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Introduction
The debate over whether the UK should remain a 
member of the European Union (EU) is now raging. 
The outcome of the referendum, on 23 June 2016, 
is far from certain. The consequent risk of a vote to 
leave appears already to be weighing on the domestic 
economy.1 The UK economy faces a bi-modal future, 
one that will, on one level, be resolved in less than 
two months, at the time of writing; the outcome of 
the referendum will determine which future path the 
economy travels. Heightened uncertainty does not end 
with a vote to leave the EU. Rather there would then 
be considerable risks arising with respect to outcomes 
of negotiations to define the UK’s relationships with the 
EU and the rest of the world.

The forecast presented in this chapter is based on the key 
conditioning assumption that the UK electorate votes to 
remain a member of the EU. In this chapter we do not 
discuss the economic implications were the UK to leave 
the EU. The interested reader should consult Baker et al. 
and Ebell and Warren, in this Review, for illustrations 
of the short and long-run impacts, respectively, of a vote 
to leave. 

These two complementary notes use our global 
econometric model, NiGEM, to illustrate the effects 
of a vote to leave.2 In the short term (Baker et al., in 
this Review) , increased uncertainty leads to a sharp 
fall in the exchange rate and an increase in risk premia 
and hence firms’  and households’ borrowing costs, 
tightening the monetary and financial conditions of the 
domestic economy. The depreciation of the exchange 
rate, acting as a stabilisation mechanism, softens the 
negative economic impact. 

To illustrate the long-run effect, Ebell and Warren (in this 
Review) model the impact of an exit from the EU through 
the reductions in goods and services trade, increased 
tariff barriers, reduction in foreign direct investment 
and a reduction in the UK’s net fiscal contribution to 
the EU. The three sets of economic model considered 
are: a ‘Norway’ model where membership of the EEA is 
taken and free trade in goods and services with the EU 
is maintained, including access to EEA financial services 
markets via passporting;3 a ‘Switzerland’ model where 
bilateral agreements with the EU on free trade in goods 
occur, but there is no free trade in services and no access 
to EEA financial services markets via passporting; and a 
World Trade Organisation model where there is no free 
trade in goods and services with the EU, and there is no 
passporting of financial services. In these scenarios, the 
permanent loss of output ranges from about 1.5 to as 
high as 3.7 per cent.

Concerns about the state of economic recovery 
accompany every estimate of a moderation in GDP 
growth. The preliminary estimate for the first quarter of 
2016 is no exception; economic growth is estimated to 
have moderated to 0.4 per cent, from 0.6 per cent per 
quarter in the final quarter of 2015. These concerns can 
often overlook the volatility of the quarterly economic 
growth process.

However, with the risk of a structural shock to the UK 
economy on the near-term horizon it is reasonable to 
ask whether this has contributed to the recent softening 
in the rate of growth. A composite index of uncertainty 
based on the first principal component of a broad range 
of uncertainty and volatility measures does indeed 
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 2012 2013 2014 2015 2016 2017 2018 2019 2020

GDP 1.2 2.2 2.9 2.3 2.0 2.7 2.5 2.2 2.2
Per capita GDP 0.5 1.5 2.1 1.5 1.3 2.0 1.8 1.6 1.5

CPI Inflation 2.9 2.6 1.4 0.1 0.3 0.9 1.9 2.3 2.1
RPIX Inflation 3.2 3.1 2.4 1.0 1.4 1.7 2.6 2.9 2.7

RPDI 2.6 –0.7 0.6 3.3 2.2 2.2 2.5 2.5 3.0
Unemployment, % 8.0 7.6 6.2 5.4 5.2 5.2 5.0 4.8 4.9
Bank Rate, % 0.5 0.5 0.5 0.5 0.5 1.0 1.7 2.1 2.5
Long Rates, % 1.8 2.4 2.5 1.8 1.6 2.3 2.8 3.3 3.6
Effective exchange rate 4.2 –1.2 7.8 6.6 –4.5 0.9 –0.2 –0.2 –0.2

Current account as % of GDP –3.3 –4.5 –5.1 –5.2 –6.5 –6.6 –5.5 –4.5 –3.9

PSNB as % of GDP(a) 7.4 5.9 5.0 4.1 3.4 2.7 1.5 –0.2 –0.3
PSND % of GDP(a) 79.5 81.7 83.8 84.2 85.0 84.3 82.3 79.1 76.6

Notes: RPDI is real personal disposable income. PSNB is public sector net borrowing. PSND is public sector net debt. (a) Fiscal year, excludes the impact 
of financial sector interventions, but includes the flows from the Asset Purchase Facility of the Bank of England. Housing associations are not currently 
classified as public sector only in the public sector net debt figure.

Table 1. Summary of the forecast Percentage change

suggest that uncertainty increased noticeably in the first 
quarter of this year (figure 1). One would expect this 
to weigh on some business investment decisions. The 
Monetary Policy Committee’s (MPC) minutes from 
their April meeting  point to recent signs of uncertainty 
weighing on investment decisions. We have assumed 
that uncertainty caused by the referendum weighs even 
further on investment decisions in the second quarter of 

this year, with economic growth slowing a little more to 
0.3 per cent per quarter.

Assuming a vote to remain a member of the EU, we 
expect an up-tick in economic growth in the second 
half of this year as delayed investment decisions are 
implemented. The economy is expected to expand by 2 
per cent per annum this year, 0.3 percentage point lower 

Figure 2. GDP growth forecasts

Source: National Institute Economic Review (various editions).
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Figure 1. Uncertainty measure

Source: NIESR calculations.
Note: Derived using principal components analysis. More details can be 
found in Baker et al. in this Review.
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Figure 4. Unemployment rate fan chart (per cent of labour 
force)

Source: NiGEM database, NIESR forecast and NiGEM stochastic simulations.
Note: Each bound represents a cumulative decile of the probability 
distribution around the May 2016 forecast. The Bank of England’s 
intermediate threshold for the unemployment rate in forward guidance 
phase one was 7 per cent.

1

2

3

4

5

6

7

8

9

2005 2007 2009 2011 2013 2015 2017 2019

Forecast

than the figure expected just three months ago (figure 
2), due to the more pronounced deceleration in GDP 
growth than previously expected. 

Quarterly rates of growth are expected to remain 
reasonably robust throughout 2017. Given the weakness 
of growth in the first half of 2016, growth in 2017 is 
forecast to reach 2.7 per cent per annum, supported 
by a positive contribution from net trade. World trade, 
on a UK export market weighted basis, has gradually 
accelerated from 1.9 per cent in 2012 to around 4 per 
cent last year. Continued recovery in the Euro Area is 
expected to generate an acceleration to 5 per cent in 
2016 and 5½ per cent in 2017. Sterling’s trade weighted 
exchange rate is expected to average around 6 per cent 
below the third quarter of 2015. The pass-through to 
export prices provides further support to export volume 
growth over the next few years.

The future is by definition uncertain. We present this 
through a distribution of possible outcomes around 
our forecast for the path of the macroeconomy. Figure 
3 provides the ‘fan chart’ for our GDP forecast. The 
probability distribution is derived from stochastic 
simulations using our global model, NiGEM. We see a 1 
in 10 chance that GDP growth will be as low as 1 per cent 
per annum in 2017. On the other side of the distribution, 
there is a 10 per cent chance that the economy will expand 
by 4 per cent or greater. By 2019 there is a 1 in 10 chance 

of an outright contraction of the UK economy. Were the 
UK to leave the EU, the expected paths for GDP growth 
are consistent with the lower half of the distribution in 
figure 3. However, a vote to leave would migrate the UK 
economy onto an entirely different path from the one 
presented here, together with an entirely new probability 
distribution of potential outcomes.

The poor productivity performance of the UK economy 
continues. Output per hour worked declined by 1.1 per 
cent in the final quarter of last year, reversing many of 
the productivity gains during the year. We continue to 
assume that this drop is simply a ‘blip’. Productivity 
growth is expected to gradually accelerate over the course 
of our forecast horizon, averaging around 1½ per cent 
per annum. The poor productivity performance since 
the end of the Great Recession remains a puzzle. Not 
understanding the reasons behind the poor performance 
raises a significant risk to the future path of the economy. 

This poor productivity performance is the corollary of 
a remarkably robust development in the labour market 
and relatively subdued demand. Since the start of 2010, 
2.4 million net jobs have been created. Over the same 
time period, the unemployment rate dropped from 8 per 
cent to 5.1 per cent of the labour force. Job creation is 
expected broadly to match the expansion of the labour 
force over the forecast period, generating an additional 

Figure 3. GDP growth fan chart (per cent per annum)

Source: NiGEM database, NIESR forecast and NiGEM stochastic simulations.  
Notes: Each bound represents a cumulative decile of the probability 
distribution around the May 2016 forecast. 
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net 1.2 million jobs. This keeps unemployment close to 
its equilibrium rate of 5–5½ per cent (figure 4). However, 
consistent with the UK’s poor productivity performance 
has been the adjustment of real producer and consumer 
wages. Employees’ real consumer wages at the end of 
2015 were only at the level they were in the second 
half of 2003. With a sustained period of growth and 
acceleration in productivity growth, as we assume in this 
forecast, it will still take approximately seven years for 
real consumer wages to return to the recent peak level 
of 2007. 

At the core of the government’s fiscal framework is 
a target for an absolute surplus in 2019–20. In our 
February Review, we did not expect this target to be 
hit. Subsequently, the Office for Budget Responsibility’s 
(OBR) latest Economic and Fiscal Outlook (EFO)
revised their view in line with ours. Between the 
November 2015 and March 2016 forecasts, the OBR 
have revised up the magnitude of borrowing in their 
forecast for 2019–20 by £13 billion (the OBR’s pre-
Budget measures forecast presented in their March 2016 
EFO). This forecasting change by the OBR stemmed 
from a lowering of the future path for productivity. 
The unsurprising response from the government was 
to announce further discretionary policy changes in 
Budget 2016 to ensure the OBR’s forecast was for a 
surplus of around £10 billion. 

Such fiscal interventions are a consequence of an  
inflexible fiscal rule, rather than policy decisions that 
are required to ensure the sustainability of the public 
finances. Indeed, even in the absence of the announced 
policy changes in Budget 2016, both our forecast and 
that of the OBR show the public sector becoming a net 
lender to the rest of the economy a year later. A welcome 
change at a future fiscal event will be the announcement 
of a flexible target, rather than the announcement of yet 
more discretionary policy changes designed to mitigate 
the loss of political capital from missing an inflexible 
target. 

The current fiscal framework was passed into law last 
year. It contains two additional targets: one that public 
sector net debt, as a per cent of GDP, should be falling 
in each and every year from 2015–16. The other is a 
limit on the welfare budget. Both additional targets have 
already been missed.

