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Highlights and key messages for business and public policy 

•	 In our main scenario we project GDP growth of around zero in 2012 as a whole, rising to 
1.8% in 2013. This is somewhat above the consensus forecast, but we see this as justified 
by recent more positive data on GDP, employment, inflation and retail sales.

•	 As our new UK business climate map in Figure 1.1 shows, this gradually improving 
outlook is mirrored in many UK regions, though the sunshine may come through a bit 
more strongly in London and the South East than in some other parts of the country. The 
weather symbols in the map also take account of recent employment trends in each region. 
The Eurozone outlook, however, remains much more stormy.

•	 Risks around growth in our main scenario are still weighted to the downside at present 
given the ongoing challenges in the Eurozone. We therefore recommend that businesses 
should stress test their plans and valuations against an alternative scenario in which the 
UK lapses back into recession. However, there are also upside possibilities if the Eurozone 
situation calms down and UK businesses gradually become more confident about investing 
in growth.

•	 We expect real consumer spending growth of around 0.7% in 2012 and around 1.3% in 
2013 as inflation falls back, easing the squeeze on real household incomes that led to a 
1.1% fall in real consumer spending in 2011. 

•	 Company finances remain relatively healthy, particularly for larger service sector firms, 
so these companies should be able to invest more if current uncertainties related to the 
Eurozone crisis can be reduced over time. However, the focus of this investment may be 
more in fast-growing emerging markets than in the UK or Europe. 

•	 Consumer price inflation (CPI) is likely to rise in the short term due to recent food and 
energy price increases, but should fall back towards its 2% target level over the next year 
assuming that UK earnings growth remains subdued. But there are upside risks to UK 
inflation from potential further global commodity price shocks.

•	 Monetary policy looks set to remain very loose in the short term, but will need to be 
tightened gradually as and when the economy recovers. There is a good case for the 
MPC to announce its medium-term interest rate strategy in advance, which would help 
businesses and financial institutions plan for a gradual rise in both short and long term 
interest rates in the medium term once the recovery is secure.

•	 With public borrowing no longer seeming likely to overshoot its target by a large amount 
in the current financial year, the Chancellor may have a little room for manoeuvre in his 
Autumn Statement on 5th December. He should focus what firepower he has on measures 

Figure 1.1 – UK business climate map

Source: ONS, Eurostat, PwC main scenario for GDP/GVA growth.
Note: Eurozone employment rate is from Q2 2012.
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to boost infrastructure investment, while also laying the groundwork for longer term 
supply side reform.

•	 The UK needs to reorientate its exports to growth markets in the BRICs and elsewhere if it 
is to maintain reasonable economic growth in the long run. Our analysis shows that there 
have in fact recently been some encouraging signs of growth in our exports to the BRICs, 
albeit from a low base. 

•	 Looking ahead, our projections suggest that the share of total UK exports going to the 
BRICs has the potential to double to around 16% by 2030, while the share going to other 
EU countries gradually declines to less than 40% by that date. However, this requires a 
more focused and effective strategy by UK exporters: promising areas include aerospace, 
design services, pharmaceuticals, tourism and branded consumer goods, but UK 
companies will need to remain agile in response to evolving global economic conditions.
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Recent developments

The UK economy contracted by 0.4% in the 
second quarter of 2012, but then rebounded 
by 1% in the third quarter, boosted by 
the Olympics and the rebound in output 
following the extra Diamond Jubilee 
bank holiday in June. Services growth 
has been positive over the past year, but 
manufacturing and particularly construction 
output have fallen back. Consumer 
spending growth has shown some growth 
as inflation has declined, but the Eurozone 
crisis has dampened UK export growth and 
discouraged new business investment. 

Recent business surveys have presented a 
mixed picture, but most point to modestly 
positive underlying growth led by services. 
Labour market statistics point to a stronger 
picture, with employment rising at a healthy 
rate since late 2011 and unemployment 
falling back.

However, despite recent more encouraging 
signs, the economy remains relatively 
fragile given the difficult international 
environment with continuing high levels of 
uncertainty about prospects for the Eurozone 
and slowdowns this year in China, India, 
Brazil and some other emerging economies. 
The latter, however, seem likely to be only 
temporary setbacks.

UK inflation fell back to 2.2% in September, 
which has eased the squeeze on real 
household incomes, although it could rise 
again in the short term as recent food and 
energy price increases feed through the 
supply chain. Business profitability has 

held up reasonably well in recent years, 
particularly in services, which creates the 
potential for a future investment revival as 
and when business confidence returns on a 
sustained basis.

Future prospects

Our main scenario is for UK GDP to be 
broadly flat on average in 2012 as a whole, 
but with growth picking up in the second 
half of the year (although Q4 is unlikely 
to be as strong as Q3, when special factors 
boosted headline growth). This is expected 
to follow through into growth of around 
1.8% in 2013 in our main scenario (see 
Table 1.1).

As shown in Table 1.1, our main scenario 
for growth in 2012-13 is somewhat lower 
than the forecasts of the Office for Budget 
Responsibility (OBR), which were made in 
March before disappointing GDP data for the 
first half of 2012 were published. Our view 
is, however, somewhat more optimistic than 
the latest consensus projections, which fell 
sharply during the Spring and early Summer 
as the Eurozone crisis reignited, but have not 
yet taken into accou nt recent more positive 
UK data, notably on Q3 GDP growth. 

However, both our main scenario and the 
projections of other forecasters are 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 faster than overall GDP growth 
on average in 2012, but somewhat slower 

1 – Summary

Projected % change on a year earlier

Figure 1.2 – Alternative GDP growth scenarios
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Indicator                                                               OBR forecasts               Independent                       PwC
(% change on previous year)                              (March 2012)                    forecasts                  Main scenario 
                                                                                                                    (October 2012)         (November 2012)
 2012 2013 2012 2013 2012 2013

GDP 0.8 2.0 -0.3 1.1 0.0 1.8

Consumer spending 0.5 1.3 0.3 1.1 0.7 1.3

Investment -0.3 6.2 1.2 2.4 2.0 2.5

CPI  2.8 1.9 2.7 2.1 2.7 2.3

Table 1.1 – Summary of UK economic prospects

than GDP in 2013. 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 should help consumers 
to avoid a repeat in 2013 of the sharp cut in 
real spending that they were forced to make 
in 2011.

Fixed investment remains erratic but 
should pick up over the next year given 
that company finances appear relatively 
healthy at present (at least for large 
firms, particularly in the services sector). 
However, investment is still being held back 
by the overhang of uncertainty from the 
Eurozone crisis and the fact that, where 



•	 The MPC should develop and pre-announce 
a medium term strategy for returning 
Bank base rate gradually to a more normal 
level (say, 2-3%) by some stated date (say, 
mid-2015). The strategy should allow 
some flexibility on the exact timing of 
this process, within clear parameters as to 
what factors would influence these timing 
decisions.

•	 This strategy would enable businesses 
and financial institutions to plan ahead 
as appropriate for the consequent rise in 
both short term and long term interest 
rates (the latter being particularly 
important for pension funds). 
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businesses do want to invest, they may focus 
more on faster growing emerging markets. 
Nonetheless, replacement investment will 
still be required in the UK, so we expect some 
positive upward trend in this area in 2013. 

Inflation is expected to rise in the short 
term due to higher food and energy prices, 
but should resume its gradual decline back 
towards its 2% target later next year barring 
further adverse global commodity price 
shocks (although this remains an important 
upside risk to these inflation projections). 

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 ‘prolonged recession’ scenario 
in which GDP relapses back into negative 
territory over the next year as shown 
in Figure 1.2. This is not the most likely 
scenario, but it cannot be ruled out at this 
stage given the possibility of a further 

escalation of the Eurozone crisis. 

At the same time, there are also some 
upside possibilities, which could see a 
strong recovery of the UK economy to a 
growth rate of around 3% by the second 
half of 2013, although this would be likely 
to provoke rises in interest rates during 
the course of next year in order to keep 
inflation under control in the medium term 
in this higher growth scenario.

In summary, our main scenario is for a 
continued gradual recovery in the UK 
economy over the next year, assuming that 
downside risks relating to the Eurozone 
crisis can be successfully navigated.

Looking for the exit: Options for 
withdrawing monetary stimulus

As discussed in detail in the special article 
by Andrew Sentance in Section 3 below, 
UK monetary policy is likely to remain very 

loose in the short term, but there are risks 
in continuing this policy setting for too 
long as exceptionally low interest rates can 
distort the economy and ultimately might 
undermine the inflation-fighting credibility 
of the MPC. 

If this also leads to a sudden and sharp 
tightening of monetary policy at some future 
date when inflation accelerates again, this 
could also have adverse consequences on 
businesses compared to a more gradual and 
clearly signalled process of raising rates as 
and when the recovery is secure.

The article therefore argues that:

•	 Quantitative Easing (QE) is running 
into diminishing returns and should not 
be further extended, with plans being 
put in place to unwind existing gilt 
holdings gradually as and when economic 
conditions justify this. 
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Figure 1.3 – Actual and projected UK export shares to key markets: 1999, 2011, 2020, 2030  

1   Brazil, Russia, India and China (including Hong Kong in this analysis).

The future of UK exports: can we break 
into the BRICs?

UK exports have traditionally been heavily 
oriented either to other EU countries 
(especially for goods) or the US (particularly 
for financial and business services). Looking 
ahead to the long term, however, these 
mature markets are likely to be relatively 
slow growing and so it is critical that UK 
exporters reorient their efforts to the BRICs1  
and other fast-growing emerging economies.

The good news, however, is that there have 
been definite signs of this starting to occur in 
recent years, with the share of total UK good 
and services exports going to the EU dipping 
down below 50% in 2011 while exports to 
the BRICs have risen sharply in recent years, 
albeit from a low base.

Furthermore, as discussed in detail in 
Section 4 and summarised in Figure 1.3, our 
long term projections suggest that there is 
potential for the share of UK exports to the 

BRICs to more than double to around 16% of 
the total by 2030. This is despite an expected 
slowdown in the growth of China and some 
other emerging economies, particularly 
after 2020. In contrast, less than 40% of our 
exports will go to other EU countries by 2030 
according to these projections.

For UK firms to realise this potential to 
break into the BRICs will, however, require 
determined efforts across a broad range 
of sectors, facilitated by government. 
Promising areas for UK exports include 
aerospace, pharmaceuticals, education, 
branded consumer goods, design services, 
professional services and tourism. But 
it is hard to make precise predictions on 
long-term sectoral trends and it will be 
important for the UK businesses to remain 
flexible enough to adapt to changing global 
economic circumstances over time.
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Key points

•	 UK GDP bounced back with 1% quarterly 
growth in Q3 2012, cancelling out the 
declines seen in the previous three 
quarters. Recent labour market, business 
survey and retail sales data have also 
been positive, suggesting an economic 
underlying recovery in Q3 (after adjusting 
for bank holiday and Olympic effects) that 
we expect to continue into 2013.

