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conomic recovery in the UK is now clearly underway, albeit with earnings still
below their levels prior to the credit crunch, and with renewed uncertainty
about future prospects for economic growth, both in the UK and internationally.

But if the UK economy has now benefited from seven quarters of growth, UK
public sector debt continues to rise, and the 2014 Autumn Statement has
confirmed the current government’s intentions to continue to squeeze public
spending through to 2019/20.

Economic prospects

While the UK economy is now growing relatively strongly, it should not be
forgotten that the downturn has been more extended than necessary as a result of
the combined impact of UK and other governments’ public spending austerity
measures, as outlined in this Chapter in the 2013 edition of the Review.

The UK economy recovered more rapidly in 2013 than previously estimated,
although in part that ‘recovery’ is a function of ONS revisions to its methodology
for computing GDP, introduce in the course of 2014. Those revisions were made
so as to more closely align the UK methodology with European practice, and in
particular to follow the new conventions set out in the European System of
Accounts 2010. One of the largest consequential adjustments was a result of
including illegal activities (i.e. drugs and prostitution) as a component of
households’ final consumption expenditure; another resulted from the inclusion
of research and development as a component of gross fixed capital formation.!

Even so, the post-2008 downturn lasted more than two years longer than the 1980
and 1990 downturns, as well as having been more severe (see Figure 2.1.1).
Meanwhile there are renewed concerns about the potential for economic and debt
management policies to unravel in the more challenged European economies (and
Greece in particular), with the EU economies as a whole contracting in both 2012
and 2013, and forecast to grow only modestly in the next few years (Compendium
Table 9). Events in the Ukraine and the rest of the world also continue to pose
risks for the future prospects for UK economic growth, regardless of the wisdom or
otherwise of the policies adopted by the UK government.

The December 2014 Office for Budget Responsibility forecast is for three per cent
growth in GDP in 2014/15, falling back to 2.2 per cent in 2016/17, and then
running at between 2.3 per cent and 2.4 per cent over the next three years.
Within that forecast, new private housing investment is expected to grow at

13 per cent in 2014/15 and 11 per cent in 2015/16, before gradually slowing to
just 2.4 per cent in 2019/20. Future prospects for the private housing market are
discussed in detail in Commentary Chapter 3.

However despite the relatively strong economic growth in 2013 and 2014 the
government has not seen its hoped-for drop in levels of government borrowing
and debt. Public sector net borrowing (PSNB) is now forecast by the OBR to
fall to £83.9 billion in 2014/15, just £12.7 billion lower than in the previous
year. Indeed there are suggestions that the outturn figure could be even higher.
The government’s economic and expenditure plans are not now forecast to
generate a surplus until 2018/19, although a surplus against current expenditure
is anticipated a year earlier.?

Figure 2.1.1 Overall UK economy now recovered with seven
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Unemployment (on the ILO measure) is forecast to fall to 6.2 per cent this year,
and to continue downwards to 5.4 per cent in 2015, and then to plateau just a
little lower over the next four years. Average earnings are forecast to grow ahead of
inflation on the CPI measure from 2014 onwards, but only to grow ahead of
inflation measured on the RPI measure - by a very small margin - from 2015. For
these and further details see Compendium Table 11.

Government debt

The government has continued to argue that it needs to reduce public sector
spending in order to reduce levels of government borrowing, and to retain the
confidence of the financial markets. However the impact of the austerity measures
in slowing down the economic recovery has itself seen annual government deficits
greater than those the government had anticipated.

Nonetheless the level of government debt (General Government Gross Debt —
GGGD) in the UK remains below the eurozone average, and well below the levels

Figure 2.1.2 General Government Gross Debt
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of Greece and some of the other more challenged EU economies (see Figure
2.1.2). Moreover it is forecast by the OECD to remain below the eurozone average
even in 2016, after which levels of new UK borrowing are set to fall more quickly.
Indeed, the latest OBR forecast (Compendium Table 11) suggests that the UK's
GGGD will peak at 90 per cent of GDP in 2016/17, and then begin to ease down.

It must also be noted that when the UK government comes to dispose of its bank
assets this will substantially reduce UK debt on the GGGD measure. The extent of
the reduction will depend on the value of the banking assets at the time of sale,
but the costs of the government’s ‘temporary’ interventions are equivalent to some
eight per cent of GDP, and even if the asset sales result in a net loss there is still
scope for a significant reduction in the UK GGGD that will take it even further
below the eurozone average.

Even allowing for the element of uncertainty inherent in these forecasts, it is clear
that the UK economy is no longer on the critical list, and that there is now far
more scope for political choices in respect of decisions on public spending,
taxation, and the rate at which government should aim to reduce public
borrowing. The policy choices of the political parties on these issues will clearly be
a defining feature of the general election now underway. Without engaging in a
detailed discussion of the merits or otherwise of the different stances the parties
may adopt, it should nonetheless be very clear that any suggestion that ‘there is no
alternative’ to further spending cuts to achieve some imagined imperative rate of
debt reduction is nonsense. (For a discussion of the housing policy challenges and
options that will face the government after the election see Contemporary Issues
Chapter 3.)