Monetary conditions
The impending EU referendum has led us to push back 
the point at which we expect the tightening phase of the 
monetary cycle to begin by one quarter, to November 

of this year. The MPC has communicated that it will 
view economic data with particular caution given the 
heightened uncertainty associated with the referendum, 
and Governor Carney has explicitly mentioned it as a 
cause of the relatively lacklustre performance of the UK 
economy so far this year (MPC, 2016). However, the 
path implied by market measures of expectations still 
seems implausibly accommodative. If the OIS forward 
curve is to be believed then the first rate hike is now not 
priced in until the first quarter of 2020, around three 
years later than 3 months ago, and there is increasing 
probability being placed on a near-term cut in Bank 
Rate, figure 5.

It is likely that the softening of market expectations is 
heavily influenced by concerns over the potential negative 
effects of the UK voting to leave the European Union. 
However, absenting this and other temporary factors 
such as exchange rate movements and commodities, it 
seems that underlying price pressures continue to build. 
Conditioned on our view that the UK votes to remain 
in the EU, we expect the narrative in the second half of 
the year to return to one of gradually increasing price 
pressures as spare capacity is absorbed and the labour 
market tightens further. By the time of the November 
Inflation Report the MPC will have seen the Preliminary 
Estimate of GDP for the third quarter of this year, 
which we expect will be relatively robust, especially 
given the likely catch-up effects as delayed spending and 
investment plans are implemented. 

Figure 5. Interest rate expectations

Source: Bank of England, sterling overnight index swap yield curve.
Note: 15-day average.
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Consumer price inflation is forecast to be below target 
in the second half of this year and throughout 2017. 
However, looking two years ahead from the final quarter 
of 2016, price pressures should be sufficient to have 
raised inflation substantially. Given the lags in policy 
transmission, we expect the MPC to move to raise 
rates by the end of this year and then follow a policy of 
gradually tightening to 1.5 per cent by the end of 2017.
There exists a significant possibility that caution will stay 
the hand of the MPC until February of 2017, by which 
point they will have had a larger base of post-referendum 
data outturns to assure them that this trajectory of prices 
is established. Assuming that the subsequent path of 
policy tightening would be carried out at the same pace, 
such a call would make little material difference to the 
forecast presented here.

The exchange rate
In early April, the sterling effective exchange rate had 
depreciated by around 8 per cent since the start of 
the year. This has somewhat reversed in recent weeks, 
but sterling still sits 4½ per cent lower than it did at 
the beginning of January. Understanding the cause 
of this depreciation is fundamental to our forecast of 
how the real economy evolves (Kirby and Meaning, 
2014). The uncovered interest rate parity condition in 
our underlying model dictates that this can be caused 
either by a shift in the interest rate differentials between 

the UK and her trading partners, or by a widening of 
the premia associated with sterling. Historically these 
premia have been dominated by changes in risk, though 
more recently they have also captured non-interest rate 
monetary interventions, such as quantitative easing.

The stance of monetary policy has relaxed in the UK 
since February 2016, for a given equilibrium interest 
rate, as expectations of Bank Rate have fallen back 
relatively sharply. All else equal this could be expected 
to lead to depreciation through a worsening interest rate 
differential. However, it is important to remember that 
a differential can be affected from both sides. Interest 
rate expectations in many of the UK’s trading partners 
have also softened over this period, and it is the relative 
movement of rates that matters. In the Euro Area, for 
instance, this reduction in expectations is quantitatively 
similar to that observed in the UK. In the US the reduction 
is slightly smaller, meaning that monetary conditions in 
the UK have loosened relative to the US.

To assess the impact of these shifts we have performed a 
simulation exercise using the National Institute’s Global 
Econometric Model, NiGEM. We impose the change in 
monetary policy expectations as an exogenous shock to 
the future path of policy rates and allow the structure 
and dynamics of the model to determine the path for 
exchange rates and the rest of the economy.

Recent interest rate movements can be expected to 
lead to a marginal depreciation of the sterling effective 

Figure 6. CPI inflation rate fan chart (per cent per annum)

Source: NiGEM database, NIESR forecast and NiGEM stochastic simulations.
Note: Each bound represents a cumulative decile of the probability 
distribution around the May 2016 forecast. The Bank of England’s inflation 
target is 2 per cent per annum.
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Figure 7. Implied 3-month sterling volatility

Source: Datastream.
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exchange rate, roughly ¼ of 1 per cent. This is driven 
by the depreciation against the US dollar, as the sterling/
euro exchange rate actually appreciates slightly. With 
the additional unconventional monetary stimulus 
announced by the ECB in this period, which is not fully 
captured by our interest rate shocks, we would expect 
this appreciation against the euro to be even stronger. 
These results imply that little of the recent depreciation 
of sterling has been driven by changes in the fundamental 
expectation of interest rates, leaving most, if not all to 
be a result of increased risk or uncertainty around the 
holding of sterling.

A second way of analysing the recent depreciation is to 
calibrate directly a shock to the risk premium associated 
with sterling. This can be done using a number of 
metrics, but we look at the 3-month implied volatility, 
as shown in figure 7. Here we can see a marked increase 
in expected volatility since the start of the year, with a 
particular jump on 23 March 2016. This is the point 
at which the 3-month contracts used to derive these 
estimates of volatility first encapsulated the date of the 
EU referendum. The series implies markets are pricing in 
a period of significantly elevated volatility, and therefore 
risk, in sterling around the referendum.
 
A longer time series shows that at present this expected 
risk is about two-thirds of the level observed in the 
financial crisis of 2008–-9. We therefore calibrate the size 
of our shock by scaling the widening of the risk premium 
implied by our model in the last financial crisis by two-
thirds. Consistent with the data in figure 7 we introduce 
the shock over two quarters, from the beginning of 2016. 
To ensure we isolate the risk premium impact on the 
exchange rate, we hold short-term interest rates constant, 
implying that monetary policy does not act to offset the 
impact of the currency movement on domestic prices.

The shock leads to a depreciation of around 11½ per 
cent of the sterling effective exchange rate. This is not 
quantitatively too dissimilar to the 8 per cent we observed 
in the actual movements in the effective exchange rate 
between the start of the year and mid-April. It suggests 
that markets have already built much of the expected 
volatility into currency prices. It also echoes the result 
found by our initial approach, that risk has been the 
predominant driver of the recent depreciation of sterling.

Given this, and our assumption that the EU referendum 
will result in a vote to remain in the European Union, 
the risk and uncertainty associated with the vote itself 
should dissipate relatively rapidly after 23 June, causing 
the exchange rate to appreciate sharply in the third 

quarter. We therefore forecast the sterling effective 
exchange rate to end this year broadly in line with where 
it started in 2015.

Should the referendum result not prove decisive, even if 
on balance the UK ultimately decides to remain in the 
EU, then uncertainty around sterling may prove more 
persistent than in our central forecast. Were this to be 
the case then the bounce back in sterling in the third 
quarter would be more muted, though it is unlikely to 
be a permanent shock and in all probability would make 
the difference up within a short number of quarters.

Similarly, as the referendum itself approaches, there is the 
possibility that the risk associated with sterling increases, 
either because markets attach a higher probability to the 
chance of a vote to leave, or because they downgrade 
their view of the world in the case of such a vote. Such 
a pattern would be consistent with what was observed 
around the time of the Scottish independence referendum 
where markets re-evaluated the weight they put on a 
independence outcome in the final fortnight before the 
vote, leading to sharp movements in financial markets. 
Such a move this time would lead sterling to depreciate 
further between now and 23 June.

Prices and earnings
12-month consumer price inflation rose in March for the 
fifth consecutive month, reaching ½ per cent compared 
to 0.3 per cent in February and a 0.1 per cent contraction 

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

Fe
b-

12
M

ay
-1

2
A

ug
-1

2
N

ov
-1

2
Fe

b-
13

M
ay

-1
3

A
ug

-1
3

N
ov

-1
3

Fe
b-

14
M

ay
-1

4
A

ug
-1

4
N

ov
-1

4
Fe

b-
15

M
ay

-1
5

A
ug

-1
5

N
ov

-1
5

Fe
b-

16
M

ay
-1

6

Pe
r 

ce
nt

 p
er

 a
nn

um

NIESR Review

2015 2016 2017

Figure 8. Inflation forecasts

Source: National Institute Economic Review (various editions).



88   NatioNal iNstitute ecoNomic Review No. 236 May 2016

Box A. Recent developments in exchange rates, oil prices and monetary policy 
expectations
by Simon Kirby and Jack Meaning

As forecasters we aim to minimise our forecast errors. Outturns for economic phenomena will undoubtedly differ from what we 
had expected; the future, after all, is uncertain.1 The aim of this box is to illustrate the implications for our current forecast from 
movements over the past three months in three conditioning assumptions which are published at daily frequency: exchange rates, 
oil prices; and monetary policy expectations. This exercise is undertaken through a set of simulations using our global econometric 
model, NiGEM. 

The underlying oil price path, based on projections by the Energy Information Administration of the US Department for Energy, is 
significantly weaker this year than we had previously assumed. From 2018 global oil prices are assumed to grow at broadly similar 
rates, consequently leading to a permanently lower path for oil prices over the long run.

Expectations of monetary policy have softened since our last forecast, both at home and abroad. According to market indicators 
the Bank of England is not now expected to begin the tightening phase of the monetary cycle until the first quarter of 2020 and 
Bank Rate is expected to be 0.94 per cent by the end of that year, 72 basis points lower than the expectation three months ago.2 
The United States and Euro Area have both experienced a similar fall back in expectations around their future paths for policy 
rates, although in the US case these have been quantitatively smaller.

Sterling has depreciated against a basket of currencies by more than we foresaw three months ago, due largely to increased 
uncertainty, which would appear to be related to the upcoming referendum on the UK’s continued membership of the European 
Union. We assume the UK remains a member of the EU. When the referendum is over, a great deal of this uncertainty should 
dissipate quickly and so the path of the sterling exchange rate in the second half of 2016 is little changed. However, the brief 
depreciation and subsequent snap-back within 2016 will almost certainly have consequences for inflation.

For the oil price, we begin from our February forecast baseline and impose the updated oil price projection allowing the response 
of the rest of the economy to be determined endogenously by the model. Likewise in a second simulation we impose the changes 
in market expectations for Bank Rate, the Fed Funds rate and the ECB’s Main Refinancing Operations (MRO) rate as exogenous 
shocks, and track changes to variables in the rest of the model. For the exchange rate impact, again we begin with the baseline 
forecast from February and introduce the updated path for the exchange rate.3 Lastly, we look to see how all three sets of shocks 
interact, applying them all simultaneously in a single simulation. The results of all four exercises are presented in table A1.

