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A.7	 Labour markets have deteriorated across advanced economies and in a number of 
the smaller emerging market economies. However, the depth of the deterioration has differed 
significantly. In the US, the unemployment rate has more than doubled during the crisis to 
10 per cent, while in the EU and Japan, the unemployment rate has risen by only 2.5 and 1.3 
percentage points respectively since the start of 2008. Aside from differences in labour 
market structure, some of the differences in experience can be explained by the introduction 
of employment subsidies in countries such as Germany and Japan.

Box A1: Transmission of the downturn through global trade linkages

As the global downturn took hold, the combination of uncertainty over the future path of the 
economy and tight credit conditions led consumers to suspend purchases of durable goods and firms 
to cut investment. The consequent fall in world industrial production, by 12 per cent, and collapse in 
world trade volumes, by almost 20 per cent, was unprecedented in the post-war period. According 
to research by the CEPRa, the fall in demand had an amplified effect on world trade due to the 
integrated nature of global supply chains. As OECD researchb shows, and as noted in Budget 2009 
Box B3, restricted access to trade financing is also likely to have played a role in amplifying the short-
term response of trade to falling demand.

1World Trade Organisation.

Chart b: World merchandise exports and industrial production
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1Netherlands Bureau of Economic Policy Analysis. 

Chart a: World trade and industrial production 
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In the second half of 2009, world trade volumes have started to recover, climbing 8 per cent from 
their trough in May. Underlying this improvement has been the stabilisation in global demand; with 
global industrial production more than 5 per cent higher since March. Much of this recovery has 
been driven by emerging market economies such as China where stimulus measures have led to a 
sharp increase in economic activity – retail sales are up 16 per cent on the year and motor vehicle 
sales are up by over 40 per cent. While imports by advanced economies have recovered, so far 
growth has been relatively modest.

a The Great Trade Collapse: Causes, Consequences and Prospects, Baldwin, R., November 2009
b Understanding the world trade collapse, OECD working paper No. 729

The  In te rna t i ona l  po l i c y  r e sponse
A key factor behind the improvement in the outlook for the global economy has A.8	

been the unprecedented, co-ordinated, global policy response. At the G20 London summit, 
Leaders agreed to act to stabilise the global financial system and promote growth in the 
global economy. Significant fiscal and monetary stimulus measures were put in place, 
alongside financial sector interventions and increased resources to support world trade and 
vulnerable economies in emerging markets, suffering from sharp declines in capital flows. 
These measures are discussed in detail in Chapter 2.

Global labour 
markets
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Chart A1: Official interest rates in the major advanced economies
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A.9	 The US economy returned to growth in the third quarter of 2009 after falling for four 
consecutive quarters in what was the deepest US recession in the post war period. The US 
authorities’ policy response has been important to the turnaround for the economy. Official 
interest rates have remained historically low, additional measures by the Federal Reserve 
have reduced mortgage and short-term refinancing rates, and the effects of government 
transfers to individuals and businesses, as part of the American Recovery and Reinvestment 
Plan, have been seen in higher consumption and government spending.

However, the US economy still faces some headwinds to growth, as the outlook for A.10	
consumption has been weakened by rising unemployment, slowing income growth, and past 
falls in asset prices which have damaged households’ net worth. The saving rate has risen by 
3.1 percentage points since the start of 2008, to 4.4 per cent in October 2009, as households 
have sought to repair their balance sheets. Consensus forecasts suggest that the US economy 
is set to contract by 2.4 per cent in 2009 before recovering to 2.7 per cent growth in 2010.

A.11	 The euro area is the UK’s major export market, accounting for almost 50 per cent of 
UK exports, whereas the US accounts for about 17 per cent. The euro area was severely 
affected by the contraction in world trade at the beginning of 2009. Since then, world trade 
has stabilised and exports have picked up – significantly so in some countries. With a pick up 
in external demand, manufacturing new orders have started to increase, rising 7.8 per cent 
in the third quarter, and confidence is also increasing. Industrial production rose by over 
2 per cent in the third quarter of 2009. Overall, the euro area grew in the third quarter of 2009, 
with the majority of countries returning to growth.

The euro area economy is forecast to contract by around 4 per cent in 2009, albeit A.12	
recovering in the second half of the year as fiscal stimulus packages take effect, export 
demand picks up, and stockbuilding contributes to growth. Growth of 1¼ per cent is 
expected in 2010, before growth picks up into 2011 and 2012 as confidence and external 
demand continue to improve. However, domestic demand faces significant headwinds, not 
least from weak labour markets in many countries and deleveraging in some countries that 
is likely to weigh on credit demand even as supply conditions continue to improve.

United States

Euro area
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A.13	 The impact of the global crisis on emerging Europe has been particularly pronounced 
given the region’s dependence on bank finance and export demand from Western Europe, as 
well as the large external imbalances seen in many countries before the crisis. IMF 
programmes are in place for a number of countries and recent economic data show tentative 
signs of stabilisation in the region as demand in main export markets recovers. 
Notwithstanding large differences between countries in the region, the fundamentals continue 
to remain weak and economic recovery is likely to lag developments in Western Europe.

A.14	 Of all the world’s regions, Asia has been the quickest to rebound. Japan, the region’s 
largest economy, returned to growth in the second quarter of 2009, following steep declines 
in output around the turn of the year. As the effects of the fiscal stimulus packages enacted 
during the crisis have begun to take hold along with an improvement in trade flows in the 
region, the near term outlook has improved. 

Some countries continued to grow throughout the downturn and accommodative A.15	
monetary and fiscal policies have helped boost growth this year. India grew by 7.9 per cent in 
the third quarter of 2009 compared with a year earlier, and China by 8.9 per cent. The initial 
rebound in China has largely been driven by the stimulus package introduced last November 
worth around 6 per cent of GDP and set to be in place until the end of 2010. Spending on 
investment projects, strong credit growth and tax incentives have helped to boost domestic 
demand significantly. This has kept growth close to pre-crisis levels despite a deterioration in 
export demand. Consensus forecasts for China are for 8.5 per cent growth in 2009 and 9.6 per 
cent growth in 2010. 

A.16	 Economies reliant on income from commodity exports were hit by the slump in 
prices earlier this year. In Latin America, GDP is set to contract by 2.1 per cent in 2009 
according to consensus expectations, compared with 4.2 per cent growth in 2008. Russian 
output fell by 8.9 per cent in the third quarter of 2009 compared to the previous year. As 
policy measures and recent commodity price increases feed through, growth is set to recover 
in 2010.

Prospec t s  f o r  the  wor ld  e conomy
A.17	 Given the opposing factors of a severe global downturn and an unprecedented 
international policy response, prospects for the world economy remain uncertain. Although 
by less than at Budget 2009, the world economy is still forecast to contract by 1 per cent in 
2009. The contraction has been most severe among the advanced economies and although 
the second half of 2009 is likely to see an improvement, G7 GDP is forecast to contract by 
3½  per cent in 2009. As the policy stimuli announced earlier this year by advanced and 
emerging market economies feeds through fully, the world economy is forecast to grow by 
3¼ per cent in 2010, before rising to 4¼ per cent in 2011 and 2012.

A.18	 The outlook for inflation among the G7 economies remains weak. Large output gaps 
in several economies are expected to weigh down on inflation, despite the forecast recovery 
in demand in 2010. Inflation in the G7 is forecast to slow to ¼ per cent in 2009 before rising 
to 1½ per cent in 2011. 
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Table A1: The world economy

	Percentage change on a year earlier, unless otherwise stated

	 Forecast

	 2008	 2009	 2010	 2011	 2012

World GDP	 3¼	 –1	 3¼	 4¼	 4¼

Major 7 countries1:

  Real GDP	 ¼	 –3½	 1¾	 3	 3¼

  Consumer price inflation2	 1¾	 ¼	 1¼	 1½	 1¾

Euro area GDP	 ½	 –4	 1¼	 2¼	 2½

World trade in goods and services	 3	 –12¼	 2½	 5½	 7¼

UK export markets3	 2¼	 –11¼	 2½	 4	 6¼
1 G7: US, Japan, Germany, France, UK, Italy and Canada.
2 Per cent, Q4.
3 Other countries’ imports of goods and services weighted according to the importance of imports from the UK in those countries’ total imports.

Wor ld  t rade  and  UK  expor t  marke t s
A.19	 With the stabilisation in industrial production and the improved conditions for trade 
finance, partly as a result of G20 commitments, world trade has started to recover in recent 
months. World goods trade data from the Netherlands Bureau of Economic Policy Analysis 
show that in the third quarter of 2009, world goods trade volumes rose over 4 per cent on the 
previous quarter, the first quarterly increase since the start of 2008.

A.20	 UK export market growth is a measure of world trade weighted to reflect the 
geographical pattern of UK exports. In recent years, UK export markets have grown more 
slowly than world trade as the majority of UK trade is with other advanced economies, where 
trade growth has been slower than among emerging markets. However, the synchronised 
nature of the downturn has meant that trade among advanced economies has fallen more in 
line with global trade. As a result UK export markets are forecast to move more closely in line 
with world trade and contract by 11¼ per cent in 2009. Growth in UK export markets is 
forecast to resume with 2½ per cent in 2010, before rising to over 6 per cent in 2012, close to 
its long-term average.

