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Housing markets and equity withdrawal
Despite the further strong rise in house prices in
2004 (Compendium Table 47) housing equity
withdrawal fell back from the record level seen in
2003; it nonetheless remained higher in both cash
terms, and as a percentage of consumer spending,
than the levels seen at the peak of the last housing
market cycle. Equity withdrawal was £54.2 billion in
2004 (down from £60.8 billion in 2003), and this
was equal to 7.47 per cent of total consumer
spending (compared to 8.77 per cent in 2003 and
6.98 per cent in 1988) (Compendium Table 7).

The fall in levels of equity withdrawal was
particularly marked in the second half of the year, as
the rate of house price rises began to fall under the
impact of the five increases in base rates made by the
Bank of England Monetary Policy Committee (MPC)
between October 2003 and October 2004, raising the
base rate in 0.25 per cent steps from 3.5 per cent to
4.75 per cent. Those rises were in response to the
inflationary pressures arising from the unsustainable
rate of growth in house prices and consumer
spending.

Bank of England quarterly figures show equity

withdrawal continuing to fall in the first half of 2005.

Similarly, while for the year as a whole, consumer
spending was higher in 2004 (Compendium Table
3), the rate of growth eased towards the end of the
year, and again in the first half of 2005.

The Bank of England had argued that the
relationship between equity withdrawal and

consumer spending was less pronounced in this
housing market cycle. One factor in that apparent
change is the rise in the purchase of second homes
abroad (see Commentary Chapter 2). The numbers
of second homes owned by English households
outside Great Britain virtually doubled over the last
decade to 178,000 by 2003/04.

Such purchases are frequently funded by
remortgaging the domestic home, as this is both
simpler and cheaper. The remortgaging shows up as
equity withdrawal, but the second home purchase
shows up as overseas investment, rather than as
consumer spending or housing investment. In
contrast, second homes purchased in the same way
within the UK do not show up as housing equity
withdrawal at all; the second home purchase simply
offsets the remortgaging of the first home.

Nonetheless, the relationship between equity
withdrawal and consumer spending remains strong,
and recent Bank of England research has confirmed
the link between consumer spending on white goods
and moving home. They show that home-owners
moving home are more than twice as likely to buy
‘white goods’ than non movers. However, they stress
that this is very much a short-term effect, as the
move impacts on the timing of such purchases,
rather than increasing them over the medium term
(Benito and Wood, 2005).

An uncertain period
Such has been the slow down in the first half of
2005 that in August the Bank of England MPC

reduced base rates by 0.25 per cent to 4.5 per cent,
and reduced their economic growth forecast for the
year to just 2.0 per cent, much lower than the 3.0 per
cent to 3.5 per cent estimate made by the Chancellor
in his 2005 Budget Statement (Compendium Table
11).

While a single quarter point reduction in interest
rates is unlikely to have any significant impact, many
financial observers expect to see further reductions
before the end of the year. However, the capacity for
the Bank of England MPC to reduce interest rates in
response to a slowing economy is constrained by the
inflationary impact of the sharp rise in world oil
prices.

Indeed over the year to July 2005 manufacturing
output prices in the UK rose by 3.0 per cent, 2005, at
the same time as there was a fall in manufacturing
output. The ‘input’ prices for manufacturing actually
increased by 13.5 per cent over the same period,
mainly as a result of the increase in crude oil prices,
as well as those for imported parts and equipment.

Moreover, there is little sign of any immediate respite
for oil prices, as this is a result of continuing strong
demand from the USA and China in particular, and
to a lesser extent the continuing instability in the
middle east. In the past oil price increases of this
order have had a far more dramatic economic
impact, and even given that western economies are
less dependant on oil than they were in the 1970s,
the relatively mild economic impact (to date) this
time round is perhaps rather surprising.
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If these conflicting economic trends constrain the
options of the Bank of England MPC, they also face
difficulties in ‘reading’ the trends in the housing
market, and in particular the impact of the relatively
new market in ‘buy to let’ investment. While

this clearly peaked in the first half of 2004
(Compendium Table 55), the full extent of the slow
down in new buy to let investment in the first half
of 2005 is not yet clear. Certainly, overall property
transactions have fallen back in the first half of 2005
from the peak levels seen in 2004 (Compendium
Table 39a - but see the note of caution about these
figures in Commentary Chapter 3), but only to
levels slightly below those prevailing over the last
five years.