•	 Inflation fell back to 2.2% in September 
2012. Although it may rise temporarily in 
the next few months due to energy and 
food price rises, we expect it to fall back 
towards its 2% target rate next year. This 
will allow the Bank of England to continue 
to maintain an accommodative monetary 
stance and should ease the squeeze on 
real incomes, so boosting consumer 
spending in 2013.

•	 The UK economic weather map in Figure 
2.1 summarises our assessment of the 
outlook across the country. For the UK as 
a whole, we expect growth to be around 
zero in 2012 and 1.8% in 2013, giving an 
average of 0.9% for the two years. Growth 
rates vary by region but should be positive 
next year in all cases, supported by recent 
rises in employment in most regions. 
The Eurozone crisis, however, remains 
a significant downside risk for which 
UK businesses should make appropriate 
contingency plans. 

Introduction

In this section we describe recent 
developments in the UK economy and review 
future prospects. The discussion is organised 
as follows:

2.1     Recent developments and the  
present situation 

2.2  Economic growth prospects:  
national, sectoral and regional 

2.3 Outlook for inflation 

2.4 Fiscal and monetary policy 

2.5 Summary and conclusions.

2.1 – Recent developments and the 
present situation 

UK economy stalled in the first half of 
2012, but bounced back strongly in the 
third quarter  

The UK economy contracted by 0.4% in the 
second quarter of 2012, but was probably 
broadly flat excluding the loss of output 
due to the extra Diamond Jubilee bank 
holiday in June. But it then grew strongly 
by 1% in the third quarter according to 
preliminary estimates, although underlying 
growth remained more modest (at perhaps 
around 0.3%) after excluding Olympic and 
bank holiday effects. Recent retail sales and 
labour market data also support the view 
that a gradual recovery is now underway, as 
discussed further below.

If the latest expenditure data from Q2 
2012 are compared with those for the same 
quarter in 2011 (see Figure 2.2), it can be 
seen that both consumer spending and 

2 – UK Economic prospects

Figure 2.1 – UK business climate map

Source: ONS, Eurostat, PwC main scenario for GDP/GVA growth.
Note: Eurozone employment rate is from Q2 2012.
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fixed investment were lower than a year 
earlier in real terms, but grew in nominal 
(i.e. cash) terms. Government spending 
grew surprisingly positively in real as well 
as nominal terms over this period. Since the 
growth in imports was greater than that of 
exports, the contribution of net trade to GDP 
growth was negative, pushing overall GDP 
growth below zero in real terms over this 
period. We do not yet have an expenditure 
breakdown of Q3 growth, but this should 
show a much more positive picture based on 
the headline GDP estimate.

One positive recent indicator relates to retail 
sales, which in September were 2.5% higher 
in volume terms than a year earlier and 3.2% 
higher in value terms (implying average 
retail sales price inflation of around 0.7% 
over this period).

The housing market on the other hand 
continues to be more subdued, with average 
UK house prices falling in the third quarter 
of 2012. On a regional basis, London and the 
South East were the only regions to record a 
rise in house prices over the past year, with 
all other UK regions showing a fall. While 
the government’s new Funding for Lending 
scheme may lead to more funds becoming 
available in the mortgage market for secured 
lending, whether this will translate into a 
growth in the housing market will depend 
on whether there is any relaxation in the 

credit scoring criteria by the lenders as well 
as if there is a boost in consumer confidence.  
The housing market trend in the immediate 
future is likely to remain subdued, as we 
argued in more detail in a special article in 
the previous issue of UK Economic Outlook1.

Equity market indices paint a somewhat 
more optimistic picture. All of the three key 
indices, FTSE 100, Euronext and the Dow 
Jones Industrial have shown a rise in the past 
quarter compared to the months before (see 
Figure 2.3). This suggests improving investor 
confidence in the UK and US economies, 
which might be the result of growing 
optimism over global growth and corporate 
earnings, as well as some easing of tensions 
in the Eurozone since their height in May 
and June.

Services sector continues to fare better 
than manufacturing or construction

On the supply side of the economy, the UK 
construction sector has shown the greatest 
downturn over the last year, while the 
services sector has shown the most positive 
growth trends over this period (see Figure 
2.4). Manufacturing output picked up by 1% 
in the third quarter, though early declines 
mean that it has still shown negative growth 
over last year as a whole. The services sector 
has shown a robust 1.3% growth over last 
year with all its major sub-sectors showing 
healthy, positive growth in the third quarter.

Index (January 2007 = 100)

US

UK

Eurozone

Figure 2.3 – Equity market indices
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Euronext 100 Source: DatastreamFTSE 100 Dow Jones IndustrialThere has also been sharply diverging 
profitability by sector.  While the net rate of 
return on capital in the manufacturing sector 
was 4.9% in Q2 2012, compared to 11.8% 
in Q1 2008 at the start of the recession, it 
was 15.8% for the services sector in Q2 2012, 
which is not that much lower than the 17.4% 
rate of return recorded by the services sector in 
Q1 2008. Evidently the manufacturing sector 
has been much harder hit by the recession.

As Figure 2.5 shows, the downturn in the 
manufacturing sector continued for the third 
successive month in September according to 
the latest Markit/CIPS Purchasing Managers 

Index (PMI). Order inflows were slow due 
to subdued domestic market conditions and 
a decline in new export orders from the 
Eurozone and Asia. Jobs were being cut due 
to tough market conditions, lower production 
and the presence of spare capacity. In 
contrast, UK service sector activity continued 
to rise in September. Although the headline 
Business Index stood at 52.2 in September 
down from 53.7 in August, it was still 
above the 50.0 no change mark for the 21st 
consecutive month. 

Given the much greater weight of services 
in the UK economy as compared to 

1 http://www.pwc.co.uk/the-economy/publications/research-archive-uk-economic-outlook.jhtml 



Our main scenario for growth is somewhat 
more optimistic than the average of 
independent forecasts at the time of writing 
(see Table 2.2), although the latter may not 
have fully taken into account the recent more 
favourable than expected Q3 data on the UK 
economy and the fact that real government 
spending has held up better so far than 
cash spending targets might suggest. The 

of 1.8%3. While real government spending 
is likely to be the most positive contributor 
to GDP growth in 2012, consumer spending 
and investment are expected to play more 
of a role in 2013 (see Table 2.1). Net exports 
will contribute negatively in 2012, but that 
is also projected to change in 2013 as the UK 
starts exporting more to non-EU markets (as 
discussed in detail in the special article in 
Section 4 below). 
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manufacturing (and construction which 
has also been relatively weak), this points to 
modest overall growth in the third quarter, 
which is broadly consistent with preliminary 
ONS estimates showing underlying GDP 
growth of around 0.3% after stripping out 
bank holiday and Olympic effects.

Strong employment growth raises a 
continuing productivity puzzle

Figures from the labour market remain 
surprisingly positive compared to those 
for output, posing a puzzle as to why 
productivity has been so weak2. The UK 
employment rate in Q2 2012 for those aged 
16 to 64 was 71.3%, up 0.5 percentage 
points on the previous quarter and up 0.9 
percentage points on a year earlier. The 
unemployment rate fell to 7.9%, down 0.2 
percentage points from the previous three 
months, while inactivity rates have also 
declined. The number of people employed 
in the public sector fell by 39,000 between 
March and June, but this was greatly 
outweighed by net private sector job gains 
of 275,000 over this period.

The employment rally was shared by 
almost all regions in the UK, with only 
Northern Ireland, the East and the South 
East showing a slight downturn in their 
employment rates in the last quarter, while 
the East Midlands showed no change. All 
other regions saw increases, including 
previous relatively weak areas such as the 

North East and the South West, which had 
been severely hit by earlier public sector job 
cuts, notably in local government.

Between June and August 2012, total pay 
(including bonuses) was 1.7% higher than 
a year earlier and was up 0.1% on the 
previous quarter. The rise in total pay in 
the private and public sectors was similar 
at 1.9% and 1.8% respectively. Regular 
pay (excluding bonuses) rose by 2.0% on 
a year earlier and is now not much below 
consumer price inflation of 2.2% in the year 
to September. This implies a much lesser 
real squeeze on household incomes, which 
should support consumer spending going 
forward, although rising food and energy 
prices could cause this squeeze to reassert 
itself to some extent in the short term.

In summary, the latest data point to 
a gradual underlying recovery being 
underway starting from the third quarter, 
but with services growing ahead of 
manufacturing or construction.

2.2 – Economic growth prospects 

GDP is likely to be broadly flat on  
average in 2012, but should pick up 
gradually in 2013

Our main scenario is for zero growth in UK 
GDP for 2012 as a whole, but this disguises 
a projected gradual upward trend between 
the first and second halves of the year. We 
expect this upturn to continue into 2013, for 
which we project average real GDP growth 

% change on a year earlier, Q3 2012

Figure 2.4 – Sectoral output growth

Source: ONS
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2  The ONS discusses possible explanations for weak productivity in detail in a recent article, concluding that a mixture of mismeasurement, flexible labour markets enabling adjustments in average hours worked (including more part-time working), labour hoarding, weakness 
of aggregate demand, impaired credit conditions and other supply side factors may explain this, although it remains difficult to pin down exactly how much weight to put on each of these possible explanations: http://www.ons.gov.uk/ons/rel/elmr/the-productivity-
conundrum/explanations-and-preliminary-analysis/index.html. It is also worth noting that the ONS find similarly weak productivity trends recently in France and Germany, although the US has seen much stronger performance in this regard.

3  This has been revised up slightly from 1.7% in the July issue of UK Economic Outlook, while our zero growth projection for 2012 remains unchanged. The small upward revision in our 2013 projection is the first such upward revision since November 2010, which may be a 
tentative indicator of a positive turning point for the economy after two years of generally disappointing GDP data.
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that the recovery of 2010 has run out of 
steam, but the economy has already making 
some recovery in Q3 and, although Q4 may 
be weaker as the Olympic effects drop out  
of the calculation, growth is expected to 
pick up further over the next year in our 
main scenario.

Our two alternative scenarios can be 
summarised as follows:

•	 The ‘strong recovery’ scenario sees 
a marked pick-up in UK growth to a 

independent forecasts are likely to be revised 
over the next couple of months to reflect 
these phenomena. Our projection for GDP 
growth in 2013 is, however, still somewhat 
less optimistic than that made by the OBR 
back in March. 

