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1 – Summary

Highlights

The UK economy is estimated in our main  •	
scenario to show modest average GDP 
growth of around 1.8% in 2010 and 
around 2% in 2011.

We expect consumer spending growth to •	
lag behind GDP growth in the recovery 
phase of the cycle as fiscal policy tightens, 
credit conditions remain relatively tight 
and post-tax earnings growth remains 
subdued (bearing in mind also the impact 
of the VAT rise to 20% from January 2011).  
House prices have dipped recently and 
look likely to remain subdued for some 
time to come.

Given these considerations, we expect real •	
consumer spending growth of only around 
1.3% in 2010 and around 1.7% in 2011 in 
our main scenario.

The main drivers of growth in the short •	
term are expected to be exports and 
restocking. We should also see a gradual 
upturn in business investment growth  
in 2011.

Public spending growth will remain •	
modestly positive in 2010, but will be cut 
back sharply over the following four years 
as confirmed in the October Spending 
Review. This fiscal squeeze will act as a 
drag on growth over the next four years, 
but should also help to keep interest rates 
relatively low over this period. 

Although inflation will remain above the •	
MPC’s 2% target during 2011 due to the 
VAT rise to 20%, underlying inflationary  
 
 

 
pressures do not appear to be a major 
concern at present given continued 
subdued earnings growth. This should 
allow the Bank of England to keep base 
rates very low during 2011, and possibly 
extend quantitative easing, although 
interest rates will need to rise back to 
more normal levels looking 5 years  
or more ahead.  

Risks around growth in our main scenario •	
are weighted to the downside at present. 
We therefore recommend that businesses 
should stress test their plans and 
valuations against an alternative ‘double 
dip recession’ scenario. But an upside 
scenario where growth rebounds rapidly 
to above trend rates can also not be  
ruled out entirely. 

Our main special focus article in this •	
report describes how total UK debt has 
risen from around twice national income 
in 1987 to around 5.4 times national 
income in 2009. This has largely been due 
to increases in debt owed by households, 
private companies and financial 
institutions rather than increasing public 
debt, which only started to rise materially 
during the recent recession. 

In our main scenario we do not expect •	
any major reversal of this historic rise in 
the leverage of the UK economy over the 
next few years, so that by 2015 total UK 
debt in cash terms could reach around 
£10 trillion, up from around £7.5 trillion 
in 2009.

Recent developments

The UK economy has moved gradually out  
of recession since the fourth quarter of 2009, 
with a stronger rate of growth of 1.2% in the 
second quarter of 2010 and 0.8% in the third 
quarter (see Figure 1.1). Nonetheless, the 
level of GDP in Q3 2010 was still 3.9% lower 
than its pre-recession peak in real terms. 

Most recent business surveys point to some 
moderation in the rate of growth of both 
manufacturing and services in the last few 
months. Consumer and business confidence 
remains relatively fragile and the earlier 
housing market recovery appears to have 
stalled with signs of renewed house price 
falls in recent months. Most other major 
advanced economies have also shown 
signs of slower recovery in recent months, 
although growth remains much stronger 

in China, India and other large emerging 
economies. But the UK’s key export markets 
in Europe and the US are lagging behind. 

To a significant extent the earlier recovery 
we saw in the UK and elsewhere just reflected  
the normal operation of the stock cycle: the  
period of very sharp destocking had run its  
course by early 2010, which led to an automatic  
recovery in orders and output levels in the 
first three quarters of this year. The question 
is whether this upturn can be sustained. 

Governments around the world introduced 
fiscal stimulus packages in 2009 to support 
monetary policy easing, which was an 
appropriate policy in the short term but has 
pushed budget deficits up to worryingly  
high levels from a longer term perspective, 
particularly in parts of the euro area but 

% change on the previous quarter

Figure 1.1 – Quarterly GDP growth

Source: ONS

’10’09’08’07’06’05’04’03’02’01’00’99’98’97’96’95’94’93’92’911990
-3.0

-2.5

-2.0

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5



UK Economic Outlook November 2010 05

also in the US and the UK. Global financial 
markets remain nervous about these rising 
public debt burdens and this represents 
an important downside risk for the world 
economy. It will also take some years for 
US and European banks to repair fully 
the damage to their balance sheets due to 
the crisis. Credit conditions in the UK and 
elsewhere will therefore remain relatively 
constrained for some time to come.

Future prospects

Our main scenario sees UK GDP rising by a 
relatively modest 1.8% on average in 2010 
and around 2% in 2011. But there could be 
pitfalls along this road to recovery as the 
effects of past monetary and fiscal stimulus 
fade and as tax rises and public spending 
cuts take effect.

As shown in Table 1.1, our main scenario 
for growth in 2011 is broadly similar to 
the latest average independent forecast 
although slightly lower than the official 
government forecast from the Office for 
Budget Responsibility (OBR) made in June. 
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.

Risks to our main scenario for growth appear 
to be weighted to the downside. We would 
therefore recommend that businesses should 
stress test their plans against the ‘double 
dip’ scenario shown in Figure 1.2, which 
envisages a renewed fall in GDP in 2011. 
This is not the most likely scenario, but its 

probability has risen in recent months. At 
the same time, the possibility of a stronger 
recovery can also not be ignored entirely 
given relatively strong GDP growth in the 
second and third quarters of 2010. 

Consumer spending is projected to grow 
by only around 1.3% in 2010 and around 
1.7% in 2011 in our main scenario, lagging 
behind overall GDP growth. This reflects the 
squeeze on household spending power from 
continuing credit constraints and tax rises.  
Subdued house prices and the dampening 
effect of public sector job cuts and high 
household debt levels are also likely to 
restrict the pace of consumer spending 
growth for some years to come.

Business investment growth is also likely to 
remain relatively modest in the short term. 
This reflects both subdued final demand 
growth and the continued influence of 
relatively tight credit conditions. However, 
business investment should show reasonable 
cyclical growth in 2011 in our main scenario, 
offsetting the planned sharp decline in public 
sector investment next year.

Net exports made a negative contribution to 
GDP growth in 2009 and this has continued 
so far in 2010. This negative trend should turn  
around gradually in 2011 in our main 
scenario as UK exports continue to recover 
and import growth moderates somewhat 
from recent high levels. But problems in the 
euro area, which is still the destination for 
around half of total UK exports, are likely to 
mean that export growth is not as strong  
as in some previous cyclical upturns  
(e.g. that seen in 1993-95).

Year-on-year % growth

Figure 1.2 – Alternative GDP growth scenarios
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Indicator                                                               OBR forecasts               Independent                       PwC
(% change on previous year)                                (June 2010)                     forecasts                  Main scenario 
                                                                                                                    (October 2010)          (November 2010)
 2010 2011 2010 2011 2010 2011

GDP 1.2 2.3 1.6 1.9 1.8 2.0

Consumer spending 0.2 1.3 1.0 1.2 1.3 1.7

Investment -0.5 3.9 2.0 3.1 2.4 3.5

CPI (Q4) 2.7 2.4 2.8 2.5 3.0 2.3

Table 1.1 – Summary of UK economic prospects

Our main scenario for UK GDP growth would  
be consistent with inflation (CPI), which 
spiked up sharply during the first four months  
of 2010 due to the VAT rise on 1 January 
and earlier energy price rises, falling back 
towards target over the next two years. The 
further rise in VAT in January 2011 will 

temporarily postpone this downward trend 
in headline inflation, but should not pose a  
fundamental risk to the inflation target provided  
that recent wage moderation continues.  

In our main scenario, it should be possible 
for official short-term interest rates to be 
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held at very low levels for some time to 
come. In the longer term (i.e. looking 4-5 
years ahead), there is a risk that inflation 
could pick up again as and when the economy  
recovers more fully and this could eventually 
cause interest rates to rise back to more 
normal levels. This is not likely to be an issue 
in the short term, but could be a concern in 
the longer term given continued high levels 
of outstanding UK debt across households, 
companies and government (as discussed 
further below).

The pace of recovery in the UK economy in  
2011 and beyond will also be held back by  
the need to get the public finances back  
under control in the medium-term. Public  
spending will be very tightly constrained 
from 2011 onwards as part of the government’s  
programme of fiscal austerity, which also 
includes some significant tax rises from  
2011 (most notably the VAT rise to 20%,  
the likely impact of which we discuss in  
more detail below).

The rising tide of UK debt

Our analysis in Section 3 below shows that 
the total burden of debt on the UK economy 
rose from around twice national income in 
1987 to around three times national income 
in 2000, but then accelerated much more 
rapidly to around 5.4 times national income 
by 2009 (see Figure 1.3). This total UK debt 
to GDP ratio continued to rise even during  
 
 

the recession of 2008-9 as GDP fell back 
and public debt rose enough to offset some 
decline in corporate and household debt.

This rise in total UK debt has been driven by 
all three private sector groups: households, 
non-financial companies and (most dramatically  
in recent years) financial institutions. Public 
sector debt was, by contrast, broadly stable 
as a share of GDP up to 2007 and remains 
relatively low compared to the debt levels of 
the private sector even after the recession. 

The huge rise in private sector leverage in 
the last decade in particular has pushed the 
ratio of debt to income to historic highs in 
all parts of the private sector. In our main 
scenario projection, as summarised in Table 
1.2, the total UK debt to GDP ratio remains 
around 5.4 times national income up to 
2015, but with some switch from private to 
public sector debt during this period. In cash 
terms, total UK debt could reach around £10 
trillion by 2015 in our main scenario. Even in 
our low scenario, total UK debt would still be  
around 5 times national income in 2015,  
or around £9 trillion in cash terms.

At present, with interest rates at a record 
low, these kind of debt levels are affordable 
for the household and corporate sectors as a 
whole1, but this may not remain the case in 
the longer term as and when interest rates 
return to more normal levels 

% of GDP

Figure 1.3 – Total UK debt stock as % GDP
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Sectors                                                           Debt in cash terms (£ trillion)                            Debt as % of GDP
 2009 2015 2009 2015

Households 1.5 1.9 110 101

General government 0.9 1.4 67 77

Non-financial companies 1.7 2.2 122 116

Financial sector 3.4 4.5 245 242

Total UK debt 7.5 10.2 543 536

Plausible range n/a 9-11.5 n/a 500-580

Table 1.2 – Main scenario projections for UK debt stock in 2015 and plausible ranges

1  Although this may not be true for those individuals and companies judged less creditworthy by lenders and so facing significantly higher margins over Bank rate, Libor or gilts.
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(but perhaps with a higher margin over 
Bank rates or Libor than pre-crisis because of 
tougher financial regulation and consequent 
higher costs of capital for lenders). For the 
UK non-financial sector as a whole, including 
government, gross debt interest payments 
could increase by something of the order 
of 8% of GDP or more by 2015 in our main 
scenario, implying a sharp dampening effect 
on spending power. The impact on net debt 
interest would be less marked due to benefits 
to household savers in particular, but if  
such additional interest is left in savings 
accounts rather than spent, then this may  
not do much to mitigate the overall  
squeeze on the spending power of the  
UK non-financial sector as and when  
interest rates do increase.

Admittedly, the severe fiscal squeeze planned 
by the coalition government should allow 
interest rates to remain lower for longer and  
so should delay the point at which any such 
debt service squeeze on spending power 
would take effect, perhaps to some time 
beyond 2015. This fiscal squeeze should 
also serve to keep public sector debt at 
sustainable levels in the medium term. 
Nonetheless, we need to be aware of the  
fact that private sector leverage levels in the 
UK have reached historically unprecedented 
levels and, sooner or later, this will have a 
dampening effect either through debt having  
 
 
 
 
 
 

to be run down significantly, or through a 
persistently heavy debt service burden on 
both households and companies. The period 
of relatively modest UK domestic demand 
growth could therefore extend beyond the 
fiscal squeeze of the next few years if, as  
we expect, this is followed in due course by  
a return to more normal levels of interest 
rates on a continued very high outstanding 
debt stock. 

The economic impact of the VAT  
rise to 20%

Our analysis in Section 4 below suggests that 
the rise in the standard rate of VAT to 20% 
from 4 January 2011 will:

increase headline inflation by just over •	
1% during 2011 relative to what it would 
otherwise have been, although this should  
represent only a temporary effect on headline  
inflation that the MPC can largely ignore 
in setting official interest rates;

reduce non-food retail sales volumes, •	
although the evidence on this from other  
recent VAT changes is not entirely conclusive  
in terms of the scale of the impact; and

reduce consumer spending, but probably  •	
by only around 0.2% in 2011 according to 
our simulation analysis; the corresponding  
impact on GDP would be around 0.13% 
with a potential loss of around 38,000 
jobs in 2011.

Source: PwC simulation analysis using National Institute Global Econometric Model

Table 1.3 – Estimated macroeconomic impact of VAT rise to 20%

% change in levels relative to  Real consumer Real GDP Employment (000s)
base case without VAT rise spending

2011 -0.20 -0.13 -38

2012 -0.17 -0.11 -32

2013 -0.12 -0.06 -17

2014 -0.07 -0.03 -10

2015 -0.02 -0.01 -3

These first year effects will tend to fade  
over time, however, as both short and  
long-term interest rates should be lower  
than otherwise if the VAT rise allowed 
government borrowing to be lower and 
reduced inflationary demand-pull pressures 
in the economy. After five years, the net 
effect on the level of output and employment 
would be close to zero according to our 
model simulation (see Table 1.3).

In practice, the alternative to the VAT rise 
would probably be either other tax increases 
or even harsher public spending cuts. Both 
of these alternatives would be likely to have 
broadly similar medium-term impacts on the 
economy to a VAT rise and perhaps rather 
larger short-term negative impacts in the 
case of public spending cuts.
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Introduction

In this section we describe recent 
developments in the UK economy (based  
on data published up to 29 October) and 
review future prospects. The analysis is 
divided into the following sub-sections.

2.1     Recent developments and the  
current situation 

2.2    Economic growth prospects 

2.3    Prospects for inflation and interest rates

2.4    Sectoral and regional prospects

2.5    Longer term prospects

2.6    Summary and conclusions

The regional and sectoral impact of the 
Spending Review is assessed in Box 2.1. 
Past trends and future prospects for total  
UK debt are analysed in more detail in 
Section 3, while the economic impact of  
the forthcoming rise in the standard rate  
of VAT to 20% is assessed in Section 4.

The analysis is supported as usual by a 
review of global trends and prospects 
(Appendix A). Historic trends in selected 
UK economic indicators are included for 
reference in Appendix B.