When combined, the major developments since February have a weakly inflationary pressure this year. However, for 2017, the 
effect is disinflationary by over a ¼ percentage point. This is predominantly a result of the sharp appreciation in the second half 
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Figure A1. The impact on the rate of inflation and GDP 
growth

 Individual shocks Combined
 (effect on inflation (simultaneous  
 rate) shocks)  

 Oil Monetary Exchange Inflation GDP
 price policy rate risk rate growth
 changes changes premium
   changes

2016 –0.06 0.15 0.15 0.12 0.29
2017 –0.12 0.13 –0.23 –0.28 0.17
2018 –0.09 0.24 0.04 0.15 0.07
2019 –0.06 0.33 0.06 0.31 0.04
2020 –0.04 0.34 0.06 0.38 –0.01
2021 –0.02 0.29 0.05 0.37 –0.16

Table A1. The impact of developments over the past 
three months in oil prices, exchange rates and monetary 
policy expectations

Source: NiGEM simulations.
Source: NiGEM simulations.
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Box A continued

of 2016 as the exchange rate snaps back from the recent depreciation, as uncertainty surrounding the referendum subsides. The 
past three months has served to add inflationary pressure in the medium term, largely a result of the looser expectations of 
monetary policy.  The outlook for GDP growth is stronger by around a quarter of a percentage point this year, and marginally 
less in 2017. Recent developments look to add around 30 basis points to the level of GDP by the end of our forecast period. 
 
However, these changes are not the only factors that adjust our forecast. While we have lowered our forecast for the rate of 
inflation by broadly similar magnitudes to those reported in this box, this year and next, the same cannot be said of the change 
in GDP growth, especially for this year. As we discuss in the chapter, a marginally weaker outturn to the start of this year and a 
more subdued near term weigh on the GDP growth forecast for this year.

Notes

1 For many economic statistics so is the past.
2 This is the relative change in market expectations as implied by the Bank of England’s forward OIS curve. These do not directly 

relate to the central paths on our model which are based on the author’s judgement for the modal path for Bank Rate.
3 The shock is applied to the bilateral dollar/sterling and euro/sterling exchange rates with the short-term nominal interest 

rates in the UK, US and Euro Area held fixed. Fixing the interest rates translates the imposed exchange rate movement into a 
risk premia shock for sterling and the euro against the US dollar and thus can be interpreted as a relative risk premium shock 
for sterling against both the US dollar and the euro.

Sterling’s recent depreciation could be expected to exert 
additional inflationary pressure over the near term. 
However, it is our assessment that this depreciation has 
been driven largely by an increase in uncertainty associated 
with the impending referendum on EU membership and 
as such, the exchange rate will snap back in the second 
half of the year to around the level observed at the end 
of 2015. This volatile 12-month period for sterling will 
cause a sequence of shocks to consumer price growth, first 
inflationary and then disinflationary, which will come to 
fruition through 2017.

Even with a vote to remain, if the ultimate result of the 
referendum is in any way indecisive then uncertainty 
around sterling may prove to be more persistent than 
in our central case, which would weigh down on the 
exchange rate and generate more inflationary pressure 
than is currently projected.

In all, we expect the next 12–18 months to be a volatile 
period for consumer price inflation, with a number of 
temporary factors filtering through. The general trend 
however remains one of building price pressures and a 
gradual return of inflation to the Bank of England’s target 
(figure 6). This gradual return to target includes a softer 
near-term profile for inflation rates than were published 
three months ago (figure 8). But at the two-year policy 
horizon inflation is expected to be around target.
 
Average weekly earnings, as measured by regular pay 
rose at an annual rate of 2.2 per cent in the three months 

in October 2015. The increase between February and 
March was driven in part by the earlier timing of Easter, 
which acted to push up air fares significantly, but which 
should be reversed by a similar offset in April. 

Dollar oil prices were lower in the first quarter of 2016 
than we had expected in February’s Review, but look 
to have rebounded more strongly in the second quarter. 
The net effect leaves the level broadly consistent with our 
forecast from three months ago. The Energy Information 
Administration projections which underpin our forecast 
are substantially softer in the second half of this year than 
those in our previous release, falling to $36 a barrel. This 
lull is never caught up and so, despite similar growth 
rates over the medium term, the oil price level has been 
permanently revised down. It now reaches $47 a barrel 
in 2017 and just $51 a barrel by the end of our forecast 
horizon.

Adjusting for the bilateral exchange rate accentuates the 
disinflationary impact of the revision with sterling oil prices 
falling by 4 percentage points more than in our February 
forecast in 2016 and rising by 8 percentage points less in 
2017. Should the outlook for the sterling/dollar exchange 
rate prove softer than our central forecast, for reasons 
discussed previously, then the changes to our oil price 
projection would have a muted inflationary consequence.

Stripping out energy and other volatile components of the 
consumer basket, core inflation rose to 1.5 per cent in the 
twelve months to March, from 1.2 per cent in February.
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to February 2016. While this is significantly lower than 
the 4 per cent growth observed in the years prior to 
2008, adjusting for inflation it represents relatively 
robust growth in real earnings. Real earnings growth 
averaged 2.3 per cent per annum in the same pre-crisis 
period, and stood at 2 per cent in February of this year. It 
would seem to indicate that nominal earnings are being 
held down by low inflation, rather than any particularly 
large degree of slack in the labour market.

Nominal earnings growth is also disparate between 
sectors. Public sector earnings growth remains subdued 
and significantly below the whole economy average. 
Conversely, the construction sector has experienced 
earnings growth in excess of 7 per cent per annum, 
while in the financial and business services sector it has 
been around 3 per cent. This could indicate tightening 
becoming more acute in particular industries.

Twelve-month unit labour cost growth, as measured 
by the ONS, slowed at the end of 2015 to 1.3 per cent 
in the final quarter, from 1.7 per cent in the third. We 
expect it to remain subdued throughout 2016 and 2017 
as productivity growth offsets increasing wage pressure.  
By 2018 though, unit labour costs should increase more 
robustly, adding inflationary pressure to the economy.

Components of demand
Revisions in the March 2016 Quarterly National 
Accounts release by the ONS lifted output growth for 
2015 by 0.1 percentage point to 2.3 per cent, partly 
related to a marginally stronger outturn for economic 
growth in the final quarter of the year. In contrast, 
the ONS’s Preliminary Estimate of GDP for the first 
quarter of this year suggests a 0.2 percentage point 
moderation from the last quarter of 2015 to a growth 
rate of 0.4 per cent per quarter (figure 9). This may 
reflect concerns over the risk of a majority vote to leave 
the EU in the upcoming referendum. If this is indeed the 
case, then a further softening in the rate of economic 
growth could occur in the second quarter of this year 
as we converge on the referendum date. Indeed, we 
expect economic growth to slow to 0.3 per cent per 
quarter in the second quarter of this year. Given our 
forecast is conditioned on a vote to remain, we expect 
an acceleration in economic activity in the second half 
of this year, as delayed investment plans begin to be 
implemented. Overall we have softened our prediction 
for output growth in 2016 by 0.3 percentage point to 
2 per cent per annum.

Domestic demand is expected to contribute 2.5 
percentage points to overall GDP growth this year. 

Although we project a softening in the rate of 
expansion of consumer spending, as outlined in the 
Household Sector section of this chapter, it is still 
forecast to be the main factor behind the expansion 
of domestic demand, explaining 1.8 out of the 2.5 
percentage points that domestic demand contributes 
to GDP. Private consumption will be sustained by a 
low rate of consumer price inflation, a consequence of 
external disinflationary pressures, and positive wealth 
effects stemming from real house price inflation. Just as 
in our Review published in February 2016, we expect 
net trade to be a drag on growth, subtracting 0.7 
percentage point from GDP growth this year.

We have incorporated the adjustment to the government 
revenue and spending plans outlined in Budget 2016. 
We build in the announced plans for government 
consumption and investment, assuming they are 
largely met over the forecast period. Last November’s 
Comprehensive Spending Review set the government 
departmental spending plans for the period through to 
the end of fiscal year 2019–20. Even with the re-profiling 
of government investment plans within this period, there 
is little impact on the overall contributions to GDP 
growth. 

The net external sector subtracted from GDP growth 
by an average of ½ percentage point over the period 
2012 to 2015. We expect net trade to continue to weigh 

Figure 9. Real GDP growth (per cent per quarter)

Source: Thomson Datastream, ONS, NIESR forecasts.
Note:  is the preliminary estimate.
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Figure 10. Real effective exchange rate and  
competitiveness

Source: NiGEM database and NIESR forecast.
Note: A rise denotes a loss in UK competitiveness.
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on growth in the first half of 2016. Growth in export 
volumes accelerated to 5.1 per cent in 2015, from 
1.2 per cent in 2014. This was, nevertheless, far more 
modest than the acceleration in the rate of growth of 
import volumes, which increased from 2.4 per cent to 
6.3 per cent over the same period. This performance 
differential has continued into the beginning of this year 
according to recent ONS trade data. In the three months 
to February 2016, the volume of goods exports declined 
by 1.9 per cent, due primarily to a reduction in exports 
to non-EU export markets. 

The weakness in demand from the UK’s major export 
market, the Euro Area, has weighed on UK exports since 
the end of the Great Recession (figure A3). The forecast 
improvement in export volumes is dependent on the 
Euro Area sustaining its own economic recovery. Net 
trade is expected to add 0.3 and 0.8 percentage point to 
GDP growth in 2017 and 2018, respectively.

Between 2013 and the end of 2015, the UK’s real 
effective exchange rate has appreciated by almost 15 per 
cent. During the first quarter of 2016 some of this has 
been reversed as sterling depreciated by 6 per cent, an 
effect we think has been induced by the risk of a vote 
to leave the EU in the upcoming referendum. We expect 
this pattern to continue over the second quarter of 2016 
with a further depreciation of 4 per cent. Fundamental 
to our forecast is an assumption that sterling will ‘snap 
back’ following a vote to remain and the real effective 

exchange rate will recover most, but not all, of the 
ground lost since the end of last year, leaving it 5 per 
cent below the recent peak recorded in 2015, and  12 per 
cent below the pre-crisis peak.

The appreciation in the UK’s real effective exchange 
rate, from the middle of 2013, was accompanied 
by a decrease in export price competitiveness. The 
magnitude of the loss in competitiveness was smaller 
in relative terms than the appreciation of the real 
effective exchange rate; a pass-through of less than 
50 per cent, slightly less than suggested by benchmark 
estimates from the IMF (2015) who find that around 
60 per cent of real effective exchange rate movements 
are passed through to export prices in the first year, 
falling to around half in the long run. We observe the 
same phenomenon when we compare the magnitude of 
the depreciation of the real effective exchange rate and 
the increase in export price competitiveness during the 
period between 2007 and 2009. One reason for this 
result could be that exporters took advantage of the 
depreciation to build up their margins after the onset of 
the Great Recession, especially given the large amount 
of uncertainty that surrounded that period and that, 
when sterling recovered part of the ground lost, they 
buffered against the potential losses in competitiveness 
by narrowing their margins. 

In our forecast, we assume that price competitiveness 
moves broadly in line with developments in the real 
effective exchange rate (figure 10), however this may not 
necessarily be the case if exporters decide to absorb part 
of the depreciation into wider profit margins just as they 
did during the 2007–9 period. This poses a downside 
risk to our forecast for UK export volume growth over 
the next few years.