There is always considerable uncertainty 
about future growth prospects and even more 
so at present due to the ongoing Eurozone 
crisis. We reflect this uncertainty in the 
alternative growth scenarios shown in Figure 
2.6. This chart also illustrates well the way 

Source: ONS for 2011, PwC main scenario for 2012-13

(% real growth unless stated) 2011 2012 2013

GDP 0.9 0.0 1.8

Consumer spending4  -1.1 0.7 1.3

Government consumption 0.2 2.4 0.0

Fixed investment -2.4 2.0 2.5

Domestic demand -0.4 0.8 1.4

Net exports (% of GDP) 1.2 -0.9 0.4

CPI (%: annual average) 4.5 2.7 2.3

Table 2.1 – PwC main scenario for UK growth and inflation

Index (January 2007 = 100)

Figure 2.5 – Purchasing Managers’ Indices of business activity

Manufacturing Source: CIPS/MarkitServices
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(% real YoY growth unless stated) Actual or Actual or OBR forecasts Average
 latest latest (March 2012) independent
 estimates estimates  forecast (Oct 2012)

Table 2.2 – Official and independent forecasts

                                                                              2011       Q2 2012         2012           2013           2012           2013

GDP 0.9 -0.5* 0.8  2.0 -0.3 1.1

Manufacturing output 2.0 -1.9 N/A  N/A -1.2 1.1

Consumer spending -1.1 -0.6 0.5  1.3 0.3 1.1

Fixed investment -2.4 -1.2 -0.3  6.2 1.2 2.4

Government consumption 0.2 2.6 0.5  -1.1 2.1 -1.1

Domestic demand -0.4 0.2 0.3  1.5 0.5 1.0

Exports 4.5 0.4 2.9  5.3 -0.1 2.9

Imports 0.5 2.9 1.4  3.8 2.2 2.5

Current account (£ bn) -29.0 -20.8 -27.0  -21 -46.0 -33.4

Unemployment claimant count (Q4 m) 1.60 1.60 1.65  1.64 1.61 1.66

4 We define this here as household consumption expenditure not including consumption by not-for-profit institutions serving households such as pension funds and life insurance companies.



price inflation has also picked up a little to 
2.5% in the year to September (up from 2.3% 
in August). 

Our main scenario shows consumer price 
inflation (CPI), which is currently 2.2%, 
rising in the next few months as a result 
of the feed-through from the recent 
increases in food and energy prices, but 
subsequently falling back down towards 
the Bank of England’s CPI target of 2% later 
in 2013 (Figure 2.10). However, there are 
considerable uncertainties around this  
main scenario as reflected in our two 
alternative scenarios:

•	 In the ‘higher inflation’ scenario a 
combination of stronger than expected 

any actual output (GVA) data beyond 2010, 
so any such projections are subject to wide 
margins of uncertainty even as to recent 
trends let alone future growth. 

2.3 – Outlook for inflation  

Inflation may pick up in the short term, 
but should return towards target later  
in 2013

Producer input price inflation, which measures 
the change in the price of materials and fuels 
purchased for the manufacturing process, has 
fallen back from earlier peak levels as the world 
economy slowed earlier this year, but more 
recently has started to rise again due to higher 
food and energy prices (see Figure 2.9). Output 
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year-on-year rate of around 3% by the 
second half of 2013. This assumes that 
the situation in the Eurozone calms 
significantly with a rapid return of 
business and consumer confidence in the 
UK on the back of this, so boosting both 
consumer spending and investment as 
well as having a direct positive impact on 
UK exports to the Eurozone.

•	 The ‘prolonged recession’ scenario sees 
the UK moving back into recession over 
the next year on the back of worsening 
problems in the Eurozone and associated 
pressures on banks across Europe leading 
to a widespread shortage of credit. This 
makes expansion and in some cases 
continuation of business very difficult, so 
that insolvencies and unemployment rise 
and consumers and businesses reduce 
spending and investment further as 
confidence spirals down. This scenario 
could also reflect factors such as the US 
authorities failing to resolve the ‘fiscal cliff’ 
issue in a timely manner, and disruption to 
oil markets from any increased tensions or 
conflicts in the Middle East.

Although we do not believe that these 
alternative scenarios are the most likely 
outcomes, businesses should be stress testing 
against the ‘prolonged recession’ scenario in 
particular given that this could have serious 
adverse implications for the prospects of a 
wide range of UK companies with direct or 
indirect exposure to the Eurozone5. 

Outlook for major industry sectors looks 
more positive for 2013

On the back of strong third quarter 
results, our main scenario (see Figure 2.7) 
shows most of all of the services sectors 
showing positive growth in 2012, but this 
being counter-balanced by a large fall 
in construction and a smaller decline in 
manufacturing. UK growth continues to be 
led by the service sectors in 2013, but with 
the manufacturing sector also showing some 
recovery next year on the back of better 
non-EU export performance. But, given 
its much greater relative size, the services 
sector will remain the main engine of UK 
growth in 2013 and beyond. Construction 
shows continues to show negative growth 
on average in 2013, but this is due to its 
low starting point at the end of 2012 and 
disguises an expected gradual return to 
growth during the course of next year.

All regions should see some recovery in 
2013, but at varying rates

In our main scenario, only the South East 
and Greater London regions are projected 
to show positive growth in 2012, but other 
regions are also expected to see a return 
to growth in 2013 as shown in Figure 2.8. 
However, over both 2012 and 2013 the 
variation in regional performance is mostly 
relatively small, with the dominant factor 
for all regions being the national economic 
growth trend. It should be borne in mind 
here that, for most regions, we do not have 

Projected % change on a year earlier

Figure 2.6 – Alternative GDP growth scenarios
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5 See the material on our website for more details on how businesses can navigate uncertainty in the Eurozone: http://www.pwc.co.uk/economic-services/publications/navigating-uncertainty-in-the-eurozone-the-future-of-the-eurozone-and-its-impact-on-your-business.jhtml 
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Retail price inflation (RPI) is currently 2.6%, 
0.4 percentage points higher than CPI, and 
would generally be expected to remain 
higher in the longer run. However, the extent 
of the future gap between RPI and CPI seems 
likely to be reduced by proposed changes to 
the formulae used in the RPI calculations 
to bring these closer to the methods used in 
calculating CPI. The results of the current 
ONS consultation on this issue are expected 
to be announced in January 2013, with any 

demand and further increases in global 
commodity prices pushes inflation back 
up to above 3% next year.

•	 In the ‘lower inflation’ scenario demand 
in the UK is much weaker than expected, 
commodity prices fall back in response 
to slower than expected global growth, 
and the unfavourable situation in the 
Eurozone causes the pound to appreciate 
relative to the euro, leaving inflation 
falling well below 2% by the end of 2013.

Projected % real output growth

Figure 2.7 – Sectoral output (GVA) growth in main scenario

Source: PwC main scenario
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relief for the Chancellor ahead of his 
Autumn Statement on 5th December, in 
large part due to downward revisions to 
estimated public borrowing in the first 
five months of the financial year. These 
latest data suggest that any overshoot in 
public borrowing this year may not be 
macroeconomically significant, so reducing 
the immediate pressure for further spending 
cuts. The medium term challenges involved 
in reducing the UK budget deficit remain 
significant, however, with years of fiscal 
austerity still to come.   

This situation makes it difficult for the 
government to loosen fiscal policy to any 
significant degree without unsettling the 
bond markets, although there may be 
some steps that could be taken to reorient 
spending towards, in particular, productive 
infrastructure investment. The government 
has already announced that it will start to 
guarantee loans to businesses in order to 
encourage investment.  These guarantees 
do not affect the public sector balance sheet 
directly, although they are a contingent 
liability that could add to debt should the 
loans go bad. 

The government might also consider in 
the Autumn Statement whether there 
is a case for increasing planned capital 
spending in areas like housing and road 
maintenance that might have relatively 
quick and positive impacts on employment 

agreed changes to RPI beginning to take 
effect from March 2013 (though it would 
take a year for this to be fully reflected in 
annual RPI inflation since no change will be 
made to historic RPI data in line with normal 
ONS practice). This could have important 
implications for pension funds and other 
organisations with contracts, assets or 
liabilities linked to RPI (e.g. train companies 
and those involved in PFI deals). 

On balance, while risks to growth appear 
weighted to the downside in the short term, 
risks to inflation are weighted somewhat to 
the upside due in particular to the chance of 
further global commodity price rises over the 
next year.

2.4 – Fiscal and monetary  
policy options

On the fiscal policy side, Figure 2.11 shows 
that the budget deficit has been declining 
gradually over the past two years, but that 
the debt stock to GDP ratio is still rising 
and there is little room for manoeuvre. The 
latest data for April to September 2012 
show that the underlying budget deficit 
(excluding distortions related to the transfer 
of Royal Mail pensions to the government) 
was somewhat higher than expected, 
reflecting in particular the dampening effect 
on corporate tax receipts of weaker growth. 

However, the latest public finance figures 
published on 19th October brought some 

Net debt as a % of GDP (year end)

Figure 2.11 – Public sector finances
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and growth. However, tight control over 
current spending will remain a priority for 
many years to come and further cuts to the 
welfare budget are expected in the longer 
term. Medium term supply side reforms, as 
outlined in the article by Andrew Sentance 
in the March 2012 issue of UK Economic 
Outlook, should also remain a priority  
going forward. 

On the monetary policy side, the Bank 
of England is likely to keep base rates on 
hold for the foreseeable future and may 
consider further extensions of quantitative 
easing (QE). As argued in detail in 
Section 3, however, this policy seems to 
be running into diminishing returns and 
could be storing up problems for the future 
if continued for too long. The Monetary 
Policy Committee (MPC) therefore needs 
to formulate and communicate an effective 
strategy for returning monetary policy to a 
more normal setting in the medium term,  
as and when the economy recovers. 

2.5 – Summary and conclusions

The UK economy bounced back strongly 
in Q3 2012 with a 1% quarterly growth 
following a subdued start to the year, thereby 
cancelling out the negative growth of the 
previous quarters. Recent retail sales, labour 
market and stock market data also support 
the view that a gradual recovery is under 
way, although some other indicators (e.g. 
house prices) remain weaker.

In our main scenario, UK growth is projected 
to pick up gradually from an average of 
around zero in 2012 to around 1.8% in 2013. 
The main factors behind this are expected 
to be the easing of the pressure on real 
consumer income levels and a recovery in 
UK exports particularly focused on growing 
emerging markets (as discussed further in 
Section 4 below).  