2.1 – Recent developments and the 
current situation

Growth of GDP and major industry sectors

UK GDP grew by a relatively strong 1.2% in 
Q2 2010 and 0.8% in Q3 2010 according to 
latest estimates by the Office for National 
Statistics (ONS), following two quarters of 
much more modest growth (see Figure 2.1). 

The year-on-year growth rate moved up  
to 2.8% in the third quarter.

The Q2 and Q3 data suggest that the UK 
has continued to climb out of recession with 
cumulative growth of around 2.8% over this 
period of recovery. This, however, followed 
six quarters of contraction, extending from 
the second quarter of 2008 to the third 
quarter of 2009 based on current estimates. 
During this recessionary period the UK economy  
shrank by around 6.4%, which was marginally  
greater than in the early 1980s recession 
(5.9%) and more than twice as great a fall in 
GDP as in the early 1990s recession (2.5%). 

Industrial production expanded by 0.6% in 
Q3 2010 relative to the previous quarter and 
services output was also up by 0.6% over  
the same period.  

A more detailed analysis of sectoral growth  
performance during the recession and the  
subsequent recovery period is shown in  
Figure 2.2. This illustrates that manufacturing  
and construction suffered most during 
the recession but also bounced back more 
strongly during the recovery phase. For the 
major services sub-sectors we can see that:

The •	 business services and finance sector 
saw a decline in output of 5.9% during 
the recession but has shown an expansion 
of 2.9% since the recession. Growth was 
moderate at 0.5% in Q3 2010.

The •	 distribution, hotels and catering 
sector saw its output fall by 6.7% in the 
recession period but recorded a 3.2% 
increase since then, including a 0.6%  
rise in output in Q3 2010.

2 – UK Economic prospects

% change on the previous quarter

Figure 2.1 – Quarterly GDP growth

Source: ONS
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Figure 2.2 – Sectoral output growth trends
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Transport and communications•	  sector 
output declined by 1.5% in Q2 2010 
after steady growth in the previous three 
quarters. This may have been partly due  
to a disruption in air transport in Q2  
due to the Icelandic volcanic ash cloud. 
Output then picked up by 0.7% in Q3 2010, 
but was still 0.1% lower than a year earlier.

The •	 government and other services 
sector declined by 0.5% during the 
recession, but has grown by 1.1% since 
the recession. However, this increase may 
go into reverse once public spending cuts 
really begin to bite from next year.

The sectoral breakdown of industrial 
production in the second quarter reveals 
that:

Output of the •	 manufacturing sector was 
up by 1.6% in Q2 2010 and 1.0% in Q3 
2010. While the manufacturing sector 
declined by 14.5% during the recession 
period, the greatest fall amongst all the 
major sectors, it has shown an expansion 
of 5.3% since the recession.

Output of the •	 mining, oil and gas sector 
was down by 0.7% in Q3 2010, and was 
1.5% lower than a year earlier, reflecting 
earlier reductions in North Sea oil and  
gas production. 

Output of the •	 utilities sector declined by 
0.2% in Q3 2010, and was down by 2.8% 
compared to the previous year. 

Construction sector output increased by 
a very strong 9.5% in Q2 2010 and 4% in 
Q3 2010, following a deep recession where 
construction output fell by around 12%.

The CIPS/Markit Manufacturing purchasing 
managers’ index (PMI) has been on an upward  
trend since spring 2009 but has taken a dip 
recently. The index reached a 15 month  
high of 58 in April 2010, but since then has 
slipped down to 53.4 in September 2010  
(see Figure 2.3). 

The services PMI had fallen back even further  
to 51.3 in August although it then rose  
slightly to 52.8 in September. This helped 
to ameliorate immediate fears of a double 
dip recession in the services sector, although 
concerns remain that activity could weaken 
again in the future due to the knock-on impact  
of public spending cuts (as discussed further  
in Box 2.1 below). The picture in construction  
is similar, with the PMI for current activity 
picking up somewhat to 53.8 in September, 
but with optimism regarding future prospects 
falling sharply and employment being cut back.

Drivers of GDP growth

Turning to the demand side of the economy, 
domestic demand grew by an estimated 2.9%  
in the year to the second quarter of 2010 
(see Figure 2.4). This was driven both by 
consumer spending, which grew by 1.4% 
in the year to the second quarter, and by 
investment, which rose by 3.7% compared  
to a year earlier (see Figure 2.5). 

In contrast, as Figure 2.4 shows, net exports 
made a significant negative contribution to 
overall GDP growth in the year to Q2 2010. 
This was because, while export volumes 
rose by a reasonably healthy 6.2% over that 
period, import volumes rose even more 
strongly by 10.4%.

Contribution to % year-on-year GDP growth

Figure 2.4 – Drivers of growth

Source: ONSGDPNet exports Domestic demand
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Domestic demand

Consumer spending in Q2 2010 rose by 
0.7% compared to the previous quarter. 
This compared with zero growth in the first 
quarter of 2010 when a combination of the 
VAT rate rise back to 17.5% at the start of  
the year and the heavy snow in January  
held back spending. 

Retail sales volume growth has held up 
relatively well at 0.9% in the three months 
to September as compared to a year earlier 
(see Figure 2.6), although this was down 
slightly from 1% growth in the three months 
to August. Section 4 below includes more 
detailed analysis of past retail sales trends 
and the potential future impact of the VAT 
rate rise to 20% in January 2011. 

Consumer confidence, as measured by a 
PwC/ICM survey looking at households’ 
expectations of their disposable income 
growth over the next year, improved somewhat  
to -11% in October 2010 having dipped to 
-16% in July after the full scale of forthcoming  
tax rises and public spending cuts to deal 
with the deficit was made clear in the June 
2010 Emergency Budget (see Figure 2.7). 
However, the negative balance in October 
still indicates a relatively cautious outlook  
by consumers. 

House prices rose relatively strongly in the 
year to Spring 2010, but both the Nationwide 
and Halifax indices have shown this recovery 
tailing off in more recent months (see Figure 
2.8). This probably reflects the fact that the 
previous rebound in house prices was in 
part due to a lack of houses for sale in 2009  

and early 2010, combined with historically 
low levels of interest rates for those buyers 
who could obtain mortgages. As the balance  
between the supply of and demand for 
properties came back into balance and concerns  
about the durability of the economic recovery  
grew over the summer, so the recovery in 
the market has lost momentum, as indeed 
we concluded was likely to happen in our 
detailed analysis of house price prospects  
in the July 2010 issue of this report. 

More subdued house prices will tend to 
dampen consumer confidence and spending 
going forward, bearing in mind also the 
continued heavy burden of household debt 
(as discussed in detail in Section 3 below).

Total investment in fixed capital is 
estimated to have increased by 1.4% in 
Q2 2010 relative to the previous quarter, 
continuing the recovery seen in the first 
quarter of the year. Business investment  
in the second quarter of 2010 was also  
higher than in the previous quarter, as 
was housing investment. But general 
government investment has already started 
to fall back from the peak levels seen in 
2009/10 and this trend will intensify over 
the next few years given that planned public 
spending cuts are particularly severe for  
net public investment.

Real growth in general government 
consumption expenditure was positive at 
1% in the second quarter of 2010, but this 
will go into reverse as the spending cuts start 
in earnest from next April. This will clearly 
have a dampening effect on economic 

% change on a year earlier

Figure 2.5 – Domestic demand growth
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Figure 2.6 – Retail sales volume growth
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that our exports remain heavily focused on 
relatively slow growing parts of the world 
such as Europe (54% of total UK exports in 
2009) and North America (19%), with only 
around 7% of our exports going to the fast 
growing BRIC2 economies.

Inflation and the labour market

Inflation, as measured by the Consumer 
Price Index (CPI), rose to 3.4% in May but 
has since moderated slightly to 3.1% in 
September (see Figure 2.9). There has been 
recent upward pressure on CPI inflation 
from air fares, clothing, footwear and food 
prices, offset by downward pressures from 
falling second-hand car prices and fuel and 
lubricant prices. The VAT rise back to 17.5% 
in January is also still boosting the headline 
inflation rate by more than 1 percentage 
point and this effect will persist into 2011 
due to the further rise in the standard rate 
of VAT to 20% next January (as discussed 
further in Section 4 below). 

Annual headline RPI inflation has also 
remained relatively high at 4.6% in September, 
despite a slight fall in recent months (see 
Figure 2.9). This reflects similar factors to  
those boosting the CPI. House prices rises 
also further boosted the headline RPI 
inflation rate earlier this year, although  
this effect is now fading.

growth going forward, as analysed in detail 
in another recent PwC report1, the results  
of which are summarised and updated  
in Box 2.1 below.

Inventories increased slightly in Q2 2010 
after falling significantly in the previous 
quarter, so the change in stockbuilding made 
a strong positive contribution to GDP growth 
in that quarter. This cyclical factor should 
continue to support output growth in the 
short term as companies move to rebuild 
their stock levels, although other sources 
of growth will be needed to sustain the 
recovery in the longer term.

The trade deficit and current  
account balance

The current account deficit was £7.4bn in  
Q2 2010, which was significantly lower than 
the £11.3bn deficit recorded in the previous 
quarter. However, in the first half of 2010  
as a whole, the deficit has expanded 
significantly compared to the last two 
quarters of 2009. 

As noted above, this reflects a widening trade 
deficit as imports have grown faster than 
exports. Stronger net investment income  
disguised this downward trend in the second 
quarter, but this may not continue to be the 
case. We continue to suffer here from the fact 

% net balance expecting increased income

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

Source: PwC/ICM consumer survey
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Figure 2.8 – House price inflation

Source: Nationwide, Halifax
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1  ‘Sectoral and regional impact of the fiscal squeeze’, John Hawksworth and Nick Jones, PwC Public Sector Research Centre, 13 October 2010 (available from www.psrc-pwc.com ).   
2  Brazil, Russia, India and China (including Hong Kong for this purpose).
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Three month moving average - % change on a year earlier 

Figure 2.11 – Average earnings growth (with and without bonuses)
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Figure 2.9 – Inflation (CPI and RPI)
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Figure 2.12 – Short and long term interest rates 
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Figure 2.10 – Producer price inflation
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Real •	 GDP expands by around 1.8% in 
2010 and around 2% in 2011 (see main 
scenario in Figure 2.13). The level of real 
GDP would not, however, return to its  
pre-recession peak until the third quarter  
of 2012 in this main scenario

Real •	 consumer spending is expected to 
grow modestly by around 1.3% in 2010 
and around 1.7% in 2011.

Average earnings growth, which is closely 
watched by the Bank of England’s Monetary 
Policy Committee (MPC) due to its potential 
impact on price inflation, was 1.7% in the 
year to August 2010 in the case of earnings 
including bonuses and 2.0% for earnings 
excluding bonuses (see Figure 2.11).  
On either measure, wage inflation remains 
subdued by historic standards and so poses  
no real threat of pushing up consumer  
price inflation at present.

Monetary and fiscal policy developments

The MPC has kept its official base rate on 
hold at a historic low of 0.5% since March 
2009 (see Figure 2.12). The combination of 
low interest rates and the earlier quantitative 
easing (QE) programme will continue to provide  
a supporting role to the economy during 
2010, although this monetary stimulus will 
fade away over time unless QE is restarted. 

2.2 – Economic growth prospects

Independent forecasts

The October 2010 survey of independent 
economic forecasts by HM Treasury showed 
an average projection for real GDP growth of  
1.6% in 2010 and 1.9% in 2011 (see Table 2.1).  
These forecasts were, however, made before 
the better than expected GDP growth figures 
for Q3 2010 were published.

The new government has transferred the 
role of making official government economic 
and public finance projections to a new 
independent Office for Budget Responsibility 
(OBR). The OBR’s June 2010 Budget projection  
for GDP growth of 2.3% in 2011 appears 

Producer input price inflation has been 
declining in recent months due in particular 
to the recent moderation in global oil prices, 
but was still relatively high at 9.5% in the 
year to September 2010 (see Figure 2.10). 

Annual producer output price inflation has 
also edged down to 4.4% in September 2010. 
Again the recent decline was mainly due to 
a fall in the price of oil feeding through the 
supply chain.

Latest figures suggest that the labour market 
has broadly stabilised in recent months. The 
claimant count measure of unemployment 
increased marginally between July and 
August to reach 1.47 million. However this 
was down by around 135,000 from a year 
earlier. The ILO measure of unemployment, 
which is defined more widely than the 
claimant count but is somewhat less timely, 
was 7.7% of the labour force in the three 
months to August 2010 and recorded a fall 
of around 20,000 relative to the previous 
quarter. The total employment rate increased 
by 0.2 percentage points to 70.7% in the 
same period, but there are concerns about 
how far this can be sustained as public sector 
job cuts start in earnest from next year.

Employment rates continue to vary widely 
across regional labour markets. In the third 
quarter of 2010, total employment rates were 
highest in the South East (74.9%), the East 
(73.6%) and the South West (74.5%), and 
lowest in Northern Ireland (66.4%) and Wales  
(67.2%). The prospects for regional economies  
are discussed in Section 2.4 below.

Indicators                                                                  Actual                OBR Budget              Average independent 
(% real growth unless stated)                                   2009          forecasts (June 2010)     forecasts (October 2010) 
  2010 2011 2010 2011

GDP -5.0 1.2 2.3 1.6 1.9

Manufacturing output -10.7 n/a n/a 3.5 2.6

Consumer spending -3.4 0.2 1.3 1.0 1.2

Fixed investment -15.1 -0.5 3.9 2.0 3.1

Government consumption 1.0 1.7 -1.1 1.9 -0.7

Change in stock building -1.1 1.2 0.4 1.2 0.2
(contribution to % GDP growth)

Domestic demand -5.5 1.6 1.4 2.4 1.4

Exports -11.1 4.3 5.5 4.3 5.7

Imports -12.3 5.6 2.1 7.4 3.7

Current account (£ billion) -17.6 -25 -28 -29.9 -22.6

Unemployment claimant count – Q4 (m) 1.62 1.5 1.5 1.50 1.59

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

Source: ONS for 2009, Office for Budget Responsibility forecast (22 June 2010)
and HM Treasury survey of independent forecasts (October 2010)

much more reasonable than the pre-election 
Treasury forecast of 3-3.5% growth in 2011,  
but is still somewhat above the latest 
consensus forecast.

Future growth prospects remain subject 
to many uncertainties, as reflected in the 
alternative scenarios that we present and 
discuss below.

