the	media	that	
the	government	is	not	supportive	enough	
of	business.	He	has	the	opportunity	to	
emphasise	the	measures	which	he	is	already	
taking	to	create	a	more	business-friendly	
climate	in	the	UK	and	highlight	new	policy	
actions,	along	the	lines	outlined	above.	 
In	order	for	this	to	be	effective,	however,	
there	would	need	to	be	a	focus	on	a	smaller	
number	of	supply-side	measures	which	can	
demonstrably	help	UK	businesses	of	all	sizes.	
A	diffuse	agenda	of	137	policy	measures,	
many	of	which	reflect	work	in	progress	or	
issues	which	are	simply	being	discussed	or	
reviewed,	does	not	have	the	same	impact.

4.4 - Conclusion

Over	the	long	period	of	sustained	expansion	
which	the	UK	economy	experienced	in	the	 
1990s	and	for	most	of	the	2000s,	the	policy	 
agenda	shifted	away	from	supply-side	policies	 
and	the	main	emphasis	was	on	demand	 
side	management	to	keep	the	economy	on	 
a	steady	growth	and	low	inflation	course.	 
The	disappointing	growth	experience	of	
recent	years,		reflecting	weak	productivity	

growth	and	relatively	high	unemployment,	
is	a	challenge	to	policy-makers	to	shift	the	
focus	back	onto	supply-side	policies,	which	
will	raise	the	underlying	growth	potential	 
of	the	economy	over	the	medium	term.	 
These	policies	will	not	be	a	quick	fix.	 
But	they	can	raise	the	growth	rate	over	a	
number	of	years	by	reducing	barriers	to	
expanding	economic	activity,	strengthening	
incentives,	enabling	markets	to	work	better	
and	boosting	international	competitiveness.

A	well-communicated	programme	in	line	
with	these	principles	would	raise	business	
confidence	in	a	challenging	economic	
climate	and	send	a	strong	signal	that	the	
UK	aims	to	be	one	of	the	most	competitive	
economies	in	Europe.	Though	the	Chancellor	
has	limited	room	for	fiscal	manoeuvre	in	the	
forthcoming	Budget,	he	can	set	out	a	more	
comprehensive	agenda	for	medium-term	
tax	reform	and	take	further	steps	to	lighten	
the	burden	of	regulation	and	address	youth	
unemployment.	This	would	strengthen	
the	government’s	supply-side	strategy	for	
economic	growth.
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Source: Latest PwC main scenario for 2012-13; IMF for GDP shares (at market exchange rates) in 2011.

Country                                     Share of                                    GDP                           Consumer price
                                                World GDP                              growth (%)                                     inflation (%) 
 (%: 2011) 2012 2013 2012 2013

USA 21.5 2.0 2.3 2.3 2.4

Canada 2.5 2.0 2.3 2.1 2.0

Germany 5.2 0.9 1.5 2.8 2.5

UK 3.5 0.6 1.8 2.7 2.0

France 4.0 -0.4 1.0 1.8 1.6

Italy 3.2 -1.4 -0.6 0.8 1.5

Spain 2.2 -0.7 0.2 2.8 2.0

Netherlands 1.2 0.3 1.3 2.6 2.2

Japan 8.4 2.1 1.3 -0.1 0.2

China 10.0 8.6 8.7 3.9 3.9

India 2.6 7.5 8.1 7.0 5.8

Australia 2.2 3.4 3.2 2.8 3.0

South Korea 1.7 3.5 3.7 3.2 3.0

Russia 2.7 3.7 4.0 6.9 7.5

Turkey 1.1 1.9 3.2 8.3 5.5

Poland 0.8 2.5 3.2 2.7 2.6

Czech Republic 0.3 0.7 2.0 3.0 2.5

Hungary 0.2 0.3 1.2 4.8 3.4

Brazil 3.6 3.3 4.9 5.3 5.0

Mexico 1.7 3.2 3.3 3.4 3.2

Argentina 1.7 4.0 4.1 11.2 10.6

Table A.1 – Global economic prospects

Appendix A – Global Economic Outlook

1 Average growth would be significantly higher using GDP at purchasing power parity (PPP) exchange rates, which give greater weight to the rapidly growing emerging markets such as India and China. However, PPP rates are more relevant  
 as a guide to longer term trends. From the perspective of assessing the current size and short-term growth potential in global markets for Western companies operating in hard currencies, GDP growth using market exchange rate weights  
 is a more relevant approach. 