World trade

UK export 
markets
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Chart A2: G7 GDP and world trade

G7 GDP1

1 Real GDP (Major 7 countries) at constant prices.
2 HM Treasury estimates based on OECD data.
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THE  UK  ECONOMY

Over v i ew  o f  r e cen t  deve lopments
Since Budget 2009, the impact of the financial crisis on the UK economy has been A.21	

more severe than forecast, as a collapse in confidence and demand around the turn of the 
year led to a sharper than anticipated fall in output. Decisive interventions by governments 
around the world have helped to contain the crisis and reduce the severity of the downside 
risks to the economy.

A.22	 Along with other leading economies, the UK entered recession in the first half of 
2008. The intensification of the global financial crisis following the collapse of Lehman 
Brothers in September 2008 led to a collapse in confidence and a further reduction in the 
availability of credit. As a result, output fell sharply in the final quarter of 2008 and following 
ONS data revisions, the fall in output was greater than anticipated at Budget 2009. 

The deterioration in global economic demand at the end of 2008 triggered an A.23	
involuntary build up in stocks, which firms unwound rapidly towards the end of the year, 
depressing growth. As confidence declined, output contracted by 2.5 per cent over the first 
quarter of 2009, the largest quarterly fall in over forty years. 

Since then, the pace of decline has eased, in line with the Budget forecast, as the A.24	
substantial macroeconomic stimulus in place has increasingly taken hold.

A broad range of economic data suggests activity has stabilised in recent months. A.25	
Business optimism indicators have picked up, retail sales continue to rise and the level of 
employment rose in the third quarter of 2009. House price indicators have consistently 
shown monthly gains and the latest Royal Institute of Chartered Surveyors (RICs) survey 
reported further increases in its stock to sales ratio – a leading indicator of future price 
movements. The Chartered Institute of Purchasing Managers’ indices (PMI) have also picked 
up in recent months indicating a recovery in output growth.

GDP growth
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Box A2: Indicators of GDP growth

Over recent quarters, preliminary estimates for GDP growth have been consistently below market 
expectations. This partly reflects a tendency for external commentators to use past relationships 
between business surveys and GDP data to inform their short-term forecasts. While business 
surveys tend to correlate closely with GDP growth over the economic cycle, this relationship is 
likely to be weaker around turning points. This may be due to the way surveys are constructed, 
as respondents compare current levels of activity with an earlier period and the survey reports the 
average of these responses. The reported figure therefore reflects the breadth of the changes in 
output across businesses, but not its depth, and so such surveys may not fully capture the change in 
GDP when output is falling or rising more sharply than usual.

Chart b: PMI composite and GDP growth
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Chart a: Services output growth1,3 and business surveys2,3
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There has also been some variation in the strength of different surveys. Recent ONS data seem 
more consistent with the British Chambers of Commerce (BCC) than with the PMI readings. 
Nonetheless, all the surveys have demonstrated a marked improvement in activity since the spring, 
confirming evidence from a broad range of other data (see paragraph A.25).

Table a: Revisions to recent quarterly GDP data

	 2008Q4	 2009Q1	 2009Q2	 2009Q3

Consensus forecast1	 –1.2	 –1.5	 –0.3	 0.2

Preliminary estimate	 –1.5	 –1.9	 –0.8	 –0.4

First Quarterly National Accounts2	 –1.6	3                    –2.4	 –0.6	

Latest estimate	 –1.8	 –2.5	 –0.6	 –0.3
1 Average of independent forecasters, as surveyed by Bloomberg prior to the preliminary estimate. 
2 Released around two months after the preliminary estimate. 
3 Latest data available at Budget 2009.

As further information becomes available, revisions may bring official GDP data more into line with 
survey indicators. Preliminary estimates of GDP, in particular, tend to be revised as over half of the 
information contained in the first release are based on ONS forecasts rather than actual data, such 
as output of the construction sector. 

A.26	 Consumer price inflation has fallen back from its peak of 5.2 per cent in September 
2008, as forecast at Budget 2009. However, the decline in inflation has been less than 
expected due to higher oil prices and greater than expected pass-through from sterling’s 
depreciation to goods with a high import content. CPI inflation rose to 1.5 per cent in 
October. 

RPI inflation has been below zero since March 2009, due to declines in house prices A.27	
and the lagged feed-through from the fall in Bank Rate to mortgage interest payments. 
These housing components are not included in the CPI and have driven the large difference 
between the RPI and CPI measures of inflation. As part of the annual update of the basket 

Inflation
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of goods and services that underpin CPI and RPI by the ONS, the UK Statistics Authority has 
endorsed a proposed change to the interest rate measure used in the calculation of mortgage 
interest payments in the RPI from a Standard Variable Rate to an Average Effective Rate3. 

A.28	 No single measure captures the transmission of the global crisis and its implications 
for credit conditions, but a good indicator of risk in the wholesale markets is the spread of 
interbank lending rates over market expectations of policy rates. Following the Government’s 
interventions in the banking system during 2008 and 2009, and monetary easing by the Bank 
of England, this spread has fallen substantially, from an average of more than 200 basis 
points in October 2008, to an average of 19 basis points in November 2009. 

However, as discussed in the 2008 Pre-Budget Report, this spread only captures A.29	
one part of the price of credit to the real economy. While lower Bank Rate has reduced the 
absolute price of bank loans faced by households and companies, the spread between rates 
for new lending to households and small and medium sized companies over policy rates 
has widened and the availability of credit remains restricted. However, the latest Bank of 
England Credit Conditions Survey suggests some increase in credit availability to corporates 
is expected over the next three months.

A.30	 Lending to households and private non-financial companies (PNFCs) has been weak 
in 2009. The stock of secured lending to households grew by less than 1 per cent and the 
stock of lending to PNFCs fell during 2009. However, the decline in lending to PNFCs in 
percentage terms is similar to that seen in the 1990s recession. According to the Bank of 
England Lending Panel, proceeds from capital market issuance by larger firms have been 
used to pay back bank debt.

The Government has carried out a series of interventions in the financial system, A.31	
aimed at tackling problems at individual institutions; addressing system-wide instability; 
and getting credit flowing through the economy once more. In particular, the Bank of 
England’s programme of quantitative easing, which involves buying assets financed by the 
creation of central bank money, has helped prevent further falls in liquidity outside of the 
banking system. See Chapters 2, 3 and 4 for more discussion on these actions and further 
measures in support of the economy.

THE  UK  ECONOMY FORECA ST

The  Treasur y ’ s  approach  to  e conomic  f o recas t ing
Economic forecasting inevitably involves judgement about the uncertain path of A.32	

future events and also about the current position of the economy.

A.33	 The Treasury’s approach to forecasting macroeconomic developments, set out in 
detail in Budget 20074, accords with the growth cycle approach favoured by many 
policymakers. The essential building blocks of this approach are estimates of the ‘trend’ level 
and rate of growth of output, and analysis of cyclical movements around that trend, the 
‘output gap’5. The trend output projection provides the medium-term anchor for the forecast. 
The current output gap estimate, and an assessment of the economy’s momentum based on 

3 The UK Statistics Authority plans to reach a final decision on the proposed change in January 2010 following public 
consultation as well as discussions with the Bank of England, and if required with the Chancellor, under the provisions of 
the relevant part of the Statistics and Registration Service Act 2007.
4 See paragraph B.30 to B.35 of Budget 2007.
5 The Treasury assesses trend output growth on the basis of non-oil gross value added (GVA) rather than overall GDP 
because, while the oil and gas sector affects output, it has little direct impact on capacity pressures in the rest of the 
economy, and hence the sustainable level of non-oil economic activity and employment.

Credit conditions

Credit growth

Growth cycle 
approach
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analysis of individual output, income and expenditure components of activity, informs the 
judgement on the path of the economy back towards trend. At a time when large shocks have 
hit the economy, these estimates and analyses are particularly challenging and the 
judgement they inform is very uncertain. For the 2009 Pre-Budget Report, the Treasury has 
maintained its usual forecast ranges, which represent alternative assumptions about the 
supply-side performance of the economy, not forecast uncertainties. 

Asses sment  o f  t r end  g rowth
As set out in the 2008 Pre-Budget Report and Budget 2009, the global financial shock A.34	

has significantly increased the uncertainties surrounding the prospects for trend output. In 
principle, the shock could affect trend output in a number of ways. For example, a higher 
cost of credit may impact on the trend level of output by reducing the sustainable level of 
capital, while the reduction in the supply of credit more generally may impair the role of the 
financial sector in efficiently allocating resources and spreading risk.6 Hence Budget 2009 
assumed a phased reduction of the level of trend productivity of around 4½ per cent between 
mid-2007 and mid-2010.