Household sector
Real personal disposable income (disposable income 
henceforth) grew by 3.3 per cent in 2015, fuelled by a 
low rate of consumer price inflation derived from the fall 
in energy prices, the  lagged effect from an appreciation in 
sterling, and a rise in income due to strong employment 
growth. We expect real disposable income growth to 
ease to 2.2 per cent per annum in 2016. The long-term 
evolution of disposable income depends crucially on the 
return of meaningful productivity growth which has 
failed to materialise so far and which we expect to return 
in 2017. Our forecast is that disposable income growth 
will trough in 2017 as consumer price inflation returns 
gradually to the Bank’s target of 2 per cent and recover 
from then onwards as real wages pick up following 
the path of productivity. Together with population 
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projections, our forecast implies an average real per 
capita income growth of close to 2 per cent between 
2017 and 2021.

According to our preferred measure of house prices, 
the seasonally adjusted mix-adjusted house price index 
published by the ONS, house prices have increased by 
an annual rate of 7.4 per cent in the three months to 
February 2016 compared to 6.9 and 5.5 per cent in 
the three months to November and August 2015. The 
Halifax and Nationwide index, which act as leading 
indicators for the ONS measure as they are derived 
earlier in the house purchase process, portray a very 
similar picture of accelerating inflation in the near 
term: house price inflation in the first quarter of 2016 
compared to the same quarter one year earlier was 10.1 
per cent according to Halifax, compared to 9.7 and 
8.7 per cent in the fourth and third quarter of 2015. 
Nationwide reports an annual rate of growth of 5 per 
cent in the first quarter of this year compared to 4 and 
3.5 per cent in the preceding quarters.

Such acceleration in house price inflation was expected 
as second-home buyers and those buying to let brought 
their house purchase plans forward in response to the 
April 2016 increase in the Stamp Duty tax rate for 
buy-to-let and second homes property announced in 
November’s 2015 Autumn Statement. The surge in 
demand has been remarkable as it can be seen in data 
on the volume of residential property transactions from 
HMRC: residential property transactions increased 
from around 110 thousand in January this year, to 117 
and 165 thousand in February and March, respectively 
(figure 11). The March figure is the highest in the data 

reported, on a consistent basis, by HMRC since 2005. 
The historical series on property transactions contains 
only two similar, albeit smaller, spikes: the first one in 
December 2009 associated with a temporary increase 
in the lower threshold of the Stamp Duty Land Tax and 
another peak in March and April 2012 that coincided 
with the ending of the first time buyer’s Stamp Duty tax 
relief. In both cases, following the policy-induced rise 
in transactions, a period of depressed activity followed. 
We do not expect the effect of this policy change to be 
any different: Royal Institute of Chartered Surveyors’ 
(RICS) data on buyers’ enquiries have already displayed 
a steep decline in March 2016 compared to the previous 
month (figure 12). Given the lag in the process of 
purchasing a house, a drop off in buyer enquiries would 
be expected prior to the tax change coming into effect. 
Data on mortgage approvals for house purchasing from 
the March 2016 Bank of England Money and Credit 
report display only a gradual increase of approvals since 
November 2015, a piece of data that seems at odds 
with the data from HMRC on property transactions. 
However, both pieces of evidence can be reconciled by 
looking at the value of loans secured on property which 
have increased by £4 billion in just one single month to 
March 2016 (figure 13).

We expect the rate of house price inflation to peak in 
2016. While income growth should provide a support 
to house price inflation, affordability remains an acute 
constraint on the inflow of first-time buyers. The recent 
tightening of lending standards by the Financial Policy 
Committee (Bank of England, 2016), together with the 
start of gradual increases in Bank Rate and the pass-

Figure 12.  Buyer enquiries (net balance)

Source: RICS.
Note: Net balance is the proportion of respondents reporting a rise (in the 
underlying variable) minus those reporting a fall.
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Figure 11.  Mortgage approvals for house purchases and 
residential property transactions (thousands)

Source: Bank of England; HMRC.
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Figure 13. Monthly mortgage loans and capital repayments 
(£billion)

Source: British Bankers Association. 
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through to mortgage rates, should weigh on future 
demand for housing. Overall, we expect house price 
inflation to moderate over the forecast horizon.
 
Household consumption was the main driver of economic 
growth in 2015, contributing 1.8 out of 2.3 percentage 
points to output growth. Expenditure has been sustained 
on the back of strong income growth, wealth effects of 
house price inflation4 and the appreciation of sterling 
and falling energy prices which increased the purchasing 
power of households. 

We estimate that robust consumer spending growth 
continued into the first quarter of this year. Data on 
retail sales until March 2016, which constitute a timely 
indicator of consumer spending and represent around a 
third of the total, increased by 0.8 per cent during the 
first quarter of this year, a slight decline compared to an 
average rate of growth of 1.1 per cent in 2015. We have 
revised our projection of consumer spending growth for 
this year to 2.8 per cent, down from 3.6 per cent in our 
previous Review. This revision incorporates the effects 
driven by heightened uncertainty of the referendum. We 
expect further moderations in the growth rate of private 
expenditure between 2017 and 2021 as house price 
inflation moderates, consumer price inflation returns to 
the 2 per cent target of the Bank of England and income 
gearing – the share of income devoted to interest rate 
payments – increases following the likely increase in 
Bank Rate.

Following a period of deleveraging from a peak of 
almost 170 per cent, the household debt-to-income ratio 
has remained stable at around 141 per cent since 2013. 
We expect the ratio to increase by 2 percentage points by 

2017, driven by a strong expansion of consumer credit 
that feeds the strong performance of private consumption 
together with the recent pick-up in the value of loans 
secured on property, and to decrease from then onwards 
as nominal income growth picks up. 

The saving ratio, which includes the adjustment for 
changes in net equity of households in pension funds, 
has reached a new historical low of 3.8 per cent in the 
fourth quarter of 2015. The dip has been almost entirely 
driven by an increase in consumption expenditure which 
has made a dent in the overall savings of households. 
The favourable dynamics of employment growth and the 
gains in purchasing power from external developments 
have spurred consumption plans of consumers that might 
otherwise have been delayed. This raises the question of 
whether consumers have based these decisions on real 
interest rates remaining low for an extended period of 
time. A sharper rise in the real rate of interest may lead 
to a re-evaluation of expectations by consumers, and 
poses a downside risk to our growth forecast. Looking 
ahead we expect the saving ratio to trough in 2016 and 
to recover from 2017 onwards as the average propensity 
to consume moderates as households use more of the 
future gains in real consumer wages to improve their 
balance sheets. The degree of trade-off between current 
and future consumption will crucially depend on the 
outlook for the real rate of interest and productivity 
performance of the economy. 

Supply conditions
The 2016 Budget included a further cut in the main rate 
of corporation tax to 17 per cent to come into effect 
in 2020. This follows a cut from 28 per cent to 20 
per cent in 2010 and is intended to support business 
investment in the UK. Although business investment as 
a share of GDP has been following an upward trend 
since the middle of 2010, it remains low relative to other 
developed economies and is below the level in all the G7 
economies apart from Canada (figure 14). The Bank of 
England’s Credit Conditions Survey for the first quarter 
of 2016 reports that the supply of credit to businesses of 
all sizes has remained unchanged for the second quarter 
in a row. Demand for credit from small and medium 
businesses is reported to have fallen, while demand 
from large businesses was unchanged but is expected to 
increase in the second quarter of this year. Spreads on 
lending to large companies have been narrowing since 
the end of 2012 but were unchanged in the first quarter 
of this year and are expected to remain so in the second 
quarter. Spreads remained broadly unchanged for small 
and medium sized businesses but associated fees and 
commissions fell.   
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As noted above, uncertainty is likely to weigh heavily 
on investment between now and the June referendum, 
and for the following two years or so of the negotiation 
period in the event of a vote for leaving the EU. Our 
central forecast assumes the UK remains a member of 
the EU, but uncertainty surrounding the referendum 
still features. We have constructed an uncertainty 
index based on various measures of uncertainty and 
volatility (see Baker et al. in this Review). This index 
shows a sharp increase in uncertainty, of 0.65 standard 
deviations, in the first quarter of 2016. Uncertainty as 
measured by this index was about half the magnitude 
of the peak associated with the sovereign debt crisis and 
a sixth the 2008 peak during the global financial crisis. 
Our forecast for business investment has been revised 
downwards to account for an increasingly uncertain 
economic environment. We now expect business 
investment to grow by 3.2 per cent this year and 5.9 per 
cent next year before starting to slow, down from our 
previous forecast of 6.1 and 5.5 per cent for this year 
and next respectively.  

The National Living Wage (NLW) came into force 
in April this year. It applies to workers aged 25 and 
over and is currently 24 per cent above the National 
Minimum Wage (average of London and rest of UK). 
The CPID and Resolution Foundation (2016) conducted 
a representative survey of 1,037 employers  to gauge 
likely responses to the policy change. Their findings 
suggest that a significant share of firms will be unaffected 
or will face only a small increase in their wage bill and 
that job losses are unlikely, at least in the short term. 

Hospitality, retail and other low-paid sectors will be 
disproportionately affected.  Of the employers surveyed, 
54 per cent expected to be affected by the NLW,  but only 
18 per cent to ‘a large extent’.  Those that expected to 
be affected were asked to identify up to three responses 
from a list that they were most likely to implement.  The 
most popular responses were ‘improve efficiency/raise 
productivity’ and ‘take lower profits/absorb costs’ which 
were identified by 30 and 22 per cent of employers 
respectively. Reducing the number of employees and 
reducing hours worked by staff were identified by 15 
and 9 per cent of employers respectively.

Productivity growth, in terms of output per hour worked, 
gained momentum throughout most of 2015 before being 
almost entirely reversed in the final quarter (figure 15), 
falling by 1.2 per cent compared to the third quarter. 
Even in the service sector, which has seen the most robust 
recovery in productivity since the crisis, output per hour 
fell by 0.7 per cent. Conversely, output per worker and 
output per job have stayed approximately constant in the 
fourth quarter, following three quarters of growth. This 
seems to be driven, at least in part, by a sudden increase 
in average hours worked of just over 1 per cent  in the 
three months to December 2015 (figure 16). Data from 
the three months to February show that average weekly 
hours and total hours worked have both declined. Weekly 
hours worked per employee were on a downward trend 
for most of 2015 and we expect this trend to persist.