Key points

•	 The	pace	of	global	economic	growth	was	
relatively	subdued	in	2011,	although	some	
recent	estimates	suggest	that	growth	
rates	in	certain	countries,	such	as	the	US,	
might	be	about	to	pick	up.	The	European	
sovereign	debt	crisis,	combined	with	
sluggish	recent	growth,	remain	two	key	
causes	of	low	confidence,	which	is	holding	
back	investment	and	consumption	in	the	
major	advanced	economies.

•	 Global	growth	is	still	being	driven	mainly	 
by	the	BRICs	and	other	emerging	economies,	 
in	some	of	which	high	inflation	remains	 
a	concern.

•	 Growth	prospects	for	the	Eurozone	
continue	to	be	relatively	weak	as	policy-
makers	try	to	move	the	focus	on	from	the	
“containment”	phase	of	the	Sovereign	
debt	crisis.	The	proposed	new	European	
Treaty	limiting	government	debt	to	60%	
of	GDP	by	2020	means	that	austerity	
measures	are	likely	to	continue	to	
constrain	growth	in	the	medium	term.

Introduction

This	appendix	reviews	recent	developments	
and	assesses	short-term	prospects	for	the	
major	global	economies	other	than	the	UK.	
We	first	consider	the	overall	global	scene,	
and	then	in	turn	look	at	North	America,	
Europe,	Asia	Pacific	rim	and	Latin	America	
(see	Table	A.1	for	a	summary	of	recent	and	

projected	growth	and	inflation	rates	for	the	
countries	covered).	To	show	the	relative	
importance	of	each	economy	from	a	global	
perspective,	its	share	of	2011	world	GDP	 
is	also	shown	in	the	table1.	

Global Overview

Since	the	lows	of	the	recessionary	period	in	
2008-9,	there	has	been	a	clear	two-speed	
recovery	in	global	growth	led	by	BRIC	and	
emerging	economies,	with	mature	developed	
economies	as	the	US	and	Western	Europe	 
growing	much	more	slowly	as	they	undergo	
lengthy	adjustment	in	the	wake	of	the	crisis.	

A	key	consequence	of	the	financial	crisis	
in	these	latter	countries	has	been	a	legacy	
of	large	structural	budget	deficits,	which	
will	require	many	years	of	austerity	to	
reduce	to	sustainable	levels.	There	will	be	a	
combination	of	tax	rises	and	spending	cuts	
over	the	medium	term,	which	will	inevitably	
have	a	negative	influence	on	real	standards	
of	living.	The	sustainability	of	the	sovereign	
debt	of	several	Southern	Eurozone	countries	
remains	a	pressing	issue,	although	ECB	
operations	in	December	and	February	have	
eased	the	funding	position	of	Eurozone	
banks	and	reduced	the	risks	of	a	new	credit	
crunch	in	the	short	term.	However,	the	
underlying	drivers	of	the	sovereign	debt	
crisis	in	terms	of	lack	of	competitiveness	and	
unsustainable	public	spending	levels	relative	
to	tax	revenues	remain	to	be	addressed.
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2  The quarter-on-quarter rate scaled up by a factor of four to an annualised basis. This is the commonly used measure in the US and some other countries such as Canada and Japan. For European countries, we follow their own usual   
 convention in expressing quarterly growth rates on a non-annualised basis. Care must therefore be taken in comparing these quarterly growth rates across the countries mentioned in this appendix.