In light of a potentially weaker outlook for net migration, Budget 2009 also assumed A.35	
a downward adjustment to the population component of trend output of around ½ per cent 
between mid-2007 and mid-2010, bringing the net migration assumption for these years into 
line with the assumptions underpinning the ONS’ 2006-based low migration variant. 

Official and administrative migration data released since Budget 2009 support the A.36	
possibility of a slowdown in net migration inflows. ONS estimates indicate that net migration 
into the UK fell by 70,000 to 163,000 in 2008, broadly in line with the level of net migration 
implied by the adjusted trend population assumptions. National Insurance numbers 
allocated to non-UK nationals and the number of approved applications to the Worker 
Registration Scheme have also fallen back sharply. The ONS’ latest 2008-based population 
projections, published on 21 October, assume slightly weaker net migration than the 
previous 2006-based projections. However, the ONS’ principal projection for net migration 
remains slightly stronger than that implied by the Treasury’s trend population projection.

A.37	 Table A2 sets out the 2009 Pre-Budget Report assumptions for trend output. 
Consistent with Budget 2009, the 2009 Pre-Budget Report assumes a phased reduction to the 
level of trend output of around 5 per cent between mid-2007 and mid-2010. Beyond 
mid-2010 the growth rate of trend output is assumed to return to 2¾ per cent, in line with 
the rate observed over the half-cycle between 2001Q3 and 2006H2. The downward 
adjustment to trend output of around 5 per cent is broadly in line with recent external 
estimates, as well as analysis of the impact of previous financial crises (see Box A3). 
Nevertheless, the size and timing of the adjustment to trend output remains subject to 
significant uncertainty.

6 See Box B4 of Budget 2009 for more details of the ways in which the global financial shock may affect trend output.

2009 Pre-
Budget Report 

assumptions
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Table A2: Contributions to trend output growth1,2

		  Estimated trend rates of growth, per cent per annum, unless otherwise stated

	 Trend output per hour worked3,4	 Trend	 Trend	 Population5	 Trend
	 average hours	 employment		  output
	 Underlying	 Unadjusted	 worked4	 rate4		
	 (1)	 (2)	 (3)	 (4)	 (5)	 (6)

1986Q2 to 1997H1						    

Budget 2009	 2.13	 1.95	 –0.11	 0.36	 0.26	 2.47
Latest data	 2.13	 1.95	 –0.11	 0.36	 0.26	 2.47

Over the recent past						    
1997H1 to 2001Q3						    

Budget 2009	 3.12	 2.87	 –0.46	 0.50	 0.52	 3.45
Latest data	 3.12	 2.88	 –0.46	 0.50	 0.52	 3.45

2001Q3 to 2006H2						    

Budget 2009	 2.12	 2.07	 –0.26	 0.11	 0.75	 2.68
Latest data	 2.23	 2.18	 –0.26	 0.11	 0.75	 2.80

Projection6						    
2006H2 onwards						    

Budget 2009	 2.25	 2.3	 –0.25	 –0.10	 0.80	 2¾
Level effect: 
from 2007Q3 to 2010Q37 	 –4½	 –4½	 0	 0	 –½	 –5

PBR 20098,9	 2.23	 2.3	 –0.20	 –0.15	 0.80	 2¾
Level effect: 
from 2007Q3 to 2010Q37,8 	 –4½	 –4½	 0	 0	 –½	 –5
1 Treasury analysis based on judgement that 1986Q2, 1997H1, 2001Q3 and 2006H2 were on-trend points of the output cycle. Figures independently 
rounded. Trend output growth is estimated as growth of non-oil gross value added between on-trend points for the past, and by projecting components 
going forward. 
Full data definitions and sources are set out in Annex A of ‘Trend growth: new evidence and prospects’, HM Treasury, December 2006. 
2 Interim projections between Budget 2002 and the 2008 Pre-Budget Report are set out in ‘Budget 2008: the economy and public finances – 
supplementary material’, and the 2008 Pre-Budget Report. 
3 The underlying trend rate is the unadjusted trend rate adjusted for changes in the employment rate, i.e. assuming the employment rate had remained 
constant. Column (1) = column (2) + (1-a).column (4), where a is the ratio of new to average worker productivity levels. The figuring is consistent with 
this ratio being of the order of 50 per cent, informed by econometric evidence and LFS data on relative entry wages. 
4 The decomposition makes allowances for employment and hours worked lagging output. Employment is assumed to lag output by around three quarters, 
so that on-trend points for employment come three quarters after on-trend points for output, an assumption which can be supported by econometric 
evidence. Hours are easier to adjust than employment, and the decomposition assumes that average hours worked lag output by just one quarter, though 
this lag is harder to support by econometric evidence. 
5 UK resident household basis (LFS). Population aged 16 and over. 
6 Neutral case assumptions for trend from 2006H2. 
7 Adjustment reflecting a phased reduction to the level of trend output of around 5 per cent between mid-2007 and mid-2010. 
8 Underlying trend assumptions around which the mid-points of the GDP forecast growth ranges from 2006H2 are anchored. 
9 Within the trend growth projection, small offsetting adjustments have been made to the projections of the individual components of trend growth for  
the 2009 Pre-Budget Report. In particular, the assumed decline in trend average hours has been adjusted up marginally from -0.25 per cent to -0.2 per 
cent in light of evidence pointing to a slowing in the pace of reduction in average hours prior to the downturn. An offsetting downward adjustment has 
been made to the trend employment rate projection from -0.1 per cent to -0.15 per cent per annum.
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Box A3: Impact of the financial crisis on trend output

Consistent with Budget 2009, the 2009 Pre-Budget Report assumes a downward adjustment to the 
economy’s trend level of output in light of the global financial shock. Chart a illustrates this trend 
assumption and compares it to the unadjusted trend output projection assumed for Budget 2008. 
For the 2009 Pre-Budget Report, the level of trend output is gradually adjusted from the middle 
of 2007 so that it is around 5 per cent lower from the middle of 2010 than the level implied by the 
Budget 2008 assumption. 

This adjustment is comparable to the range of recent external estimates. In their latest Economic 
Review, NIESRa present estimates of the impact of the financial crisis on the UK’s sustainable level 
of output of 3 to 5 per cent, while scenarios published by the European Commission point to 
an impact on EU potential output of up to 4½ per cent.b Similarly, the OECD’s latest Economic 
Outlook assumes an average trend output adjustment of 3½ per cent across the OECDc.The 2009 
Pre-Budget Report trend output adjustment is also broadly in line with the average output loss from 
previous financial crises reported in recent analysis by the IMF, based on the application of the IMF’s 
methodology to UK datad.It is also consistent with a number of previous episodes, including the 
period following the ‘Nordic’ financial crises in the early 1990s, with a downward adjustment to the 
level of trend output before reverting to the economies’ pre-crisis trend growth rates (Chart b).

Source: OECD Economic Outlook database.
1Extropolation of 1985-1990 average trend growth rate.

Chart b: Trend output: Nordic crises
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1 Adjusted PBR 2009 neutral trend growth assumptions consistent with annual trend growth rates of 2¾ per cent (2007); 1¼
per cent (2008); 1 per cent (2009); 1 per cent (2010); 2½ per cent (2011); 2¾ per cent (2012); 2¾ per cent (2013);
and 2¾ per cent (2014).
Source: HM Treasury.

Chart a: Trend output1
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a Long-term scarring from the financial crisis, Barrell, R. in NIESR Economic Review, Vol.210, October 2009
b Impact of the current economic and financial crisis on potential output, European Commission, European Economy 
Occasional Paper No.49, June 2009.
c OECD Economic Outlook No. 86 (Preliminary edition), OECD, November 2009. 
d World Economic Outlook October 2009: Sustaining the Recovery, IMF, October 2009.

Asses sment  o f  the  ou tput  gap
The output gap is the difference between actual output and the assumed trend level A.38	

of output in the economy. Taken together with the 2009 Pre-Budget Report trend output 
assumptions, the latest National Accounts data imply a significant negative output gap 
opened up in 2009, reaching over –6 per cent in the third quarter of 2009.



	 T h e  e c o n o m y	 A

1452009 Pre-Budget Report

Chart A3: The output gap 
1,2

1 Mechanical output gap estimates on a semi-annual basis, based on the latest National Accounts data and expressed as actual 
output less trend output as a percent of trend output (non-oil basis). Estimates post-1972 based on Treasury's assessment of 
on-trend points using a broad range of economic indicators as set out in 'Evidence on the economic cycle', published alongside 
the 2008 Pre-Budget Report. Estimates prior to 1972 derived using a Hodrick-Prescott filter as  sufficient data from the 
cyclical indcators monitored by the Treasury are not available to assess on-trend points for this period. 
2 Vertical lines indicate start and end-cycle points as identified by HM Treasury.
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Evidence from the cyclical indicators monitored by the Treasury suggest the A.39	
economy fell below trend during the second half of 2008. Survey evidence also suggests the 
degree of spare capacity subsequently increased markedly towards the end of 2008 and the 
beginning of 2009. However, there is uncertainty about the current estimate of the output 
gap. Some survey indicators suggest a moderation in the degree of spare capacity over the 
third quarter of 2009:

Capacity utilisation indicators from the British Chambers of Commerce ••
Quarterly Economic Survey rose in the third quarter of 2009 although the 
indicators remain below their long-term averages. However, indicators 
of capacity utilisation from the Confederation of British Industry (CBI) 
Industrial Trends Survey and the Bank of England’s Regional Agents suggest a 
larger degree of spare capacity.