Following the drop in hourly productivity, we have 
revised down our hourly productivity growth forecast  

Figure 15.  Whole economy productivity

Source: ONS.
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Figure 14. Business investment

Source: NiGEM database.
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Figure 16.  Average weekly hours worked

Source: ONS.
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for 2016 from 1.2 to 0.7 per cent, and slightly 
reduced our forecast over the following four years.  
The rate of transition from unemployment to 
employment reached its highest level since 2007 at 
29.8 per cent in the three months to December 2015. 
Worryingly, the rate of transition from unemployment 
to inactivity has also been increasing, reaching 19.2 
per cent in the same period, compared to an average 
of 17.7 per cent since 1997. The  ratio of vacancies to 
unemployment has been increasing rapidly since the start 
of 2014, but the rate of increase slowed  towards the end 
of 2015 and the number of vacancies per unemployed 
person fell in the three months to February 2016. We 
expect the unemployment rate to fall to 5.2 per cent this 
year and next before starting to decline.

Self-employment as a proportion of total employment, 
which tends to move counter cyclically, has been fairly 
constant over the past two years but increased slightly 
in the three months to February to 14.8 per cent, 
compared to an average of 13.7 per cent over the past 
ten years. Temporary employment as a proportion 
of total employment has been on a downward trend 
throughout 2015, but has increased slightly in recent 
months. The number of temporary workers who wanted 
but were unable to find permanent employment has 
been declining and dropped to 33.0 per cent in the three 
months to February from 35.2 per cent in the previous 
three month period. Similarly, part-time employment as 
a proportion of total employment has stayed at around 
26 per cent since 2009, but workers who work part-
time because they cannot find full-time employment has 
been declining since mid-2013. This implies a tightening 

in the labour market which might not be reflected in 
unemployment data as underemployment is reduced.

Public finances
The first outturn for fiscal year 2015–16 suggests only 
a gradual reduction in the magnitude of public sector 
net borrowing. ONS public finance data, which differs 
from the national accounts data we publish in table A8, 
suggest borrowing fell from £91.7 billion (5 per cent of 
GDP) in 2014–15 to £74 billion (4.1 per cent of GDP) in 
2015–16. These figures are broadly in line with what we 
had expected just three months ago. The government’s 
primary target is for the public sector to become a net 
lender to the rest of the economy in 2019–20. This leaves 
less than four fiscal years to lower borrowing by 4 per 
cent of GDP. 

In the absence of any discretionary policy changes, our 
forecast would suggest public sector net borrowing of 
around £10 billion (½ per cent of GDP) in 2019–20. The 
government has used a reprofiling of a corporation tax 
policy change and capital expenditures over the period 
2016–17 to 2019–20 to ensure an absolute surplus is 
achieved in 2019–20. 

The secondary target, the Fiscal Mandate, is for public 
sector net debt, as a per cent of GDP, to be lower in 
each and every year from 2015–16. According to current 
official estimates, this target has been breached, by just 
0.2 per cent of GDP. This is due to delays in assets sales, 
namely the government’s holdings of bank equities, 
because of adverse market conditions. 

Debt dynamics dictate that debt, as a share of income, 
will be on a downward trajectory if borrowing relative 
to income is smaller than the rate of growth of nominal 
income. However, in fiscal year 2016–17 we do expect 
nominal GDP to report a growth figure smaller than 
borrowing, or more precisely, the public sector’s net 
cash requirement, as a share of GDP. As a consequence, 
we expect public sector net debt, as a per cent of GDP, 
to have increased by the end of 2016–17. Further out, 
continued fiscal consolidation and a rebound in nominal 
GDP growth are expected to enable public sector net 
debt, as a per cent of GDP, to fall. As stated, given the 
additional policy changes announced in Budget 2016 
and our outlook for the UK economy, we expect a fiscal 
surplus to be achieved in 2019–20. Upon reaching this 
year, we expect public sector net debt, as a per cent 
of GDP, to fall rather sharply, since running a surplus 
means a reduction in the nominal amount of debt, not 
just the relative magnitude of debt; falling to 79.1 per 
cent of GDP in 2019–20 and 76.6 per cent by 2020–21.



96   NatioNal iNstitute ecoNomic Review No. 236 May 2016

Saving and investment
The balance of payments on the current account is the 
net position of saving and investment in the economy. 
Table A9 disaggregates this into the household, corporate 
and government sectors. For each sector, if investment 
exceeds saving, then that sector is a net borrower and 
requires external finance from the rest of the economy. 
If in aggregate investment is greater than saving, then 
finance from abroad is needed to fund investment. The 
current account balance provides information on the 
immediate funding needs of the economy and does not 
imply anything about the optimality of levels of saving 
or investment.   

Household saving rose sharply following the onset of 
the crisis to peak at 8.8 per cent of GDP in the third 
quarter of 2010. Since then it has declined and in the 
last quarter of 2015 reached 2.6 per cent of GDP, the 
lowest level on record.5 Real consumer wages fell by 
1.8 per cent in the final quarter of 2015 and accordingly 
we have lowered our expectations for the level of real 
consumer wages in the near term. This feeds into our 
forecast for household saving ratio, which we have 
revised downwards by 0.1 to 0.2 percentage point in 
each year from 2016 until 2020. Saving, as a share of 
GDP, is projected to continue to fall further in 2016. 
We expect this to be the trough for household saving. 
The desire to improve household balance sheets should 
result in the saving ratio rising over our forecast period. 
Investment by households has increased only modestly 
over the past few years; rising from 4.3 per cent of 
GDP in 2010 to 5.3 per cent in 2015, below the 6 per 
cent plus levels seen pre-crisis. Housing investment is 
expected to outpace GDP growth through to the end of 
our forecast horizon, resulting in investment figures of 
around 6 per cent of GDP. However, these figures are in 
nominal terms and are a reflection of rapid house price 
increases in recent years rather than a robust increase 
in the volume of activity in the housing market. With 
nominal housing investment expected to outstrip saving, 
households will remain net borrowers from the rest of 
the economy throughout our forecast period. However, 
the gap between saving and investment is expected to 
narrow from 3.6 per cent of GDP in 2016 to under 2 
per cent in 2020. Growth in gross disposable incomes 
of the household sector ensures that this continued 
borrowing keeps the household debt to income ratio 
stable over our forecast horizon.

Investment by companies fell markedly at the start of the 
crisis and has been gradually increasing since late 2009. 
The corporate sector has been a net lender to the rest of 
the economy since 2003 but we expect this position to 

reverse this year and for the external funding required 
to increase throughout our forecast period as investment 
increases and savings continue to fall. 

The government has been a net borrower since 2002 
but the gap between saving and investment increased 
substantially during the crisis to reach a peak of 9.0 
per cent of GDP in 2009. This was due to a large drop 
in savings during 2008 and 2009 while government 
investment as a share of GDP rose slightly. The amount 
of external finance required has been declining as a 
share of GDP but remains substantial at 3.9 per cent in 
2015. Our projections for government consumption and 
investment are based on the spending plans and policy 
changes detailed in the 2016 Budget. The government 
has announced discretionary policy changes that tighten 
fiscal policy in order to re-establish a surplus by fiscal 
year 2019–20. However, our forecast for nominal GDP 
growth has been revised downwards over the period 
2016–20. Tax revenues depend on the magnitude and 
composition of nominal demand within the economy.6  
With little change to general government consumption 
plans since the November 2015 Comprehensive 
Spending Review, the outcome should be to lower the 
expected path for government saving over our forecast 
horizon. However, discretionary policy changes mean 
that government saving is expected to be higher at the 
end of our forecast horizon. 

The current account balance has deteriorated, in an 
almost consistent fashion since 2011. This deficit 
reached a record 5.2 per cent of GDP in 2015 as a 
whole.  Unlike previous episodes of high current account 
deficits, the trade balance has remained relatively stable. 
The primary factor in the recent deterioration is a drop 
in net FDI investment income which fell from a surplus 
of 3.3 per cent of GDP in 2011 to a deficit of 0.2 per 
cent in 2015. This has been driven in part by exchange 
rate movements,  and also by stronger growth in the 
UK than in major partner countries, contributing to 
higher returns on foreign investment in the UK than 
on UK investments abroad. Weaker commodity prices 
may also have contributed to reduced income from FDI. 
Since liabilities are more likely to be held in domestic 
currency than assets, the recent depreciation of sterling 
has resulted in an increase in the net asset position at 
the same time as current balances as a proportion of 
GDP have fallen. We are forecasting the current account 
deficit to be 6.5 per cent of GDP in 2016 and 6.6 per cent 
in 2017 before narrowing over our forecast period. Net 
assets are expected to be 1.0 per cent of GDP in 2016, 
falling to –9.4 per cent in 2017 and continuing to fall, 
averaging –23 per cent of GDP in 2018–20. 
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The implications of the recent deterioration of the 
current account depend on how long we expect this 
phenomenon to last. Lane (2015) suggests that this 
might be a transitory effect as a result of financial 
engineering, whereby UK firms have been relocating 
their headquarters abroad, perhaps to take advantage 
of lower taxes or a looser regulatory environment, while 
economic activity continues to take place domestically. 
The view of the IMF (2016) on the other hand, as 
outlined in their recent Article IV report on the UK, is 
that while returns on foreign assets are likely to recover, 
the shift in the net stock of FDI is likely to have been 
driven by more permanent shifts such as the reduction in 
UK corporate tax rates, making the UK a more attractive 
place to invest thus increasing income flows from non-
residents’ investment in the UK relative to income flows 
from UK residents’ investment abroad.  

Medium-term projections
Following the Great Recession, the recovery of the UK 
economy has been protracted, with economic growth 
below estimates of its potential rate for a number of 
years. Our projections for the medium term, which 
are dominated by the gradual process of returning to 
equilibrium, are presented in table A10. These figures 
reflect our baseline forecast and we understand that 
shocks, which are by definition unpredictable, will 
undoubtedly move the economy away from this path. 
We represent this uncertainty using fan charts (figures 
3, 4 and 6). 

One near-term risk with long-run implications that can 
easily be identified is the event of a vote to leave the 
EU in the 23 June referendum. What is more uncertain 
is the magnitude of the impact on the UK, not least 
because we do not know which of the exit states will be 
the path the UK economy eventually travels. Ebell and 
Warren, in this Review, present a range of scenarios 
to illustrate the medium to long-term economic effects 
of this shock materialising. The estimated negative 
impacts on GDP  of between 1.5 and 3.7 per cent are 
somewhat smaller than those of other recent studies 
that they compare their results to.  

Since our February forecast we have changed our 
expectation of when Bank Rate will first increase from 
August to November 2016, but also predict a more 
rapid tightening in rates so that our medium term view 
remains largely unchanged. We expect interest rates to 

normalise over the forecast period and to be 3½ per 
cent in 2021–25.

Critical to our forecast is the assumption of the return 
of meaningful productivity growth, which is the key 
driver of long-run growth in real consumer wages 
and improvements in the economic welfare of the 
population. Following poor data outturns at the end of 
2015, we have revised down our expectation of whole 
economy per hour productivity from 1.2 to 0.7 per 
cent in 2016. Our forecast is for productivity growth 
to regain momentum over the following four years and 
we expect robust growth of around 1.8 per cent per 
year in 2021–25.

