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Housing markets and equity withdrawal 
The further strong rise in house prices in 2002

(Compendium Table 46) contributed to another

leap in the cash level of net equity withdrawal, from

£27.5 billion in 2001 to to £45.1 billion in 2002

(Compendium Table 7). As a proportion of total

consumer spending it increased to 6.81 per cent,

close to the 6.98 per cent level seen at the peak of

the last housing market boom in 1988. 

Bank of England figures suggest that equity

withdrawal has continued to rise in 2003, and

concerns have been expressed about the capacity of

home buyers to service the higher levels of

mortgage debt, in the event of either an economic

downturn or a hike in interest rates. Indeed house

purchase debt now totals some £670 billion, or 65

per cent of GDP. Clearly home owners collectively

are less prudent than the Chancellor, who has

adopted a 40 per cent of GDP maximum limit for

total public sector borrowing. That said, while

home owner debt is much higher as a proportion of

GDP than was the case in 1990, the burden of

repayments has been more than offset by the

combination of rising incomes and falling interest

rates. Some of the more alarmist commentaries

rather overlook the significance of these mitigating

factors.

The volatility of the UK housing market was one of

the prime reasons given by the Chancellor for

deferring a decision on whether the UK economy

was sufficiently harmonised with EU economies to

permit UK entry into monetary union, and all that

entails. Factors cited by the Chancellor were the high

level of UK mortgage debt, the dominance of

variable rather than fixed rate mortgages, and

regional imbalances in the supply of housing. 

Economic prospects
Meanwhile, the increased levels of equity withdrawal

have assisted the continuing growth in consumer

spending through a period of considerable

international economic uncertainty, and partly as a

result the UK economy has fared rather better than

average for EU countries over the last two years

(Compendium Table 9). The OECD forecast of

economic growth for the UK shown in

Compendium Table 9 is, however, less optimistic

than the HM Treasury budget forecast of 2.0 per cent

to 2.5 per cent growth in 2003, rising to 3.0 per cent

to 3.5 per cent in 2004 and 2005 (Compendium

Table 11). Indeed the average independent forecasts

made at the time of the budget were rather less

optimistic than the December 2002 OECD forecasts,

as can be seen in Table 2.1.1. 

Given GDP growth of just 0.4 per cent in the first

half of 2003 the budget economic forecasts are now

clearly over optimistic. Slower economic growth will

have an inevitable impact on levels of public sector

borrowing, and this is considered further below.
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Table 2.1.1 Independent forecasts for the UK economy

Indicator Forecasts for 2003 Forecasts for 2004

Lowest Average Highest Lowest Average Highest

GDP growth  (%) - 0.4 1.9 2.7 - 0.3 2.4 3.0

Inflation rate  (Q4)  (%)

RPI 1.8 2.6 3.9 1.5 2.7 4.0

RPI excluding MIPs1 1.9 2.6 3.6 1.5 2.4 3.2

Unemployment  (Q4) (million) 0.85 0.98 1.10 0.72 1.02 1.40

Balance of payments (£ billion) - 7.9 - 19.8 - 39.3 - 7.2 - 20.2 - 40.9

Public sector net borrowing (£ billion) 19.7 28.3 35.1 20.0 30.5 39.0

Source: Forecasts for the UK Economy, HM Treasury, April 2003.

Note: 1. RPI excluding mortgage interest payments.



However, neither the budget or independent

economic forecasts suggest that there will be any

difficulties in maintaining low levels of inflation, in

line with the current government target of 2.5 per

cent per annum.

Inflation targets
The Chancellor announced in June, as part of his

statement on policy on European Monetary Union,

that in his autumn Pre-budget report he intends to

switch the inflation measure used for targeting

inflation by the Bank of England. Instead of the

current measure (RPI-X – retail price inflation

excluding mortgage interest payments) he intends to

set a new inflation target to be measured by the

European wide ‘Harmonised Index of Consumer

Prices’ (HCIP).

One of the most notable differences between the

two measures is in their treatment of housing costs,

and in part as a result of that difference, HCIP

inflation is running significantly lower than RPI-X

inflation. (The HCIP inflation measure also tends to

provide lower figures because it is based on

‘geometric means’ rather than ‘arithmetic means’).

As Table 2.1.2 shows HCIP has been consistently

lower than RPI-X over the last few years. It can also

be seen that the gap between the two measures was

much lower in the years before 1997, and greater in

the recent years of sharply rising house prices.

While RPI-X excludes mortgage interest payments it

includes a depreciation factor which reflects

movements in house prices. In contrast, HCIP

includes a factor for housing rents (as does RPI-X)

but includes no factor related to house prices or

home-owner housing costs. This is not a matter of

principle. Rather it is just that this is still early days

in the creation of the European-wide HCIP measure,

and the European statisticians (including the UK

representatives) have yet to agree how home-owner

costs should best be measured for the purposes of

HCIP. They are currently piloting a possible measure

in five countries, but it will be several years before

this could be included in a revised HCIP.