While survey indicators of recruitment conditions showed some rises in the ••
third quarter of 2009, there remains a degree of slack in the labour market. 
The unemployment rate has increased from 5.5 per cent in the second half of 
2006 to 7.8 per cent in the third quarter of 2009 and the number of vacancies 
in the economy have declined from their peak of almost 700,000 in early 
2008 to around 430,000 over the third quarter of 2009, indicating a significant 
degree of labour market slack.

The differences in the degree of slack implied by these alternative approaches A.40	
reflects the significant uncertainties over the size of the total impact of the financial crisis 
on trend output; and measurement issues associated with survey indicators and National 
Accounts data.
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GDP AND INFL AT ION  FORECA ST

A.41	 The 2009 Pre-Budget Report economic forecast reflects the balance of key forecasting 
considerations relating to the strength of the negative effect of the global financial crisis and 
private sector retrenchment, and the positive effect of continued macroeconomic policy 
stimulus, both domestically and internationally, on growth. 

The 2009 Pre-Budget Report economic forecast is conditioned on the following A.42	
assumptions: 

the G20 authorities continue to deliver on policy commitments which are ••
effective, so that the world economy is forecast to grow by 3¼ per cent in 
2010, picking up further to 4¼ per cent in 2011 and 2012;

the Government’s financial sector interventions continue to improve the flow ••
of credit, so that the volume of credit available supports recovery; and

the shape of the recovery in the UK economy embodies an orderly ••
adjustment in the sectoral financial balances and a rebalancing of domestic 
and external demand supported by sterling’s depreciation.

A.43	 Given the impact of the global financial market shock and the scale of the global 
macroeconomic and financial policy response, these judgements and assumptions are 
subject to uncertainty. The Treasury has typically adopted two approaches to treating 
uncertainties in economic forecasts. Firstly, the average absolute forecast errors from past 
forecasts are always presented alongside the latest forecasts, as in Table A9 in this Annex. 
Secondly, uncertainties relating to the world economy and financial markets, the balance of 
demand and supply, individual components of demand and policy developments are 
discussed in the text on economic developments and prospects, and in more detail in the 
section on forecast issues and risks at the end of this Annex. 

A.44	 Significant monetary policy stimulus remains in place. The Monetary Policy 
Committee (MPC) has kept Bank Rate at ½ per cent since March, and continued with its 
programme of asset purchases financed by the issuance of central bank reserves. At the 
request of the MPC, the Chancellor authorised an increase in the upper limit of the Asset 
Purchase Facility to £200 billion in November, which the MPC intends to complete by the 
end of January 2010. 

The Government and the Bank of England also carried out a series of interventions, A.45	
which have been successful at preventing the collapse of the financial system and the 
Government is providing significant fiscal support to aggregate demand. Further detail on 
the measures taken by the Government can be found in Chapters 2 and 3. As confidence 
in the recovery grows and financial sector conditions continue to improve, it will become 
possible to tighten fiscal policy gradually to facilitate the rebalancing of private and public 
sector contributions to demand. 

A.46	 The rate of decline in GDP slowed in the second and third quarters of 2009, in line 
with the Budget 2009 forecast, but the contraction of 2.5 per cent in the first quarter was 
much larger than expected. The 2009 Pre-Budget Report economic forecast is for GDP to 
contract by 4¾ per cent over the year in 2009, larger than the 3½ per cent forecast at Budget 
2009. However, given signs of stabilisation in recent economic data, growth is expected to 
return by the end of the year. 

GDP growth is forecast to pick up through 2010 and 2011, as credit conditions A.47	
continue to ease and the continuing and lagged effects of the significant monetary policy 
support, and the depreciation of sterling take hold. 
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Table A3: Summary of forecast

	 Forecast

	 2008	 2009	 2010	 2011	 2012

GDP growth (per cent)1

  Upper end of forecast range			   1½	 3¾	 3¾
  Economic forecast	 ½	 –4¾	 1¼	 3½	 3½
  Forecast underpinning public finance projections			   1	 3¼	 3¼

CPI inflation (per cent, Q4)	 4	 2	 1¾	 1½	 2
1 See footnote to Table A9 for explanation of different growth assumptions.

Chart A4: Gross domestic product (GDP)
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As discussed at Budget 2009, it is usual for GDP growth to pick up in a recovery as A.48	
spare capacity is brought back into productive use. For example, as Chart A4 shows, GDP 
growth was strong in the five years from 1982 and again in the five years from 1993, averaging 
3¼ per cent a year. Indeed, the rate at which the output gap is assumed to close over the 
projection period is comparable to the rate observed following the recession of the early 
1990s, and slightly slower than the rate observed following the recession of the early 1980s 
(see Chart A3). 

A.49	 CPI inflation is expected to continue to rise in the near term, as the pre-announced 
reversal of the cut in the VAT rate back to 17.5 per cent in January 2010 will be anticipated by 
businesses, and fuel prices are expected to remain above the lows of early 2009. The forecast 
assumes that businesses will smooth the pass-through of the reversal of the VAT rate cut, 
with inflation peaking in early 2010.

After these temporary upward pressures have passed, inflation is forecast to fall A.50	
through 2010 and in 2011, moving well below target, as the large negative output gap 
exerts downward pressure on prices. Reflecting this large degree of spare capacity, subdued 
earnings growth is also expected to exert downward pressure on inflation. As the economy 
recovers, with the economy growing at above-trend rates, increases in capacity utilisation 
will place upward pressure on inflation with CPI inflation rising back to target by the end 
of 2012.

CPI Inflation
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Chart A5: CPI 1

1Outturns until 2009Q3; forecasts for every second quarter from 2009Q4 to 2012Q4.
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A.51	 Although subject to the same factors shaping the profile for CPI inflation, RPI 
inflation is forecast to turn positive and then rise more rapidly with the additional upward 
pressure from rising house prices and large reductions in mortgage interest payments 
falling out of the annual comparison.

L ABOUR MARKET

A.52	 Demand for labour weakened through the second half of 2008 and into 2009, as firms 
sought to cut costs. Flexibility within the labour market, coupled with measures to support 
firms’ cash flow, may have limited job losses through the recession (see Box A4). However, as 
output fell sharply in early 2009, redundancies rose to around 300,000 per quarter, 
employment fell back and the ILO unemployment rate increased to 7.8 per cent. More 
recently, increases in ILO unemployment have eased substantially: in the third quarter of 
2009, ILO unemployment rose by 30,000 – well below the rise seen during the first half of the 
year – to just under 2.5 million. Similarly, following the record monthly increase seen in 
February 2009, increases in the claimant count have moderated, averaging less than 19,000 
per month in the three months to October, when the number of unemployed claimants rose 
to 1.64 million.

A.53	 Average earnings growth has slowed markedly over the past year and pay settlements 
have eased. Private sector earnings growth on a year earlier (excluding bonus payments) has 
fallen from around 3¾ per cent in mid-2008 to 1½ per cent in the three months to September 
2009 – the lowest rate on record. Initially the slowdown was driven by weaker pay drift, but 
through 2009 around one-third of pay settlements have been at zero, weighing down on 
nominal earnings growth.

Although firms are no longer laying employees off in substantial numbers, vacancies A.54	
have not increased from the lows recorded in recent months. Moreover, firms continue to 
expand part-time employment rather than full-time contracts. Private business surveys of 
employment intentions – such as those produced by Manpower and the British Chambers 
of Commerce – suggest that employers are likely to remain tentative in the near term. 

RPI Inflation

Unemployment 
and employment

Average earnings
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A.55	 The claimant count is forecast to continue to rise, peaking at about 1¾ million 
around the middle of 2010 with the lag between output and employment much shorter than 
before. As the economic recovery takes hold, employment is forecast to rise and 
unemployment to fall. While a recession can put upward pressure on the structural rate of 
unemployment, evidence from the OECD7 indicates that this is less likely to persist in 
countries with flexible product and labour markets such as the UK. The investment in 
employment support since 1997 coupled with additional funding put in place through the 
current downturn, has maintained off-flow rates from the claimant count above those seen 
in the previous recession. Taking all these factors into account, the claimant count is 
projected to fall back to around 1½ million by the end of 2012. 

Box A4: Recessions and the labour market

Output has fallen more sharply in the current downturn than in the early 1990s recession, but 
employment has held up relative to the labour market performance at that time and compared to 
expectations at the start of this recession (Chart a). A number of factors may have helped support 
employment through the current recession.