% real growth

Figure A.1 – World GDP growth
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Commodity	prices	remained	relatively	high	
in	2011,	albeit	with	some	moderation	from	
peak	levels	in	the	early	part	of	the	year.	This	
provided	a	boost	to	commodity-exporting	
countries	(e.g.	Brazil,	Russia,	the	Middle	East	
and	Australia),	but	resulted	in	a	“cost-push”	
boost	to	inflation	in	commodity-importing	
areas	like	the	US,	China	and	the	EU.	Oil 
prices	fell	back	slightly	(see	Figure	A.2)	from	
their	highs	following	the	Arab	Spring	in	Q1	
2011,	but	remain	elevated	due	in	part	to	 
supply	tensions	in	the	Middle	East,	notably	
in	relation	to	Iran.	As	an	indicator	of	the	
extreme	tensions	in	the	global	economy,	 
the	price	of	gold,	considered	a	‘safe	asset’,	
rose	to	record	highs	above	$1,800/oz,	an	 
increase	of	around	100%	over	the	3	years	
from	January	2009.

Due	to	the	continued	strong	growth	in	the	
BRIC	economies,	our	main	scenario	is	for	
global	GDP	(at	market	exchange	rates)	to	
grow	by	around	2.5%	in	2012	and	around	
3%	in	2013	(see	Figure	A.1),	although	there	
are	of	course	significant	uncertainties	
around	any	such	point	estimates.	

Prospects	for	real	GDP	growth	for	the	major	
regional	economies	in	our	main	scenario	are	
summarised	in	Figure	A.3.	The	Asia-Pacific	
region	is	expected	to	contribute	most	to	
growth,	led	by	China	and	India,	with	Latin	
America	(led	by	Brazil)	also	remaining	 
relatively	strong.	North	America	and	Europe	

will	continue	to	grow	at	a	markedly	slower	
pace	than	the	rest	of	the	world.	Below	we	
discuss	prospects	for	each	of	these	regions	 
in	greater	detail.

North America

The US	economy	showed	some	tentatively	
positive	signs	in	the	latter	part	of	2011,	
growing	at	an	annualised2	rate	of	3.0%	in	
Q4,	compared	with	1.8%	in	the	previous	
quarter.	The	uptick	in	growth	in	Q4	is	
encouraging,	although	it	should	be	viewed	 
in	the	context	of	slower	than	expected	
growth	in	the	middle	part	of	last	year.

Perhaps	the	most	positive	news	is	that	the	
unemployment	rate,	having	remained	very	
sticky	around	the	9%	level,	was	finally	seen	
to	fall	through	the	final	quarter	of	2011,	
reaching	8.3%	at	the	year	end.

In	our	main	scenario	for	the	US	we	expect	
a	gradual	pick	up	in	growth	to	2%	in	2012	
and	around	2.3%	in	2013.	Maintaining	
growth	in	the	medium	to	long	term	will	be	
challenging,	however,	as	fiscal	policy	will	
need	to	be	tightened	in	order	to	address	the	
government	deficit.	An	additional	risk	lies	in	
the	unknown	effects	of	the	Federal	Reserve’s	
eventual	unwinding	of	its	Quantitative	
Easing	program,	although	the	Federal	
Reserve	has	made	it	clear	that	it	intends	 
to	support	growth	by	operate	a	low	interest	
rate	policy	until	2014.
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3  A “repo” is a sale and repurchase agreement between two parties, in this situation the ECB agrees to buy bank assets for cash with repayment agreed in advance, thereby injecting liquidity into the financial system.  
 These are normally short term operations up to 6 months in timescale; by increasing the repayment horizon to 3 years the ECB aims to encourage banks to lend more freely.

% real GDP growth

Figure A.3 – Growth prospects for major economies

2011 2012 2013 Source: PwC main scenario for GDP growth.
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Figure A.4 – US GDP growth
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The Canadian	economy	is	strongly	tied	to	
that	of	the	US	through	the	export	market	
and	it	experienced	a	similar	growth	path	
throughout	the	year,	albeit	at	a	lower	overall	
level.	A	more	positive	second	half	of	2011	
suggests	that	growth	of	around	2%	in	2012	 
is	likely,	similar	to	the	US.