Alternative UK growth scenarios

Our main scenario for the UK economy, as 
summarised in Table 2.2, has the following 
key features: 
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by public sector job cuts and related losses 
in private sector suppliers to the public 
sector. Sectors such as construction will  
be particularly hard hit by planned sharp 
cuts in public sector net investment,  
while defence contractors and business 
services firms focused heavily on the UK 
public sector will need to develop other 
markets if they are not to suffer badly 
from the fiscal squeeze.

Our main scenario for GDP growth in 2011 
is broadly similar to the consensus view, but 
slightly lower than the June 2010 forecast of 
the OBR (as can be seen by comparing Tables 
2.1 and 2.2). The latter may well be revised 
down in the Autumn economic statement 
due on 29 November.

We also present two alternative growth 
scenarios, which reflect the uncertainties 
surrounding our main scenario for the UK 
economy (see Figure 2.13):

Our •	 ‘strong recovery’ scenario assumes 
that business and consumer confidence 
picks up again over the next few months 
(both in the UK and internationally) and  
credit constraints on businesses and 
households ease over the next year. 
Together with the effects of rapid re-stocking,  
this leads to a progressive revival in the 
UK and global economies. UK GDP growth 
could pick up to just under 4% in 2011 in 
this optimistic scenario.

Business investment should pick up in •	
this scenario to offset declining public 
investment. Total fixed investment is 
therefore expected to rise by around 2.4% 
in 2010 and 3.5% in 2011 in our main 
scenario. However, this would still be 
a relatively subdued rate of investment 
growth for the recovery stage of an 
economic cycle (by comparison, total 
fixed investment grew by 4.6% in 1994  
at a similar stage in the upturn following 
the early 1990s recession).

Stockbuilding•	  is expected to be a 
significant positive driver of GDP growth 
in our main scenario in 2010-11, reversing 
the large negative impact of de-stocking 
on GDP growth in 2009. 

The contribution of •	 net trade to overall 
GDP growth is projected to be negative 
in 2010 due to imports growing faster 
than exports, but should be more positive 
in 2011 as exports recover with world 
trade and the support from a continued 
relatively weak pound (compared to  
1997-2007 levels). However, this would 
still not be a strong export-led recovery  
of the kind seen in 1994-95. 

Unemployment•	  on the Labour Force 
Survey measure should edge down 
gradually over the next few years in our 
main scenario, but the pace of this  
improvement will be dampened significantly  
(although probably not entirely derailed)  
 
 
 
 

% change unless stated 2006 2007 2008 2009 2010 2011

GDP growth 2.8 2.7 -0.1 -5.0 1.8 2.0

Consumer spending 1.8 2.2 0.6 -3.4 1.3 1.7

Government consumption 1.4 1.3 1.6 1.0 1.8 -1.0

Fixed investment 6.4 7.8 -5.0 -15.1 2.4 3.5

Change in stock-building (% GDP) 0 0.1 -0.5 -1.1 1.2 0.1

Domestic demand 2.5 3.1 -0.7 -5.5 2.7 1.5

Net exports (% of GDP) 0.2 -0.5 0.7 0.7 -1.0 0.5

CPI (%: Q4) 2.7 2.1 3.9 2.1 3.0 2.3

Table 2.2 – Main scenario for the UK economy

Source: ONS for historic data to 2009, PwC main scenario for 2010 and 2011 (based on data available up to 29 October 2010).

Year-on-year % growth

Figure 2.13 – Alternative GDP growth scenarios
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By contrast, our •	 ‘double dip’ scenario 
involves further adverse financial shocks 
affecting the global banking system and 
capital markets, leading to even more 
severe constraints on credit and other 
sources of funding for both businesses 
and households. This could prompt large 
cuts in consumer spending and business 
investment and a renewed increase in 
company failures and unemployment.  
In this scenario a double dip recession  
in the US and Euroland in 2011 would 
also lead to a fall in UK export demand.  
UK economic growth might turn negative 
again during 2011 in this scenario.  
A sharply rising budget deficit would also 
constrain the scope for significant support 
from fiscal policy in this scenario.

Both scenarios merit consideration in current 
circumstances, but the risks of a ‘double dip’  
are of particular relevance to business.  
Although this is not the most likely scenario 
in our view, stress testing business plans  
and valuations against such a downside  
scenario would be prudent.

2.3 – Prospects for inflation and  
interest rates

As shown in Table 2.3, the average independent  
forecast is for inflation (on the CPI measure) 
still to be above the 2% target rate over the 
next year. This is also broadly in line with  
the latest OBR and Bank of England  
inflation projections.

Our main scenario is also broadly similar 
to this consensus view in that we expect 
headline inflation, as measured by the CPI, 

to fall back from recent high levels but to 
remain somewhat above its 2% target until 
the end of 2011 given the effect of the VAT 
rise to 20% from January. However, inflation 
would then be likely to fall back below target  
in early 2012 as the VAT rise fell out of 
the 12 month inflation comparison and as 
continuing excess capacity in the economy 
will tend to depress domestic inflationary 
pressures for some time to come.

Figure 2.14 shows this main scenario for CPI 
inflation alongside two alternative scenarios 
that are consistent with those for growth 
discussed in Section 2.2 above. Inflation 
risks appear to be biased to the upside in 
the short term and will clearly also depend 
heavily on trends in world commodity prices 
and the exchange rate, both of which are 
very hard to predict.

Figure 2.15 shows illustrative profiles for 
the official UK short-term interest rate in 
each of our three scenarios. In our main 
scenario, official base rates would remain at 
their historic low of 0.5% over the next few 
months but could rise slightly later in 2011 as 
the economic recovery becomes more firmly 
established and the MPC turns its attention 
to controlling inflation in the medium term. 
Quantitative easing (QE) might be expanded 
somewhat further in this main scenario, but 
probably not to a large degree.

In our strong recovery scenario, base rates 
would be increased more rapidly in 2011 as  
soon as the pace of recovery was clear, and 
QE could be unwound more rapidly through 
sale of the gilts currently held by the Bank of 

England. However, this would probably be 
too late to prevent a revival of inflationary 
pressures in this scenario, given the normal 
time lag of around two years between 
monetary policy changes and their full 
impact on inflation being felt.

In our double dip scenario, by contrast, the 
Bank of England would need to implement 
even greater quantitative easing that is 
sustained on a longer term basis. Base 
rates would remain at current low levels 
throughout 2011 in this downside scenario.

Source: OBR Budget forecast (22 June 2010) and Treasury survey of independent forecasts (October 2010).

Indicator                                                                 OBR Budget                                              
                                                                                  forecasts                  Independent forecasts (October 2010) 
                                                                                   (June 2010)                     Average                         Range
 2010 2011 2010 2011 2010 2011

CPI (%: Q4) 2.7 2.4 2.8               2.5        1.8 – 3.3    1.8 – 3.5

Earnings growth (% annual average)                      2.1             1.9               2.4              2.5        1.6 – 3.4    1.3 – 3.9

Official Bank rate (%: Q4) n/a n/a 0.5                1.1        0.5 – 0.8    0.5 – 3.2

Table 2.3 – Inflation, earnings growth and interest rate projections

% CPI inflation

Figure 2.14 – Alternative inflation scenarios
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Figure 2.16 – Sector growth profile in PwC main scenario

2009 2010 2011 Source: ONS, PwC main scenario
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2.4 – Sectoral and regional prospects

Figure 2.16 illustrates our main scenario 
for sectoral output growth in 2010 and 
2011. The relatively more cyclical sectors 
such as manufacturing and construction 
were the worst hit by the recession in 2009, 
but have already seen some substantial 
recovery in 2010 and this should continue in 
2011, although construction growth will be 
dampened significantly in the medium term 
by the planned sharp cuts in public sector 
capital spending, as discussed further in Box 
2.1 below. All of the major private services 
sectors should see reasonable positive growth 
in 2011 in our main scenario, but government 
services will start to fall back from next year. 

Illustrative estimates of regional output 
growth for 2009 and projections for 2010  
and 2011 in our UK main scenario are shown  
in Figure 2.17.  The projected growth 
differentials between regions are driven  
in part by variations in industry structures, 
although our model also takes account of 
relative regional growth rates for particular 
sectors, based on a combination of judgement  
and extrapolation from historic trends. These 
estimates are subject to a wider margin of 
error than are the national projections, not 
least because regional GDP estimates are 
much less up-to-date than national data. 

All regions are projected to see a moderate 
rise in output in 2010 and 2011. The South 

East may tend to lead the recovery to some 
degree, while Northern Ireland, the North 
East, Scotland and Wales are likely to be 
worst hit by the public sector spending cuts 
(see Box 2.1 for more details). In general, 
however, regional growth variations are not 
projected to be large relative to the margins 
of error associated with any such projections.

2.5 – Medium term prospects

Table 2.4 summarises the latest medium 
term average independent forecasts, based 
on the HM Treasury survey in August for 
the period from 2012 to 2014 (but using the 
October survey results for 2010-11 where 
available – medium term projections are 
only included in the survey once a quarter). 
These medium term projections are subject 
to particularly large uncertainties at present, 
so little attention should be paid to the 
precise year-by-year figures, but we can note 
a number of general points from this table. 

First, average annual UK GDP growth in 
2012-14 is still only projected to be around its 
long-term historic trend rate of 2.25-2.5%, 
rather than seeing a bounce-back in growth 
to above trend as has been more common in  
previous recoveries from recession. The OBR 
Budget forecast in June was slightly higher 
at around 2.75% on average over this period, 
although this was significantly lower than 
previous Treasury projections of around 
3.5% growth in 2012-14.

Figure 2.15 – Alternative interest rate scenarios
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Due to the high level of uncertainty inherent 
in macroeconomic forecasting over this 
longer time horizon, we would recommend 
considering alternative scenarios in which 
average GDP growth was, say, 0.5 percentage 
points higher or lower than the central 
scenario, and in which inflation and interest 
rates were, say, around 1 percentage point 
higher or lower on average.

Fourth, public sector net borrowing is 
projected to fall to around £76 billion by 
2013/14 as tax rises and spending cuts take 
effect, although this is somewhat higher than 
the OBR Budget forecast of £60 billion in 
2013/14. This difference is probably largely  
due to the consensus growth forecast, which 
is similar to our own main scenario, and 
somewhat less optimistic than the OBR 
Budget forecast for medium-term growth,  
as noted above.

business investment should be somewhat 
stronger. Assuming that sterling remains 
relatively competitive over the next few years,  
exports should show reasonable growth but 
this will be held back by the comparatively 
modest growth rates expected in the UK’s  
key export markets in the US and Europe  
(as discussed further in Appendix A below).

Third, consumer price inflation (CPI) 
is expected to settle back to around the 
government’s 2% target rate in the long 
term, with base rates rising back gradually 
to around 3.5% by 2014, although it is very 
unclear exactly how fast this increase in base 
rates back towards normal levels will occur. 

Second, the consensus forecasts suggest 
domestic demand will grow at a slightly 
slower rate than GDP in 2011-14, which  
is also our view and that of the OBR.  
We would expect consumer spending growth 
in the medium term to be constrained by tax 
rises, continued relatively modest earnings 
and employment growth (implying only a 
slow fall in claimant count unemployment 
as shown in the table), subdued house price 
inflation (as illustrated by the consensus 
forecasts in the table) and continued high 
household debt levels. Public spending will 
clearly be severely constrained as announced 
in the Spending Review in October, although 

% real annual growth

Figure 2.17 – Regional growth profile in PwC main scenario

2009 2010 2011 Source: PwC estimates for 2009 and main scenario for 2010-11
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% growth unless stated 2009 2010 2011 2012 2013 2014

GDP -5.0 1.5 1.9 2.2 2.4 2.4

Domestic demand -5.5 2.3 1.4 1.7 2.1 2.0

Consumer prices (CPI) 2.1 2.7 2.5 1.8 2.0 2.2

Retail prices (RPI) -0.5 4.1 3.6 2.7 3.0 3.2

Short term interest rate (%)* 0.6 0.6 1.3 1.9 2.8 3.4

House prices (% nominal change) -7.8 5.4 0.8 1.5 3.5 5.0

Unemployment (claimant count, millions) 1.6 1.54 1.55 1.56 1.49 1.40

Public sector net borrowing (£bn: FY) 155 148 121 95 76 n/a

Table 2.4 – Medium term independent forecasts for UK economy

Source: ONS for 2009, HM Treasury comparison of independent forecasts (August and October 2010).
Note that the average projections for 2012-14 from the quarterly medium term survey in August are based on a smaller sample of forecasters

 than the average independent forecasts for 2010-11 from the monthly survey in October (see Treasury website for details).

*Bank of England official rate (annual average rates).
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2.6 – Summary and conclusions 

The UK economy has been recovering over 
the past year, but it will be a long time before 
the level of GDP returns to pre-crisis levels 
and there are bound to be some bumps  
along the road.

In our main scenario, UK GDP is projected  
to grow by around 1.8% in 2010 followed  
by around 2% in 2011, led by exports and  
a reversal of post destocking. 

Consumer spending is expected to remain 
relatively subdued growing by only  
around 1.3% in 2010 and 1.7% in 2011. This 
comparative weakness is likely to continue 

into the medium term due to subdued 
prospects for earnings growth and house 
prices and the continued drag from high 
household debt levels, as discussed in  
more detail in Section 3 below.

Business investment is expected to pick up 
later this year and into 2011, but there are 
uncertainties as to how far this might be 
constrained by credit supply, particularly for 
small and medium-sized businesses with a 
relatively heavy dependence on bank lending. 

Inflation, both in terms of CPI and RPI, is 
expected to moderate gradually over the 
next year, but CPI inflation will remain above 

its 2% target rate in 2011 due to the VAT 
rise to 20% in January (as discussed further 
in Section 4 below). However, continued 
relatively subdued underlying inflationary 
pressures should allow the MPC to keep base 
rates at 0.5% for some time to come in our  
main scenario. Base rates could start to 
rise gradually later in 2011 in this scenario, 
but it is also possible that some further 
quantitative easing could be undertaken  
by the Bank over the next year.

Risks to UK economic growth remain 
significant and somewhat biased to the 
downside. We therefore recommend that 
businesses should stress test their plans 

against a ‘double dip’ scenario in which there 
is a renewed fall in GDP during 2011. This is 
not the most likely scenario, but it certainly 
cannot be ruled out at this stage. At the same 
time, there are also some upside possibilities, 
which could see a more rapid recovery of the 
economy to a growth rate well above trend  
in 2011, although this would be likely to 
provoke earlier and larger rises in interest 
rates in order to keep inflation under control.