The short term risks to growth are still 
weighted to the downside, however, as 
the situation in the Eurozone remains 

precarious. Fiscal consolidation and 
relatively tight credit conditions will also 
continue to dampen the recovery. UK 
businesses should therefore be stress testing 
against possible downside scenarios and 
making appropriate contingency plans. 

On the other hand, some businesses are 
sitting on large cash piles that could lead to  
a significant boost to investment as and 
when current uncertainty about the 
Eurozone eases, or at least comes to be seen 
as a normal aspect of the economic situation 
that businesses have to live with.

Overall, the road to economic recovery in 
the UK is likely to remain bumpy, but we are 
cautiously optimistic that, after a broadly 
flat year in 2012 as a whole, growth should 
return to positive territory in 2013. 
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3 – Looking for the exit: Options for withdrawing monetary stimulus1

Key points

•	 Keeping monetary policy at current 
exceptionally loose levels for too long risks 
distorting the economy and undermining 
the inflation-fighting credibility of the 
Bank of England.

•	 Current economic conditions do not 
support an immediate rise in interest 
rates, but there could be a case for pre-
announcing a medium term strategy of 
returning the Bank’s base rate to a more 
sustainable level (say, 2-3%) within a 
stated timeframe (say, by mid-2015) and 
not adding further to QE.

•	 A clearly communicated strategy of this 
kind would allow businesses to plan ahead 
with confidence as to how they should 
respond to the consequent gradual rise in 
both short and long term interest rates in 
the medium term, but without derailing 
the economic recovery in the short term.

Introduction

In the depths of the financial crisis, in late 
2008 and early 2009, Central Banks around 
the world took exceptional measures to 
stabilise economic conditions and head off 
a downward spiral of declining demand 
and collapsing confidence. In the spring 
of 2009, official interest rates were cut to 
exceptionally low levels – below 0.25% in the 
United States, to 0.5% in the UK and to 1% 
in the euro area. The Federal Reserve and 
the Bank of England subsequently embarked 

on programmes of Quantitative Easing 
(QE), which involved purchasing assets 
(mainly government bonds) in exchange for 
injections of additional money to support 
demand.

At the time these policies were introduced, 
there was an expectation that they would 
be unwound relatively quickly. The Bank of 
England’s Inflation Report for May 2009, its 
first forecast after interest rates had been cut 
to 0.5% and its QE programme had started, 
suggested that markets expected interest 
rates to start rising in early 2010 and that the 
Bank Rate would  be back to around 3% by 
the second half of 2011. That is not the way 
things have turned out. And – according to 
the Bank’s latest inflation report – the market 
expectation of a significant rise in interest 
rates has now been pushed out beyond 2015 
(see Figure 3.1).

In the UK and the US, this expectation of 
continuing very low interest rates has been 
encouraged by the actions and statements 
of Central Bankers. In the UK, I started to 
make the case for a gradual rise in interest 
rates within the MPC in the second half of 
2010 and this case attracted the support 
of other MPC members in early 2011. But 
the majority on the MPC, including the 
Governor, resisted - and in late 2011, the 
MPC embarked upon a second round of 
QE. In the US, the Federal Reserve has also 
undertaken further injections of new money 
through asset purchases and in its most 
recent statement indicated that it expected 

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

Figure 3.1 – Changing UK interest rate expectations

Source: Bank of EnglandMay 2009 Inflation Report August 2012 Inflation Report

Australian rates are back down at 3.25% 
- only slightly above the low-point they 
reached in mid-2009.

The fact that countries which raised interest 
rates subsequently reduced them does not 
mean they had previously pursued the 
wrong policy. Monetary policy is a flexible 
tool which should respond to changing 
economic conditions. World economic 
growth was very strong in 2010 and there 
was significant upward pressure on inflation 
in many countries. As the global economy 
has softened, some of these inflationary 
pressures have subsided and it has been 
appropriate to relax policy again. Indeed, 
one of the benefits of raising interest rates 

the current exceptionally low level of interest 
rates to prevail until at least 2015.

Elsewhere, there was a reaction by Central 
Banks to improving economic conditions and 
worries about inflation in 2010 and early 
2011. Sweden and Canada started raising 
interest rates in mid-2010 and the European 
Central Bank followed suit in the Spring and 
Summer of 2011. In the Asia-Pacific region, 
interest rates also rose from early 2010 until 
mid-2011. Australia, for example, raised 
its main interest rate from 3% to 4.75% 
over this period. This trend towards higher 
interest rates has, however, been reversed as 
global economic conditions softened from 
the middle of last year. The ECB has cut its 
key interest rate from 1.5% to 0.75% and 
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Figure 3.2 – Residential property transactions valued over £40,000

Source: : Office for National Statistics

when they are at very low levels is that 
it then provides some scope to reduce 
them if economic conditions weaken and 
inflationary pressures ease.

Though the UK and the US did not join 
in with these efforts to begin to tighten 
monetary policy in 2010 and 2011, it still 
makes sense to consider the circumstances 
which might cause them to do so.  Though 
market expectations for interest rates in the 
next 2-3 years are now very low, we have 
seen how unreliable these expectations have 
been over the course of the financial crisis 
and in its immediate aftermath. Businesses 
and consumers need to consider a range 
of scenarios in developing their financial 
plans, recognising that the central market 
expectation will not necessarily be borne out 
in reality.

This article will focus on the issues and 
dilemmas surrounding UK monetary policy 
and the challenges of managing an exit from 
current policy settings. The article is divided 
into three sections, addressing the following 
key issues in turn:

•	 First, what is the case for raising 
official interest rates from the current 
exceptionally low levels and withdrawing 
other forms of monetary stimulus – if not 
now, at some point in the future?

•	 Second, what are the various scenarios in 
which such a policy tightening might occur?

•	 Third, what is the appropriate strategy 
for the MPC in the light of these scenarios 
and how should businesses prepare  
and respond?

3.1 – The case for withdrawing  
monetary stimulus

Why should Central Banks be concerned 
to return monetary policy settings to more 
normal levels over a period of time? There 
are five main arguments. All of them 
depend to some degree on the evidence 
of how the economy is performing and 
can be tested against evidence from the 
latest economic data and forecasts. But 
the wide range of considerations raised 
by these arguments and their complexity 
makes the task of a Central Bank in these 
circumstances very challenging.

a) The end of the emergency 

The first argument is that the monetary 
policy settings we currently have reflected 
the need to head off an economic 
emergency in 2008/9 which has now 
passed. As Figure 3.2 shows, measures 
of money spending in the UK economy 
were falling very sharply in late 2008 and 
early 2009 and Central Banks and fiscal 
authorities around the world were quite 
right to “pull out all the stops” to stabilise 
the situation. They did this in order to head 
off a self-sustaining downward spiral in 
the real economy and to reduce the risk 
of deflation. The objective was to restore 

a more normal situation in which money 
spending was growing, and this policy 
was successful. Since mid-2009, the main 
measures of nominal demand2 in the UK 
have grown by around 4% per annum or 
more on average (see Figure 3.3). 

Moving away from these emergency policy 
settings does not imply, however, that 
interest rates would need to go back to  
pre-2008 levels or that QE should be 
unwound rapidly. Rather, this argument 
would imply that we need to find a new 
balance for monetary policy which reflects 
the fact that there are negative headwinds 
for growth in the economy – including the 
current plans to close the budget deficit - 

but they are not as significant as they were 
in the depths of the financial crisis.

b)  Growth, inflation and the  
“output gap”

The second argument – which had 
significant force in 2010 and early 2011, 
but appears less resonant now – is that the 
growth and inflation performance of the 
UK economy justifies a rise in interest rates. 
This certainly appeared to be true in late 
2010 when GDP growth in the middle of the 
year averaged 1% per quarter (equivalent 
to 4% per annum) in two consecutive 
quarters. And at the same time, inflationary 
pressure was being transmitted to the UK 

2  The three main measures shown are: Total Final Expenditure (TFE), which is total spending on UK-produced goods and services, including the imported component; Domestic Demand, which is the spending by UK consumers, businesses and government; and Nominal 
GDP. Domestic Demand is TFE less exports, and Nominal GDP is TFE less imports.
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Average % per annum change in spending at current prices

Figure 3.3 – Growth of nominal demand: recovery vs pre-2007 decade

Source: ONS

% per annum increase in UK consumer prices index

Figure 3.4 – UK inflation has been high and volatile

Source: Office for National Statistics

economy from strong global growth and a 
relatively weak exchange rate. In current 
circumstances, however, it would be hard 
to argue that the economic growth outlook 
justifies an immediate rise in interest rates. 

On the other hand, inflation has still been 
relatively high and volatile for the past 
five years and has yet to drop below the 
2% target (see Figure 3.4). And the link 
between economic growth and inflation 
depends very heavily on the amount of 
spare capacity in the economy – also known 
as the “output gap”. Since the economy 
started to recover from the effects of the 
financial crisis, the evidence from business 
surveys and the labour market has suggested 
that the margin of spare capacity in the 
economy is relatively small – despite the big 
fall in GDP seen in the recession3. This would 
strengthen the case for monetary tightening, 
as it would suggest that a modest pick-up in 
growth could erode the slim margin of spare 
capacity and cause inflation to rise relative to 
the MPC’s 2% target.

c)  The “new normal” and the role of 
the exchange rate

There might be a stronger case for raising 
interest rates, however, if weak growth 
reflected supply-side and structural 
influences – rather than the absence of 
sufficient demand. This is one element 
of my argument that the UK and western 

economies face a prolonged period of 
disappointing growth and volatility 
following the financial crisis, which is the 
“new normal”.4 The squeeze on growth in 
western economies is being intensified by 
the impact of successive bursts of energy 
and commodity price inflation – reflecting 
the strong demand for natural resources 
generated by the Asia-Pacific region and 
other leading emerging market economies.

This “new normal” view creates two 
additional arguments for higher interest 
rates. First, it suggests that disappointing 
growth at least partly reflects supply-
side and structural weaknesses which 
cannot be simply remedied by pumping in 
additional demand. As a result, the rate 
of growth of demand compatible with low 
inflation is probably lower than before 
2007/8 and policy-makers need to adjust 
their benchmarks accordingly. Second, 
monetary policy needs to give more weight 
to a relatively strong exchange rate to keep 
down inflation and protect consumers 
from an excessive squeeze on their living 
standards. In this way, tighter monetary 
policy could help growth by easing the 
squeeze of imported inflation, though 
obviously sharp rises in interest rates 
which created an abrupt rise in household 
borrowing costs would not necessarily  
have this beneficial effect.