Europe

The	dominant	theme	of	2011	was	the	
sovereign	debt	crisis	surrounding	the	
Eurozone	peripheral	economies,	and	in	
particular	fears	over	a	possible	Greek	default,	
which	in	turn	would	risk	contagion	to	other	
parts	of	the	euro	system.	This	threat	still	
remains	a	concern	despite	some	slightly	 
more	favourable	developments	in	 
recent	months.	

Quarterly	growth	in	the	Eurozone	fell	from	
a	robust	0.8%	in	Q1	2011	to	0.1-0.2%	in	
Q2	and	Q3	and	a	decline	of	0.3%	in	Q4	
as	the	sovereign	debt	crisis	worsened	and	
confidence	faded.	Unemployment	figures	
remained	high	at	around	10%,	and	inflation	
also	remains	above	target	at	2.7%	although	 
it	should	fall	back	during	the	course	of	 
this	year.

Concerns	over	growth	and	the	stability	
of	the	financial	system	prompted	several	
actions	from	the	ECB	over	the	year.	As	credit	 
conditions	continued	to	become	more	difficult,	 
it	reduced	its	key	interest	rate	to	1%,	and	
also	increased	its	operations	in	the	“repo”3 

markets	to	boost	liquidity	in	the	financial	
system,	increasing	the	size	of	its	operations	
to	“3-year	Long	Term	Repo	Operations”	 
and	relaxing	its	lending	criteria.	

The	effects	of	the	crisis	were	also	seen	in	
the	divergence	in	yields	of	many	benchmark	
government	bonds.	Debt	yields	for	countries	
perceived	to	be	“safe”,	such	as	Germany	and	
the	UK,	fell	to	record	lows,	while	countries	
perceived	to	be	“at	risk”	saw	yields	rise	to	
what	many	considered	unsustainable	levels.	
Though	there	was	some	yield	easing	for	
these	countries	during	the	start	of	2012,	 
a	general	downgrade	of	8	countries	and	 
the	European	Financial	Stability	Facility	
(EFSF)	in	January	by	the	ratings	agency	 
S&P	underlined	that	the	crisis	is	far	from	
resolved.	However,	the	ECB’s	actions	 
have	reduced	the	risk	of	a	second	credit	
crunch	by	providing	funding	to	the	Eurozone	 
banking	sector	through	its	three	year	
auctions	in	December	and	February.

Owing	to	the	ongoing	debt	crisis,	and	
persistently	low	levels	of	confidence	in	
the	Eurozone,	our	main	scenario	is	for	a	
slight	contraction	in	GDP	of	0.2%	in	2012	
followed	by	modest	growth	of	around	1%	
in	2013.	However,	risks	continue	to	be	on	
the	downside,	as	this	scenario	does	not	
incorporate	any	further	intensification	of	the	
sovereign	debt	crisis.	If	this	were	to	occur,	
our	analysis	suggests	a	severe	double-dip	
recession	could	follow	in	the	Eurozone.
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country	remains	difficult.	Italy	was	one	of	the 
countries	that	was	downgraded	in	January	2012,	 
reflecting	the	difficulty	it	faces	in	introducing	 
structural	reforms	to	reduce	its	debt	burden	to	
60%	of	GDP	in	2020.	Our	main	scenario	is	for	
negative	growth	of	-1.4%	in	2012	and	only	a	
slight	improvement	to	-0.6%	in	2013.

Spain	continues	to	struggle	with	the	highest	
unemployment	rate	of	any	developed	economy,	
which	increased	to	22.8%	in	December	2011,	
more	than	double	the	European	average.	
Of	particular	concern	was	the	level	of	youth	
unemployment,	which	stood	at	almost	50%,	
posing	a	severe	threat	to	future	skills	formation	
in	the	labour	force.	The	banking	and	property	
sectors	continue	to	show	signs	of	stress	and	
there	are	limited	prospects	for	a	near	term	
recovery,	so	our	main	scenario	is	for	negative	
growth	of	-0.7%	in	2012	and	only	marginally	
positive	growth	of	0.2%	in	2013.