Figure 2.1.1 General government gross debt
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If the current signals are of an economic and
housing market slow down, and not of a recession
and housing market slump, both are fragile and
could be adversely impacted by overseas events, even
assuming that the Bank of England MPC maintains
its good record of balancing inflationary and
economic management through this more difficult
period.

Public spending

The government spending plans set out in the 2005
Budget, and the related HM Treasury Public
Expenditure volume, reflect the increased provisions
made in the 2004 Spending Review, as reported in
last year’s edition of the Review.
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Housing, the economy and public expenditure

47

However, there are increased concerns that the
recent slow down in economic growth could
threaten the Chancellors ‘golden rule’ that
government current expenditures and incomes
should balance over the economic cycle, and that
the only medium-term increases in public sector
borrowing should be for the purpose of

investment.

In formal terms those concerns have been eased by
the Treasury ‘redefining’ the current economic cycle,
arguing that new data suggests that it started in
1997, rather than 1999 as previously thought. That
adjustment adds in two years in which the
government’s current account was in surplus, and
thus increases the balance available to offset deficits
in the years before the current cycle is concluded.

Even with this revision, however, the Chancellor
now has very little leeway to cope with any further
adverse economic circumstances, and will need to
see economic growth improve in 2006, in line with
both Treasury and Bank of England expectations.

At the same time, the Chancellor has now deferred
the Spending Review due to report in 2006, in
favour of a ‘Comprehensive Spending Review’ to
report a year later. The expenditure plans set out in
the 2004 Review will therefore run for their full
term including 2007/08. Even at this stage it must
be anticipated that this second ‘Comprehensive
Spending Review’ will be difficult, and that the
prospects for further real increases in public
spending beyond 2008 will be limited.
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If, however, there is much concern about whether or
not the Chancellor will meet his self imposed
golden rules, at the same time it should be
recognised that overall levels of public sector debt
remain at relatively low levels, especially when
compared with other countries in Europe, as can be
seen in the 2004 position shown in Figure 2.1.1.

Nonetheless as one component of his fiscal rules the
Chancellor has imposed a maximum figure for
public sector gross debt in the UK of 40 per cent of
GDP. For that measure the 2005 Budget projected a
rise to 36.8 per cent of GDP by 2007/08, and 37.1
per cent of GDP by 2009/10. In cash terms this is
still some £44 billion below the 40 per cent level,
and this level is less likely to be breached than the
‘golden rule’ even if the rate of economic growth
does not recover as rapidly as anticipated next year
and beyond.

In contrast, the margin for the UK against the 60 per
cent of GDP limit imposed by the EU stability pact
(for general government net debt) is projected by
2009/10 to be a massive £260 billion. As can be
seen from Figure 2.1.1. the margin available to
France and Germany is much lower, while Belgium
and Italy have government debts far larger than
theoretically permitted by the EU stability pact.

Nor has the crisis for the EU stability pact caused by
the excessive French and German annual deficits
been resolved. Both countries have run annual
deficits in excess of the 3 per cent limit since 2002,
although they are projected to dip below that level

in 2006 (Compendium Table 10). In practice, the
failure to resolve those issues has killed off any
prospects of the UK signing up for monetary union
in the foreseeable future.

Government spending by function

The long-term trends in government spending by
function are shown in Compendium Table 15,
which covers the period from 1980/81 to 2002/03.
Unfortunately, this table cannot now be extended as
the government has now recast the way in which it
sets out spending by function, partly to follow
resource accounting conventions, but also with some
re-organisation of the functional catagories.