3 It is also worth noting that non-oil GDP in Q3 2012 was less than 1% below the level of output in 2007, the peak year of the cycle.
4 For more details of this ‘New Normal’ hypothesis see my past articles on the PwC Economics blog, for example: http://pwc.blogs.com/economics_in_business/2012/02/learning-to-live-with-the-new-normal.html 
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% per annum change in output, excluding North Sea oil and gas

Figure 3.5 – UK economic growth has disappointed

Source: ONS
* Weighted average of manufacturing and services growth

Note: Average non-oil GDP growth since mid-2009  = 1.3%

d)  Medium-term distortions and 
negative impact on growth 

A fourth argument for reducing the 
degree of monetary stimulus – which has 
been closely associated with the Bank of 
International Settlements (BIS) – is the 
medium term problems which could flow 
from continued lax monetary policies. 
Before the financial crisis, Bill White, who 
was Economic Adviser and Head of the BIS 
Monetary and Economic Department from 
1995 to 2008, gave a number of warnings 
about the increased risk of financial crises 
in a highly globalised and interdependent 
financial system.5 With hindsight, and  
the benefit of the experience of the  
global financial crisis, his warnings  
were very prescient.

Since he left the BIS, Bill White has repeated 
these warnings in relation to current 
loose monetary policies – and some of the 
official pronouncements of the BIS have 
echoed these concerns.6 The basis of these 
arguments is that while monetary policy 
can support growth over the short term, it 
is not capable of sustaining medium term 
growth. This is partly because consumers 
and households adjust to prolonged periods 
of loose policy – for example savers cannot 
sustain their spending indefinitely in an 
era of very low interest rates. It is also 
because the cushioning effect of monetary 
policy postpones important financial 

and economic adjustments which means 
resources are not used as efficiently in the 
economy as they should be. Ben Broadbent, 
a member of the Bank of England MPC, has 
voiced similar concerns as an explanation 
of the recent weak productivity growth 
performance of the UK economy.7

The uncomfortable consequence of these 
arguments is that persisting with lax 
monetary policies for too long does longer 
term damage to the growth of the economy 
and creates distortions which are painful 
to unwind. The risk of such distortions 
needs to be balanced against the ‘hysteresis’ 
argument sometimes used to support more 
economic stimulus – that this prevents a loss 
of capacity to the economy from resources 
remaining idle and workers losing skills 
through being unemployed for long periods.

e) Sustainability and credibility

The final argument for a move away 
from stimulatory monetary policies is 
that ultimately they cause problems of 
sustainability and Central Bank credibility. 
These sustainability and credibility issues 
are particularly acute when the Central 
Bank engages in QE and buys large 
quantities of government bonds. Under the 
UK’s QE programme, the Bank of England 
has accumulated a third of the total stock 
of British government gilts. Not only is this 
a large amount to sell back into the market 

5 See, for example, Claudio Borio and William White “Whither Monetary and Financial Stability? The implications of Evolving poiicy Regimes” http://www.kansascityfed.org/publicat/sympos/2003/pdf/Boriowhite2003.pdf
6  See: William R White “Ultra Easy Money and the Law of Unintended Consequences” Federal Reserve Bank of Dallas Globalization and Monetary Policy Institute Working Paper No. 126: http://www.dallasfed.org/assets/documents/institute/wpapers/2012/0126.pdf
Also: “Central banking in a balance sheet recession”, remarks by Jaime Caruana, General Manager of the BIS, Washington, March 2012: http://www.bis.org/speeches/sp120321.htm
7 Ben Broadbent “Productivity and the allocation of resources”, Speech at Durham Business School, September 2012: http://www.bankofengland.co.uk/publications/Documents/speeches/2012/speech599.pdf

ultimately, but as the total rises, it raises 
question marks over the independence of 
the Central Bank from government.

Another credibility concern is the 
willingness of the Bank of England to 
continue with very low interest rates when 
inflation – its ultimate objective – has been 
running above target for several years. So 
far, inflation expectations in the UK do not 
appear to have been destabilised by the 
policies of the MPC, though if they were, the 
cost of reducing inflation to an acceptable 
level could be very high – as it was in the 
early 1980s and early 1990s.

3.2 – Scenarios for monetary 
tightening

These arguments suggest that  the Bank of 
England should be looking to move away 
from the extreme monetary policy settings 
we have in the UK when the economic 
conditions are right. But there is a complex 
balance of considerations and arguments 
which will inform that decision. What are 
the types of scenarios which might unfold? 
This will depend on a whole host of factors 
– the state of the world economy including 
the outcome of the euro crisis, the ability of 
the private sector to bounce back from the 
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8 For example, the impact of the extra Bank Holiday in 2012 Q2 and the rather erratic trend in construction output, which appears inconsistent with some of the business survey evidence, e.g. the CIPS/Markit purchasing managers’ index for construction.

financial crisis, the underlying health of the 
supply-side of the UK economy and the impact 
of the continuing tightening of fiscal policy. 

The ways in which global demand, domestic 
private sector demand, spending by the 
public sector and the growth of supply-side 
potential may interact create a large range 
of permutations and combinations for the 
UK economy and monetary policy responses 
looking ahead. But most of these are likely 
to be variants of four broad scenarios.

a) The ”time is ripe”

The ideal scenario is one where it makes 
sense from a number of these perspectives 
to tighten monetary policy sooner rather 
than later. A combination of strong growth 
and the inflationary threat that this is 
normally thought to pose would be the 
ideal scenario –and this is very comfortable 
territory for Central Bankers. This is the 
scenario which appeared to be emerging 
in the UK in mid-2010 though it gave way 
to rather disappointing growth as we 
progressed through 2011.

The practical difficulty for policy-makers 
in the current circumstances is gauging 
what is a healthy rate of growth in a very 
radically changed economic environment. 
In the UK, economic growth has averaged 
around 1% or so over the economic 
recovery so far – and yet unemployment has 
remained at around 8% of the workforce, 

suggesting that this might be close to the 
trend rate of growth for the economy in 
the current circumstances (on the basis 
that an economy is growing at trend 
when the margin of spare resources – i.e. 
unemployment – is neither increasing or 
decreasing). Taking out special factors8 
and the depressing impact of oil and gas 
production would boost this measure of 
the underlying growth rate to about 1.3% 
(see Figure 3.5). This would suggest that 
a rate of growth of 2% could be above the 
current trend rate – and maybe in those 
circumstances monetary policy should be 
tightened later in 2013 if UK growth does 
pick up gradually by the end of next year 
in line with our main scenario (as set out 
in Section 2 above). But this would be a big 
shift in thinking from the pre-financial crisis 
world when non-oil GDP growth averaged 
3.5% per annum between 1997 and 2007 
and trend growth was thought by the 
Treasury, Bank of England and some other 
commentators to be in the 2.5-3% range.

b) The time is never ripe

A second scenario is one where the Bank of 
England is reluctant to raise interest rates 
for a long period – persisting into the late 
2010s – and may also undertake further 
asset purchases by extending its programme 
of Quantitative Easing. One key risk in 
this scenario is that the Bank accumulates 
larger and larger quantities of government 
debt in the form of asset purchases. And 

this raises issues around the credibility and 
sustainability of its policies.

How this scenario might be judged by 
financial markets and economic analysts 
will depend very much on the economic 
circumstances. If it is associated with a 
genuine and sustained fall in inflation – to 
zero or a mild deflation – continuing at such 
a low level of interest rates with additional 
QE purchases might be justified. If, 
however, more QE and a continued refusal 
to raise interest rates were to be associated 
with a continuation of the inflation over-
runs we have seen in recent years, there is 
likely to be a bigger question mark over the 
credibility of the Bank’s monetary stance 
and the sustainability of its policies in the 
medium term.

c) An abrupt policy shift

A third scenario is that we snap quickly from 
the current era of disappointing growth 
into a world where the economy is starting 
to gather genuine momentum and interest 
rates need to move quickly back to pre-
recession levels. This is may not be the most 
likely scenario, but it would be one which 
is particularly problematic for the private 
sector, as the monetary policy climate could 
need to change quickly without advance 
warning. As we saw when this happened in 
the late 1980s, this could push the economy 
back into recession and create a heightened 
risk of business and financial volatility.

d) A gradual transition to higher 
interest rates

One approach, which has not been widely 
discussed but has a number of attractions, is 
a very deliberate and gradual shift to higher 
interest rates, which is well telegraphed 
and communicated in advance by the Bank 
of England. Instead of the Fed policy of 
continued near-zero interest rates, the MPC 
could set itself a baseline path of moving 
interest rates up to a 2-3% range by mid-2015. 
This would at least ensure that the policy 
interest rate was positive in real terms by that 
time, and the move in interest rates needed 
to achieve this would be very modest – a 
quarter point move every 3-6 months.

The Bank of England MPC has been 
reluctant in the past to make advance 
commitments on interest rates, but in the 
current circumstances there are some 
obvious advantages. First, when interest 
rates start to rise it would be easier for the 
private sector to adjust if it was not a total 
shock. Second, a rise could be more easily 
accommodated if it was gradual and phased 
in over a number of years. Third, this policy 
has the advantage of helping the MPC move 
away from the policies which were set in 
emergency conditions, while maintaining 
the flexibility to halt interest rate rises or 
even reverse them if the economy was hit by 
further shocks.
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9  See, for example, the article by Jim Leaviss of M&G investments on the Bond Vigilantes blog: http://www.bondvigilantes.com/blog/2012/04/11/if-the-government-simply-cancelled-the-300-bn-of-qe-gilts-held-by-the-boe-who-would-be-unhappy/. For a more sceptical 
view, see Gavyn Davies’ recent FT blog: “Will central banks cancel government debt?”  http://blogs.ft.com/gavyndavies/2012/10/14/will-central-banks-cancel-government-debt/

10 Several of these points were also made by Mervyn King in his speech on 23 October to the South Wales Chambers of Commerce: http://www.bankofengland.co.uk/publications/Documents/speeches/2012/speech613.pdf 

Alongside this policy, it would be entirely 
appropriate if the MPC made clear that 
economic conditions – and in particular 
progress in meeting the inflation target 
- would determine whether they moved 
more quickly or more slowly than this 
baseline rising path for interest rates. In 
effect the MPC would be redefining their 
neutral monetary policy stance in terms 
of a gradually rising interest rate path to a 
specified level (2-3%) rather than in terms 
of keeping policy settings at the level set 
in 2008/9 when the economy required 
emergency life support.

3.3 – Monetary strategy and business 
and financial implications

•	 What does this analysis suggest would be 
a sensible way for the MPC to approach 
monetary policy decisions over the next 
few years, and how should business and 
the financial sector respond?