The	situation	in	Europe’s	peripheral	economies	
remains	varied	but	challenging.	Assessing	
Greek	GDP	growth	prospects	is	difficult	as	it	
remains	unclear	whether	the	latest	deal	will	
be	a	sustainable	solution	to	the	problem.	On	its	
current	path,	the	austerity	plans	that	Greece	
must	implement	will	be	a	severe	deadweight	
on	growth	for	several	years,	with	large	public	
sector	job	cuts	adding	to	its	20%	unemployment	
level.	Currently	our	main	scenario	is	for	a	
contraction	in	Greek	GDP	of	around	5%	in	2012	
and	a	further	1.6%	fall	in	2013.	Ireland,	having	
recorded	impressive	growth	in	the	first	two	
quarters	of	2011,	contracted	by	1.9%	in	Q3,	a	
major	blow	to	confidence	in	the	sustainability	
of	the	recovery.	Ireland	also	continues	to	

The	core	of	the	European	economy	continues	 
to be Germany.	Quarterly	GDP	growth	
recovered	to	0.6%	in	Q3	but	then	fell	back	
again	to	-0.2%	in	Q4.	German	manufacturing	
PMI	data	also	indicated	negative	growth	for	
the	final	quarter	of	the	year,	but	then	rose	back	
above	the	neutral	50	level	in	January	2012.	
However,	indications	of	falling	new	orders	
for	export	and	consumer	goods	suggest	an	
uncertain	short	term	outlook.	Unemployment	
continued	to	fall	through	the	year,	however,	
and	is	well	below	the	EU	average	at	just	over	
5%.	Our	main	scenario	for	German	growth	is	 
a	modest	0.9%	in	2012	followed	by	a	somewhat	
stronger	1.5%	in	2013	on	the	assumption	 
that	the	debt	crisis	stabilises.

The French	economy	recorded	slightly	negative	
growth	of	-0.1%	in	Q2	2011,	but	followed	this	
with	modestly	positive	growth	of	0.2-0.3%	in	
Q3	and	Q4.	French	manufacturing	PMI	data	
suggested	shrinking	activity	in	the	final	quarter	
of	2011,	weighed	down	by	the	effects	of	low	
confidence	on	new	orders,	but	rose	somewhat	
in	January	2012.	Unemployment	continues	to	
remain	slightly	below	the	EU	average	at	8.5%,	
but	still	high	in	absolute	terms.	France	lost	its	
AAA	debt	rating	in	January	2012,	but	this	has	
not	yet	had	any	visible	effect	on	the	economy.	
Our	main	scenario	for	the	French	economy	is	
negative	growth	of	-0.4%	in	2012	but	then	a	
recovery	to	growth	of	around	1%	in	2013.

Italian	GDP	fell	by	0.2%	in	Q3	and	by	0.7%	
in	Q4	2011.	Manufacturing	PMI	data	showed	
corresponding	falling	levels	of	output	in	the	
final	four	months	of	2011	and	early	2012	as	
well,	suggesting	the	near	term	outlook	for	the	 

struggle	with	high	unemployment,	which	
stood	at	around	15%	in	early	2012.	The	situation	
in	Portugal	also	remains	difficult.

The Central and Eastern European 
economies,	such	as	Hungary	and	the	Czech	
Republic,	were	severely	affected	by	the	2008	
financial	crisis,	and	the	associated	“flight	to	
quality”	to	core	economies	such	as	the	US	and	
Germany.	This	problem	reappeared	during	
2011	as	core	EU	banks	sought	to	shrink	more	
risky	aspects	of	their	balance	sheets,	resulting	
in	large	capital	outflows	from	the	region.	
Hungary	currently	finds	itself	in	severe	trouble	
after	years	of	fiscal	mismanagement	and	 
has	sought	loans	from	the	IMF	and	ECB.	 
The	large	depreciation	against	the	Swiss	franc	
has	left	many	Hungarians	who	took	out	 
franc	denominated	loans	before	the	crisis	
unable	to	repay.	