Labour input has increased rapidly over the past few 
years due to increases in both employment and hours 
worked. The rate of increase slowed in 2015 and we 
expect this slowdown to persist as unemployment nears 
its long-run level of 5–5½ per cent and the population 
growth rate declines, in part due to current government 
policy of targeting a reduction in net immigration. This 
is likely to be offset somewhat by an increase in the 
participation rate of those aged 65 and over as the state 
pension ages for men and women are equalised, but this 
effect will level off once the process of equalisation has 
finished in 2021. We expect unemployment to remain at 
5.2 per cent in 2016 but to overshoot slightly, dipping 
below its long-run level as the economy rebounds 
rapidly, before settling at around 5 per cent.

Recent weakness in commodity prices means that 
consumer price growth is expected to be subdued, with 
annual inflation rates of 0.3 and 0.9 per cent in 2016 
and 2017 respectively. Our forecast is for inflation to 
pick up as these effects dissipate, overshooting the Bank 
of England’s 2 per cent target in 2019 before settling at 
2.1 per cent on average in 2021–5.

Our projections for monetary policy globally inform our 
forecast for interest rate differentials which determine 
exchange rates in our forecast. Following the recent 
depreciation of sterling, our expectation of the level of 
the effective exchange rate in 2016 has been lowered by 
around 3 per cent, compared to our forecast published 
three months ago. We expect the effective exchange rate 
to remain broadly flat from 2017 until the end of our 
forecast period.
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NOTES
1 We make abundant use of the words risk and uncertainty. 

Commonly, both terms are used interchangeably but they 
probably carry different shades of meaning to each reader. For 
example, Knight (1921) defined risk as an event in which the 
probability distribution of the outcome is known and uncertainty 
to the case where that is unknown. 

2 This is the same model we use to produce the modal forecast 
presented in this and the world chapter of this Review.

3 Within the European Economic Area (EEA) a financial firm 
who is authorised in one EEA state is entitled to exercise the 
right of establishment (of a branch and/or agents) or via cross-
border services to provide permitted services in any other EEA 
member state (see http://www.bankofengland.co.uk/pra/Pages/
authorisations/passporting/default.aspx for more details).

4 Household wealth has been buoyed by rapidly rising house 
prices. At the end of 2015, household wealth had risen to the 
equivalent of 7½ years of incomes, from 6½ years of income 
at the end of 2013.

5 Saving ratio data is available from 1964.
6 As well as its cyclical position.

http://www.imf.org/external/pubs/ft/scr/2016/cr1658.pdf
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                                         UK exchange rates                FTSE                                       Interest rates
    All–share 
                       Effective          Dollar        Euro    index   3–month        Mortgage  10–year    World(a) Bank
           2011 = 100                     rates            interest gilts  Rate(b)

2010   100.19 1.55 1.17 2472.7 0.7 4.0 3.6 1.4 0.50
2011   100.00 1.60 1.15 2587.6 0.9 4.1 3.1 1.6 0.50
2012   104.17 1.59 1.23 2617.7 0.8 4.2 1.8 1.4 0.50
2013   102.91 1.56 1.18 3006.2 0.5 4.4 2.4 1.1 0.50
2014   110.94 1.65 1.24 3136.6 0.5 4.4 2.5 0.9 0.50
2015   118.25 1.53 1.38 3150.1 0.6 4.5 1.8 0.7 0.50
2016   112.93 1.45 1.29 2874.7 0.6 4.6 1.6 0.8 0.75
2017   114.00 1.48 1.29 2816.8 1.2 4.7 2.3 1.2 1.50
2018   113.76 1.49 1.28 2855.0 1.9 5.0 2.8 1.8 1.75
2019   113.56 1.51 1.26 2936.0 2.3 5.2 3.3 2.3 2.25
2020   113.34 1.52 1.25 3066.5 2.7 5.5 3.6 2.6 2.75

2015 Q1 115.02 1.51 1.34 3207.6 0.6 4.5 1.6 0.7 0.50
2015 Q2 117.69 1.53 1.39 3294.6 0.6 4.5 1.9 0.7 0.50
2015 Q3 120.39 1.55 1.39 3075.5 0.6 4.5 1.9 0.7 0.50
2015 Q4 119.89 1.52 1.39 3022.6 0.6 4.5 1.9 0.7 0.50
2016 Q1 113.54 1.43 1.30 2891.8 0.6 4.6 1.5 0.8 0.50
2016 Q2 110.01 1.43 1.25 2959.0 0.6 4.6 1.4 0.8 0.50
2016 Q3 114.09 1.48 1.30 2826.5 0.6 4.5 1.6 0.8 0.50
2016 Q4 114.08 1.48 1.30 2821.4 0.8 4.6 1.8 0.9 0.75
2017 Q1 114.05 1.48 1.30 2813.7 0.9 4.6 2.0 1.0 0.75
2017 Q2 114.03 1.48 1.29 2817.0 1.1 4.7 2.2 1.1 1.00
2017 Q3 113.99 1.48 1.29 2816.2 1.3 4.8 2.4 1.3 1.25
2017 Q4 113.93 1.48 1.29 2820.3 1.5 4.9 2.5 1.4 1.50

Percentage changes         
2010/2009 –0.4 –1.2 3.8 21.2     
2011/2010 –0.2 3.7 –1.2 4.6     
2012/2011 4.2 –1.1 7.0 1.2     
2013/2012 –1.2 –1.3 –4.5 14.8     
2014/2013 7.8 5.3 5.4 4.3     
2015/2014 6.6 –7.2 11.1 0.4     
2016/2015 –4.5 –4.8 –6.6 –8.7     
2017/2016 0.9 1.9 0.5 –2.0     
2018/2017 –0.2 0.7 –1.2 1.4     
2019/2018 –0.2 1.0 –1.3 2.8     
2020/2019 –0.2 0.8 –1.3 4.4     
2015Q4/14Q4 7.2 –4.2 9.4 –1.4     
2016Q4/15Q4 –4.8 –2.5 –6.2 –6.7     
2017Q4/16Q4 –0.1 0.3 –0.9 0.0      

Notes:  We assume that bilateral exchange rates for the first quarter of this year are the average of information available to 13 April 2016. We then assume 
that bilateral rates remain constant for the following two quarters before moving in line with the path implied by the backward–looking uncovered interest 
rate parity condition based on interest rate differentials relative to the US. The exception is the UK, where we assume a vote to remain a member of the 
EU induces an unwinding of relative risk premia and an appreciation of sterling in the third quarter of this year.  We then assume sterling remains constant 
in the final quarter of this year. (a) Weighted average of central bank intervention rates in OECD economies. (b) End of period. 

Table A1. Exchange rates and interest rates

Appendix – Forecast details
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                                                                                                                                     Retail price index                                
                                                                   
                                            GDP
 Unit Imports Exports Whole- World Consump-  deflator All Excluding Consumer 
 labour deflator deflator sale price oil price tion (market  items mortgage prices 
 costs     index(a) ($)(b) deflator prices)  interest index           

2010 99.4 94.1 94.4 96.2 78.8 94.7 96.4 92.1 92.0 93.1
2011 98.9 100.5 99.8 98.9 108.5 98.2 98.4 96.9 96.9 97.2
2012 100.0 100.0 100.0 100.0 110.4 100.0 100.0 100.0 100.0 100.0
2013 100.6 100.9 102.6 100.8 107.1 102.3 102.0 103.0 103.1 102.6
2014 99.5 97.2 100.0 101.7 97.8 104.0 103.9 105.5 105.6 104.0
2015 100.8 91.5 94.8 101.9 51.8 104.2 104.1 106.5 106.7 104.1
2016 101.1 91.3 93.6 102.1 35.1 104.4 103.7 107.9 108.1 104.4
2017 101.4 94.8 94.2 102.6 41.6 105.4 103.6 110.9 109.9 105.3
2018 102.8 97.6 97.1 104.3 48.1 107.4 105.6 114.9 112.7 107.3
2019 104.9 99.7 99.7 106.8 49.0 109.9 108.2 118.8 116.0 109.7
2020 106.7 101.8 102.1 109.4 50.0 112.2 110.6 123.0 119.1 112.0

Percentage changes          
2010/2009 1.5 3.9 5.4 1.5 27.6 4.6 3.1 4.6 4.8 3.3
2011/2010 –0.5 6.8 5.7 2.8 37.6 3.7 2.1 5.2 5.3 4.5
2012/2011 1.1 –0.5 0.2 1.1 1.8 1.8 1.6 3.2 3.2 2.9
2013/2012 0.6 0.9 2.6 0.8 –3.0 2.3 2.0 3.0 3.1 2.6
2014/2013 –1.0 –3.6 –2.6 0.9 –8.7 1.7 1.8 2.4 2.4 1.4
2015/2014 1.3 –5.9 –5.2 0.2 –47.0 0.2 0.3 1.0 1.0 0.1
2016/2015 0.4 –0.2 –1.3 0.2 –32.2 0.3 –0.4 1.3 1.4 0.3
2017/2016 0.2 3.8 0.7 0.5 18.6 0.9 –0.1 2.8 1.7 0.9
2018/2017 1.4 2.9 3.1 1.7 15.4 1.9 2.0 3.6 2.6 1.9
2019/2018 2.1 2.2 2.6 2.4 2.0 2.3 2.4 3.3 2.9 2.3
2020/2019 1.7 2.1 2.4 2.3 2.0 2.1 2.2 3.6 2.7 2.1
2015Q4/14Q4 1.1 –5.5 –5.4 0.1 –43.8 0.4 0.1 1.0 1.1 0.1
2016Q4/15Q4 –0.1 2.5 –0.4 0.5 –15.8 –0.4 –1.0 1.6 1.3 0.3
2017Q4/16Q4 0.6 3.2 3.2 0.8 33.2 1.3 1.2 3.5 2.0 1.3

Notes: (a) Excluding food, beverages, tobacco and petroleum products. (b) Per barrel, average of Dubai and Brent spot prices.

Table A2. Price indices 2012=100

Source: Bank of England/NOP Inflation Attitudes Survey, ONS.
Note: Inflation expectation is for the rate of inflation 12 months ahead. 
Contemporaneous inflation rates are for the month available during the 
month of the survey.