•	 In the current circumstances, a gradual 
and pre-announced strategy of interest 
rate rises could be thought of as a neutral 
monetary policy stance in an economy 
that is gradually recovering from the 
financial crisis and other shocks to global 
energy and commodity prices. So that is 
maybe a better baseline against which 
we assess policy, rather than keeping 
interest rates at the level set in the 2009 
emergency conditions.

•	 It also seems that QE has run its course, 
and further injections risk adding 
problems for long term sustainability and 
credibility of policy without giving much 
boost to the growth of the economy. It 
would make sense for the MPC to hold 
fire on future policies to expand QE at 
its November meeting and think about 
a strategy for gradually unwinding its 
position – though this is likely to take 
many years. Indeed, some of the shorter-
dated bonds that the Bank of England 
has bought under its QE programme 
could  be held to maturity and therefore 
some of the Bank’s asset purchases would 
unwind naturally when these bonds are 
redeemed by the government.

•	 One suggestion that has been made for 
unwinding the QE programme is that the 
government should cancel the bonds held 
by the Bank of England. It is argued that 
this would have the additional benefit 
of reducing the burden of debt interest, 
which would no longer need to be paid 
on the cancelled bonds.9 There are a 
number of strong arguments against this 
approach, however10. It would leave a 
massive hole in the Bank of England’s 
balance sheet, as the Bank has created 
£375bn of new money backed by asset 
purchases. If the bonds are cancelled, 
these monetary liabilities would remain 
with no assets to back them. And if the 

Bank subsequently wished to withdraw 
this money from circulation, it would 
have no assets to sell back to achieve 
this. In addition, the independence and 
integrity of the Bank of England would 
be severely compromised – as it would 
then be clear that the main impact of QE 
had been to finance the government’s 
deficit through money creation rather 
than traditional bond finance. That 
would be a serious threat to financial 
market confidence in the UK’s economic 
policy framework, the independence of 
the Bank of England and its commitment 
to monetary and financial stability.

•	 It would help the business community 
and the financial sector to be able to 
plan for an orderly return to a more 
sustainable level of interest rates, and a 
gradual unwind of the bond purchases 
the Bank has made over the past three 
and a half years. That can be most 
readily achieved in the context of a 
preannounced and gradual monetary 
exit strategy. In the alternative scenarios, 
there is a chance the time might be ripe 
for interest rate rises, but it is probably 
more likely that it will not be ripe if 
the decision is left to be made on an 
opportunistic basis. There is also the risk 
to business that monetary tightening is 
delayed for some years but then there 
is a sudden need for a rapid catch-up, 

so creating unwanted and unnecessary 
economic and financial volatility.

•	 There are likely to be significant 
benefits to the business community 
and the economy more widely from 
the establishment of a clear and well-
communicated exit strategy from the 
emergency policies put in place in 
2008/9. Putting that strategy in place 
will be one of the biggest challenges 
facing the next Governor of the Bank of 
England and his or her MPC colleagues.
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Key points

•	 Less than half of UK exports went to other 
EU countries in 2011 and this proportion 
looks set to fall to below 40% by 2030 
according to our projections.

•	 By contrast, UK exports to the BRICs have 
been growing rapidly and their share of 
total UK exports looks set to double to 
around 16% by 2030. This growth is likely 
to encompass a broad range of sectors 
including branded consumer goods, 
aerospace, pharmaceuticals, education, 
tourism and creative industries such as 
design and advertising. There is scope to 
catch up with US and German companies 
here, which have so far achieved much 
stronger export growth to China and  
India than UK companies.

•	 Services are also likely to continue to take 
a rising share of total UK exports, with 
the US remaining the key market for UK 
business and financial services.

Introduction

A couple of years ago, as the UK and other 
economies started to emerge from the deep 
recession of 2008-9, it was hoped by the 
government, the Bank of England and other 
commentators that exports would be a key 
driver of recovery. In practice, despite the 
value of the pound falling by more than 
20% from its mid-2007 peak, UK export 
growth has not taken off as much as hoped1  
Sluggish growth in the UK’s key European 

and US markets is the most obvious reason 
for this and it was common around 2010-
11 to hear laments that we still exported 
more to Ireland than to all four of the BRIC 
economies combined. It has generally been 
felt that other major EU countries, such as 
France and particularly Germany, have done 
better than the UK at penetrating these fast-
growing emerging markets. 

But how true is this conventional wisdom?  
In this article we take a detailed look at UK  
export trends by country and show that the  
picture is somewhat rosier than some might  
believe (Section 4.1). We then use our updated  
long-term global growth model projections 
to assess how the geographical pattern of 
UK exports might evolve over the period to 
2030, highlighting rapid potential growth in 
our exports to the BRICs and other emerging 
economies (Section 4.2). Section 4.3 then 
discusses what kinds of goods and services 
we might export in future with particular 
reference to the two largest emerging 
economies, China and India (see Boxes 4.1  
and 4.2 at end of article). Section 4.4 
summarises and concludes, with further 
details of our projections methodology  
being provided in a technical annex.

4.1 – Past trends in UK exports

It is useful to start by looking at the latest 
annual data for UK exports to our top 33  
destination countries, broken down between  
goods and services as shown in Table 4.1.  

1 However it should be noted that recent concerns over the UK’s net trade performance also partly reflect strong growth in imports.

4 – The future shape of UK exports: can we break into the BRICs?

Source: ONS Pink Book 2012

Rank Destination country Goods and services Goods Services

1 US 79,888 39,853 40,035

2 Germany 43,901 32,537 11,364

3 Netherlands 34,075 23,589 10,486

4 France 32,035 21,996 10,039

5 Ireland 27,409 17,891 9,518

6 Belgium 19,047 15,939 3,108

7 Italy 15,607 10,022 5,585

8 Spain 15,283 9,733 5,550

9 Switzerland 14,828 5,459 9,369

10 China 12,530 9,292 3,238

11 Australia 10,147 4,402 5,745

12 Japan 9,599 4,738 4,861

13 Sweden 9,564 6,267 3,297

14 Canada 8,520 4,749 3,771

15 India 8,332 5,695 2,637

16 Singapore 7,788 3,821 3,967

17 Hong Kong 7,407 5,378 2,029

18 Russia 7,286 5,008 2,278

19 Norway 6,199 3,398 2,801

20 Denmark 5,935 3,015 2,920

21 Poland 5,755 4,338 1,417

22 Saudi Arabia 5,455 2,694 2,761

23 South Africa 5,412 3,462 1,950

24 Turkey 5,203 3,935 1,268

25 South Korea 4,081 2,698 1,383

26 Brazil 3,695 2,466 1,229

27 Luxembourg 2,986 276 2,710

28 Finland 2,976 1,657 1,319

29 Israel 2,599 1,655 944

30 Portugal 2,584 1,755 829

31 Czech Republic 2,505 1,921 584

32 Austria 2,481 1,697 784

33 Greece 2,452 1,205 1,247

Table 4.1 – UK goods and services exports by country in 2011 (£m)
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These 33 countries account for 86% of 
total UK exports (88% for goods and 
83% for services) so they provide a good 
representation of the overall picture and 
will be the focus of our quantitative analysis 
in this article. Exports include goods and 
services produced domestically that are 
purchased by foreign residents, and this 
includes goods and services consumed by 
foreign tourists in the UK.

We can see from Table 4.1 that the US is 
still our biggest single export market, with 
a particular dominance in services where 
it accounts for 21% of total UK services 
exports. Germany comes a strong second, 
however, particularly in manufactured 
goods, while other EU economies take up 
most of the other top ten places.

Nonetheless China has now risen to 10th 
place in the table, or 6th if Hong Kong is 
included2. The other BRICs are further 
down the list but, as we shall see, have been 
growing relatively strongly. It is certainly 
no longer true that our total exports to the 
BRICs (£38 billion in 2011 including Hong 
Kong as part of China) are less than those to 
Ireland (£27billion in 2011). 

We can also note that, as shown in Figure 4.1, 
the share of total UK exports going to other 
EU countries is below that going to non-EU 
countries in 2011, which has been the case 
since 2008. Exports to other EU countries 
now account for only around 47% of total UK 
exports – higher for goods exports at 53%  
but lower for services at 39% given the much 
stronger role of the US as a market for UK 
business and financial services exports  
in particular. 

This trend also reflects the fact that services 
now take a much greater share of total UK  
exports – 38% in 2011 as compared to 32%  
in 1999. This is due both to the increasingly 
services-oriented nature of the UK economy  
and the role of information and commun-
ications technology in making it easier to 
trade many services across countries.  
Distance is generally less of a barrier to 
tradable services than to goods trade, so we  
can expect this trend to continue in the future  
with the UK becoming steadily less reliant 
on ‘near to home’ markets in manufactured 
goods in Europe, and increasingly involved  
in selling services on a global basis.

But the shift of UK exports to emerging markets  
has already begun, albeit from a very low 
base in 1999, as Figure 4.2 makes clear.

% Share of total UK exports

Figure 4.1 – Share of UK exports to key country groups in 2011

Goods and services Goods Services Source: ONS Pink Book 2012, PwC analysis

0

10

20

30

40

50

60

70

E7BRICG7EurozoneEUNon-EU

53

47

61

47

53

39
42

47

33

38 38 39

8 9
6

8 9
6

% per annum growth, 1999-2011

Figure 4.2 – Real growth in UK exports to key markets 1999-2011

Source: ONS Pink Book 2012

0

2

4

6

8

10

12

14

FranceGermanyG7EurozoneEUUSWorldBrazilChinaIndiaBRIC

13

10 10

8

4

3 3

2 2 2

1

2 It generally makes sense to treat Hong Kong as part of China, since many UK exports to China go via Hong Kong. All other figures in the text in reference to China also include Hong Kong.



UK Economic Outlook November 2012 24

Exports growth (% growth p.a.)

GDP growth (% growth p.a.)

Figure 4.3 – Real growth in UK exports vs real GDP growth in destination country 1999-2011

Source: ONS, IMF, Thomson Reuters, BoE, PwC analysis
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Figure 4.4 – Real export growth vs real exchange rate changes in destination country 1999 - 2011

Source: ONS, IMF, Thomson Reuters, BoE, PwC analysis
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The contrast between double digit growth 
rates to China and India as against much 
more modest growth to the US and Europe 
is clear. We can also see that real UK export 
growth is closely related to real GDP  
growth in a country, as shown in Figure 4.3. 
Further analysis shows that this applies to 
both goods and services exports.