In summary, our main scenario is still for  
continued gradual growth in the UK economy  
over the next year or so, but there are many 
pitfalls still to negotiate along what is likely 
to be a long and bumpy road to recovery. 
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In a report published a week before the 
Spending Review1, we estimated that almost 
half a million private sector jobs could be 
lost by 2014/15 as a result of the upcoming 
public sector spending cuts due to the 
adverse impact on suppliers to the public 
sector.  When combined with OBR estimates 
of falls in government employment levels,  
we estimated that around 950,000 people 
could loss their jobs by 2014/15 due to  
the direct and supply chain effects of the 
public sector spending cuts, based on 
publicly available information when  
we wrote that report.  

However, the report also highlighted the 
potential for additional job creation in 
the private sector resulting from interest 
rates staying lower for longer due to the 
fiscal consolidation. So the net effect on 
employment was not clear in the long run, 
although it was likely to be negative in the 
short run and would vary significantly  
across sectors and regions.

These general conclusions still hold, but we 
have now updated this analysis in the light of 
the actual outcome of the Spending Review 
as announced on 20 October. The key results 
on regional and sectoral impacts are set 
out in Tables 2.1.1 and 2.1.2 and discussed 
further below.

For the UK as a whole, as Table 2.1.1 shows, 
our updated estimates show that total  
job losses arising from the public sector  
spending cuts including knock-on effects  
on the private sector might amount to 
around 3.2% of total UK employment 
(around 925,000 jobs in absolute terms) in 
2014/15. For Northern Ireland this might 
rise to around 5% (around 35,000 jobs in 
absolute terms), compared to around 3% in 
London and the South East.  However, the 
latter two regions could see around 230,000  
job losses in absolute terms given the larger 
size of their economies.  Scotland might 
see job losses of around 95,000 and Wales 
around 50,000. 

Box 2.1 – Regional and sectoral impact of the Spending Review

Source: PwC analysis based on ONS regional data and HM Treasury plans from Spending Review of 20 October 2010

Region Absolute number of public % of total jobs in region
  and private sector job losses (000s)

London 120 3.1

South East 110 2.9

North West 106 3.6

Scotland 94 3.9

Yorkshire & Humberside 81 3.5

South West 79 3.3

West Midlands 79 3.4

East 73 3.0

East Midlands 57 3.0

Wales 51 4.1

North East 42 3.9

Northern Ireland 35 5.0

UK total 925 3.2

of which:  

General government 490 8.9

Private sector 435 2.0

Table 2.1.1 – Summary of estimated public and private sector employment effects of public 
spending cuts by region (in 2014/15)

1  Sectoral and regional impact of the fiscal squeeze’ by John Hawksworth and Nick Jones, PwC Public Sector Research Centre, published on 13 October 2010 and available to download from: www.psrc-pwc.com 
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Table 2.1.2 shows that the business services 
sector faces the largest impacts in absolute 
terms with a potential output loss of around 
3.7% and around 175,000 job cuts due to 
reduced public sector demand in current 
areas of operation. However, there are signs 
that the Coalition government may shift the 
boundary between the public and private 
sector in some areas, so opening up potential 
new areas for business services, for example 
working with voluntary sector organisations 
on offender rehabilitation. Therefore,  
while the business services sector will 
employ fewer people in existing areas  
of public sector work, new areas will be 
created over time, resulting in offsetting 
employment opportunities.

The construction sector could see even larger 
relative cuts with an output loss of around  
4.5% leading to more than 90,000 job losses2.  
This reflects the greater exposure of this 
sector to cuts in public sector capital 
investment, which are going to be particularly  
severe. Other smaller sub-sectors, such as 
office machinery and computers and defence 
contractors, could see even larger relative 
cuts in output and jobs given their heavy 
reliance on public sector customers. 

Although defence spending was cut by less in 
the Spending Review than might have been 
expected earlier in the year, it will still be  
8% lower in real terms in 2014/15 than  
in 2010/11. The challenge for these 
businesses will be to diversify into other 
markets, both in the UK and overseas, 
notably in the fast-growing BRIC economies.

Other impacts of the fiscal squeeze

It is important to note that the impacts 
identified in Tables 2.1.1 and 2.1.2 relate 
only to the negative impacts on output and  
employment from the planned public spending  
cuts up to 2014/15. They do not include 
potential additional negative impacts from 
planned tax rises (as discussed in detail in 
Section 4 below for the case of the largest such  
tax rise, namely the VAT rate increase to 20%). 

More importantly, they do not include the  
offsetting positive impacts from interest  
rates being lower for longer than without  
this fiscal consolidation. This is because 
these positive interest rate effects, while  
potentially substantial at a UK macroeconomic  
level, are difficult to identify at regional and 
sectoral level as compared to the impact  
of public spending cuts.

Table 2.1.2 – Estimated private sector output and employment losses in 2014/15 
due to reduced public sector demand

Source: PwC analysis based on ONS input-output tables and HM Treasury plans from Spending Review of 20 October 2010

Sectors Estimated gross Loss as % of Implied employment
 output loss gross output in sector reduction (000s)
 (£bn at 2007 prices)

Business services 11.2 3.7 176

Construction 9.4 4.5 92

Manufacturing 8.7 1.9 48

Transport and communications 3.0 1.8 44

Distribution, hotels and catering 1.0 0.3 23

Financial services 1.9 1.0 11

Other sectors 6.7 1.5 41

Total private sector 41.9 2.0 435

2  Estimated job losses in the construction sector are down to 92,000 from 104,000 in our pre-Spending Review report because public sector capital spending cuts, although still severe, were not quite as harsh in the Spending Review as had been planned in the Emergency Budget  
    in June. Estimated job losses for other sectors are also generally slightly lower, but the difference is less marked than for construction.
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3 – Red ink rising: how worrying is the UK economy’s 
total debt burden?
There has been much concern in recent years 
about the UK’s rising public debt burden and 
many commentators have been concerned 
for some time about the increasing level of 
UK household debt relative to income levels1. 
In this special article we revisit these issues 
but put them in the context of the overall 
debt burden of the UK economy including 
not just government and households but also 
financial institutions and other companies. 

The discussion is organised as follows:

•	 Section 3.1 presents and discusses trends 
in total UK debt levels over the period 
since the late 1980s;

• Sections 3.2 to 3.5 look in more detail 
at trends in the levels of debt in the 
four major sectors of the UK economy 
as defined in the national accounts: 
households, non-financial companies, 
government and financial corporations; 
these sections include discussion of key 
risks and vulnerabilities for each of these 
four sectors;

• Section 3.6 presents some illustrative 
projections as to how total UK debt might 
evolve over the next five years and what 
this might mean for debt servicing costs 
as and when interest rates return to more 
normal levels in the medium term; and

• Section 3.7 summarises and draws 
conclusions from the analysis.

3.1 – Trends in total UK debt: 1987-2009

Figure 3.1 shows official ONS data on 
total gross debt2 outstanding of the UK 
household, non-financial corporations, 
general government (i.e. central and local 
government) and financial corporations 
sectors as a share of GDP in each year from 
1987 to 2009. These are taken, like most of 
the data quoted in this article, from the latest 
annual Blue Book3 published in July 2010. 
We can see from Figure 3.1 that:

• total gross debt outstanding has risen 
almost every year from around twice 
national income in 1987 to around 5.4 
times national income (543% of GDP)  
in 2009;

• the rate of increase in the total debt to 
GDP ratio appears to have accelerated 
after 2003, with all sectors seeing their 
debt stock rise relative to GDP, but the 
most marked increase occurring in the 
financial and non-financial corporations 
sectors;

• the recession of 2008-9 has not seen any 
halt in this upward trend, although it 
has been marked by a significant rise in 
general government debt as a share of 
GDP, which had been much more subdued 
than private sector debt up to 2007; and

• despite this recent rise, government  
debt remains a small part of total UK debt 
outstanding, which may be contrary to the 

 impression sometimes given in general 
media commentary that rising public debt 
is the major economic challenge facing the 
UK at present; while this fiscal challenge 
is clearly significant, Figure 3.1 makes 
clear that it is in the private sector where 
the debt explosion of the period since the 
mid-1980s has been most marked.

Table 3.1 provides some more precise figures 
for selected years, including cash totals for 
the gross debt stock outstanding at the end 
of 2009, which was around £7.5 trillion  
for the economy as a whole. Comparing  
cash figures between years is, however,  

less relevant than looking at ratios to the 
national income (GDP) from which debt  
will ultimately have to be repaid.

The rise in debt of the financial sector from 
46% of GDP in 1987 to 245% in 2009 is 
particularly striking, although there are 
some special factors to bear in mind here  
as discussed further in Section 3.5 below. 
Even excluding the financial sector, however, 
gross UK debt almost doubled relative  
to GDP from just over 1.5 times national 
income in 1987 to around 3 times in 2009, 
with most of this increase coming in private 
sector debt. On the face of it, such rapid

% of GDP

Figure 3.1 – Gross UK debt stock outstanding by sector as % GDP
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1 Including an article in the July 2004 issue of UK Economic Outlook on ‘How affordable is UK household debt?’, which concluded that either a sharp rise in interest rates or a marked decline in house prices could raise questions about the sustainability of UK household debt.   
   House prices have fallen back since their 2007 peak, but exceptionally low interest rates have so far softened the blow. We discuss later in this article how long this can continue. 
2 Gross debt is defined to include loans taken out and bonds and other debt securities issued by economic units in each of the four sectors (but excluding financial derivatives for the reasons discussed in Section 3.5 below).  
   Note that gross debt does not include unfunded or under-funded pension liabilities, which would add considerably to the total for government and (to a lesser degree) non-financial companies, but are not included in the national accounts. 
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Source: PwC analysis of data from ONS Blue Book 2010. Columns may not add up exactly due to rounding.

*In line with standard national accounting practice, this sector includes non-profit institutions serving households (NPISH). 
 This definition applies to all data for the household sector included in this article.

Table 3.1 – Trends in gross UK debt by sector

% of GDP (except last column) 1987 1995 2003 2009
           £ trillion at

               end of 2009

Households* 63 73 92 110 1.5

Non-financial corporations 45 62 89 122 1.7

General government 47 48 38 67 0.9

Total debt of non-financial sectors 155 183 219 299 4.1

Financial corporations 46 82 144 245 3.4

UK total debt 202 266 363 543 7.5

increases might not seem sustainable, but 
the counterarguments to consider are that:

•	 both real and nominal interest rates 
(both in the UK and globally) have fallen 
markedly since the early 1990s, which has 
made it possible to service a larger debt 
stock relative to income levels; and

•	 the rise in debt has been matched (or 
more than matched) by increases in the 
market values of the assets of households 
and companies over the period, despite 
the declines seen in housing and equity 
values since their cyclical peaks in 2007.

To explore these issues further, it is useful to 
look in more detail at each of the four sectors 
individually, since their circumstances vary 
and different metrics are appropriate in 
each case to assess debt sustainability. We 
return to the more general question of future 
debt sustainability for the UK4 as a whole in 
Section 3.6 below.

3.2 – Household sector debt

While GDP is the obvious income variable 
to use as a denominator in debt ratios when 
looking across all sectors of the economy, for 
the household sector it is more meaningful to 
look at ratios of debt to household disposable 
income (i.e. after paying tax and other net 
transfers). Figure 3.2 shows this ratio for 
both total household debt and mortgage 
debt, which is the dominant element in the 
total (the difference between the top 

two lines in the chart represents unsecured 
household credit).

We can see that both total and mortgage 
debt of households was on a rising trend 
relative to disposable income during the 
housing and consumer boom of the late 
1980s, but then fell back in the 1990-92 
recession (particularly for unsecured credit) 
and remained fairly flat until the late 1990s. 
During the period from 2001 to 2007, 
however, household debt rose very sharply 
as both mortgage debt and unsecured credit 
rose much faster than incomes, encouraged 
by booming house prices, low interest rates, 
low unemployment rates and generally 
stable economic conditions in the UK, which 
enjoyed continuous growth in GDP in every 
quarter from 1992Q3 through to 2008Q1 
(see Figure 2.1 in Section 2 above).

These relatively benign economic conditions 
boosted the confidence of households in 
taking on debt, particular to fund house 
purchases. As the bottom line in Figure 3.2 
shows, the ratio of mortgage debt to housing 
assets did rise during the first half of the 
1990s as house prices fell or stagnated and 
some households were pushed into negative 
equity. Mortgage arrears rose sharply during 
this period, bearing in mind that nominal 
interest rates were high, particularly in 1990-
92. Relative to that period, the recession of 
2008-9 has not put nearly as much strain on 
household finances because interest rates 

have been so much lower than in the 1990s 
and mortgage arrears have picked up only 
modestly during the current downturn. 

For example, official ONS data from the 
Wealth and Assets Survey published in 
December 2009 showed that around 15% of 
borrowers had missed at least two regular 
repayments on their debt, but this was 
almost entirely relatively small amounts on 
unsecured consumer credit. Only around 1% 
of mortgage holders had missed more than 
two monthly payments.

In the short term, therefore, the high level of 
household debt looks sustainable, but this is 
heavily dependent on current low levels of 
interest rates and also the fact that house 

prices rallied in the year after March 2009, 
so avoiding too many households falling into 
negative equity.  But, as noted in Section 2.1 
above, more recent data suggest that house 
prices have started to weaken again in the 
second half of 2010 and, while the Bank rate 
has remained at an historic low level of 0.5%, 
margins on mortgages and other consumer 
debt have risen relative to the boom period 
of 2003-7 according to Bank of England 
analysis5. 

Eventually, the Bank rate is likely to go back 
up to more normal levels of around 5% (and 
quite probably higher at some points in the 
economic cycle) and when that happens, 
even if it is 4-5 years away, interest rates on 
mortgages and other household debt could 

3 The ‘Blue Book’ is the annual ONS report that gives the most comprehensive analysis of the national accounts for different sectors of the economy and in aggregate. Latest available data are for 2009. 
4 Our focus in this article is on the UK, although clearly total debt levels have also risen rapidly in recent decades in the US and some other European countries such as Spain and Ireland. But analysis by the McKinsey Global Institute (Debt and deleveraging, January 2010) shows that    
   the UK has had the most rapid rise in total debt to GDP ratios since the late 1980s of any of the major G7 economies. The McKinsey analysis does not, however, go into as much detail as this article in analysing UK debt trends and is based on somewhat less up to date information. 
5 For recent data on household lending rates and margins, see the article on ‘Understanding the price of new lending to households’ by R. Button, S. Pezzini and N. Rossiter in the Bank of England Quarterly Bulletin, Q3 2010.
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well be higher than before the recession 
if margins do not fully return to previous 
relatively low levels given that lenders will 
face tougher regulatory regimes than in the 
past that will tend to push up their costs  
(e.g. due to higher capital ratios).