Figure A1. Inflation expectations have eased marginally in 
recent quarters Figure A2. Private and public sector nominal wage growth

Source: ONS.
Note: Regular pay, excluding bonuses and arrears.
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  Final consumption Gross capital Domestic Total Total Total Net GDP
 expenditure formation demand exports(c) final imports(c) trade at
  Households General Gross Changes in   expendi-   market
 & NPISH(a) govt. fixed in- inventories(b)     ture   prices 
   vestment

2010 1062.3 339.4 259.2 4.8 1660.3 470.5 2131.2 517.5 –47.0 1614.0
2011 1063.3 339.7 264.3 –5.6 1668.0 498.0 2166.0 520.4 –22.4 1645.8
2012 1082.6 346.0 268.2 2.4 1699.1 501.7 2200.8 535.6 –33.9 1665.2
2013 1103.0 347.6 275.1 18.1 1743.8 507.8 2251.6 550.4 –42.6 1701.2
2014 1130.3 356.2 295.1 17.7 1799.3 513.8 2313.1 563.6 –49.9 1749.7
2015 1161.0 361.4 307.2 16.7 1846.3 539.8 2386.1 599.2 –59.4 1790.5
2016 1193.1 362.9 318.1 17.3 1891.4 555.0 2446.4 627.7 –72.7 1826.2
2017 1218.8 365.2 335.6 14.7 1934.2 597.0 2531.2 663.5 –66.5 1875.3
2018 1237.9 367.0 347.1 14.3 1966.3 627.6 2593.9 678.4 –50.8 1923.0
2019 1258.6 367.8 355.0 14.3 1995.6 653.9 2649.5 691.1 –37.2 1965.9
2020 1284.3 370.4 362.9 14.3 2031.8 678.4 2710.2 708.9 –30.5 2008.9

Percentage changes         
2010/2009 0.0 0.2 5.0  2.3 5.8 3.1 8.3  1.5
2011/2010 0.1 0.1 2.0  0.5 5.8 1.6 0.6  2.0
2012/2011 1.8 1.8 1.5  1.9 0.7 1.6 2.9  1.2
2013/2012 1.9 0.5 2.6  2.6 1.2 2.3 2.8  2.2
2014/2013 2.5 2.5 7.3  3.2 1.2 2.7 2.4  2.9
2015/2014 2.7 1.5 4.1  2.6 5.1 3.2 6.3  2.3
2016/2015 2.8 0.4 3.6  2.4 2.8 2.5 4.8  2.0
2017/2016 2.2 0.6 5.5  2.3 7.6 3.5 5.7  2.7
2018/2017 1.6 0.5 3.4  1.7 5.1 2.5 2.3  2.5
2019/2018 1.7 0.2 2.3  1.5 4.2 2.1 1.9  2.2
2020/2019 2.0 0.7 2.2  1.8 3.8 2.3 2.6  2.2

Decomposition of growth in GDP(d)

2010 0.0 0.0 0.8 1.4 2.4 1.6 4.0 –2.5 –0.9 1.5
2011 0.1 0.0 0.3 –0.6 0.5 1.7 2.2 –0.2 1.5 2.0
2012 1.2 0.4 0.2 0.5 1.9 0.2 2.1 –0.9 –0.7 1.2
2013 1.2 0.1 0.4 0.9 2.7 0.4 3.1 –0.9 –0.5 2.2
2014 1.6 0.5 1.2 0.0 3.3 0.3 3.6 –0.8 –0.4 2.9
2015 1.8 0.3 0.7 –0.1 2.7 1.5 4.2 –2.0 –0.5 2.3
2016 1.8 0.1 0.6 0.0 2.5 0.8 3.4 –1.6 –0.7 2.0
2017 1.4 0.1 1.0 –0.1 2.3 2.3 4.6 –2.0 0.3 2.7
2018 1.0 0.1 0.6 0.0 1.7 1.6 3.3 –0.8 0.8 2.5
2019 1.1 0.0 0.4 0.0 1.5 1.4 2.9 –0.7 0.7 2.2
2020 1.3 0.1 0.4 0.0 1.8 1.2 3.1 –0.9 0.3 2.2

Notes: (a) Non–profit institutions serving households. (b) Including acquisitions less disposals of valuables and quarterly alignment adjustment.  
(c) Includes Missing Trader Intra–Community Fraud. (d) Components may not add up to total GDP growth due to rounding and the statistical discrepancy 
included in GDP.

Table A3. Gross domestic product and components of expenditure £ billion, 2012 prices
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Table A4.  External sector                    

 Exports Imports Net Exports Imports Net Export World Terms Current
 of goods(a) of goods(a) trade in of of trade in price trade(d) of trade(e) balance
   goods(a) services services services competitive-  
                                                      ness(c)                                                        
   £ billion, 2012 prices(b) 2012=100             % of GDP                                                

2010 287.4 396.5 –109.1 183.0 120.9 62.1 94.1 92.6 100.3 –2.8
2011 306.8 401.1 –94.3 191.1 119.3 71.9 98.1 98.1 99.3 –1.7
2012 304.3 410.8 –106.5 197.4 124.8 72.6 100.0 100.0 100.0 –3.3
2013 302.5 420.6 –118.1 205.3 129.9 75.4 100.4 102.5 101.7 –4.5
2014 302.6 434.9 –132.3 211.1 128.7 82.5 104.1 106.7 102.8 –5.1
2015 322.4 461.4 –139.0 217.3 137.8 79.6 103.2 110.9 103.6 –5.2
2016 332.4 485.3 –152.9 222.6 142.3 80.2 96.9 116.5 102.5 –6.5
2017 362.5 515.5 –153.0 234.5 148.0 86.5 95.7 123.0 99.4 –6.6
2018 381.1 527.0 –145.9 246.5 151.4 95.1 96.1 128.1 99.5 –5.5
2019 396.5 536.4 –139.9 257.4 154.7 102.7 96.4 133.2 100.0 –4.5
2020 411.1 550.2 –139.1 267.3 158.7 108.6 96.2 138.3 100.2 –3.9

Percentage changes          
2010/2009 11.3 11.6  –1.7 –0.7  2.2 10.1 1.4 
2011/2010 6.8 1.2  4.4 –1.3  4.2 5.9 –1.0 
2012/2011 –0.8 2.4  3.3 4.6  2.0 1.9 0.7 
2013/2012 –0.6 2.4  4.0 4.0  0.4 2.5 1.7 
2014/2013 0.0 3.4  2.8 –0.9  3.6 4.1 1.1 
2015/2014 6.6 6.1  2.9 7.1  –0.8 3.9 0.7 
2016/2015 3.1 5.2  2.4 3.3  –6.2 5.0 –1.1 
2017/2016 9.0 6.2  5.3 4.0  –1.2 5.5 –3.0 
2018/2017 5.1 2.2  5.1 2.3  0.4 4.2 0.2 
2019/2018 4.0 1.8  4.4 2.2  0.3 4.0 0.4 
2020/2019 3.7 2.6  3.8 2.6  –0.2 3.8 0.3   

Notes: (a) Includes Missing Trader Intra–Community Fraud. (b) Balance of payments basis. (c) A rise denotes a loss in UK competitiveness. 
(d) Weighted by import shares in UK export markets. (e) Ratio of average value of exports to imports.               

Figure A3. Goods exports volumes to the EU remain close 
to pre-recession levels

Notes: Percentage difference is exports to EU and non–EU countries from 
their pre–recession level. 3–month moving averages. Volume of goods 
exports. Pre–recession peak is January 2008, defined by NIESR’s monthly 
estimate of GDP.

Figure A4. Per capita consumer spending is expected to 
reach its pre–recession peak this year (2007Q4=100)

Sources: ONS, NIESR forecast.
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 Average(a) Compen- Total Gross Real Final consumption Saving House Net
 earnings sation of personal disposable disposable expenditure ratio(c) prices(d) worth to
  employees income income income(b) Total Durable   income
          ratio(e)

 2012=100 £ billion, current prices £ billion, 2012 prices per cent  2012=100 

2010 97.1 819.2 1373.1 1062.3 1122.1 1062.3 88.2 11.6 99.3 6.3
2011 98.1 830.9 1400.1 1079.4 1099.3 1063.3 89.6 9.1 98.4 6.5
2012 100.0 850.1 1448.6 1127.9 1127.9 1082.6 95.2 8.7 100.0 6.6
2013 101.5 873.2 1476.0 1145.7 1120.2 1103.0 99.2 6.3 103.5 6.6
2014 101.6 888.8 1510.8 1172.1 1127.4 1130.3 107.9 5.4 113.9 7.2
2015 103.4 921.0 1569.5 1213.5 1164.9 1161.0 115.9 4.2 121.5 7.5
2016 105.1 942.7 1612.4 1243.0 1190.3 1193.1 121.5 3.5 129.8 7.6
2017 107.3 970.5 1663.0 1281.8 1216.2 1218.8 125.0 3.6 135.1 7.4
2018 110.4 1009.0 1739.3 1339.0 1246.2 1237.9 128.6 4.6 137.4 7.1
2019 114.1 1053.2 1829.0 1404.1 1277.4 1258.6 132.0 5.5 139.9 7.0
2020 117.9 1094.4 1925.0 1476.3 1315.3 1284.3 135.5 6.3 142.7 6.8

Percentage changes          
2010/2009 3.3 3.0 4.4 5.2 0.6 0.0 –2.6  7.2 
2011/2010 1.0 1.4 2.0 1.6 –2.0 0.1 1.6  –1.0 
2012/2011 1.9 2.3 3.5 4.5 2.6 1.8 6.3  1.6 
2013/2012 1.5 2.7 1.9 1.6 –0.7 1.9 4.2  3.5 
2014/2013 0.1 1.8 2.4 2.3 0.6 2.5 8.7  10.0 
2015/2014 1.7 3.6 3.9 3.5 3.3 2.7 7.4  6.7 
2016/2015 1.6 2.4 2.7 2.4 2.2 2.8 4.9  6.8 
2017/2016 2.1 2.9 3.1 3.1 2.2 2.2 2.9  4.1 
2018/2017 2.9 4.0 4.6 4.5 2.5 1.6 2.9  1.7 
2019/2018 3.3 4.4 5.2 4.9 2.5 1.7 2.6  1.8 
2020/2019 3.3 3.9 5.2 5.1 3.0 2.0 2.6  2.0 

Notes: (a) Average earnings equals total labour compensation divided by the number of employees. (b) Deflated by consumers’ expenditure deflator. (c) 
Includes adjustment for change in net equity of households in pension funds. (d) Office for National Statistics, mix–adjusted. (e) Net worth is defined as 
housing wealth plus net financial assets.

Table A5. Household sector

Figure A6. We expect households’ propensity to save to 
rise over the medium term (per cent of gross disposable 
incomes)

Sources: ONS, NIESR forecast.