1 Calculated from company liquidations in the latest twelve month period divided by the average number of companies in that
period. As from Q2 2008, register figures supplied by Companies House are counted at the end of each calendar month; 
previously they were monthly averages.
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Chart b: Rate of company liquidations in England and Wales1

1 Pre-recession quarter=1990Q2 for 1990s GDP and employment curves. Pre-recession quarter=2008Q1 for 2008-09 GDP
and employment curves.
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Firms and employees have reacted to the recession flexibly. Firms have succeeded in lowering total 
compensation of employees by agreeing shorter working hours, acting to freeze pay in nominal 
terms and reducing non-wage labour costs, while also laying off some workers. Individuals in the 
labour market have taken part-time employment as an alternative to unemployment. Part-time 
employment has risen over the course of the recession and at the same time the proportion of 
part-time employees saying they would prefer full-time employment has also increased. This 
flexibility is likely to have supported aggregate employment in the face of sharp declines in output. 
The substantial reforms to Jobcentre Plus and Jobseeker’s Allowance since the late 1990s, and the 
additional funding for Jobcentre Plus and the extension of the Rapid Response Service announced 
in the 2008 Pre-Budget Report and Budget 2009 have helped to ensure the unemployed do not 
become detached from the labour market. At present, around half of claimants move off Jobseeker’s 
Allowance within three months of making a claim.

The relatively modest decline in employment in the UK could also be due to a smaller rise in the 
proportion of firms going into liquidation compared with the 1990s recession (Chart b). The Bank 
of England have noteda this could be due in part to the extensive support the Government has 
provided for business cash flow through the tax system and spending measures since the 2008 Pre-
Budget Report, as set out in Chapter 4.

With fewer people losing their jobs, there has also been a smaller than expected rise in mortgage 
repossessions. This has helped to reinforce the confidence of mortgage lenders, breaking the potential 
adverse feedback loop of lower asset values and lower lending.

a Inflation Report, Bank of England, November 2009.

7 OECD Economic Outlook No.86, OECD, November 2009.

Prospects
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UK DEMAND AND OUTPUT  IN  DETA IL

A.56	 Private sector demand contracted significantly in the second half of 2008 and the 
first half of 2009. During this period, government spending has continued to contribute 
positively to growth, and accommodative macroeconomic policy is expected to boost private 
sector demand through 2010, helping smooth adjustment towards a more balanced 
economy. From next year onwards, as the economy moves to a more balanced composition 
of demand and confidence returns, private demand is expected to grow at above trend rates.

Macroeconomic adjustment is likely to entail increased investment by firms as A.57	
they respond to new opportunities, and a rebalancing of domestic and external demand. 
In the third quarter of 2009, business investment levels were around three quarters of their 
previous peak. But as private sector demand becomes both stronger and less uncertain, and 
credit conditions continue to ease, investment is expected to rebound and so to contribute 
around 1 per cent to GDP growth in 2011 and 2012. Net trade is forecast to contribute ½ per 
cent to growth each year from 2010, reflecting a recovery in world demand, gains in export 
competitiveness and consumers substituting towards UK produced goods.

Table A4: Contributions1 to GDP growth2

	 Percentage points, unless otherwise stated

	 Average	 Forecast

	 2000 to 2007	 2008	 2009	 2010	 2011	 2012

GDP growth, per cent	 2¾	 ½	 –4¾	 1 to 1½	 3¼ to 3¾	 3¼ to 3¾

Main contributions

  Private consumption	 1¾	 ½	 –2	 ¼	 2	 2

  Business investment	 ¼	 ¼	 –2	 –¼	 1	 1¼

  Dwellings investment3	 ¼	 –½	 –¾	 0	 ¼	 ¼

  Government4	 ¾	 1	 1	 ¼	 –1	 –¾

  Change in inventories	 0	 –½	 –1¼	 ¾	 ½	 0

  Net trade	 –¼	 ½	 ¾	 ½	 ½	 ½
1 Based on central case. For the purpose of projecting public finances, forecasts are based on the bottom of the GDP forecast range.
2 Components may not sum to total due to rounding and omission of transfer costs of land and existing buildings and the statistical discrepancy.
3 The sum of public corporations and private sector investment in new dwellings and improvement to dwellings.
4 The sum of government consumption and general government investment.

Househo lds  and  consumpt ion 
Household consumption is the largest expenditure component of demand, A.58	

accounting for around 64 per cent of nominal GDP in 2008. Between 2001 and 2008, the 
consumption share remained stable. However, since households received a declining share 
of national income, growth in consumption was maintained by spending a larger proportion 
of their income, with a fall in the household saving ratio from a high of 6 per cent in 2001 to 
1.7 per cent in 2008.

Shape of the 
recovery
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Table A5: Household sector1 expenditure and income

	 Percentage change on a year earlier, unless otherwise stated

	 Average	 Forecast

	 2000 to 2007	 2008	 2009	 2010	 2011	 2012

Household consumption2	 3	 1	 –3	 0 to ½	 2¾ to 3¼	 2¾ to 3¼

Real household disposable income	 2¼	 2	 1½	 3¼ to 3¾	 2¼ to 2¾	 1½ to 2

Saving ratio3 (level, per cent)	 4¼	 1¾	 5¼	 8	 7½	 6½
I Including non-profit institutions serving households.
2 Chained volume measures.
3 Total household resources less consumption expenditure as a percent of total resources, where total resources comprise households’ disposable income plus the increase in their net 
equity in pension funds.

A.59	 In 2009 there have been a number of competing influences on disposable income. 
Real income growth has slowed due to very weak growth in wages and salaries and lower 
interest receipts, but it has been supported by lower mortgage payments, falling inflation 
and fiscal support from the tax and benefits system. Overall, real disposable income in the 
second quarter of 2009 was slightly higher than the year before.

Real incomes will continue to be supported by the automatic stabilisers throughout A.60	
next year with real terms uprating of benefits. As the labour market recovers, the contribution 
of the automatic stabilisers will diminish as wage growth and employment picks up. 

A.61	 Consumer spending growth fell from 2.1 per cent in 2007 to 1 per cent in 2008, with 
consumption falling sharply towards the end of 2008. Household consumption fell by almost 
2½ per cent in the first half of 2009, as discretionary expenditure declined. The consumption 
of durable goods recovered in the second quarter after falling slightly at the beginning of 
2009. Sales may have been supported, to an increasing degree, by the reduction in the 
standard rate of VAT and by the Government’s car scrappage scheme. Retail sales, that make 
up around a third of total consumption, have been resilient and grew 3.4 per cent in volume 
terms in the year to October. 

Household consumption stabilised in the third quarter of 2009 and, following A.62	
recoveries in consumer confidence and household expectations of future income, this 
stabilisation is likely to be sustained.

A.63	 With recent declines in consumer spending, the saving ratio rose from a low of –½ 
per cent in the first quarter of 2008, to over 5½ per cent in the second quarter of this year. 
Estimates of the saving ratio can be revised quite heavily as new data on income and 
spending become available. The pace and extent of the adjustment currently reported are 
therefore subject to uncertainty. However, it seems clear that a significant adjustment is 
underway.

A.64	 Consumption is forecast to contract over 2009 as a whole. However, it is assumed 
that households will bring forward some consumption from 2010 to 2009 as a result of the 
lower relative prices associated with the reversion of the temporary cut in the standard rate 
of VAT. Consumer spending then strengthens later in 2010 as credit conditions ease and 
lower effective interest rates support household spending. Consumer spending is then 
forecast to grow at a rate closer to that of overall GDP and greater than that of real household 
disposable income in 2011 and 2012. As a result the saving ratio is forecast to fall back to 
under 7 per cent by 2012.

A.65	 There are several risks and considerable uncertainty over the outlook for 
consumption. Weak availability of credit could constrain households in their ability to 
smooth consumption. There is also a risk that households aggressively cut consumption to 
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rapidly pay down debt, and repair their balance sheets that have been damaged by falling 
asset prices. Households have already adjusted their financial balances, but the evidence 
from previous recessions suggests there may be further adjustment before consumption 
stabilises relative to income. On the other hand, as confidence improves the saving ratio 
could fall back more quickly than assumed.

Consumption may also be squeezed further by increases in precautionary saving A.66	
driven by households’ expectations over higher risk in the labour market or household 
finances. Stable and low interest rates that have reduced debt-servicing costs for households 
together with recent rises in house and equity prices have reduced this risk.

Hous ing
A.67	 House prices have shown signs of stabilising in recent months and sooner than 
independent forecasters had expected. The Nationwide house price index, for example, has 
risen by over 8 per cent since February, though it is still nearly 13 per cent below its peak in 
late 2007. The number of property transactions and mortgage approvals are now 
substantially higher than the record lows seen at the end of last year. The Bank of England’s 
latest Credit Conditions Survey also reported a rise in the demand for loans to purchase 
houses, supported by improved consumer confidence, affordability and reduced cost of 
borrowing.