The Review will also continue (as it has for nearly two decades) to argue the case
for the UK to adopt the international conventions in measuring government debt,
that would free up the potential for borrowing for investment by UK public
corporations, including the council housing sector, and permit them to operate on
an equal footing to the EU public corporations that currently run or own a
number of the UK rail franchises and utility companies. The detailed case for this
reform was most recently set out in the 2013 edition of the Review.
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Labour market

Levels of unemployment in the UK did not increase as much as might have been
feared given the depth of the downturn, and have now fallen back from the peak
levels of 2012 (see Compendium Tables 4 and 5). They are expected to fall again in
2014 and 2015 before stabilising at levels similar to those in the pre-credit-crunch
years. As noted here last year they have never approached the level of the EU
average, let alone the exceptionally high levels being experienced in Greece and
Spain, as those countries grapple with the effects of even more severe economic
downturns.

But if the UK has been spared such drastic levels of unemployment, the downturn
has taken its toll on both working arrangements and earnings levels, affecting even
those already in employment. Both self-employment and part-time working have
grown relative to full-time employment since 2007, and 15 per cent of all those in
work in 2013 were self-employed, with just over a quarter only working part-time
(see Compendium Table 4).

An issue that has received much attention over the past year is the extent and use of
‘zero hours’ contracts. Depending on definitions and sources it is variously
estimated that there are between 600,000 and 1.4 million people employed on this
basis. Following a number of reviews both the government and the opposition
have proposed measures to address some aspects of the use of such contracts.

Alongside the growth in forms of insecure and part-time working, the post-credit-
crunch years have also seen a marked fall in real earnings. After adjusting for
inflation (using the CPI measure) median full-time earnings have fallen by nearly
ten per cent in real terms since 2007, back to levels last seen in 2002 (Figure 2.1.3).

Latest figures do suggest some beginnings of a recovery in real earnings in the last
months of 2014, but the latest OBR economic forecast suggests that it will be the
end of the decade before they recover fully to 2007 levels. Moreover, if the RPI,
rather than CPI, measure of inflation were still being applied then the fall in real
earnings post-2007 would be rather greater, and the projected recovery in real
earnings over the period to 2020 would be negligible.

Figure 2.1.3 Real earnings fall back to 2002 levels
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Source: Annual Survey of Hours and Earnings, 1997 to 2014, Selected Estimates, ONS.
Note:  Figures adjusted to remove impact of changes to ASHE methodology that have at various points
also tended to reduce returns for average earnings.

Disposable household incomes

Alongside the fall in real earnings, household disposable incomes have been
affected by the various tax and benefit changes made under the coalition
government (see Compendium Table 3). The coalition has chosen to cut benefits
(excepting state pensions and some other pensioner benefits) to a much greater
extent than it has chosen to raise taxes, and those choices have a very different
impact on households with different levels of income, as shown in Figure 2.1.4.

While individual households within each income decile might gain or lose, on
average for households in the lower half of the income distribution losses from
coalition policy changes more than outweighed any gains. The claim that ‘we are
all in this together’ rests very precariously — and unevenly - on the much smaller
net losses incurred on average by households in the highest income decile. In net
terms other households in the upper half of the income distribution saw average
gains from those policies.



Figure 2.1.4 Distribution of impacts of coalition policy changes on
disposable incomes
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When analysed by household type, rather than income decile, the largest gainers
from the policy changes were older people and dual earners, while the clear losers
were families with children, and in particular large families and lone parents.*

The overall bias in the distributional impact of the coalition policy changes is all
too clear. The net gains for households in the upper half of the income
distribution were slightly greater than the net losses for households in the lower
half of the income distribution. Put another way, the overall impact of all these net
tax and benefit changes was to make no direct contribution to reducing levels of
government borrowing.

Negative housing market impact on consumer spending

Consumer spending has been constrained during the post-credit-crunch years by
housing market factors, as well as by the fall in real earnings and the distributional
impact of coalition tax and benefit policy changes. There are two housing market
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Figure 2.1.5 Deep negative equity withdrawal continues
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drivers underlying the substantial levels of net household housing investment
(or negative equity withdrawal) since 2008 (Figure 2.1.5). One is the extent to
which existing homeowner households have continued to accelerate their
mortgage repayments, taking advantage of the prevailing low levels of interest
rates. The other factor is the continuing high average level of first-time buyer
deposits (25.3 per cent in 2013), notwithstanding the assistance provided by the
government’s Help to Buy scheme (see Commentary Chapter 3). This in turn is
reflected in household savings (see Compendium Table 3), albeit that the savings
ratio did fall slightly in 2013.

Spending Plans

The Autumn Statement set out outline spending plans for the years 2018/19 and
2019/20. In broad terms these are planned to hold public spending constant in
real terms for those two years, following the preceding two years when public
spending is set to fall in real terms at the same rate as over the 2010/11 to 2014/15
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period. The implications for unprotected budgets will clearly be potentially quite
severe. However this is looking a long way ahead and there will be at least one
more general election before those later years are reached.

Meanwhile, as a number of commentators have noted, should those plans be
followed then total government expenditure as a percentage of GDP will shrink to
historically low levels - just 35.2 by 2019/20 (Figure 2.1.6). In more recent years
such a low level was only achieved in 2000/01, but that followed a seven-year
period when GDP grew in real terms at an average annual rate of 3.3 per cent. In
the five years to 2019/20 GDP is forecast to grow at just 2.3 per cent, thus making
the planned shrinkage in government expenditure far more problematic.

One of the major measures introduced by the Autumn Statement was the reform
to the structure of stamp duty, and this is discussed in detail in Commentary
Chapter 6. Other minor measures impacting on the housing market are discussed
in Commentary Chapters 3 and 4.

Figure 2.1.6 Public spending as a percentage of GDP
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