At this point, many more households will 
feel the squeeze of inherited high debt levels, 
which as Figure 3.2 shows have not fallen 
back all that much during the recession 
of 2008-9, particularly for mortgage debt. 
Based on the household debt stock data 
in Table 3.1 above, for example, every 1 
percentage point rise in average interest rates 
on this debt could add around £15 billion 
to household debt interest costs. It is quite 
possible that by, say, 2015, average interest 
rates on household debt might have risen by 
around 3-4 percentage points (allowing for a 
rise in the official Bank rate from 0.5% to 5% 
offset by some reversal of the rise in average 
lending margins since Autumn 2008), so 
the impact on household borrowing costs 
could be around £45-60 billion per annum 
based on debt levels at the end of 20096. 
This would be offset by some gains in 
interest income for savers, but probably not 
entirely7 and, in any event, many households 
with significant savings would just allow 
such additional interest to build up in their 
savings accounts, whereas borrowers may 
find it harder to absorb such large increases 
in debt interest payments without cutting 

back on consumer spending. Selling your 
home to reduce these debt service costs may 
not be possible for most households, while 
the other key household asset in the form of 
funded pensions is even less liquid.

3.3 – Non-financial company debt

As shown in Figure 3.1 and Table 3.1 
above, the debt stock of UK non-financial 
companies8 has risen even more rapidly  
than household debt since the late 1980s, 
with particularly rapid growth in the ratio  
to GDP in the period from 2003-7. This 
reflected factors such as the private equity 
boom and use of debt to fund mergers and 
acquisitions during those years, as well as 
rapid growth in debt-financed commercial 
property investment (which accounts for 
almost half of all UK bank lending to non-
financial companies according to Bank  
of England data9).

Rather than looking at ratios to GDP, a 
more common way to assess corporate debt 
levels is to look at gearing ratios of the kind 
shown in Figure 3.3. These are defined as the 
ratio of debt to debt plus equity (i.e. capital 
employed), where equity is expressed 
at market values. We look both at gross 
gearing and at net gearing where debt is 
adjusted by deducting holdings of currency 
and bank deposits. The latter ratio is lower, 
but the trends are very similar over time  
in both measures:

6 As discussed in Section 3.6 below, the figures would be higher after allowing for plausible projections of rising household debt levels up to the end of 2015. 
7 Bearing in mind also the significant, if declining, customer funding gap that UK banks still face between their stocks of loans and deposits.  
8 Note that the national accounts data cover companies of all sizes, both quoted and unquoted. Due to different accounting standards, this is not easy to reconcile fully to estimates based on aggregating data on debt and gearing ratios from company accounts.  
   This is particularly true where the latter only relate to quoted companies and so exclude, in particular, highly leveraged private equity deals. 

•	 gearing follows a clear cyclical pattern 
with a rise in the late 1980s (also a period  
of strong M&A activity and of leveraged  
buyouts that were the precursor of more 
recent private equity deals), then a long 
period of decline in the aftermath of  
the early 1990s recession;

•	 gearing rose sharply in 2001-3, but  
this was primarily due to falls in equity 
prices due to the dot.com crash, rather 
than particularly rapid growth in 
corporate debt;

•	 during the boom years of 2004-7, equity 
values rose strongly along with corporate 

debt, so the gearing ratio was relatively 
stable; and

•	 as equity values declined in 2008, so the 
gearing ratio picked up again sharply, but 
fell back with the equity market rally in 
the last three quarters of 2009.

Cyclical movements in gearing over time 
therefore appear more linked to fluctuations 
in equity prices, reflecting the fact that the 
latter can occur much more rapidly than 
fluctuations in the value of the debt stock, 
which evolves only gradually. Nonetheless, 
if we look through the cycle variations in  
Figure 3.3, there does appear to be an 

%

Figure 3.2 – Key household debt ratios
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underlying tendency for both gross and  
net corporate gearing ratios to trend 
upwards since 1987 according to this national  
accounts data. The most plausible explanations  
for this trend are lower real interest rates 
and, until the last two years, the ready 
availability of credit for private equity deals 
and other highly leveraged transactions10. 

To assess how sustainable this rise in corporate  
gearing may be, it is useful to look at ratios  
of gross and net debt to a measure of 
corporate income11, as shown in Figure 3.4.

We can see from Figure 3.4 that there has 
been a marked upward trend in the ratio 
of debt to corporate income since the late 
1990s, although somewhat less so for 
net than gross debt. This measure of the 
affordability (or non-affordability) of debt 
has risen further during the recession of 
2008-9, although this will have been offset 
by lower interest rates for those companies 
that could access credit. However, for many 
small and medium-sized enterprises (SMEs) 
this may not have been the case and latest 
Bank of England surveys suggest that the 
availability of credit to such companies 
remains highly constrained12, with spreads 
over base rates remaining elevated, at least  
relative to the pre-recession period (where 
they may, however, have been unsustainably 
low). Bond markets have been more accessible 
since Q2 2009 for larger companies, 
supported by quantitative easing that 

underpinned this market, but there must be 
risks that recently relatively low rates cannot 
be sustained in the medium to long term.

The national accounts data are not broken 
down further by industry sector, but earlier 
analysis by PwC based on more than 6,000 
companies listed on Datastream suggests that 
gearing ratios were relatively high (see Figure 
3.5) for utilities, hotels and restaurants, 
transport companies, food manufacturers 
and both food and non-food retailers. Utilities 
may be protected by their regulated status but 
other sectors, and particularly commercial 
property which was not separately identified 
in our earlier analysis, could be relatively 
highly exposed to any future rise in interest 
rates given their high inherited debt levels. 

For sectors without much debt related to 
commercial property, however, Bank of 
England data suggest that gearing ratios have 
not risen materially over the past decade and 
so there may be less exposure here to future 
rises in debt service costs and/or renewed 
property price falls.

3.4 – General government debt

In the aftermath of the second world war, 
UK government debt was well over 200% 
of GDP and dwarfed the private sector debt 
outstanding at the time. This public debt 
burden was brought down in the 1950s and 
1960s by a combination of reasonably steady 
economic growth and inflation (given the 
debt was not index-linked) and, in gross 

9 Based on the discussion of commercial real estate lending risks on page14 of the August 2010 Bank of England Inflation Report. That report notes that commercial real estate prices in mid-2010 were still around 35% below their mid-2007 peak,  
     despite a rise of around 15% from their trough in mid-2009.  
10 The abolition of dividend tax credits in 1997 also tended to increase the potential tax advantages of debt relative to equity. 
11 The national accounting measure used here is ‘resources’, which broadly equates to the post-tax income of non-financial companies. 
12 The banks would argue that low net lending reflects lack of demand as much as lack of credit supply, although this is not the message coming from SMEs themselves.

Debt as % of market value of equity + debt

Figure 3.3 – Gearing ratios of non-financial companies

Source: PwC analysis of ONS data from 2010 Blue Book
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terms, it then tended to settle at around 
40% of GDP, which was where it stood in 
the late 1980s (see Figure 3.6).

Since then UK government debt, whether 
measured in gross or net terms, has followed 
a cyclical pattern, with reductions in time 
of relatively strong growth (late 1980s and 
late 1990s) and increases during recessions 
(early 1990s and 2008-9). The latest rise in 
government debt is particularly marked and 
is set to continue for some years to come 
before the planned fiscal squeeze brings it 
under control at a peak of around 80% of 
GDP in gross terms in 2013. 

The tax rises and public spending cuts 
planned will clearly impose pain on the 
economy, but it does look as if UK public 
debt will be contained at sustainable levels 
so long as the announced measures are 
implemented over the next 4-5 years. Public 
debt should remain below the 90% of GDP 
level at which a serious negative impact is 
estimated to occur according to statistical 
analysis of financial crises around the world 
over the past two centuries by Reinhart and 
Rogoff (2009)13.  

Of course, the ageing population will put 
further upward pressure on UK public debt 
(and/or taxes) in the longer run through 
increased state pension and healthcare costs, 
but for the next few years the key issue is 
how the fiscal squeeze will impact the 

economy (as discussed further in Sections 
2 and 4 of this report) rather than whether 
UK public debt is sustainable. Compared 
to private sector debt, it appears relatively 
modest as shown in Table 3.1 above.

3.5 – Financial sector debt

Definitions of debt are reasonably straight 
forward in the household, government 
and non-financial corporate sectors, but 
data for the financial sector is rather more 
complex to interpret14. It should first be 
noted that we are looking here at the loans 
taken out and the bonds issued by banks and 
other financial institutions, not the loans 
they make themselves. In other words, we 
are focusing on the liabilities side of their 
balance sheet, not the assets side. 

Second, we do not include deposits of 
banks and building societies in our measure 
of debt, even if they are (in most cases) 
interest-bearing liabilities of these financial 
institutions. This is because such deposits 
form the basic inputs to the banking process 
in its traditional form, although it must be 
admitted that the difference between banks 
raising money as deposits to lend on to 
their customers rather than, say, short-term 
money market instruments like certificates of 
deposit (CDs) or commercial paper is open to 
debate given how central the latter funding 
approach has become to the business of most 
banks over the past 30 years in particular.

We do, however, look at the ratio of financial 
sector debts to deposit liabilities as a 
measure of how vulnerable the funding of 
banks and other financial institutions has 
become in recent years. As illustrated by 
the bottom line in Figure 3.7, this ratio has 
shown a long-term trend increase, although 
this was actually more marked between 1987 
and 2000 than in the last decade.

The other ratio shown in the top line in 
Figure 3.7 is a measure of gearing that is 
defined as the ratio of gross debt15 to debt 
plus the market value of equity as recorded 
in the national accounts. We can see that this 
ratio has been much more stable over 

time, at least until before the fall in equity 
values seen since mid-2007. On this basis, 
the rise in financial sector debt might not 
look so dangerous in a balance sheet context. 
However, the experience of the global 
financial crisis shows that this can change 
rapidly if equity prices fall and, perhaps 
more importantly, if liquidity and therefore 
funding dries up in the debt markets as it  
did during the crisis.

Another way to look at financial sector  
debt is in relation to a measure of income 
for the institutions required. As Figure 3.8 
shows, this debt to income ratio has shown  
a strong upward trend since 1987 that is 

13 C.M. Reinhart and K.S. Rogoff, ‘This Time is Different: Eight Centuries of Financial Folly’, Princeton University Press (2009). The 90% of GDP figure is somewhat arbitrary in their analysis, but the view that there is some level of public debt above which financial shocks are more 
     likely to occur that disrupt economic growth seems plausible and other studies by the IMF and OECD suggest that debt levels above 100% of GDP can certainly increase these risks materially, except in special cases like Japan where there is a deep domestic market for public debt.
14 Another complication is that many leading UK financial institutions are global players, so a significant part of the debts we refer to here will relate to overseas operations. Unfortunately data are not available in the national accounts to break liabilities down in this way but,  
     in any event, if the home country of these institutions is the UK, then problems with their overseas lending could still lead to the risk of bailouts by the UK authorities and ultimately the UK taxpayer. 
15 Net debt is not as meaningful for most financial institutions as it is for non-financial companies

Ratio of debt to capital employed (%)

Figure 3.5 – Gearing ratios by industry sector
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similar to the financial sector debt to GDP 
ratio, although with considerable volatility 
in recent years. In 2006-8, financial sector 
incomes were strong so the ratio dropped, 
but this was sharply reversed in 2009 after 
the global financial crisis took full effect. 
Looking through this volatility, however,  
the financial sector looks relatively  
exposed on this measure.  

Note that the financial sector definition 
includes not just banks and building societies 
here, but also a wide range of other financial 
intermediaries and auxiliaries (hedge funds, 
fund managers, private equity houses etc), 
as well as insurance companies and pension 
funds (except where the latter are classified 
as non-profit institutions serving households, 
in which case they are included in the 
household sector figures discussed in  
Section 3.2 above). We can show how these 
sectors vary by breaking down their debts  
at the end of 2009 as shown in Table 3.2.  
This illustrates that:

•	 loans are the preserve of financial 
intermediaries and auxiliaries other than 
banks and building societies, whereas 
bonds and other debt securities are  
used significantly by both categories  
of institution;

•	 insurance companies and pension funds 
included in the financial sector in the 
national accounts do not have debts of any 
material level (they do have other large 
liabilities that may be debt-like in some 

 respects, notably as regards pensions,  
but these are not included here since this 
article is based on national accounting 
conventions).

Table 3.2 also includes some information on 
financial sector assets and liabilities in the 
form of derivatives. These were very large 
in gross terms at over £5 trillion at the end 
of 2009 and had been over £9 trillion just a 
year earlier before the process of post-crisis 
unwinding began, but they largely net out 
across the financial sector. However, as we 
saw during the crisis, the assumption that 
these derivative holdings are reasonably 
liquid and that counterparty risks are not 
too great may not be valid. This means that 
the scale of gross derivative holdings is also 
a source of risk for the sector and clearly 
remained very high at over £5 trillion even  
at the end of 2009. 

The Bank of England will therefore want 
to monitor derivatives exposure in much 
more detail going forward, but it is beyond 
the scope of this article to consider this 
issue further here, other than to note that 
derivatives are very much a game played 
between financial institutions. Gross 
liabilities (or assets) held in the form of 
financial derivatives were minimal for all 
other sectors of the UK economy according 
to national accounts data (e.g. £33 billion 
outstanding at the end of 2009 for all non-
financial companies, as compared to  
£5,274 billion for financial institutions).