The upshot of all this is that while the Chancellor is

not prepared to recommend that the UK enter

European monetary union, in large measure because

EU decisions on interest rates would not take

sufficient account of the volatility of the UK housing

market, he is at the same time prepared to change

the rules for the Bank of England to require them to

adopt an inflation measure that does not take

account of the volatility of the UK housing market.

Ironically, if the UK does eventually enter EU

monetary union, by that time HCIP, which is the

measure used by the Bank of Europe, could then

well include a factor measuring home-owner

housing costs. 

New earnings data
As anticipated in last year’s Review, the Office for

National Statistics have now made available earnings

data from the New Earnings Survey on the basis of

place of residence, alongside their long standing

series of earnings data on the basis of the place of

work. This brings out, in particular, the significant

impact of higher earners who commute into London

for their high paid employment.

Table 2.1.3 shows how the London figures based on

place of residence are significantly lower than those

based on place of work, while for the South East and

other southern regions with commuting routes into

London, place of residence earnings are markedly

higher than those based on place of work. The

differences between the work and residence based

measures are also far stronger in respect of non-

manual rather than manual earnings.

This new data on place of residence based earnings

is particularly useful for local housing market

analyses, as they give a vital added dimension to
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Table 2.1.2 UK and European measures of inflation

Measure 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

RPI-X 3.0 2.3 2.9 3.0 2.8 2.6 2.3 2.1 2.1 2.2

HCIP 2.5 2.0 2.6 2.5 1.8 1.6 1.3 0.8 1.2 1.3

Source: Office for National Statistics Website.
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information about the incomes of local residents.

They are also significant for the evaluation of the

government’s Communities Plan (see Chapter 5 in

this section of the Review).

While on the subject of earnings, Table 2.1.4 

shows the annual real increases in earnings at the

lower end of the scale, compared to increases in

average earnings. The table shows that at the lower

end of the labour market earnings have risen more

slowly than average earnings over the last two

decades.

Over that period average earnings have, on average,

risen 2.4 per cent per year ahead of inflation. In

contrast, lowest decile and lower quartile earnings

have each risen, on average, just 1.8 per cent ahead of

inflation. However, in the four years since the

introduction of the minimum wage rises in lowest

decile earnings have nearly kept pace with those for

average earnings, rising at an average annual rate of

2.8 per cent, against 3.0 per cent for average earnings. 

Table 2.1.3 Regional earnings by place of work and place of residence
£ per week

Region Place of work Place of residence

Manual Non-Manual All Manual Non-Manual All

Regions of England

North East 338.4 433.7 399.3 337.4 424.2 392.7

North West 338.4 468.1 426.8 338.9 468.0 427.4

Yorkshire & The Humber 339.4 444.8 409.9 338.1 451.2 411.1

East Midlands 341.0 454.8 413.0 344.6 469.7 426.2

West Midlands 341.1 473.7 427.3 342.9 474.1 428.5

East 355.9 507.0 459.6 360.6 547.2 493.6

London 387.7 678.8 624.1 380.8 652.8 596.7

South East 372.2 540.3 496.7 374.6 577.5 527.4

South West 322.5 463.3 421.7 335.4 475.2 430.5

Wales 326.3 439.5 399.7 330.4 441.5 402.0

Scotland 333.1 469.1 427.0 332.2 464.0 423.4

Great Britain 347.6 515.4 464.7 347.6 515.4 464.7

Source: New Earnings Survey 2002, Office for National Statistics.

Table 2.1.4 Annual real increases in lowest decile, lower quartile and mean average earnings for all full-time earners
Percentages

Earnings measure 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Lowest decile 0.9 1.1 3.1 1.8 3.0 1.6 - 0.1 3.7 3.0 2.0 0.9 - 1.9 2.0 2.3 0.3 2.9 1.0 2.8 4.5

Lower quartile 1.3 1.0 3.4 2.0 3.9 1.0 - 0.2 3.0 3.1 2.0 0.7 - 0.8 1.5 1.6 0.2 2.6 0.8 3.0 3.3

Mean average 2.8 1.3 4.6 3.5 4.8 1.7 0.4 2.6 3.3 2.5 0.2 0.3 1.7 1.4 1.5 2.6 1.5 4.2 3.7

Source: New Earnings Surveys, various years.
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Resource Accounting
The Spending Review 2002 sets out the government’s
expenditure plans to 2005/06 using resource
accounting conventions, which differ in a number of
important ways to the old style ‘cash’ accounts. The
main principle of resource accounts is that they
should measure resources as they are consumed,
rather than on the timescale of cash payments. This
distinction is most significant in the way that capital
expenditure is measured. 