Russia	had	a	reasonably	positive	2011	with	GDP	
growth	estimated	at	around	4.3%	compared	
to	4%	in	2010,	while	inflation	fell	from	9.6%	
in	January	2011	to	6%	in	December	2011.	
However,	growth	has	been	largely	supported	 
by	rising	oil	prices	and	its	large	trade	exposure	to	
the	EU	suggests	that	the	Russian	rate	of	growth	
may	soften	this	year.	Its	acceptance	into	the	
World	Trade	Organisation	represents	a	potential	
positive	upside	through	FDI	flows,	although	
in	the	short	term	this	is	unlikely	to	be	large,	
given	continued	risk	aversion	in	global	markets.	
Russian	growth	is	projected	to	be	3.4%	in	2012	
and	3.7%	in	2013	in	our	main	scenario.

Asia	Pacific

Growth	in	Japan	rebounded	strongly	in	Q3,	
growing	1.7%	on	a	quarterly	basis,	marking	
an	end	to	the	contraction	caused	by	the	
March	2011	natural	disaster,	largely	due	to	

% change from previous period (annualised)

Figure A.5 – Japanese GDP growth

Source: Japanese Cabinet Office
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the	restoration	of	disrupted	supply	chains.	
Domestic	demand	was	the	underlying	driver	
of	Japanese	growth	as	a	weakening	export	
sector	was	hampered	by	the	situation	in	key	
European	markets	and	an	appreciating	yen.	 
This	situation	looks	likely	to	continue	with	 
our	main	scenario	being	for	Japanese	GDP	
growth	of	2.1%	in	2012	before	easing	back	
to	1.3%	in	2013	as	rebound	effects	from	the	
natural	disaster	fade.

China	continued	to	experience	a	“soft	landing”	
in	2011,	growing	by	8.9%	in	the	year	to	Q4	
2011,	suggesting	that	the	state	authorities	
have	succeeded	in	slowing	down	the	economy	
without	undue	consequences.	Inflation	also	
fell	in	the	final	quarter	of	the	year	to	4.1%	in	
December	as	authorities	sharply	increased	
interest	rates	and	bank	reserve	requirements	
in	an	effort	to	control	the	property	market,	
although	inflation	did	then	pick	up	again	in	
January	2012.	The	outlook	is	for	slower	growth	
in	the	near	term	as	the	ongoing	correction	
in	the	property	market	and	tighter	monetary	
policy	weigh	on	domestic	investment	and	
demand	and	pressure	for	an	appreciation	of	the	
Yuan	and	export	market	weaknesses	weigh	on	
external	demand	prospects.	We	project	GDP	
growth	to	slow	to	8.6%	in	2012	but	then	rise	
slightly	again	to	8.7%	in	2013.	Risks,	however,	
are	weighted	to	the	downside.

The Indian	economy	continued	to	slow	
throughout	2011	and	year-on-year	growth	
slipped	to	only	around	6%	in	Q4.	Capital	
outflows	drove	the	value	of	the	Rupee	down	
and	it	was	one	of	the	worst	performing	

currencies	of	2011.	The	key	problem	that	
Indian	authorities	have	to	tackle	is	high	
inflation,	which	averaged	9.4%	in	2011.	Until	
it	can	be	contained	on	a	downward	path	there	
is	little	room	for	the	Reserve	Bank	of	India	
to	stimulate	the	economy	through	monetary	
policy.		Our	main	scenario	anticipates	inflation	
falling	to	around	7%	in	2012	and	5.8%	in	2013.	
The	flexibility	that	this	will	give	to	the	Reserve	
Bank	to	reverse	the	interest	rate	cycle,	added	
to	an	expected	fiscal	boost	in	the	run-up	to	
elections,	leads	us	to	project	somewhat	higher	
growth	(relative	to	2011)	of	7.5%	in	2012	 
and	8.1%	in	2013.