% of GDP

Figure 3.6 – General government debt as % GDP

Source: PwC analysis of ONS data from 2010 Blue Book
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Table 3.2 – Breakdown of financial sector debts and financial derivatives by type 
of institution (end of 2009)

Source: ONS Blue Book 2010
* Where not included in the household sector
**Excluding financial derivatives

£ billion Banks and  Other financial Insurance Total financial
 building societies intermediaries companies and sector debt
  and auxiliaries pension funds*

Bonds and other debt securities 1027 784 2 1812

Loans 3 1546 46 1596

Total debt** 1030 2330 48 3408

Derivative assets 4105 1096 73 5274

Derivative liabilities 4052 1127 5 5184

Net derivatives 53 -31 68 90
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In summary, UK financial sector debt has 
risen very rapidly over the period since the 
late 1980s and the global financial crisis 
has not reduced the ratio to GDP materially 
so far. This is even before considering 
additional risks associated with financial 
derivatives. Although the position of the 
UK financial sector appears to have been 
successfully stabilised since the peak of the 
crisis in autumn 2008, it is clear that for  
the foreseeable future the legacy of high  
debt will remain a burden on the sector,  
and a source of potential risk for both  
the institutions concerned and the wider  
UK economy.

3.6 – Medium term outlook for UK  
debt levels

Looking forward, there are clearly many 
uncertainties surrounding the future 
evolution of UK debt levels, but in this 
section we sketch out a main scenario that 
we consider plausible for the period to 2015 
and then indicate what might be a realistic 
range of outcomes around this central view. 

Our main scenario has the following key 
assumptions and features:

•	 nominal GDP rises in cash terms by 
around 4.5% in both 2010 and 2011, 
picking up gradually to around 5%  
in 2012 and an average of 5.5%  
per annum in 2013-15;

• non-financial companies remain cautious 
in their borrowing (as do lenders) for the  
next few years, with growth of the corporate  
debt stock being 2 percentage points per 
annum lower than nominal GDP growth 
in 2010 and 2011 and 1 percentage point 
lower in 2012; thereafter, conditions 
normalise but lenders maintain a relatively  
cautious approach and therefore the 
corporate debt stock rises only in line  
with GDP in 2013-15;

•	 financial sector debt falls over the next few 
years relative to GDP as banks cut back on 
their reliance on money market funding 
and other financial intermediaries are 
constrained in their borrowing by new 
regulations; from 2012, however, this 
trend flattens out and, by 2014-15, 
financial institutions are again leveraging  
up (albeit still on a much smaller scale 
than in earlier boom years) with the  
result that financial sector debt resumes  
its rising trend relative to GDP;

•	 household borrowing rises much more 
slowly than GDP for the next 3 years 
reflecting subdued housing market 
conditions, tight lending constraints and 
the impact of the fiscal squeeze; only 
from 2013-15 does household borrowing 
stabilise relative to nominal GDP growth; 
and

%

Figure 3.7 – Gearing and funding ratios for UK financial institutions

’87 ’88 ’89 ’90 ’91 ’92 ’93 ’95 ’97 ’98 ’99 ’00 ’01 ’02 ’03 ’04 ’05 ’06 ’07 ’08’96’94 ’09
0

10

20

30

40

50

60

70

80

90

Gross debt as % of debt + equity
Gross debt as % deposit liabilities Source: PwC analysis of ONS data

Gross debt as % of GDPRatio of gross debt to resources

Figure 3.8 – Key gross debt ratios for UK financial institutions
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•	 public sector borrowing evolves in line 
with OBR projections; as a result, gross 
general government debt rises to a peak 
level of around 81% of GDP in 2013, but 
declines gradually thereafter due to the 
effects of the fiscal squeeze and a return  
to reasonable nominal GDP growth.

Putting together these assumptions in 
a simple model gives the main scenario 
projections for UK debt in 2015 in total and 
by sector shown in Table 3.3 in both cash 
terms and as a % of GDP. 

We can see that, in our main scenario,  
rising government debt as a share of GDP  
is narrowly outweighed by constrained  
growth in private sector debt over this period, 
so that the ratio of total UK debt to GDP 
declines slightly from 543% in 2009 to  
536% in 2015. But this is a very marginal 
change and any such projections are subject  
to considerable uncertainty as shown by the 
plausible range indicated in the bottom row 
of Table 3.3. This could see total UK debt in 
2015 anywhere between 500% and 580% 
of GDP, depending both on the health of the 
economy and the appetite of both lenders 
and borrowers. Even in the low scenario 
with significant private sector deleveraging, 
however, a total debt to GDP ratio of 5 would 
be way above historic total debt to GDP 

ratios of around 3 in 2000, let alone levels  
of only around 2 in 1987.

Potential impact of medium-term 
interest rate rises on debt servicing 
burden

We can also note that the absolute amount of 
debt in our main scenario is projected to top 
£10 trillion by 2015 at a time when GDP will 
still be less than £2 trillion. This is a heavy 
burden of debt for the economy to continue 
to bear, particularly with interest rates likely 
to rise significantly at some point over  
the next 5 years (and indeed bearing in  
mind the longer term challenge of paying  
for the pensions and healthcare costs of  
an ageing population). 

We noted in Section 3.2 above that a potential  
3-4 percentage point rise in average interest 
rates by 2015 could add around £45-60 
billion a year to household debt interest 
payments at 2009 values, which could rise  
to around £57-76 billion per annum based  
on projected household debt levels at the end 
of 2015 in our main scenario. The same rise 
in average interest rates could add around  
£66-88 billion a year to non-financial corporate  
debt payments in 2015, or around £42-56 
billion to government debt interest payments 
by that year. In total, debt interest payments 

of the non-financial sector could rise by 
around £170-230 billion per annum by 2015 
in our main scenario. In order of magnitude 
terms, this would not change all that 
materially in lower or higher debt scenarios 
with a likely range of around £150-250 
billion per annum, equating to around  
8-13% of projected GDP in that year.

These conclusions need to be qualified by  
saying that household savers would gain  
from higher interest rates, as would companies  
with large interest-paying deposits. The net 
effect on the financial sector, despite its high 
debt levels, could also be positive from 

higher interest rates, which is why we did 
not try to include them in the gross estimate 
above. Bearing this in mind, the lower end  
of the above range (i.e. 8% of GDP) is  
likely to be more realistic.

Nonetheless, there is likely to be a significant 
negative dampening effect on spending power  
across the non-financial sector if and when 
interest rates do rise back to more normal 
levels, although the fiscal squeeze does mean 
that this will take longer to occur than would 
otherwise be the case and could indeed 
extend beyond the 2015 date assumed in  
the illustrative calculations above.

PwC estimates and projections based on ONS Blue Book data for 2009

Table 3.3 – Main scenario projections for UK debt stock in 2015 (and plausible ranges)

Sectors                                                          Debt in cash terms (£ trillion)                            Debt as % of GDP
 2009 2015 2009 2015

Households 1.5 1.9 110 101

General government 0.9 1.4 67 77

Non-financial companies 1.7 2.2 122 116

Financial sector 3.4 4.5 245 242

Total UK debt 7.5 10.2 543 536

Plausible range n/a 9-11.5 n/a 500-580
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3.7 – Summary and conclusions

Our analysis has shown that the total burden 
of debt on the UK economy rose from around 
twice national income in 1987 to around 
three times national income in 2000, but 
then accelerated much more rapidly to 
around 5.4 times national income by 2009. 
This total debt to GDP ratio continued to 
rise even during the recession of 2008-9 as 
GDP fell back and public debt rose enough 
to offset some decline in corporate and 
household debt. 

This rise in total UK debt has been driven by 
all three private sector groups: households, 
non-financial companies and (most dramatically 
in recent years) financial institutions. Public  
sector debt was, by contrast, broadly stable 
as a share of GDP up to 2007 and remains 
relatively low in absolute terms even after 
the recession. 

The huge rise in private sector leverage in 
the last decade in particular has pushed the 
ratio of debt to income to historic highs in 
all parts of the private sector. In our main 
scenario projection, the total UK debt to 
GDP ratio remains around 5.4 times national 
income up to 2015, but with some switch 
from private to public sector debt during this 
period. Even in our low scenario with more 
significant private sector deleveraging, total 
UK debt remains around 5 times national 
income in 2015, way above historic levels.

At present, with Bank rates at record low levels,  
these kind of debt levels may be sustainable 
for the household and corporate sectors as a 
whole16, but this may not remain capital for 
lenders). For the UK non-financial the case 
in the longer term as and when interest rates 
return to more normal levels (but perhaps 
with a higher margin over Bank rates or 

take effect, perhaps to some time beyond 
2015. This fiscal squeeze should also serve to 
keep public sector debt at sustainable levels 
in the medium term. Nonetheless, we need 
to be aware of the fact that private sector  
leverage levels in the UK have reached 
historically unprecedented levels and, 
sooner or later, this will have a dampening 
effect either through debt having to be 
run down significantly, or through a 
persistently heavy debt service burden on 
both households and companies. The period 
of relatively modest UK domestic demand 
growth could therefore extend beyond the 
fiscal squeeze of the next few years if, as  
we expect, this is followed in due course  
by a return to more normal levels of interest 
rates on a continued very high outstanding 
debt stock. Deleveraging will be a long  
and painful process for the UK economy.

Libor due to tougher financial regulation 
and consequent higher costs of capital for 
lenders). For the UK non-financial sector as 
a whole, including government, gross debt 
interest payments could increase by around 
8% of GDP or more by 2015 in our main 
scenario, implying a sharp dampening effect 
on spending power. The impact on net debt 
interest would be less marked due to benefits 
to household savers in particular, but if such 
additional interest is left in savings accounts 
rather than spent, then this may not do much  
to mitigate the overall squeeze on the spending  
power of the UK non-financial sector as and 
when interest rates do increase.

Admittedly, the severe fiscal squeeze planned 
by the coalition government should allow 
interest rates to remain lower for longer and  
so should delay the point at which any such 
debt service squeeze on spending power would  

16 Although this may not be true for those individuals and companies judged less creditworthy by lenders and so facing significantly higher margins over Bank rate, Libor or gilts. 
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In the Emergency Budget in June, the 
Chancellor announced that the standard rate 
of VAT would rise from 17.5% to 20% from 
4 January 2011. This measure is intended 
to raise around £13.5 billion per annum by 
2014/15, which is almost half of the total net 
tax rise of £29 billion planned by that year  
to help to close the fiscal gap. 

Some commentators have suggested that 
the rise in VAT to 20% could have significant 
negative impacts on the economy. The British 
Retail Consortium (BRC), for example, 
predicted in a report in May1 that it could 
lead to 163,000 jobs cuts by 2014/15.  
But how plausible are such estimates?

In this article, we provide our own assessment 
of the macroeconomic effects of the VAT rise. 
The discussion is structured as follows:

Section 4.1 assesses how the VAT rise is •	
likely to affect consumer prices;

Section 4.2 considers the effect on retail •	
sales volumes and prices based on evidence  
from the previous temporary VAT cut to  
15% in December 2008 and the subsequent  
rise back to 17.5% in January 2010;

Section 4.3 uses macroeconomic •	
simulation techniques to assess the 
potential wider impact of the VAT 
rise on overall UK output (GDP) and 
employment; and

Section 4.4 summarises and draws •	
conclusions from the analysis.

4.1 - Impact on consumer prices

If it is passed on in full to customers, a VAT 
rise from 17.5% to 20% implies an increase 
of around 2.1% (= 2.5/117.5) in the prices 
of the goods and services that are subject to 
standard rate VAT. However, as illustrated in 
Figure 4.1, only around 52% of household 
expenditure falls into this category, so the 
actual impact on consumer prices with full 
pass-through might be expected to be around 
1.1% (i.e. 52%*2.1%). 

The ONS estimate of the impact of the 
VAT rise to 20% on the retail price index 
(RPI) assuming full pass-through is similar 
at 1.24%. The estimated impact on the 
consumer price index (CPI) is somewhat 
higher at 1.47% due primarily to the fact 
that this measure of inflation excludes most 
housing costs, which are generally exempt 
from VAT or zero-rated. Goods and services 
subject to standard rate VAT therefore have 
a relatively higher weight in the CPI than the 
RPI, or in consumer spending more generally 
(as shown in Figure 4.1). 

In practice, however, the impact on measured  
inflation may be somewhat lower than the 
ONS estimates suggest for two main reasons.

First, while most companies would be 
expected to pass a general VAT rise on to 
their customers in full, this may not apply in 
the most competitive, price-sensitive sectors.  
In support of this view, the September 2010 

edition of the Bank of England Agents’ 
summary of business conditions found 
that the majority of retail and consumer 
services contacts intended to pass on the 
2011 VAT rise in full in early January, but 
not all. However, the Agents noted that 
many businesses stressed the importance of 
key pricing points (e.g. £2.99, £3.99 etc), 
with some reporting that they were likely to 
re-engineer their products (e.g. reduce the 
quantity/quality provided slightly) in order 
to preserve existing price points including 
the higher VAT rate. To the extent that  
these quality/quantity changes may not  
be fully picked up in the methodology  
used to construct the CPI/RPI, the impact  
on measured inflation may be less than 

suggested by ONS calculations that assume 
full pass-through.

Second, higher prices will reduce consumer 
demand to some degree with consequent 
reductions in output and employment; 
over time, this will tend to put downward 
pressure on wage and price levels, so 
offsetting at least part of the initial VAT-
related price rise after these effects work  
their way fully through the economic system, 
which could take 2-3 years2.

Quantifying these two effects precisely is 
difficult, but our general conclusion would 
be that the initial impact on the level of 
consumer prices would be expected to be 

4 – What will be the economic impact of the VAT rise to 20%

% of total

Figure 4.1 – Split of consumer spending by VAT category
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Source: HMRC (data for 2008)

1  See BRC press release of 27 May 2010: http://www.brc.org.uk/details04.asp?id=1744. 
2  Note, however, that similar reductions in inflationary pressures would have followed if the VAT rise was replaced by some other form of tax rise or public spending cut, as discussed further in Section 4.3 below.
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slightly more than 1%, but the longer term 
effect on the price level will be somewhat 
less than this. This means that the 12-month 
inflation rate will initially be just over 1% 
higher than would otherwise be the case, but 
should end up being similar (or even slightly 
lower) after the first year.

Since the VAT rate also rose by 2.5 percentage  
points in January 2010, the increase in 
January 2011 will prevent what would 
otherwise have been a marked fall in the 
12-month CPI inflation rate in that month as 
the previous year’s VAT rise falls out of the 
calculation. Assuming no further changes 
in VAT, however, this marked fall in CPI 
inflation will now occur in January 2012. 
At this point, based on our main scenario 
projection from Section 2.3 above, headline 
CPI inflation is likely to fall below its 2% 
target rate (see Figure 4.2). The VAT rise will 
just have delayed headline inflation falling 
below target by a year without materially 
affecting underlying inflationary trends  
in the economy.