The other key macroeconomic factor that 
we might expect to have an influence on 
export growth is price competitiveness, as 
measured by the real exchange. As Figure 4.4 
shows we do find some relationship between 
real exchange rate changes and UK real 
export growth, with a strengthening of the 
foreign exchange rate relative to the pound 
being associated with a tendency for UK real 
export growth to that country to be stronger. 
However, this relationship is weaker  
than that for GDP growth (particularly  
for services).

Further analysis (as summarised in the 
technical annex) indicates that it is worth 
taking into account both real GDP growth 
and real exchange rates in developing a 
model of future UK real export growth.  
We now turn to the results of this analysis, 
which draws on updated projections from 
our long-term global growth model.

4.2 – Future projections for UK exports

Our focus here is on projecting long-term 
trends in UK export patterns to 2020 and 
2030 based on the fundamentals of GDP 
growth and real exchange rate movements. 
We do not attempt to predict year-to-year 
movements in UK exports by country, 
which will be subject to a host of short-term 
factors that make them too variable for such 
predictions to be of much value. Of course, 
one should not pay too much attention 
to the precise numbers in our long-term 
projections, but we find there are general 
patterns that should be much more robust  
to future uncertainties.

We can see these broad patterns in the projected  
growth rates for UK exports to key markets 
shown in Figure 4.5, which then translate 
into the projected shares of total UK exports 
shown in Figure 4.5.

There is a clear tendency for our exports to 
the BRICs to grow faster than those to the US 
or the EU, although the latter are projected 
to grow somewhat faster going forward than  
in 1999-2011 during which the great recession  
of 2008-9 had a strong dampening effect on 
exports to all of the advanced economies. 
Conversely, China in particular is expected  
to see a progressive slowdown in its economic
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growth rate over time as its population ages 
and the potential for quick catch-up through 
high capital investment rates and copying 
fades. This is reflected in a slowdown in 
projected growth in UK exports to China, 
particularly after 2020. This slowdown 
is also seen in India, but to a much lesser 
degree given its younger, faster growing 
population and greater scope for further 
productivity catch-up.

In terms of UK export shares, our projections 
suggest that the share going to the EU could 
fall below 40% by 2030, with the share going 
to the Eurozone down to only around 31% 
by that time. Export shares to the US are 
projected to hold up somewhat better since 
we still expect this to be a key destination for 
UK business and financial services exports. 
By contrast, the share of UK exports going 
to the BRICs (including Hong Kong as part 
of China) is set to double to around 16% by 
2030. As Figure 4.1.1 below shows, China 
will remain the most important of the BRIC 
export markets for the UK, but India will 
start to catch up gradually after around 
2020 as the Chinese population ages and its 
growth rate slows. Brazil will continue to 
lag behind as a UK export market, despite 
reasonably strong growth in absolute terms, 
due to its very low base. 

As in the past, growth in trade flows overall 
is likely to be driven by both the increase in 
firms engaging in export activity (“extensive 
margin”) as well as an increase in trade 
volumes by existing exporters (“intensive 
margin”)3. SMEs have a key role to play in 
this respect: though such businesses may 
find it challenging to enter new markets, 
there is some evidence to show that firms 
which engage in export activities tend to 
have better survival rates4.

4.3 – What kind of goods and services 
can UK export to the BRICs?

While UK exports to India and China have 
grown at a reasonable rate in absolute 
terms, this has still lagged behind the export 
growth rates to these countries achieved by 
the UK’s peers such as the US and Germany 
(see Figures 4.7 and 4.8). So there is still 
considerable potential for UK exporters  
to raise their game here.

So what will we sell to the BRICs? According 
to economic theory, the UK should focus on 
areas where it has a comparative advantage, 
which would point towards specialist sub- 
sectors of manufacturing such as aerospace, 
high value cars and pharmaceuticals, as  
well as tourism based on our historical 
heritage, and services such as design, 
advertising, legal, business and accounting 
services, and finance where the UK has 
particular strengths5. 

% Share of UK exports

Figure 4.6 – Actual and projected UK export shares to key markets: 1999, 2011, 2020, 2030

1999 2011 2020 2030 Source: ONS, PwC analysis
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However, it is very difficult to make quantitative  
predictions as to how these areas of compar-
ative advantage will evolve over time, so 
instead we have focused on gathering more 
qualitative views from our UK-based experts 
in the two largest emerging markets, China 
and India, as summarised in Boxes 4.1 and 
4.2 respectively (which can be found at  
the end of this article).

These qualitative insights show that there 
are some common themes centred around 
the areas of comparative advantage listed 
above, but also some variations. For instance, 
China’s appetite for luxury/branded goods  
and higher value-added goods and services  
is expected to grow with disposable incomes,  
while India could benefit from the UK’s 
expertise in services sectors such as education  
and healthcare. One important point is 
that exporting to a country may be the first 
step towards a more strategic programme 
of foreign direct investment that may not 
show up in the UK export figures, but which 
could provide a significant stream of profits 
returning to the UK in the long term.

4.4 Summary and conclusions

There has been some disappointment at 
the failure of the UK to generate a strong 
export-led recovery in recent years and this 
is generally attributed at least in part to our 
reliance on slow-growing markets in the US 
and Europe. However, our analysis shows 
some more positive trends in this regard: 

less than half of UK exports went to other EU 
countries in 2011 and this proportion looks 
set to fall to below 40% by 2030 according to 
our projections.

By contrast, UK exports to the BRICs have 
been growing rapidly and their share of total  
UK exports looks set to double to around 16%  
by 2030. This growth is likely to encompass  
a broad range of sectors including branded  
consumer goods, aerospace, pharmaceuticals,  
education, tourism and creative industries 
such as design and advertising. 

Services are also likely to continue to take a 
rising share of total UK exports, with the US 
remaining the key market for UK business 
and financial services and therefore showing 
stronger growth than the EU as a UK export 
destination over the next two decades.

For UK companies, the key message is that  
there are strong growth markets out there 
and, if you do not take advantage of these, 
your competitors probably will. At the same  
time, our mini-case studies show that China  
and India are not easy markets to do business 
in – they require deep local knowledge and 
also finding the right local partner in order 
to be successful. The US and Germany in 
particular have so far seen considerably 
stronger export growth to these key emerging  
markets than the UK, so there is some 
catching up to do in this area – but also 
considerable potential to achieve this 
according to our analysis6.
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Figure 4.8 – Goods exports to India by country, 2011

Source: IMF DOTS
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Figure 4.7 – Goods exports to China by country, 2011

Source: IMF DOTS
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6 PwC is working with UK Trade and Investment (UKTI) to help SMEs boost export sales and break into new export markets. For more information, visit the PwC National Export Challenge website at  
 http://www.pwc.co.uk/private-business-private-clients/issues/exporting-for-growth-a-national-challenge.jhtml  
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US$ Billions, 2009

Figure 4.1.2 – Growth in goods exports to China by country (2011 vs 2000)

Source: IMF DOTS
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Figure 4.1.1 – Growth in UK exports to China by product type, 2001-11

Source: HMRC Overseas Trade Statistics
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Box 4.1 – UK exports to China

The size of the Chinese manufacturing 
sector means that it is still one of the largest 
consumers of primary commodities and 
industrial machinery. However, the rise of 
the middle class has fuelled an increasing 
appetite for luxury/branded Western goods 
in China. As Figure 4.1.1 shows, vehicle 
exports to China from the UK have grown 
by 34% a year over the past decade (albeit 
from a very low base), while exports of 
pharmaceutical products and beverages and 
tobacco products have increased by 21% 
and 17% respectively. China’s savings rate 
is still relatively high by Western standards, 
but improvements in the social welfare 
system may further unlock China’s consumer 
spending potential in future decades.

However, the UK has not shown as rapid 
export growth to China as to some other 
countries over the past decade, as Figure 4.1.2 
shows. One could argue that Australia, Brazil  
and Russia are distinctive in having benefitted  
particularly strongly from China’s growing  
consumption of primary commodities, or that 
the UK may have contributed key inputs to  
the manufacture of goods in countries such 
as France or Germany that were ultimately  
destined for China. Nevertheless it does 
seem that other economies have been more 
aggressive in pursuing opportunities in China,  
while the UK seems to have lagged behind so 
far. In addition, the difficulties in obtaining 
a UK visa have deterred Chinese tourists and 
their spending power from the UK in favour 
of other countries with easier procedures.

Part of this relates to the cost of doing 
business: China’s infrastructure and its 
regulatory framework remain in their 
infancy and property rights are tenuous, 
though these are rapidly improving. 
A relatively cumbersome and opaque 
bureaucratic process is also a turn-off for 
British businesses accustomed to clear and 
established procedures in the West. Even if 
they venture to China, most UK companies 
find it necessary to navigate the choppy 
waters of bureaucracy with the support of 
local partners, rather than going it alone. 
However, similar challenges face companies 
from the US, Germany or France who have 
seen faster growth in their exports to China.

These barriers may become less significant 
over time: as China reaches a more advanced 
stage of development the “rules of the game” 
will become more established and better 
infrastructure will reduce the costs of doing 
business. In addition, faced with the prospect 
of shrinking markets in Europe, it has become 
a business imperative for UK firms to seek 
opportunities outside traditional markets. 

However, as UK firms increase their market 
presence and expand, they will seek to estab-
lish a base in China from which to produce, 
market and sell their goods either due to 
business regulations or to reduce costs.  
In addition firms are looking to raise capital  
in Hong Kong as a way of financing expansion  
in China and also raising brand awareness. 
Ultimately, exports are only the first stage  
in a corporate strategy for China.

In this box we explore trends in UK goods exports to China in more detail,  
as well as highlighting the challenges of trading with China.

Key PwC contacts for more information on doing business in China

Tom Troubridge, Chairman – China Business Group, +44(0) 207 804 4723 
Suwei Jiang, Partner – China Business Group, + 44 (0) 207 804 9248
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Figure 4.2.2 – Growth in goods exports to India by country (2011 vs 2000)

Source: IMF DOTS
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Figure 4.2.1 – Growth in UK exports to India by product type, 2001-11

Source: HMRC Overseas Trade Statistics
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Box 4.2 – UK exports to India

UK exports to India of fertiliser and food 
and livestock have been growing rapidly 
owing to India’s large agricultural base and 
growing population. However, as with China, 
urbanisation and the growth in disposable 
incomes have contributed to the growth in 
demand for luxury goods. As Figure 4.2.1 
shows, UK goods exports such as travel goods,  
road vehicles and medical and pharmaceutical  
products have grown at an average rate of 
10% to 20% annually since 2001, albeit  
from a low base.