There remains considerable uncertainty on the outlook for the housing market. A.68	
Lenders are still constrained by a lack of access to funding as concerns over solvency and 
losses have caused several lenders to strengthen their balance sheets. In these circumstances, 
lenders continue to be cautious about products and pricing, and have moved away from 
higher-risk lending. This, together with pressure on householders’ incomes may continue 
to limit the number of prospective buyers and so restrain further increases in house prices. 
As the market recovers, an increase in the supply of properties for sale may also serve to 
moderate prices.

A.69	 Following the large 11½ per cent decline over the year in 2008, dwellings investment 
continued to fall sharply in 2009. As the availability of mortgage lending remained 
constrained, and home purchasers anticipated further declines in house prices, dwellings 
investment fell by over 10 per cent in the first quarter of this year, its largest quarterly fall 
since 1993. 

Compan ie s  and  i nves tment
Business investment accounts for around 10 per cent of nominal GDP, but its role in A.70	

the economy extends beyond that, affecting future growth by raising the amount of physical 
capital available to each worker with which to produce goods and services. It is a feature of 
firms’ investment spending that it typically exhibits much larger cyclical fluctuations than 
other components of demand, as seen in the sharp contraction in investment at the start 
of 2009.

A.71	 Companies finance investment internally, using the cash flow generated by their 
operations, or externally, either through bank lending or by issuing equity or debt to 
investors. In aggregate, firms’ gross operating surplus has declined during the recession 
following falls in demand, although it continues to exceed beyond the level of investment 
and in aggregate, firms’ financial balances continue to be far stronger than in the early 
1990s recession.

House prices
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In recent months, net funds raised by UK companies have been very volatile, A.72	
although several general trends have emerged. In line with previous recessions, net lending 
growth to private non-financial companies has fallen and in recent quarters the net flow of 
lending has turned negative. The observed weakness in lending to companies partly reflects 
weaker demand for bank lending by UK companies as investment intentions have been 
scaled down in the face of uncertain demand. 

Credit availability also remains a factor, as seen in recent surveys from the CBI. The A.73	
Bank of England Agents’ summary in November also reported that while some firms felt that 
the availability of credit had eased, there was a perception by some – particularly amongst 
smaller firms and those linked to the construction and property sectors – that credit was 
hard to access at any price. 

Net debt and equity issuance rose significantly in the first half of 2009 compared with A.74	
the year before. The move away from bank lending towards capital market finance can be 
explained in part by the constrained availability of bank credit and tighter lending conditions 
to companies, as discussed above. Survey evidence from the Bank of England’s Regional 
Agents Survey and the most recent Deloitte survey of Chief Finance Officers also suggested 
it may reflect a desire to restructure balance sheets rather than to finance investment as 
companies have used the proceeds from capital issuance to pay down existing bank debt. 

Table A6: Gross fixed capital formation

	 Percentage change on a year earlier

	 Average	 Forecast

	 2000 to 2007	 2008	 2009	 2010	 2011	 2012

Whole economy1	 4	 –3¼	 –14¼	 –2 to –1½	 4¼ to 4¾	 8½ to 9

of which:

  Business2,3	 3½	 1¼	 –18¾	 –3¾ to –3¼	 9¾ to 10¼	 11¾ to 12¼

  Private dwellings3	 4¼	 –11½	 –24¼	 –4½ to –4	 7 to 7½	 8¼ to 8¾

  General government3	 5¼	 13	 25¼	 1	 –21¼	 –10¼
1 Includes costs associated with the transfer of ownership of land and existing buildings.
2 Private sector and public corporations’ non-residential investment. Includes investment under the Private Finance Initiative.
3 Excludes purchases less sales of land and existing buildings.

A.75	 Business investment has fallen very sharply since the start of the recession. As 
uncertainty over the global economic outlook increased and confidence collapsed, business 
investment fell by 10¼ per cent in the second quarter of 2009, taking the annual rate of 
decline to a record low of 21¾ per cent. The pace of contraction slowed markedly in the third 
quarter of this year. This is consistent with the latest evidence from private business surveys 
that suggest stabilisation in the near term.

A.76	 Reflecting the sharp fall in investment at the start of the year, business investment is 
forecast to contract by 18 per cent in 2009. Falls in business investment are likely to moderate 
going forward, aided by government measures to support investment such as the temporary 
enhanced first-year capital allowance introduced in Budget 2009. Investment is forecast to 
stabilise in 2010 as credit conditions ease and uncertainty over demand continues to subside. 
As the outlook for demand improves, investment growth is forecast to pick up strongly, to 
10  per cent in 2011 and 12 per cent in 2012, as firms take up new opportunities in the 
rebalancing economy.

A.77	 A revival in business investment could be held back if the availability of external 
finance to firms remains constrained, as banks try to restructure and strengthen their 
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balance sheets or capital markets fail to meet the demand for funds. These supply-side 
constraints could be paralleled by limited demand, should businesses decide to continue 
paying down debt given concerns over the outlook.

Trade  and  the  ba l ance  o f  payments 8

The rebalancing of external and domestic sources of demand is likely to A.78	
be driven by a combination of export competitiveness, and import substitution 
as UK consumers respond to higher import prices and switch towards domestically 
produced goods and services. 

A.79	 UK export volumes were severely affected by the sharp contraction in global export 
demand. As global demand for UK goods and financial services continued to decline, the 
volume of UK exports fell by 7 per cent in the first quarter of 2009, the largest quarterly 
contraction on record. Consistent with the crisis in world financial activity, over two thirds of 
the fall in nominal exports of services in the first half of 2009 was due to declining exports 
from the financial services sector.

The pace of decline in export volumes started to ease in the second quarter of this A.80	
year as the global economy stabilised. Growth in goods export volumes returned in the third 
quarter, bolstered by a pick up in demand in some of the UK’s largest export destinations, 
such as the US and euro area, which together constitute about two thirds of the UK’s export 
markets. 

Export volume growth is forecast to pick up progressively through the forecast A.81	
horizon as the US and economies in the EU strengthen and world trade demand recovers. 
As the full impact of sterling’s depreciation takes effect and UK businesses take advantage 
of new export opportunities and a strengthening recovery in world trade, export growth is 
expected to rise into 2011 and 2012.

A.82	 Import volumes declined by 0.8 per cent over the year as a whole in 2008. As with 
exports, the pace of quarterly decline in import volumes increased further in the first quarter 
of 2009, in part due to a large contraction in inventories and investment demand. The rate of 
decline then eased and in the third quarter of 2009 import volumes rose by 1.3 per cent.

Import volumes are expected to remain relatively subdued into 2010, as higher A.83	
import prices encourage UK consumers to switch to domestically produced goods and 
services. As UK demand and investment in particular recovers, the growth in import volumes 
is forecast to rise from 2011.

A.84	 Having subtracted from growth in 2007, net trade contributed positively in 2008 and 
in the first two quarters of 2009, reflecting greater falls in imports relative to export volumes. 
In the third quarter, the nominal net exports deficit declined, but in real terms it rose as 
relatively weaker export volumes were outweighed by imports, so that net trade subtracted 
from the quarterly change in output.

8 The volume of exports and imports in the economic forecast abstracts from the effects of activity related to Missing 
Trader Intra-Community fraud (MTIC), which significantly inflated the value of measured goods trade in early 2006, by 
making a neutral assumption that the adjustment for MTIC-related activity remains constant throughout the forecast 
horizon at the latest quarterly estimate, and that trade grows in line with underlying determinants. For a fuller explanation 
of the effect of MTIC-related activity on trade in recent years, see paragraphs B.76 to B.82 of Budget 2008. All figures cited 
in this section and those reported in Table A7 relate to export and import growth excluding the MTIC adjustment.
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Net trade is forecast to continue contributing to growth throughout the forecast A.85	
horizon, as the depreciation of sterling and recovery in the global economy support the 
rebalancing of UK domestic and external demand. In line with the Budget forecast, the 
contribution to GDP growth from net trade is forecast to be ½ per cent in each year from 
2010 to 2012, in contrast to the negative contribution on average from 2000 to 2007.

Table A7: Trade in goods and services

	 Percentage points, unless otherwise stated

	 Average	 Forecast

	 2000 to 2007	 2008	 2009	 2010	 2011	 2012

Volumes (excluding MTIC)1

  Exports	 4½	 1	 –10¾	 2 to 2½	 4½ to 5	 5 to 5½

  Imports	 5¼	 –¾	 –12½	 ½ to 1	 1¾ to 2¼	 2¾ to 3¼

Prices2

  Exports	 1	 12¾	 2	 ¼	 ¾	 1¾

  Imports	 1	 11¼	 3½	 1¾	 2¼	 2¼

  Terms of trade3	 0	 1¼	 –1½	 –1½	 –1½	 –¾

Goods and service balance (£ billion)	 –32¼	 –37¼	 –32	 –33	 –30¾	 –25¼
1 Table A9 contains figures including the effects of MTIC-related activity. The forecast is therefore based on the neutral assumption that the level of MTIC-related activity stays flat at the 
latest quarterly estimate throughout the forecast.
2 Average value indices.
3 Ratio of export to import prices.