Under the old style accounts, capital expenditure is
entered at the time the capital expenditure is initially
incurred, despite the fact that the capital asset being
created might have a useful life of, say, fifty of more
years. In contrast, resource accounting seeks to
measure the costs of capital assets as they are
‘consumed’ over their lifetime. This involves two
components, depreciation and a ‘cost of capital’
charge which has been set by Treasury convention at 6
per cent of the total asset value.

In similar fashion, resource accounts also take into
account provisions that are made for future payments,
such as compensation or early retirement liabilities, at
the point that those provisions are made.

However, the new public spending control framework
continues to include limits on new gross cash capital
expenditure, although that measure is something of
an anomaly in terms of resource accounting
principles. It is, however, a necessary control given the
Chancellor’s prudential rules, which includes a
maximum target for public sector net debt of 40 per
cent of GDP. This compares to the Maastricht Treaty
target which is for a maximum for general government
gross debt of 60 per cent of GDP. The impact of the

UK government’s anomalous controls on public sector,
rather than general government, debt are all the more
significant for the council housing sector, as it is now
officially defined as part of the public corporate sector
(as quasi corporations), in the UK national accounts.
This means, for example, that council housing
investment is now only counted within the
government’s main measure of public borrowing
because of the unnecessarily wide definition that the
government uses. 

Following from the adoption of resource accounting
conventions the main changes to the public spending
control framework are:
• Departmental Expenditure Limits (DEL) now

include charges for depreciation and 6 per cent for

the cost of capital as part of their current
expenditure budgets.

• Grants to the private sector (i.e. housing
associations) are now charged to the resource
(i.e. current) budget, rather than to the capital
budget, as they do not create a capital asset on
the balance sheet of the government.

• Investment by public corporations financed by
their own resources no longer count as part of
the parent department’s capital DEL.

These changes are summarised in Figure 2.1.1. 
A fuller account of the changes involved in the
introduction of resource accounting conventions can
be found at Appendix B of the Spending Review
2002.

Figure 2.1.1 Changes in budgeting control in the 2002 Spending Review

RESOURCE CAPITAL

DEL

AME

Main current programme costs of departments 
and NDPBs

Administration costs

New capital spending by departments
New capital spending by NDPBs

Capital grants to local authorities

Social security
Debt interest
EU payments

Public pensions
Lottery

Other AME

Depreciation

Cost of capital charge

Provisions

Capital spending in AME

Capital grants, excluding local authorities

Self financed capital spending by public corporations

KEY: AME – annually managed expenditure;
DEL – departmental expenditure limits; NDPBs – non-departmental public bodies
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Over those years the gap between rises in lower

quartile and average earnings has not been affected.

The average annual rise in lower quartile earnings

was just 2.4 per cent over the four year period.

Public spending
The government spending plans set out in the 2003

budget, and the related HM Treasury Public

Expenditure volume, reflect the increased provisions

made in the 2002 Spending Review. The expenditure

plans are now consistently set out under the new

‘resource accounting’ conventions. The different way

in which those conventions treat capital expenditure

were summarised in last year’s Review, but they are

still significant and so, for ease of reference are

repeated in Figure 2.1.1.

While the 2002 Spending Review set out firm

expenditure plans for the years to 2005/06, the

modest level of economic growth relative to Treasury

forecasts has begun to raise questions about possible

corrective actions required in the 2004 budget if the

Chancellor is to keep to his ‘prudential rules’ on

public sector borrowing. 

The Treasury forecasts show public sector net

borrowing (PSNB) peaking at £27 billion in

2003/04, and easing back in subsequent years. In

consequence, total public sector net debt (PSND) is

forecast to rise to £472 million by 2007/08; the

equivalent of 33.8 per cent of Gross Domestic

Product (Compendium Table 12). While the

independent forecasts suggest that the annual PSNB

for 2003 and 2004 are together likely to be some

£10-£15 billion higher than the Treasury forecast,

this will only increase PSND by around 1 per cent of

GDP. 

The Chancellor thus still has quite a ‘comfort

margin’ before PSND threatens to rise to levels that

would breach his prudential rule that it should not

exceed 40 per cent of GDP. The margin in respect of

the equivalent European prudential rule under the

Maastricht Treaty is far greater, as that is set at 60 per

cent of GDP (for gross general government debt).

Nonetheless, if UK economic growth does not pick

up by 2005 the Chancellor’s room for manoeuvre

will become very limited. Public expenditure is

already forecast to rise to 42 per cent of GDP by

2005/06, and the prospects are that the 2005

Spending Review will be the most difficult yet for

the New Labour government.
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