The significance of India as a UK trading 
partner has increased over the past decade: 
India currently ranks 15th of the UK’s top 
export destinations from 23rd in 1999. 
However, as Figure 4.2.2 shows, rather 
than actively capitalising on the UK’s links 
to its former colony to increase trade flows, 
it has fallen behind other countries in the 
rate of growth of exports to India. Countries 
like China, Australia and the US – quick to 
recognise the spending potential of India’s 
growing domestic market – have increased 
their exports by 33%, 28% and 17% annually 
respectively, whilst the UK managed only 
7% average annual growth. Even then these 
figures may exaggerate the extent of the UK’s 
trade with India. Excluding the gems trade – 
which accounts for around 17% of UK goods 

exports  – where the UK acts primarily as  
a conduit between Belgium and India, 
exports to India fall from £5.4 bn to £4.5  
bn in 2011.

Ultimately, however, services rather than 
goods exports may lead the way for growth 
in UK exports to India. Financial services 
aside, there are several key areas where  
the UK has a comparative advantage  
and a great deal to contribute to India.  
These include education, infrastructure, 
retail, advanced engineering, pharmaceutical,  
life sciences and healthcare services, and 
digital innovation. 

There are already cross-border efforts to 
promote greater trade links between the 
UK and India, but much remains to be 
done. India’s rapidly expanding market and 
increasing working-age population will drive 
further demand for UK exports, but SMEs 
– which play an important role in the UK’s 
exports sector – must become more proactive 
in carving out a presence abroad. This begins 
by ensuring that an export strategy is clearly 
embedded in business plans, rather than 
adopting the passive approach of accepting 
opportunities as they come along. UK bus-
inesses can no longer afford to ignore the  
1 billion-strong Indian consumer market.

In this box we explore trends in UK exports to India in more detail, as well  
as highlighting key sectors with future growth potential.

Key PwC contact for more information on doing business in India

Mukesh Rajani, Chairman – India Business Group, +44 (0)20 7804 2709
7 Though large this share has declined from 43% in 2003.
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Exports growth (% growth p.a.)

GDP growth (% growth p.a.)

Figure 4.9 – Projected real UK export growth vs real GDP growth by country, 2012-30

Source: PwC analysis
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Dependent variable Coefficients
Real growth p.a. of total UK exports to destination country (t-statistics)

Independent variables 1.315
GDP growth of destination country (4.71)

Real exchange rate growth of sterling vs destination country currency  0.412
 (2.18)

Constant 0.003
 (0.36)

Table 4.2 – UK export model estimates

US  3.4% 3.4% 2.3% 2.4%

Germany  2.2% 1.7% 1.5% 1.1%

France  2.6% 3.3% 1.9% 2.4%

China  10.5% 5.8% 7.0% 3.7%

India  11.8% 8.4% 7.0% 5.2%

Brazil  5.9% 5.1% 4.0% 3.6%

G7   2.8% 2.9% 2.0% 2.1%

BRIC   9.5 % 6.4% 6.3% 3.9%

Eurozone   2.5% 2.6% 1.7% 1.8%

EU  2.6% 2.8% 2.2% 1.8%

World  4.2% 4.0% 3.8% 3.0%

   Exports  GDP
   (% growth p.a.)  (% growth p.a.) 
  2012-2020 2021-2030 2012-2020 2012-2030

Source: PwC analysis

Table 4.3 – Real GDP growth and real UK export growth projections for key markets

Technical Annex – Projecting UK exports to 2030

As discussed in the main text, there is an 
historic relationship between UK real export 
growth to different countries and two key 
macroeconomic factors: real GDP growth in 
these destination countries and how their 
real exchange rate has moved against the 
pound. To explore this more formally we have 
performed a number of regressions, with the 
preferred model for total UK exports being as 
summarised in Table 4.2 below. These results 
cover the UK’s 33 largest export markets using 
data over the period from 1999 to 2011.

The strongest relationship is with GDP, with 
a 1% increase in annual real GDP growth in 
a country being associated on average with a 
1.3% rise in real UK exports to that country. 
We can see this relationship clearly when we 
use the results in Table 4.2 to project forward 
UK real export growth by country using our 
long-term global growth model projections. 
As Figure 4.9 shows, there is a strong 
correlation between the two variables, with 
the relatively small variations from a purely 
linear relationship (shown by the dotted line 
in the chart) being explained by secondary 
effects from projected real exchange rate 

movements. The latter are largely associated 
with emerging market economies with 
relatively fast productivity growth which are 
projected to experience rising real exchange 
rates on average against the pound over the 
period to 2030, in line with both economic 
theory and historical experience.

Other key results are summarised in Table 
4.3, which shows period averages for real UK 
export growth and real GDP growth in key 
markets. This table highlights how projected 
UK export growth to China in particular slows  
after 2020 as that economy is projected to  
slow with an ageing population and less scope  
for productivity catch-up. This slowdown is 
much less marked for India with its younger, 
faster-growing labour force over this period 
relative to China. 

Projected UK export growth remains lower 
in absolute terms to the US and Europe, but 
does pick up from recent low levels as these 
economies gradually recover from their 
current problems. Export growth to the US  
in services is expected to be a particular 
strong point in this respect.
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Source: Latest PwC main scenario for 2012-13; IMF for GDP shares  in 2011 at market exchange rates (MERs), 
which are generally more relevant for business purposes than shares based on GDP at PPPs.

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

United States 21.7 2.1 2.2 2.0 2.0

Canada 2.5 2.1 2.3 2.0 2.0

Germany 5.1 0.7 0.7 2.2 1.7

France 4.0 0.0 0.3 2.1 0.7

United Kingdom 3.5 0.0 1.8 2.7 2.3

Italy 3.2 -2.2 -0.8 3.0 1.7

Spain 2.1 -1.7 -0.6 2.3 1.7

Netherlands 1.2 -0.6 0.3 2.4 1.6

Greece 0.4 -6.9 -3.1 1.6 1.7

Portugal 0.3 -3.3 1.3 2.8 1.5

Ireland 0.3 -0.1 0.8 1.8 1.3

China 10.5 7.6 7.8 3.4 3.6

Japan 8.4 2.2 1.4 -0.1 0.0

India 2.4 5.8 6.0 7.2 7.1

Australia 2.1 3.1 3.5 1.7 2.7

Korea 1.6 2.6 3.7 2.5 0.6

Indonesia 1.2 5.9 6.2 4.6 5.4

Saudi Arabia 0.8 5.8 4.6 5.8 5.7

Russia 2.7 3.9 4.2 4.8 6.2

Turkey 1.1 2.4 4.6 9.9 6.4

Poland 0.7 2.6 2.4 4.0 2.5

Brazil 3.6 1.9 3.3 5.3 5.3

Mexico 1.7 3.6 3.8 4.7 9.3

Argentina 0.6 1.6 2.9 10.2 10.6

South Africa 0.6 2.3 3.3 2.5 0.5

Table A.1 – Global economic prospects

Appendix A – Outlook for the global economy

Table A.1 presents our latest main scenario projections for a selection of economies across 
the world. Most economies show a slowdown in 2012, particularly in the Eurozone, but 
then a gradual recovery in growth in 2013. These projections are now updated monthly in 
our Global Economy Watch publication, which can be found at http://www.pwc.co.uk/
economic-services/global-economy-watch/gew-projections.jhtml.                                                                            

World (PPP weights)   3.1 3.4  

World (market rates) 100% 2.5 2.8 4.8 4.8

Eurozone (market rates) 18.8% -0.7 0.0 2.3 1.5

GDP-weighted averages Share of World GDP growth (%) Consumer price
 GDP (%)   inflation (%) 
 (% : 2011)       2012 2013 2012 2013

Source: Latest PwC main scenario projections.
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Source: ONS, Bank of England

*  Pre-1997 data estimated
** Public Sector Net Borrowing (calendar years)
†    Peak-to-peak for GDP relative to trend

Average over economic cycles†

1979 - 1989 2.7 3.9 0.9 7.9 12.2 -0.2 2.5

1989 - 2000 2.7 3.2 0.8 3.6 7.8 -1.4 2.9

2000 - 2007 3.0 3.2 0.0 2.8 4.7 -2.2 2.2

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

1979 2.8 5.0 -0.2  13.7 -0.5 4.7

1980 -2.0 0.1 -8.6  16.6 0.8 4.3

1981 -1.3 0.0 -6.1  13.9 1.9 3.4

1982 2.2 1.2 -0.1  12.3 0.8 2.6

1983 3.8 4.6 2.1  10.1 0.4 3.4

1984 2.9 2.8 3.7  10.0 -0.4 3.7

1985 3.9 4.3 2.9  12.2 -0.2 2.8

1986 4.3 7.1 1.4  10.9 -0.9 2.2

1987 5.2 6.2 4.8  9.7 -1.7 1.5

1988 5.6 8.4 7.3  10.4 -4.1 -0.8

1989 2.6 3.9 4.0 5.2 13.9 -4.9 -0.8

1990 1.8 2.4 -0.1 7.0 14.8 -3.8 0.7

1991 -1.8 -2.4 -5.0 7.5 11.5 -1.8 3.0

1992 0.9 1.5 -0.1 4.3 9.6 -2.1 6.5

1993 3.1 4.0 1.5 2.5 5.9 -1.9 7.8

1994 4.6 3.2 4.7 2.0 5.5 -1.0 6.6

1995 3.2 2.0 1.5 2.6 6.7 -1.4 5.3

1996 3.1 4.9 0.6 2.5 6.0 -0.9 3.7

1997 3.9 4.8 2.3 1.8 6.8 -0.1 1.9

1998 3.5 4.3 0.8 1.6 7.3 -0.4 -0.1

1999 3.2 5.2 0.8 1.3 5.4 -2.7 -1.3

2000 4.2 5.3 2.4 0.8 6.1 -2.9 -1.7

2001 2.9 3.9 -1.6 1.2 5.0 -2.3 -0.8

2002 2.4 4.1 -2.6 1.3 4.0 -2.1 1.8

2003 3.8 3.7 -0.2 1.4 3.7 -1.7 3.0

2004 2.9 3.3 2.1 1.3 4.6 -2.1 3.1

2005 2.8 2.7 -0.1 2.1 4.7 -2.1 3.3

2006 2.6 1.6 1.8 2.3 4.8 -2.9 2.4

2007 3.6 2.8 0.9 2.3 6.0 -2.3 2.5

2008 -1.0 -1.6 -2.5 3.6 5.5 -1.0 4.8

2009 -4.0 -3.0 -9.7 2.2 1.1 -1.3 11.1

2010 1.8 1.3 3.9 3.3 0.7 -2.6 10.1

2011 0.9 -1.1 2.0 4.5 0.9 -1.9 8.0
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