Despite	evidence	of	slower	growth	during	2011	
in	these	two	large	emerging	economies,	it	is	
still	our	belief	that	they	will	continue	to	lead	
global	growth,	with	a	further	rebalancing	of	the	
economic	centre	of	gravity	away	from	Western	
developed	economies	being	almost	inevitable	
in	the	longer	term.

The Australian	economy	defied	the	general	
global	trend	of	slowing	growth	in	developed	
economies,	as	GDP	expanded	by	2.1%	in	the	
year	to	Q3	2011.	However,	data	underlying	 
the	headline	numbers	emphasise	that	the	
two-speed	nature	of	the	economy	is	increasing.	
The	majority	of	growth	was	delivered	by	
construction	and	resource-related	sectors,	 
with	most	others	showing	relatively	weak	
growth	or	contraction.	While	the	slowdown	
in	China,	a	key	export	market,	is	a	risk	to	the	
downside,	our	main	scenario	is	for	Australian	
growth	to	be	relatively	resilient	at	around	 
3.4%	in	2012	and	around	3.2%	in	2013.		

Latin America

The	Latin	American	economies	experienced	
rapid	growth	in	the	recovery	period	following	
the	financial	crisis,	and	performed	more	
strongly	than	in	previous	global	downturns.	
Countries	with	a	greater	Asian	focus	to	their	
exports	performed	better	than	those	with	stronger	 
ties	to	the	developed	nations.	The	relative	
growth	rates	of	Brazil	(with	a	greater	Asian	
focus)	and	Mexico	(with	stronger	ties	to	the	
US)	are	a	good	example	of	this	trend.	However,	
the	region	has	not	escaped	the	slowdown	in	
global	growth	rates	in	the	latter	part	of	2011.

The	growth	rate	of	Brazilian	GDP	fell	sharply	
in	the	second	half	of	2011,	growing	at	an	
annualised	rate	of	only	2.1%	in	Q3.	The	main	
drivers	of	this	sharp	fall	were	the	global	
slowdown,	high	inflation	and	interest	rates	 
and	increased	capital	controls.	Inflation	has	
recently	been	the	most	prevalent	issue	for	the	
Brazilian	economy,	peaking	at	7.2%	in	August	
2011,	forcing	the	central	bank	to	raise	interest	
rates	to	12.5%	in	the	same	month.	However,	
falling	inflation	and	GDP	growth	rates	allowed	
the	central	bank	to	cut	rates,	most	recently	to	
10.5%	in	February	2012.	Our	main	scenario	is	
for	GDP	to	grow	by	around	3.3%	in	2012	and	
4.9%	in	2013.	These	(comparatively)	slower	
rates	of	growth	are	expected	to	lead	to	an	
easing	of	inflation	to	around	5%	by	2013	 
from	recent	highs.

Argentina	experienced	a	strong	rate	of	GDP	
growth	of	9.2%	in	2010	and	carried	this	into	
2011,	with	an	average	annual	growth	rate	of	
around	9.4%.	However,	viewed	on	a	quarterly	

basis,	growth	appeared	to	fade	through	
2011,	falling	from	2.8%	in	Q1	to	1.1%	in	Q3,	
suggesting	that	the	slowdown	in	neighbouring	
countries	and	export	partners	was	beginning	to	
be	felt.	Inflation	remained	consistently	around	
9%	for	the	year	with	little	sign	of	easing	(or	
official	figures	that	may	understate	the	true	
inflation	rate).	Our	main	scenario	for	the	
Argentinean	economy	is	for	growth	of	around	
4%	in	both	2012	and	2013.