A.86	 In 2008, the UK current account deficit narrowed for the second consecutive year, 
from 2¾ per cent of GDP in 2007 to 1¾ per cent. More recently, the overall balance has been 
volatile, demonstrating the considerable uncertainty in the underlying trend due to flows 
related to the financial services sector. The current account deficit is forecast to narrow 
gradually from 2¼ per cent in 2009 to 1¾ per cent of GDP in 2012.

Chart A6: Balance of payments current account
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A.87	 Flows of foreign direct investment (FDI) to and from the UK declined substantially in 
2008 and into 2009; a pattern repeated across the world as the global financial crisis 
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intensified. According to the 2009 UNCTAD World Investment Report9, global FDI flows fell 
significantly in 2008, with global inflows of FDI declining for the first time in six years. Whilst 
flows of FDI have suffered with the onset of the financial crisis, the UK continues to have the 
largest stock of inward and outward FDI as a percentage of GDP in the G7.

The financial year ending in the first quarter of 2009, in particular the final quarter A.88	
of 2008, saw large financial account inflows as UK resident banks reduced their outstanding 
loans to overseas banks, but this was balanced by large outflows as overseas banks reduced 
their loans to UK resident banks. However, as sterling’s depreciation increased the value of 
UK assets in nominated foreign currencies, the international investment position (the stock 
of UK external assets less external liabilities) became positive for the first time since 1995.

Output  sec tor s
A.89	 Over 75 per cent of UK gross value added (GVA) is accounted for by service sector 
activity. This share has risen steadily in recent years, as has the service sector’s share of UK 
exports. Tighter credit conditions and a decline in confidence through the second half of 
2008 and into 2009 triggered a reduction in discretionary spending by both consumers and 
firms. As a result, output fell significantly in sectors ranging from motor and catering trades, 
to the broad ‘other business services’ sector, which includes advertising activities. The pace 
of decline has moderated significantly over recent quarters, and the latest Index of Services 
release showed a 0.4 per cent increase in output in September. The services Purchasing 
Managers Index in October and November also showed increases over the third quarter.

A.90	 In common with advanced and emerging economies around the world, UK 
manufacturers were hit hard by the loss of confidence and steep falls in world trade through 
late 2008 and early 2009. Manufacturing output broadly stabilised over the second and third 
quarters and the latest Index of Production data shows a rise in September and output being 
maintained in October. Output within the consumer durables and capital goods industries 
rose in the three months to October. The 2009 Pre-Budget Report forecasts a recovery in 
manufacturing becoming increasingly evident over coming quarters, as firms look to 
replenish stock levels and also take advantage of the recovery in world trade. Sterling’s 
depreciation will continue to provide some support to growth, as external demand 
strengthens and consumers substitute away from imported goods to domestically produced 
alternatives. The forecast pick-up in business investment will also act as a spur to 
manufacturing output.

A.91	 Construction output contracted by around ½ per cent in 2008, following sharp falls 
in the latter half of the year. New work has continued to be reined in across the private sector, 
though orders picked up in the second quarter and remained stable in the third. Public 
investment spending has supported growth over recent quarters. Consequently, the latest 
construction output release shows output for the sector as a whole rising in the second 
quarter and continuing to rise by 2 per cent in the latest quarter10. Despite large falls in 
output over the recession, employment has held up, in part reflecting increased spending on 
infrastructure and regeneration projects. Going forward, debt accumulated within the sector 
over the past decade may hamper growth. However, medium-term prospects should benefit 
from the expected recovery in business and housing investment, described above.

9 World Investment Report 2009: Transnational Corporations, Agricultural Porduction and Development, UNCTAD, 
September 2009.
10 The ONS estimate this could, all else equal, add 0.2 per cent to GDP growth in the third quarter of 2009.

Services
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I ndependent  f o recas t s
Since Budget 2009, the average of independent forecasts for GDP growth in 2009 A.92	

has been revised down by over a percentage point, from –3.4 per cent to –4.5 per cent. This 
largely reflects much weaker than expected growth in the first quarter of the year. Prior to 
the first estimate, the consensus forecast for growth in the quarter, as polled by Bloomberg, 
was –1.5 per cent; the latest estimate points to a fall of 2.5 per cent. On the other hand, 
revisions to 2010 growth have tended to be positive:

in the May 2009 •• Inflation Report the Bank of England mean forecast was 
around –¼ per cent for 2010; in the November 2009 Inflation Report the mean 
forecast for the year was revised up to 1½ per cent;

the OECD’s Economic Outlook, Interim Report published in March forecast ••
growth of –0.2 per cent for the year; the November Economic Outlook forecast 
positive growth of 1.2 per cent for 2010;

the IMF’s World Economic Outlook publication in April forecast GDP growth ••
in the UK at –0.4 per cent; the October World Economic Outlook forecast 
growth of 0.9 per cent; and 

since April, among forecasters included in the Treasury’s Forecasts for the UK ••
economy, Citigroup have revised their forecast up to 1.5 per cent, from –1 per 
cent; HSBC from –0.3 per cent to 1.7 per cent; JP Morgan from 0.5 per cent to 
1.6 per cent and Goldman Sachs from 1.5 per cent to 1.9 per cent.

The average of independent forecasts for growth in 2010, at 1.3 per cent, is in line A.93	
with the Pre-Budget Report forecast. This represents a 1 percentage point increase in the 
average since Budget. In terms of components, private consumption has moved from 
–0.4 per cent at Budget 2009 to 0.2 per cent in December, also within the 2009 Pre-Budget 
Report forecast range.

However, there is less consensus on the expected strength of the medium-term A.94	
recovery and the composition of demand. The average of independent forecasts for growth 
in 2011 and 2012 within November’s Forecasts for the UK economy, stood at 2 per cent and 
2.3 per cent respectively, with the forecast range in 2011 at 0.9-3.5 per cent. The National 
Institute of Economic and Social Research’s (NIESR) autumn Economic Review forecast 
growth in 2011 of 1.5 per cent, within which private consumption contracted slightly, and net 
trade contributed +1.4 per cent to growth. The latest Goldman Sachs forecast also assumes a 
significant boost from net trade in 2011, at around 0.8 per cent, and growth for the year of 3.4 
per cent.

Inflation has been higher than market expectations in four out of the past seven A.95	
months, and forecasts for CPI inflation in the final quarter of 2009 have been revised up 
by 1.1 percentage points since Budget to 1.8 per cent. This is in line with changes to the 
inflation forecast: the Pre-Budget Report CPI inflation forecast for the final quarter of 2009 
is 1 percentage point higher than the Budget forecast. The average of independent forecasts 
is for CPI inflation to be at 1.8 per cent in the final quarter 2010. The broad range of forecasts 
for 2010, spanning 2.6 percentage points, illustrates the uncertainty surrounding current 
forecasts.
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Table A8: Budget and independent forecasts1

	 Percentage change on a year earlier, unless otherwise stated

		  2009			   2010

	 Independent	 Independent

	 PBR 2009	 Average	 Range	 PBR 2009	 Average	 Range

GDP growth	 –4¾	 –4.5	 –4.7 to –4.1	 1 to 1½	 1.3	 –0.5 to 2.0

CPI (Q4)	 2	 1.8	 1.2 to 2.2	 1¾	 1.8	 1.1 to 3.7

Current account (£ billion)	 –31	 –27.9	 –38.9 to –15.0	 –31	 –23.6	 –50.8 to –8.0
1 ‘Forecasts for the UK economy: A comparison of independent forecasts’, November 2009.

SUMMARY  OF  FORECA ST  I SSUES  AND  R ISKS

Given the severity of the recent financial crisis and the depth of the resultant A.96	
recession, the 2009 Pre-Budget Report economic forecast is subject to significant uncertainty 
and a number of key risks that are discussed in this section.

Ac tua l  and  t rend  ou tput
As in Budget 2009, the forecast assumes a phased reduction to the level of trend A.97	

output of around 5 per cent between mid-2007 and mid-2010. This judgement is subject to 
significant uncertainty that is unlikely to be resolved for some time given the difficulties in 
assessing the level of trend output in real time. A different adjustment period would change 
trend output and the shape of the output gap profile. Further uncertainties arise from the 
possibility of additional temporary supply constraints. For example, temporary financing 
constraints may limit trend output in the near term.

This compounds the uncertainties over the future path of inflation because the A.98	
output gap will typically drive the prospects for inflation. The change in the output gap 
may also have a bearing on inflationary pressure as the economy grows at above trend rates 
to close the output gap. The responsiveness of prices to both the level and change in the 
output gap is another uncertainty over the outlook for inflation. 

The  g loba l  r e cover y
 The rebalancing of UK demand in the forecast involves a move away from A.99	

government and consumer demand, towards investment and the external sector. As in the 
recovery following the 1990s recession, the depreciation of sterling should help, giving a 
competitive edge to UK exporters in international markets as well as to UK producers who 
compete domestically with imports. 