So long as the Monetary Policy Committee 
(MPC) continues to look through these 
short-term effects on headline CPI, as it has 
consistently done in the past, the VAT rise should  
therefore not prompt any early rise in interest  
rates. Instead, as with other forms of fiscal 
tightening that tend to reduce medium-term 
demand-pull pressures on inflation, the effect  
may be to reduce the speed with which the 

MPC has to raise interest rates over the next few  
years. These interest rate effects are factored  
into the macroeconomic model simulation  
results reported in Section 4.3 below.

4.2 – Impact of previous VAT changes 
on retail sales volumes and prices

An obvious place to start in exploring the 
impact of future VAT rises is the ‘natural 
experiment’ offered by the temporary cut in 
VAT from 17.5% to 15% in December 2008 
and its rise back to 17.5% from January 2010. 
Retail sales figures are potentially useful 
here since they are available on a monthly 
basis (unlike total consumer spending, which 
is only available quarterly) and include a 
split between ‘predominantly food stores’, 
which should be relatively unaffected by the 
VAT changes given the zero rating of food3, 
and ‘predominantly non-food stores’, which 
would be expected to be affected much 
more4. Other things being equal, we would 
expect that:

non-food stores would see a marked fall •	
in retail prices in December 2008 and a 
corresponding rise in sales volumes in 
that month, relative both to trends in 
preceding months and to trends in food 
store sales in that month; and

the opposite changes would be observed •	
in January 2010 when VAT was restored to 
17.5%, perhaps accentuated by a shift of 
spending on some higher value5 non-food 
items to late 2009 in order to avoid the 
VAT rise. 

•	 •	

% consumer price inflation rate

Figure 4.2 – CPI main scenario with and without VAT rise to 20%
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Figure 4.3 – Food and non-food retail sales volumes
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3  Of course these predominantly food stores will sell some non-food items that are subject to VAT, but to a much lesser degree than predominantly non-food stores. 
4  We can note in passing here that, since lower income people tend to allocate a higher proportion of their total spending to food, this will offset what might otherwise be felt to be the relatively regressive impact of the VAT rise as compared to, say, an income tax rate increase. 
5  These might be, for example, large items of furniture rather than basic clothing.
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How far do the facts bear out these hypotheses?  
Figure 4.3 shows the trend in seasonally 
adjusted retail sales volume indices for 
predominantly food and predominantly non-
food stores since mid-2008, while Figure 4.4 
shows corresponding trends in retail sales 
price inflation (as implied by comparing 
retail sales volume and value indices).  

We can see from Figure 4.3 that that there  
was indeed a marked rise in retail sales 
volumes in December 2008 and, as expected,  
this was associated with a marked acceleration  
in the rate of decline in non-food retail sales 
price inflation relative to previous months 
as shown in Figure 4.4. No such sharp break 
was seen in the indices for predominantly 
food stores in December 2008, which is 
consistent with the non-food changes being 
– at least in part – the result of the VAT cut 
in that month (although some retailers were 
also discounting heavily that Christmas to 
offset the effect of the recession, so the VAT 
cut was not the only factor in play here). 
Note that this cut was announced in the  
Pre-Budget Report on 24 November 2008  
to take effect almost immediately from  
1 December 2008, so there would have been 
no significant anticipatory reaction to this 
change in the November 2008 data. 

The picture for the rise in VAT back to 17.5% 
is not so clear. Non-food retail sales volumes 
did fall sharply in January 2010, but so did 
food sales volumes and a significant part of  
this decline would have been due to the 

exceptionally heavy snowfall during that 
month, which makes it harder to isolate the  
VAT effect. Indeed the fact that non-food 
sales bounced back in February 2010 suggests  
that the snow may have had more of an effect  
than the VAT rise in January, although we 
can never know this for sure. The retail sales 
price inflation series in Figure 4.4 shows that 
the marked rise in non-food retail inflation 
came in December 2009, when the VAT cut 
from December 2008 would have fallen out 
of the 12-month inflation rate calculation, 
but that there was no further rise in non-food 
retail sales prices in January 2010 when VAT  
went up to 17.5%. This is somewhat surprising  
unless retailers were choosing to phase in the 
VAT-related price rise over a longer period 
starting in December 2009 (e.g. to boost 
margins in the peak pre-Christmas season).

In summary, there is some evidence to back 
up our hypothesised reactions of retail sales 
volumes and prices to the VAT changes, but 
this is clearer in relation to the unanticipated 
cut in December 2008 than to the anticipated 
rise in January 2010. However, any such 
natural experiment in economics is subject 
to the problem that there are always many 
other things changing at the same time  
(e.g. the recession and the snow in this case),  
so it is always difficult to identify the effect 
of such a tax change with any precision.  
The previous VAT change was also only  
a temporary tax cut whereas what will 
happen in January 2011 will be, we would 
assume, a more permanent VAT rise. It is 

therefore also useful to consider the results 
of macroeconomic model simulations for 
such a permanent VAT increase, as discussed 
in the next section in relation to output and 
employment effects.

4.3 - Impact on output and employment

As noted above, higher prices due to the VAT 
rise will tend to dampen consumer demand 
and this can be expected to feed through 
into lower output (GDP) and employment. 
But the causal links here are complex and 
can only be captured adequately through a 
‘general equilibrium’ analysis of the economy 
as a whole. This requires a simulation exercise  
using a large macro-econometric model – 

in this case, we use the National Institute 
Global Econometric Model (NiGEM).

Table 4.1 below summarises the results of 
simulating the effect of a permanent VAT 
rise from 17.5% to 20% for UK consumer 
spending, GDP and employment. The MPC 
is assumed, in line with its past practice, not 
to react to the initial rise in headline CPI 
inflation by raising interest rates; instead, 
the negative impact on aggregate demand 
causes both short and long-term interest 
rates to be lower in the medium term.

We can see that the effects on consumer 
spending and GDP are not that large in 
macroeconomic terms and tend to fade 

Implied price deflector (% change on year earlier)

Figure 4.4 – Retail sales price inflation
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away to close to zero in the longer term 
as the benefits of lower interest rates and 
a consequent lower exchange rate feed 
through. This model, like those used by the 
Treasury and the Bank of England, assumes 
that long-term trend GDP is driven by 
supply side factors (technological progress, 
working age population growth, labour force 
participation rates and growth in the capital 
stock) that seem unlikely to be affected 
materially by a one-off rise in VAT offset  
by somewhat looser monetary conditions.

The employment reduction from the VAT rise 
is also relatively small at around 38,000, at 
least as compared to the estimated potential 
job losses of 163,000 in the BRC study quoted 
in the introduction to this article. As with  
the output effects, net employment effects 
fall to around zero after five years.

Furthermore, Table 4.1 shows the effects of 
the VAT change relative to the alternative of 
allowing government borrowing to remain 

higher than in current government plans.  
If, as would be more realistic in practice 
given the government’s fiscal policy objectives,  
the VAT rise were replaced by equivalent 
increases in other taxes or cuts in public 
spending, then broadly similar negative 
impacts on growth and employment might 
be expected, although previous National 
Institute for Economic and Social Research 
(NIESR) simulation work6 suggests that 
the VAT rise might have somewhat larger 
negative output effects in the short term than 
an income tax rise, but somewhat smaller 
negative effects than a public spending  
cut (see Figure 4.5). 

Note that all three cases considered in the 
NIESR analysis relate to a fiscal tightening  
of around 1% of GDP, which equates to a rise 
in VAT of around 3.25 percentage points, so 
the impacts on output are somewhat larger 
than those shown in Table 4.1 for a  
2.5 percentage point VAT rise.

 Change in level of GDP from base forecast (%)

Figure 4.5 – Impact on UK output of 1% of GDP fiscal tightening options

Year 1 Year 2 Year 3

VAT rise Income tax rise Spending cut

Source: Barrell (NIESR, June 2010)
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Table 4.1 – Estimated macroeconomic impact of VAT rise to 20%

% change in levels relative to  Real consumer Real GDP Employment (000s)
base case without VAT rise spending

2011 -0.20 -0.13 -38

2012 -0.17 -0.11 -32

2013 -0.12 -0.06 -17

2014 -0.07 -0.03 -10

2015 -0.02 -0.01 -3

6  R. Barrell, ‘What are the effects on growth of increases in taxes and cuts in spending?’, NIESR press release, 21st June 2010. 
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4.4 – Summary and conclusions

Our analysis suggests that the VAT rise to 
20% from 4 January 2011 will:

increase headline inflation by just over •	
1 percentage point during 2011 relative 
to what would otherwise have been the 
case; however, this should represent only 
a temporary increase in headline inflation 
that the MPC can largely ignore in setting 
official interest rates;

reduce non-food retail sales volumes, •	
although the evidence on this from other  
recent VAT changes is not entirely conclusive  
in terms of the scale of the impact; and

reduce consumer spending, but probably  •	
by only around 0.2% in 2011 according to 
our simulation analysis; the corresponding  
impact on GDP would be around 0.13% 
with a potential loss of around 38,000 
jobs in 2011.

These first year effects would tend to fade 
over time, however, as both short and 
long-term interest rates should be lower 
than otherwise if the VAT rise allowed 
government borrowing to be lower and 
reduced inflationary demand-pull pressures 
in the economy. After five years, the net 
effect of the VAT rise on the level of output 
and employment would be close to zero 
according to the model simulation we  
have carried out.

In practice, the alternative to the VAT rise 
would probably be either other tax increases 
or even harsher public spending cuts. Both 
of these alternatives would be likely to have 
broadly similar medium-term impacts on the 
economy to a VAT rise and perhaps rather 
larger short-term negative impacts in the 
case of public spending cuts.
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This appendix reviews recent developments 
and assesses short-term prospects for the 
major global economies other than the UK. 
We consider first the overall global scene, 
and then look in turn at North America, 
Europe, the Asia Pacific region and Latin 
America (see Table A.1 for a summary of 
recent and projected growth and inflation for 
the countries covered). To give an overview 
of the importance of each economy in the 
global market, its estimated share of total 
world GDP in 2009 (at average market 
exchange rates) is also shown in the table.

Global Overview

Global economic growth in 2004-7 was 
generally above its long-term trend of around 
3.2% per annum (using market exchange 
rate weights)1, but then fell sharply in 2008 
and early 2009 (see Figure A.1) as a result of 
the global financial crisis and an associated 
very sharp drop in world trade. 

The global economy has emerged from 
recession since mid-2009, with only a 
few countries still showing negative GDP 
growth, such as Greece and Spain. However, 
emerging economies such as China, India 
and Brazil have outpaced the main advanced 
economies by a significant margin in 2009-
10 and this looks set to continue into 2011 
and beyond.

The recovery of the mature advanced 
economies such as the US and Europe is 

progressing much more slowly despite 
considerable monetary and fiscal stimulus. 
The latter has left large structural budget 
deficits in many countries, which will require 
a lengthy period of fiscal consolidation 
through tax rises and/or public spending 
cuts in the medium term. This will tend to  
retard the pace of recovery in 2011 and beyond,  
although it will be offset to some degree by 
interest rates remaining lower for longer.

There were renewed increases in commodity 
prices (such as the price of oil, as shown in 
Figure A.2) as the world economy picked up 
during the course of 2009 and early 2010. 
This boosted growth in commodity exporters 
such as the Middle East, Brazil and Russia, 
but also pushed up headline inflation in 
commodity-importing economies such as the 
EU and Japan, which could tend to dampen 
the pace of recovery in those countries. 
However, oil prices have not continued 
their rise over the last six months as the 
momentum of world growth has slowed.

Due in large part to the continued strength of 
China and other large emerging economies, 
our main scenario projects that global GDP 
(at market exchange rates) will expand by 
around 3.5% in 2010, but is then projected to 
moderate somewhat to 3.1% in 2011 as the 
boost from re-stocking comes to and end and 
that from monetary and fiscal stimulus fades 
and, in some cases (including the UK for 
fiscal policy), begins to be reversed next year.

Appendix A – Global Economic Outlook 

1  Average growth would be significantly higher using GDP at purchasing power parity (PPP) exchange rates, which give much greater weight to the relatively rapidly growing emerging markets such as China and India. On this alternative basis, the IMF estimates world GDP growth 
to have been 2.8% in 2008 and -0.6% in 2009 and forecasts growth of around 4.8% in 2010 and 4.2% in 2011 in PPP terms (as compared to 3.7% in 2010 and 3.3% in 2011 at market exchange rates). However, from the perspective of assessing the current size and short-term 
growth potential of global markets for Western companies operating in hard currencies, GDP growth using market exchange rate weights is more immediately relevant. PPP rates are more relevant as a guide to longer term trends.

Source: National statistical offices or IMF for 2009 data; PwC main scenario for 2010-11 (as of October 2010); IMF for GDP shares (at market exchange rates) in 2009

Country                                      Share of                                GDP                                         Consumer price
                                               World GDP                          growth (%)                                      inflation (%) 
 (%: 2009) 2009 2010 2011 2009 2010 2011

USA 24.6 -2.6 2.6 2.4 -0.3 1.6 1.4

Canada 2.3 -2.5 3.0 2.5 0.3 1.7 2.0

Germany 5.8 -4.7 3.3 2.2 0.2 1.2 1.6

UK 3.8 -4.9 1.6 2.0 2.1 3.2 2.7

France 4.6 -2.5 1.6 1.4 0.1 1.7 1.4

Italy 3.7 -5.0 1.1 0.8 0.8 1.6 1.6

Spain 2.5 -3.7 -0.5 0.4 -0.2 1.5 1.2

Netherlands 1.4 -3.9 1.9 1.3 1.0 1.1 1.6

Japan 8.7 -5.2 3.0 1.7 -1.3 -0.8 -0.4

China 8.5 9.1 10.3 9.4 -0.7 3.1 3.4

India 2.1 5.7 8.6 8.5 10.9 9.7 5.7

Australia 1.7 1.2 3.2 3.3 1.8 2.9 3.0

South Korea 1.4 0.2 6.1 3.9 2.8 2.7 3.0

Russia 2.1 -7.9 4.4 4.5 11.7 7.1 7.6

Turkey 1.1 -4.7 6.5 4.0 6.3 8.4 6.1

Poland 0.7 1.7 3.3 3.4 3.5 2.5 2.5

Czech Republic 0.3 -4.1 1.7 2.1 1.0 1.5 2.5

Hungary 0.2 -6.3 1.0 2.6 4.2 4.9 3.2

Brazil 2.7 -0.2 7.4 4.3 4.9 4.8 4.4

Mexico 1.5 -6.5 4.9 3.7 5.3 4.2 4.1

Argentina 0.5 0.9 7.6 4.0 6.3 10.7 10.9

Table A.1 – Global economic prospects
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Growth prospects for the major economies 
in our main scenario are summarised in 
Figure A.3, which shows that the Asia-Pacific 
region, led by China and India but held 
back to some degree by Japan, is expected 
to continue to lead the global recovery next 
year, with Brazil (and indeed Latin America 
more generally) also remaining relatively 
strong compared to the US or Euroland. 
We discuss these projections in more detail 
below, first considering North America and 
then looking in turn at Europe, Asia Pacific 
and Latin America.