Data from the revised functional analysis, with the
new categories, is set out at Tables 2.1.1. and 2.1.2.
However, while this now extends to 2004/05 it only
goes back to 1987/88, and therefore does not show
the substantial cuts in housing expenditure that
occurred in the earlier years of the 1980s. It also
now includes housing as part of a wider ‘Housing
and community amenities’ function, which includes

expenditure on planning as well as on housing.
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Table 2.1.1 Total expenditure on services by function

£ billion
1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05
outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn estimated
outturn
General public services 3.9 43 5.4 5.8 6.6 74 7.5 7.6 7.7 7.7 7.6 8.6 9.5 9.3 10.7 11.2 12.3 13.9
EU transactions -1.6 -25 -1.5 -23 -4.1 -34 -4.7 -43 -4.1 -5.2 -3.7 -2.6 -2.7 -2.6 -4.8 -1.9 -21 -0.3
International services 1.8 2.0 2.2 24 2.7 3.0 3.1 3.2 3.3 2.9 2.9 3.0 3.6 4.1 44 4.7 5.3 5.6
Public sector debt interest 19.7 20.2 20.9 20.5 18.3 19.0 20.8 235 26.8 28.1 29.7 29.4 254 26.5 22.6 215 22.8 244
Defence 19.0 19.3 20.9 21.8 23.0 23.0 225 224 21.7 21.3 20.9 23.7 24.1 24.9 24.6 26.1 274 28.1
Public order and safety 8.0 8.9 10.1 11.5 13.0 14.3 14.8 15.4 15.8 16.3 17.0 17.9 18.3 20.2 22.9 24.7 26.8 29.1
Enterprise and economic development 6.4 6.6 6.9 6.7 5.1 5.1 5.4 4.6 4.4 44 44 3.4 4.7 49 5.3 5.9 6.4 7.1
Science and technology 1.0 1.1 1.1 1.2 13 14 15 1.1 1.2 13 1.3 1.3 1.3 13 U5 1.9 2.1 2.3
Employment policies 2.8 2.6 2.2 23 2.6 2.7 2.9 3.0 2.9 2.8 2.5 2.8 3.2 3.4 3.4 3.0 3.2 3.2
Agriculture, fisheries and forestry 2.2 2.0 1.9 2.6 2.6 2.7 3.6 3.2 3.7 5.4 4.6 4.5 44 438 6.6 49 5.5 5.9
Transport 6.8 6.7 7.8 8.9 9.8 11.4 10.6 12.1 11.5 10.1 9.2 8.5 8.8 9.0 11.3 13.6 16.6 18.2
Environment protection 24 2.7 2.9 34 3.6 3.7 3.6 4.0 4.4 4.1 4.6 4.7 5.4 5.6 6.1 6.5 6.7 7.6
Housing and community amenities 44 33 5.0 5.8 6.7 6.9 5.8 5.8 5.6 4.9 4.1 4.4 3.7 4.6 5.5 4.9 5.9 7.3
Health 204 225 243 27.2 31.1 344 36.8 39.6 41.6 42.8 44.7 471 49.6 54.3 59.9 66.3 74.9 82.6
Recreation, culture and religion 2.6 2.8 3.2 3.6 3.7 3.7 3.7 3.9 4.2 44 5.0 5.8 6.2 6.3 6.1 6.7 6.7 7.3
Education and training 21.2 23.1 25.9 28.0 30.7 33.1 34.6 36.2 37.0 37.8 38.6 40.1 423 45.9 51.1 54.9 61.0 65.8
of which: Education 20.4 22.0 24.6 27.0 29.8 32.1 334 35.0 35.8 36.4 374 38.8 40.8 44.3 49.8 53.3 59.3 63.9
Social protection 54.9 56.6 60.9 67.8 79.8 90.7 97.8 1015 107.1 119 1136 1144 1221 1275 136.2 1448 155.0 162.9
Unallocated! - - - - - - - - - - - - - - - - - -4.2
Total expenditure on services 176.0 182.2 200.1 2173 2364 259.2 2704 2829 2945 301.0 3070 3168 3298 350.0 373.2 399.8 436.5 466.7
Accounting adjustments 55 6.8 8.2 8.0 15.3 12.4 13.2 13.6 14.3 13.1 14.0 13.4 11.1 14.1 14.4 18.2 18.7 17.4
Total Managed Expenditure 181.5 189.0 2084 2253 251.7 271.6 283.5 296.5 3089 3141 321.0 330.2 3409 364.1 387.6 418.0 455.2 484.1

Source: Public Expenditure Statistical Analyses, Cm 6521, HM Treasury 2005, Tables 3.2 & 3.3.
Note: 1. Includes allowance for shortfall and departmental unallocated provision.
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Table 2.1.2 Total expenditure on services by function in real terms’

£ billion (2003/04 prices)