A sustained UK recovery underpinned by a positive contribution from net trade rests A.100	
on a strong recovery in the global economy. There are now emerging signs that the global 
economy is recovering and that confidence has improved, partly due to the global policy 
stimulus but also a pick up in domestic demand in emerging economies. In the medium 
term, the recovery will depend heavily on domestic and international policy choices in 
countries across the world. There is a risk that these policy choices prove incompatible, such 
as attempts to support domestic economies by installing barriers to trade and investment. So 
far the G20 has been successful in preventing a resurgence in protectionist measures. It will 
be important to remain vigilant to this risk so global trade and investment flows continue to 
promote global growth in the future. 
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Similarly, policy choices at the national level that prove to be incompatible A.101	
internationally may lead to further global imbalances, and as such pose a downside risk to 
global growth. The G20 framework for strong, sustainable and balanced growth, announced 
at the Pittsburgh G20 summit, mitigates some of this risk as it promotes coordination of 
international policy choices. 

Cred i t  cond i t i ons  i n  the  r e cover y
Credit plays an important role in the economy. In financing investment it promotes A.102	

the future growth potential of the economy, through increasing the effectiveness with which 
resources are allocated to their most efficient uses.

Following the disruption in global financial markets triggered in July 2007, credit A.103	
conditions faced by households and companies tightened, as the price of risk was reassessed 
and confidence plummeted. Conditions tightened further in 2008 and at the start of 2009 
as banks and other lenders sought to rebuild their balance sheets and tighten their lending 
terms while the shadow banking system collapsed. 

In recessions associated with financial crisis, it is usual for the recovery in lending A.104	
growth to lag the recovery in GDP growth. The Bank of England’s latest Financial Stability 
Report, published in June, showed that in the aftermath of a credit crisis, real credit growth 
typically does not return until several quarters after the resumption in GDP growth. However, 
while limited lending growth need not prevent the economy from recovering it could limit 
the pace of recovery. 

The global macroeconomic policy stimulus and financial sector interventions have A.105	
been successful in largely removing the immediate possibility of another financial stability 
event, as seen in the reduction in risk premia across financial markets. Together with similar 
domestic measures introduced by the Government and the Bank of England – discussed 
in Chapters 2 and 3 – these have helped to ease credit conditions faced by households and 
companies. 

Credit conditions are expected to recover into 2010 and 2011 and so support the A.106	
recovery. In recent months, asset prices have risen sharply and this has prompted some 
commentators to warn of a possible asset-price bubble. However, these increases have only 
partially reversed the sharp declines in asset prices experienced during the global financial 
crisis. They largely reflect a normalisation from the extreme levels of risk aversion seen at 
that time, together with the direct impact of global policy actions, notably private-sector 
asset purchases, and improved private-sector confidence in the economic outlook. That said, 
as the recent Reforming Financial Markets White Paper11 explained, the Government believes 
international policymakers should consider ways to take more account of asset-prices and 
wider financial imbalances in setting policy. The Government is currently discussing these 
issues with the Bank of England, the FSA and international partners (see Box 2.3).

The  speed  and  ex ten t  o f  p r i va te  s e c tor  de l eve rag ing
The forecast is for an orderly rebalancing of the economy over the forecast horizon A.107	

between net lending in the public and private sector, with a smaller balance of payments 
deficit reflecting rebalancing between domestic and external demand.

Over the past decade, borrowing by the household sector was high even though A.108	
the consumption share in GDP was broadly stable. This reflected the fact that borrowing 

11 Reforming Financial Markets, HM Treasury, July 2009
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was principally used to finance house purchases and the acquisition of other assets. As the 
recession took hold, demand fell markedly, credit conditions worsened and both the demand 
and supply of household credit fell. Household net lending moved from a deficit of around 
5 per cent of GDP at the start of 2008 to a surplus of around ¾ per cent in the second quarter 
of 2009.

Falls in asset prices, including housing, along with a weaker and more uncertain A.109	
outlook for income, mean the ratio of net assets to income in the household sector is now 
lower than households might have desired previously. A significant adjustment has already 
begun with the household saving ratio rising sharply in the first half of 2009.

The saving ratio is expected to rise further in 2010 as households continue to rebuild A.110	
their balance sheets, before settling to a rate closer to long-run averages. A risk is that the 
household sector cuts consumption more aggressively to achieve a much larger increase 
in the saving ratio and drive a more rapid adjustment in net assets. This could undermine 
aggregate demand and wider confidence in the recovery.

Some companies have markedly increased leverage, although this is largely A.111	
concentrated in particular sectors of the economy such as real estate and finance. Unlike 
in the early 1990s, the corporate sector appears well-placed to support the rebalancing 
of the economy. In aggregate, the corporate sector entered the recession in a relatively 
healthy financial position, which suggests it can reduce its leverage without holding back 
business investment.

The decisive actions taken by the Government and the Bank of England in A.112	
response to the crisis have reduced uncertainty and boosted confidence. The substantial 
macroeconomic stimulus that remains in place is expected to smooth the likely pace of 
deleveraging in the household and corporate sectors, as low interest rates have reduced the 
debt burden and the extent to which households and corporates need to pay down their 
debt. Easier credit conditions should also support spending, which combined with the 
comparatively stronger labour market performance in this recession, should help smooth 
the adjustment in household consumption.
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Table A9: Summary of economic prospects1

	 Percentage change on a year earlier, unless otherwise stated
		  Average errors
		  from past
	 Forecast2,3,4	 forecasts5

	 2008	 2009	 2010	 2011	 2012	 2010

Output at constant market prices

Gross domestic product (GDP)	 ½	 –4¾	 1 to 1½	 3¼ to 3¾	 3¼ to 3¾	 ¾

Manufacturing output	 –2¾	 –10¾	 1½ to 2	 3½ to 4	 3½ to 4	  1¾

Expenditure components of GDP at 
constant market prices6

Domestic demand	 ¼	 –5¼	 ¾ to 1¼	 2¾ to 3¼	 2¾ to 3¼	 ¾

  Household consumption7 	 1	 –3	 0 to ½	 2¾ to 3¼	 2¾ to 3¼	 1¼

  General government consumption	 2½	 2	 1¼	 –1½	 –2	 ¾

  Fixed investment	 –3¼	 –14¼	 –2 to –1½	 4¼ to 4¾	 8½ to 9	 2¾

  Change in inventories8	 –½	 –1¼	 ¾	 ½	 0	 ¼

Exports of goods and services9	 1	 –10¾	 2 to 2½	 4½ to 5	 5 to 5½	 3

Imports of goods and services9	 –¾	 –12½	 ½ to 1	 1¾ to 2¼	 2¾ to 3¼	 3

Exports of goods and services	 1	 –10¾	 2 to 2½	 4½ to 5	 5 to 5½	 – 
(excluding MTIC)

Imports of goods and services	 –¾	 –12½	 ½ to 1	 1¾ to 2¼	 2¾ to 3¼	 – 
(excluding MTIC)

Balance of payments current account

  £ billion	 –23½	 –31	 –31	 –32	 –28¾	 11½

  Per cent of GDP	 –1¾	 –2¼	 –2¼	 –2	 –1¾	 ¾

Inflation

CPI (Q4)	 4	 2	 1¾	 1½	 2	 ¾

Producer output prices (Q4)10	 5½	 1½	 1	 1¼	 2	 1¼

GDP deflator at market prices	 3	 1½	 2¾	 1½	 2¼	 ½

Money GDP at market prices

  £ billion	 1,448	 1,400	 1,454 to 1,460	1,525 to 1,539	1,611 to 1,633	 13

  Percentage change	 3½	 –3¼	 3¾ to 4¼	 5 to 5½	 5½ to 6	 1
1 The forecast is consistent with output, income and expenditure data for the third quarter of 2009, released by the Office for National Statistics on 25 November 2009. See also footnote 
1 on the second page of this Annex.
2 All growth rates in tables throughout this Annex are rounded to the nearest ¼ percentage point.
3 As in previous Budget and Pre-Budget Reports, the economic forecast is presented in terms of forecast ranges, based on alternative assumptions about the supply-side performance of 
the economy. The mid-points of the forecast ranges are anchored around the neutral assumption for the trend rate of output growth of 2¾ per cent. The figures at the lower end of the 
ranges are consistent with the deliberately cautious assumption of trend growth used as the basis for projecting the public finances, which is a ¼ percentage point below the neutral 
assumption.
4 The size of the growth ranges for GDP components may differ from those for total GDP growth because of rounding and the assumed invariance of the levels of public spending within 
the forecast ranges.
5 Average absolute errors for year-ahead projections made in the past 10 autumn forecasts. The average errors for the current account are calculated as a per cent of GDP, with £ billion 
figures calculated by scaling the errors by forecast money GDP in 2010. The CPI average has been derived from only five years of data.
6 Further detail on the expenditure components of GDP is given in Table A10.
7 Includes households and non-profit institutions serving households.
8 Contribution to GDP growth, percentage points.
9 Figures up to and including 2010 are distorted by MTIC.
10 Excluding excise duties.
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