North America

The US economy grew at an annualised2 rate 
of 1.7% during the second quarter of 2010, 
which was significantly down on the 3.7% 
growth rate recorded in the previous quarter 
(see Figure A.4). Unemployment has affected 
consumer confidence and spending and  
the housing market is yet to show any 
sustained recovery.

The latest US Purchasing Managers’ 
Index (PMI) of 54.4 in September for the 
manufacturing sector suggests that output 
continues to grow, but at a reduced pace 
from the previous month when the reading 
was 56.3. Recent labour market data suggest 
a relatively stable labour market position, but 
with unemployment remaining at stubbornly 
high levels. Job insecurity is therefore likely 
to remain a good reason for people to save 
more and spend less for some time to come. 

In our main scenario we project US economic 
growth of around 2.6% on average this 
year, followed by a moderation in growth to 
around 2.4% in 2011. Sustaining US growth 
in the longer term may be difficult once fiscal 
policy has to be tightened to begin to address 
the large structural budget deficit. 

Canada’s economy grew at an annualised 
rate of 2% during the second quarter of this 
year after expanding at a rate of 5.8% in 
the first quarter. Our main scenario is for 
reasonably strong growth of around 3% in 
2010 to moderate somewhat to around 2.5% 
in 2011, following similar trends to the US.

Europe

The quarter-on-quarter (non-annualised) GDP  
growth rate in Euroland3 picked up to around 
1% during the second quarter of 2010 after  
relatively poor growth of 0.2% in the previous  
quarter. Stronger second quarter growth was 
mainly due to an increase in investment and 
net exports, particularly in Germany. At the 
same time, the region’s more peripheral  
economies like Greece, Ireland, Spain and 
Portugal struggled in the second quarter, 
which was marked by sharp rises in sovereign  
debt yields for these countries. More recently,  
however, there are signs that this crisis has 
stabilised, at least for the moment. However, 
high budget deficits and the longer term pension  
and healthcare costs associated with ageing 
populations remain important structural 
problems for many European countries.

% real growth

Figure A.1 – World GDP growth
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Figure A.2 – Nominal oil price trends
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2  The quarter-on-quarter rate scaled up by a factor of four to an annualised basis. This is the commonly used measure in the US and some other countries such as Canada and Japan. For European countries, we follow their own usual convention in expressing quarterly growth 
rates on a non-annualised basis. Care must therefore be taken in comparing these quarterly growth rates across countries mentioned in this appendix. 

3  Euroland’ consists of the 16 countries that are now using the euro: Belgium, Germany, Finland, Ireland, Greece, Spain, France, Italy, Luxembourg, the Netherlands, Austria, Portugal, Slovenia, Slovakia, Cyprus and Malta.
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Unemployment in Euroland remains high at 
around 10%, although it has been relatively 
stable recently. Inflation does not appear to 
be a major concern at around 2% recently  
on average across Euroland. However,  
there are potential concerns if the European 
Central Bank (ECB) goes through with its 
apparent plans to start to tighten monetary 
policy again over the next year, which could 
threaten the still relatively fragile recovery in 
Euroland, particularly if it leads to a rise in 
the euro that would tend to dampen export 
growth. Bearing in mind these factors, 
our main scenario is for GDP growth in 
Euroland of around 1.6% on average in 2010, 
moderating somewhat to around 1.3% in 
2011 (see Table A.2).

Germany grew at an impressive rate of 
2.2% in the second quarter compared to the 
previous quarter, helped in particular by 
strong German exports. Unemployment has 
been falling in Germany for most of this year 
and stood at 7.6% in August, well below the 
Euroland average. Overall, our main scenario 
is for German GDP to grow by around 3.3% 
in 2010, moderating to around 2.2% in 2011.

The French economy grew by a steady 0.7% 
quarter-on-quarter in Q2 2010, up from 
0.2% growth in the previous quarter. This 
was helped by a rise in investment of 0.8% 
in Q2 2010 after eight previous quarters of 
contraction. Our main scenario is for the 
French economy to grow by around 1.6%  
in 2010 and around 1.4% in 2011, similar  
to the Euroland average.

The Italian economy expanded by 0.5% 
quarter-on-quarter in Q2 2010, after rising 
by 0.4% in the first quarter. Continued high 
public debt levels remain a concern for Italy, 
however, and our main scenario is for only 
modest GDP growth of around 1.1% in 2010 
and 0.8% in 2011.

Spain is the only large Euroland economy 
that remained in recession throughout 2009. 
Economic conditions improved slightly with 
GDP growth of 0.2% in Q2 2010 relative to 
the first quarter, but continuing difficulties 
in the tourism and construction sectors 
have helped to push Spanish unemployment 
towards 20%. There are also concerns about 
its fiscal position as a knock-on effect from 
the Greek crisis and about continued relative 
weakness in parts of the Spanish banking 
sector due to high exposure to property 
loans. All of these factors suggest that the 
Spanish economic recovery will continue to 
lag behind those in Germany and France, 
with our main scenario being for a further 
decline in Spanish GDP of around 0.5% on 
average in 2010 and only a very modest 
recovery of around 0.4% in 2011.

The economies of Central and Eastern Europe 
were severely hit by the effects of the global 
financial crisis and the subsequent ‘flight to 
safety’ of international capital. The region is 
now recovering, however, albeit at varying 
rates across countries. Boosted by the global 
economic recovery since mid-2009 and 
consequent stronger commodity prices, the 
Russian economy is expected to grow by 

around 4.5% on average this year and next, 
while Poland should also see reasonable 
growth of around 3.3% on average in 2010-11.  

But growth is expected to be weaker in the 
Czech Republic and Hungary.

% real GDP growth

Figure A.3 – Growth prospects for major economies
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Source: Eurostat for 2009 estimates, PricewaterhouseCoopers main scenario for 2010 and 2011 (as of October 2010)

Table A.2 – Outlook for European GDP growth (%)

Country/region                                                                                                               PwC main scenario
  2009 2010 2011

Germany -4.7 3.3 2.2

France -2.5 1.6 1.4

Italy -5.0 1.1 0.8

Spain -3.7 -0.5 0.4

Netherlands -3.9 1.9 1.3

Euroland -4.0 1.6 1.3

UK -4.9 1.6 2.0

Sweden -5.1 4.0 3.1

Switzerland -1.9 2.7 1.5

Western Europe -4.0 1.7 1.5

Poland 1.7 3.3 3.4

Czech Republic -4.1 1.7 2.1

Hungary -6.3 1.0 2.6

Asia Pacific

The Japanese economy expanded at a 
relatively weak annualised rate of 1.5% in 
Q2 2010, as compared to strong annualised 
growth of 5% in Q1 2010 (see Figure A.5). 
The economy is still hampered by huge 
public debt levels, however, along with 
slowing export growth due to the relative 
strong yen and comparatively subdued 
domestic demand. Our main scenario is for 
the Japanese economy to grow by around 3% 
on average this year due to the strength of 
Q1 2010 growth, but then slowing markedly 
to around 1.7% in 2011 as earlier fiscal 
stimulus schemes come to an end.

China’s economy started 2010 very strongly, 
with GDP growth accelerating to 11.9% 
in the year to Q1 2010 but then slowing 
down somewhat to 10.3% in the year to the 
second quarter. Fixed investment growth was 
very strong at around 30% in 2009, driven 
in large part by the massive government 
stimulus package directed towards the 
domestic economy. More recently, Chinese 
exports have also started to rebound. 

As the Chinese economy continues its rapid 
growth, the Chinese consumer price index 
rose to 3.5% in August. This was above the 
government’s target rate of 3% and this has 
already led to some moves by the Chinese 

authorities to tighten bank credit growth. 
Further monetary and fiscal tightening is 
likely as the focus of policy switches from 
promoting growth to preventing overheating. 
We therefore project Chinese economic 
growth to average around 10.3% in 2010,  
but then to slow to around 9.4% in 2011  
in our main scenario.

Driven by strong manufacturing output 
growth, the Indian economy grew strongly 
by 8.8% in the year to Q2 2010 and our main 
scenario is for growth to remain above 8% on 

average in both 2010 and 2011. Inflationary 
pressures have been a concern, however, 
which led to an increase in the official  
interest rate by the Indian central bank  
to 5% in September as compared to  
3.4% in March 2010.

Despite these inflationary concerns, China 
and India are expected to continue to lead 
the global recovery in 2010-11, reinforcing 
the longer term shift in the global economic 
centre of gravity towards these two  
emerging giants.

% change from preceding period (annualised)

Figure A.5 – Japanese GDP growth

Source: Japanese Cabinet Office
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The Australian economy grew at a quarter-
on-quarter rate of 1.2% in Q2 2010, up 
from 0.7% in Q1 2010. Australia continues 
to be helped by robust commodity demand 
from China and other Asian economies. 
Household spending also supported growth 
in the second quarter of 2010 in addition to 
net exports. The Reserve Bank of Australia 
(RBA) kept its official cash rate (OCR) 
at 4.5% during its latest monetary policy 
meeting after a series of rate rises since 
October 2009. This reflects the RBA’s belief 
that inflation should now be back on course 
to meet the official target of 2-3%. In our 
main scenario we project the Australian 
economy to expand by around 3.2% in  
both 2010 and 2011. 

Latin America

Although the Latin American economies 
experienced negative growth in 2009 as a  
whole, the region has come out of the current  
crisis much better than in previous downturns.  
In general, those economies with a greater 
focus on exporting to relatively buoyant 
Asian markets (e.g. Brazil) have experienced 
an earlier recovery than those with closer 
ties to the US, such as Mexico. 

The Brazilian economy recovered strongly 
following the financial crisis, experiencing 
only a relatively brief recession.  GDP growth 
was 8.8% in the year to Q2 2010, driven by 
investment and supported by government 
consumption. Commodity exports to China 

and other Asian markets have also recovered 
strongly since Q2 2009. After being relatively 
flat in 2009 as a whole, we expect Brazilian 
GDP growth to average around 7.4% in 2010 
before slowing to a more sustainable rate  
of around 4.3% in 2011.

Argentina also expanded at a strong rate 
of 11.8% in the year to Q2 2010 following 
earlier contractions. The Argentine agricultural  
sector is expected to recover further in the 
remainder of this year after having suffered 
prolonged strikes and drought conditions 
in 2009. Furthermore, strong outlook in 
exports to countries such as Brazil and  
China should provide a boost to Argentina’s 
industrial sector looking ahead. Overall we 

would expect a broadly similar pace of 
recovery in 2010-11 in Argentina as  
is projected for Brazil. 

The Mexican economy suffered a much 
deeper recession than other large economies 
in the region, with a contraction in GDP 
of around 6.5% in 2009. Nevertheless the 
pace of economic contraction eased during 
the second half of 2009 and turned into a 
respectable growth rate of 7.6% in the year  
to the second quarter of 2010. With US 
growth expected to moderate, however, 
Mexican growth is also projected to 
decelerate somewhat in our main scenario 
from around 4.9% in 2010 to around  
3.7% in 2011. 
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Appendix B – UK economic trends: 1979 – 2009

Source: ONS, Bank of England
*  Public Sector Net Borrowing (calendar years)
** Peak-to-peak for GDP relative to trend

1979 2.6 4.7 -0.2 12.6 13.7 -0.5 4.7

1980 -2.1 0.0 -8.6 16.9 16.6 0.8 4.3

1981 -1.4 0.0 -6.1 12.2 13.9 1.9 3.4

1982 1.9 0.7 -0.1 8.5 12.3 0.8 2.6

1983 3.5 4.1 2.1 5.2 10.1 0.4 3.4

1984 2.6 2.1 3.7 4.5 10.0 -0.4 3.7

1985 3.6 3.7 2.9 5.2 12.2 -0.2 2.8

1986 4.0 6.5 1.4 3.6 10.9 -0.9 2.2

1987 4.6 5.4 4.8 3.7 9.7 -1.7 1.5

1988 5.0 7.6 7.3 4.6 10.4 -4.1 -0.8

1989 2.2 3.4 4.0 5.9 13.9 -4.9 -0.8

1990 0.8 0.8 -0.1 8.1 14.8 -3.8 0.7

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

1992 0.2 0.5 -0.1 4.7 9.6 -2.1 6.5

1993 2.2 2.6 1.5 3 5.9 -1.9 7.8

1994 4.3 2.8 4.7 2.3 5.5 -1.0 6.6

1995 3.0 1.8 1.5 2.9 6.7 -1.2 5.3

1996 2.9 4.0 0.8 3 6.0 -0.8 3.7

1997 3.3 3.8 1.8 2.8 6.8 -0.1 1.9

1998 3.6 4.2 0.7 2.6 7.3 -0.4 -0.1

1999 3.5 5.4 1.0 2.3 5.4 -2.4 -1.3

2000 3.9 4.5 2.2 2.1 6.1 -2.6 -1.7

2001 2.5 3.2 -1.3 2.1 5.0 2.1 -0.8

2002 2.1 3.7 2.2 2.2 4.0 -1.7 1.8

2003 2.8 3.1 -0.3 2.8 3.7 -1.6 3.0

2004 3.0 3.2 2.2 2.2 4.6 -2.1 3.1

2005 2.2 2.3 -0.2 2.3 4.7 -2.6 3.3

2006 2.9 1.5 1.6 2.9 4.8 -3.3 2.3

2007 2.6 2.5 0.6 3.2 6.0 -2.7 2.4

2008 0.5 0.9 -2.9 4.3 5.5 -1.5 4.2

2009 -5.0 -3.4 -10.7 -0.5 0.6 -1.3 10.4

1979-1989 2.4 3.5 1.0 7.5 12.0 -0.8 2.4

1989-2000 2.4 2.6 0.8 3.8 7.7 -1.9 2.6

2000-2007 2.5 2.9 0.3 2.5 4.9 -2.2 1.7
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