1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05
outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn outturn estimated

outturn

General public services 7.0 73 8.5 8.4 8.9 9.8 9.6 9.6 9.5 9.2 8.8 9.6 10.5 10.2 11.4 11.5 12.3 13.6
EU transactions -2.8 -4.2 -24 -33 -5.6 -44 -6.0 -5.4 -5.0 -6.2 -43 -3.0 -3.0 -28 -5.2 -1.9 -21 -0.3
International services 3.2 3.3 34 3.5 3.7 3.9 3.9 4.0 4.0 3.5 3.3 34 4.0 45 4.7 4.9 5.3 5.5
Public sector debt interest 35.2 33.6 32.6 29.5 249 25.1 26.7 29.7 329 33.5 34.5 33.1 28.0 28.9 24.0 221 22.8 24.0
Defence 33.9 32.2 325 31.5 31.3 30.3 28.9 284 26.7 25.4 243 26.8 26.7 27.2 26.1 26.9 274 27.6
Public order and safety 143 14.8 15.8 16.7 17.8 18.8 19.1 19.5 19.5 19.4 19.7 20.2 20.2 22.1 243 25.4 26.8 28.5
Enterprise and economic development  11.4 11.0 10.8 9.7 7.0 6.8 6.9 5.8 5.4 5.2 5.1 319 5.2 5.4 5.6 6.1 6.4 7.0
Science and technology 1.8 1.8 1.8 1.8 1.7 1.9 1.9 14 14 1.5 1.5 14 14 14 1.6 2.0 2.1 2.2
Employment policies 5.0 43 34 3.3 3.5 3.6 3.7 3.8 3.5 3.3 2.9 3.1 3.5 3.7 3.6 3.1 3.2 3.1
Agriculture, fisheries and forestry 3.9 3.3 3.0 3.7 3.6 3.6 4.6 4.1 45 6.5 5.4 5.1 438 5.2 7.0 5.1 55 5.8
Transport 12.1 111 121 12.8 133 15.0 13.6 15.3 14.1 12.0 10.7 9.6 9.7 9.8 12.0 14.0 16.6 17.9
Environment protection 43 4.4 4.5 4.9 4.8 4.9 4.7 5.1 5.4 4.9 5.4 5.3 5.9 6.1 6.5 6.7 6.7 74
Housing and community amenities 7.9 5.5 7.9 8.4 9.1 9.1 7.5 7.4 6.9 5.9 4.7 4.9 4.1 5.0 5.8 5.0 5.9 71
Health 36.3 37.6 37.9 39.3 423 453 47.2 50.1 51.1 50.9 51.9 53.1 54.7 59.3 63.7 68.2 74.9 81.0
Recreation, culture and religion 4.7 4.7 5.0 5.2 5.0 4.9 4.8 5.0 5.1 5.3 5.8 6.5 6.8 6.8 6.5 6.9 6.7 71
Education and training 37.8 38.6 40.3 40.5 41.8 43.6 44.5 45.8 45.5 44.9 44.8 45.2 46.7 50.0 54.4 56.5 61.0 64.5
of which: Education 36.4 36.7 38.2 39.0 40.5 42.4 42.9 44.3 4.1 434 434 43.8 45.1 48.4 53.0 54.9 59.3 62.7
Social protection 97.9 94.4 94.9 979 1087 1196 1257 1285 1317 1332 1318 129.1 1348 13941 145.0 149.0 155.0 159.8
Unallocated 2 - - - - - - - - - - - - - - - - - -41
Total expenditure on services 3139 3037 311.7 3136 3219 3417 3473 3581 3624 3583 3563 3574 3641 3820 3972 4114 436.5 457.6
Accounting adjustments 9.9 11.4 12.8 11.5 20.8 16.4 16.9 17.2 17.7 15.6 16.3 15.1 12.3 15.4 15.3 18.7 18.7 17.1
Total Managed Expenditure 323.8 3151 3246 3252 3427 3581 3642 3754 380.0 3739 3726 3725 3763 3974 4125 430.1 4552 474.7

Source: As Table 2.1.1.

Notes: 1. Real terms figures are the cash figures adjusted to 2003-2004 price levels using GDP deflators.
2. Includes allowance for shortfall and departmental unallocated provision.