Mexican	growth	rates	have	recovered	following	
a	deeper	recession	in	2009	than	the	other	 
major	Latin	American	economies	experienced.	
It	has	suffered	less	than	other	economies	in	the	
slowdown	of	2011	with	an	average	quarterly	
growth	rate	of	around	1%	driven	by	its	export	
sector	and	low	inflation.	A	recent	pick-up	in	
inflation	to	4.5%	in	February	2012	(roughly	the	 
level	it	was	at	the	start	of	2011)	suggests	that	
interest	rates	might	increase	in	the	short	term.	
Our	main	scenario	is	for	3.2%	growth	in	 
2012	and	3.3%	in	2013.
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Source: ONS, Bank of England
*  Public Sector Net Borrowing (calendar years)
** Peak-to-peak for GDP relative to trend

Average over economic cycles**

1979-1989 2.4 3.5 1.0 7.5 12.0 -0.8 2.4

1989-2000 2.4 2.6 0.8 3.8 7.7 -1.9 2.6

2000-2007 2.5 2.9 0.3 2.5 4.9 -2.2 1.7

Annual GDP  Household  Manufacturing Inflation 3 Month Current PSNB*
averages growth  expenditure output (RPIX) interest rate account (% of GDP)
  growth growth  (% annual balance
     average) (% of GDP) 

1979 2.6 4.7 -0.2 12.6 13.7 -0.5 4.7

1980 -2.1 0.0 -8.6 16.9 16.6 0.8 4.3

1981 -1.4 0.0 -6.1 12.2 13.9 1.9 3.4

1982 1.9 0.7 -0.1 8.5 12.3 0.8 2.6

1983 3.5 4.1 2.1 5.2 10.1 0.4 3.4

1984 2.6 2.1 3.7 4.5 10.0 -0.4 3.7

1985 3.6 3.7 2.9 5.2 12.2 -0.2 2.8

1986 4.0 6.5 1.4 3.6 10.9 -0.9 2.2

1987 4.6 5.4 4.8 3.7 9.7 -1.7 1.5

1988 5.0 7.6 7.3 4.6 10.4 -4.1 -0.8

1989 2.2 3.4 4.0 5.9 13.9 -4.9 -0.8

1990 0.8 0.8 -0.1 8.1 14.8 -3.8 0.7

1991 -1.4 -1.6 -5.0 6.7 11.5 -1.8 3.0

1992 0.2 0.5 -0.1 4.7 9.6 -2.1 6.5

1993 2.2 2.6 1.5 3 5.9 -1.9 7.8

1994 4.3 2.8 4.7 2.3 5.5 -1.0 6.6

1995 3.0 1.8 1.5 2.9 6.7 -1.2 5.3

1996 2.9 4.0 0.8 3 6.0 -0.8 3.7

1997 3.3 3.8 1.8 2.8 6.8 -0.1 1.9

1998 3.6 4.2 0.7 2.6 7.3 -0.4 -0.1

1999 3.5 5.4 1.0 2.3 5.4 -2.4 -1.3

2000 3.9 4.5 2.2 2.1 6.1 -2.6 -1.7

2001 2.5 3.2 -1.3 2.1 5.0 2.1 -0.8

2002 2.1 3.7 2.2 2.2 4.0 -1.7 1.8

2003 2.8 3.1 -0.3 2.8 3.7 -1.6 3.0

2004 3.0 3.2 2.2 2.2 4.6 -2.1 3.1

2005 2.2 2.3 -0.2 2.3 4.7 -2.6 3.3

2006 2.6 1.8 1.6 2.9 4.8 -3.3 2.3

2007 3.5 2.7 0.5 3.2 6.0 -2.7 2.4

2008 -1.1 -1.4 -2.8 4.3 5.5 -1.5 4.7

2009 -4.4 -3.5 -9.6 2.0 1.1 -1.7 10.9

2010 2.1 1.3 3.7 4.6 0.7 -2.1 10.0 

2011 0.8 -0.8 2.1 5.2 0.9 -0.9 8.3 
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