Figure A5. Household income gearing

Sources: ONS, NIESR forecast.
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 Gross fixed investment User Corporate Capital stock
   cost profit
  Business Private General Total of share of Private Public(b)

  investment housing(a) government  capital (%) GDP (%) 

2010 140.4 63.2 55.7 259.2 15.4 23.4 3059.5 853.9
2011 147.3 64.4 52.6 264.3 14.9 24.4 3074.1 853.3
2012 154.8 64.5 48.9 268.2 13.4 23.9 3093.0 900.3
2013 158.4 70.2 46.5 275.1 12.4 25.1 3109.0 882.0
2014 165.8 80.0 49.2 295.1 12.4 25.8 3135.2 926.3
2015 174.5 82.8 49.9 307.2 13.5 25.2 3169.5 967.0
2016 180.0 87.0 51.1 318.1 13.3 24.4 3210.7 998.6
2017 190.7 92.8 52.1 335.6 13.7 24.5 3264.8 1023.7
2018 197.4 97.5 52.2 347.1 14.1 25.4 3326.0 1046.3
2019 201.8 101.0 52.2 355.0 14.5 26.0 3390.4 1068.3
2020 204.4 103.2 55.3 362.9 14.5 26.7 3454.8 1092.7

Percentage changes        
2010/2009 6.0 5.4 2.3 5.0   0.3 4.1
2011/2010 4.9 1.9 –5.4 2.0   0.5 –0.1
2012/2011 5.1 0.2 –7.1 1.5   0.6 5.5
2013/2012 2.3 8.9 –4.9 2.6   0.5 –2.0
2014/2013 4.7 14.0 5.8 7.3   0.8 5.0
2015/2014 5.2 3.5 1.5 4.1   1.1 4.4
2016/2015 3.2 5.1 2.4 3.6   1.3 3.3
2017/2016 5.9 6.7 2.0 5.5   1.7 2.5
2018/2017 3.5 5.1 0.2 3.4   1.9 2.2
2019/2018 2.3 3.5 0.0 2.3   1.9 2.1
2020/2019 1.3 2.2 5.9 2.2   1.9 2.3

Notes: (a) Includes private sector transfer costs of non–produced assets. (b) Including public sector non–financial corporations. 

Table A6. Fixed investment and capital £ billion, 2012 prices 

Figure A8. National saving is not expected to recover pre–
crisis levels over our forecast horizon (per cent of GDP)

Source: NiGEM database and forecast.

Figure A7.  Productivity has returned to pre-recession 
levels

Source: NiGEM database and forecast.
Notes: 2008Q1 = 100. GDP per person hour.

94
96
98

100
102
104
106
108
110

2005 2006 2008 2009 2011 2012 2014 2015
Canada France

Germany Italy

Japan UK

USA

-5

0

5

10

15

20

25

1987 1991 1995 1999 2003 2007 2011 2015 2019

Gross of depreciation Net of depreciation

Forecast



PRosPects foR the uk ecoNomy    105

                             Employment ILO Population Productivity Unemployment, %                       
 Employees  Total(a) unemploy– Labour  of   (2012=100)  Claimant  ILO unem– 
    ment  force(b)  working Per hour  Manufact– rate  ployment 
      age(c)   uring   rate

2010 25017 29229 2497 31725 40683 99.4 99.4 4.6 7.9
2011 25117 29376 2593 31969 40944 100.9 102.2 4.7 8.1
2012 25214 29697 2572 32268 40880 100.0 100.0 4.7 8.0
2013 25516 30043 2476 32519 40915 100.4 99.4 4.3 7.6
2014 25939 30726 2027 32753 41037 100.4 100.3 3.0 6.2
2015 26427 31190 1780 32970 41252 101.4 98.2 2.3 5.4
2016 26614 31473 1715 33187 41408 102.1 99.2 2.2 5.2
2017 26826 31710 1734 33444 41538 104.1 101.7 2.2 5.2
2018 27110 32027 1685 33712 41632 105.8 103.8 2.1 5.0
2019 27384 32340 1634 33974 41718 107.3 106.2 1.9 4.8
2020 27542 32533 1680 34212 41823 109.0 109.0 2.0 4.9

Percentage changes         
2010/2009 –0.3 0.2 3.9 0.5 0.6 1.2 7.9  
2011/2010 0.4 0.5 3.8 0.8 0.6 1.5 2.7  
2012/2011 0.4 1.1 –0.8 0.9 –0.2 –0.8 –2.1  
2013/2012 1.2 1.2 –3.7 0.8 0.1 0.4 –0.6  
2014/2013 1.7 2.3 –18.1 0.7 0.3 0.1 0.9  
2015/2014 1.9 1.5 –12.2 0.7 0.5 1.0 –2.1  
2016/2015 0.7 0.9 –3.7 0.7 0.4 0.7 1.0  
2017/2016 0.8 0.8 1.1 0.8 0.3 2.0 2.5  
2018/2017 1.1 1.0 –2.8 0.8 0.2 1.6 2.0  
2019/2018 1.0 1.0 –3.0 0.8 0.2 1.3 2.3  
2020/2019 0.6 0.6 2.8 0.7 0.3 1.6 2.7 

Notes: (a) Includes self–employed, government–supported trainees and unpaid family members. (b) Employment plus ILO unemployment. (c) Population 
projections are based on annual rates of growth from 2014-based population projections by the ONS.

Table A7. Productivity and the labour market Thousands  

Figure A9. In 2016Q1 GDP was 7.3 per cent higher than 
its pre-crisis peak and employment is estimated to be 5.8 
per cent higher

Source: NIESR calculations.
Note: Peak is defined by GDP.  The lines refer to the evaluation of the level 
of employment.  A square indicates trough of recession; a diamond indicates 
recovery of pre–recession GDP peak.

Figure A10. The Beveridge curve suggests continued  
improvement in the labour market matching process

Source: NIESR calculations.
Notes: Population aged 16–64. Dates refer to pre–recession, the Great 
Recession and the post Great Recession periods, as defined by NIESR’s 
monthly GDP estimates.
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Table A8. Public sector financial balance and borrowing requirement £ billion, fiscal years

 2013–14 2014–15 2015–16 2016–17 2017–18 2018–19 2019–20 2020–21

Current receipts: Taxes on income 375.9 390.3 403.3 422.1 432.8 456.9 490.7 514.2
 Taxes on expenditure 222.5 230.6 239.3 247.9 255.7 265.7 278.0 289.8
 Other current receipts 24.6 25.9 25.9 22.6 22.2 22.1 23.1 24.1
 Total 623.0 646.7 668.6 692.7 710.7 744.7 791.7 828.1
 (as a % of GDP) 35.5 35.3 35.6 36.5 36.2 36.2 36.8 36.9

Current expenditure: Goods and services 352.0 358.8 362.5 366.1 373.1 378.1 381.3 389.5
 Net social benefits paid 222.8 228.7 230.7 230.6 227.4 230.2 236.1 249.0
 Debt interest 36.9 33.4 34.3 34.9 35.5 36.2 36.8 36.9
 Other current expenditure 51.3 50.3 50.4 54.1 55.5 57.7 60.0 62.2
 Total 663.0 671.2 677.9 685.7 691.5 702.2 714.1 737.6
 (as a % of GDP) 37.8 36.6 36.1 36.1 35.2 34.2 33.2 32.8

Depreciation  36.0 37.0 37.9 39.7 41.5 43.3 45.1 47.0

Surplus on public sector current budget(a) –75.9 –61.5 –47.3 –32.7 –22.4 –0.8 32.5 43.5
(as a % of GDP)  –4.3 –3.4 –2.5 –1.7 –1.1 0.0 1.5 1.9

Gross investment  63.2 66.5 66.8 70.7 72.1 72.9 74.3 83.7
Net investment  27.2 29.6 28.9 31.0 30.6 29.6 29.2 36.8
(as a % of GDP)  1.5 1.6 1.5 1.6 1.6 1.4 1.4 1.6

Total managed expenditure 726.2 737.7 744.7 756.4 763.6 775.1 788.4 821.4
(as a % of GDP)  41.3 40.3 39.7 39.8 38.9 37.7 36.7 36.6

Public sector net borrowing 103.1 91.0 76.2 63.7 52.9 30.4 –3.3 –6.8
(as a % of GDP)  5.9 5.0 4.1 3.4 2.7 1.5 –0.2 –0.3

Financial transactions  27.0 6.9 44.0 –2.6 –1.7 –8.7 –10.1 –25.6
Public sector net cash requirement 76.1 84.1 32.2 66.3 54.6 39.1 6.8 18.8
(as a % of GDP)  4.3 4.6 1.7 3.5 2.8 1.9 0.3 0.8
Public sector net debt (% of GDP) 81.7 83.8 84.2 85.0 84.3 82.3 79.1 76.6

GDP deflator at market prices (2012=100) 102.5 104.0 104.3 103.4 104.0 106.3 108.8 111.2
Money GDP  1755.9 1832.0 1876.4 1900.2 1963.0 2055.6 2150.6 2245.8

Financial balance under Maastricht (% of GDP)(b) –5.6 –5.6 –4.3 –3.3 –3.0 –1.9 –0.3 0.2
Gross debt under Maastricht (% of GDP)(b) 86.2 88.2 89.2 89.6 90.2 88.0 84.1 80.2

Notes: These data are constructed from seasonally adjusted national accounts data. This results in differences between the figures here and unadjusted 
fiscal year data. Data exclude the impact of financial sector interventions, but include flows from the Asset Purchase Facility of the Bank of England.   
Housing associations are currently classified as public sector only in the net debt data. (a) Public sector current budget surplus is total current receipts 
less total current expenditure and depreciation. (b) Calendar year.
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Table A9. Saving and investment As a percentage of GDP

  Households Companies General government Whole economy Finance from abroad(a) Net
 Saving Invest- Saving Invest- Saving Invest- Saving Invest- Total Net factor national
  ment  ment  ment  ment  income saving

2010 8.5 4.3 10.7 8.9 –5.6 3.2 13.6 16.4 2.8 –1.3 0.2
2011 6.4 4.3 12.2 8.9 –4.2 2.9 14.5 16.1 1.7 –1.3 1.2
2012 6.2 4.4 11.2 9.2 –4.5 2.7 12.9 16.2 3.3 –0.1 –0.4
2013 4.4 4.7 10.8 9.6 –2.8 2.5 12.4 16.9 4.5 0.9 –0.9
2014 3.7 5.1 11.4 9.8 –2.7 2.6 12.4 17.5 5.1 1.7 –0.9
2015 2.9 5.3 10.9 9.7 –1.4 2.5 12.3 17.5 5.2 1.8 –0.7
2016 2.4 5.5 9.0 9.7 –0.3 2.5 11.2 17.6 6.5 2.1 –1.9
2017 2.5 5.8 9.1 10.0 0.0 2.4 11.7 18.2 6.6 1.7 –1.4
2018 3.2 6.0 8.7 10.1 1.0 2.3 12.9 18.4 5.5 1.6 –0.2
2019 3.8 6.1 7.6 10.1 2.5 2.2 13.9 18.4 4.5 1.3 0.9
2020 4.4 6.1 7.1 10.0 3.1 2.4 14.5 18.4 3.9 1.2 1.5

Notes: Saving and investment data are gross of depreciation unless otherwise stated. (a) Negative sign indicates a surplus for the UK.

Table A10. Medium and long–term projections                            All figures percentage change unless otherwise stated

                                                2012 2013 2014 2015 2016 2017 2018 2019 2020 2021–25

GDP (market prices) 1.2 2.2 2.9 2.3 2.0 2.7 2.5 2.2 2.2 2.2
Average earnings 1.9 1.5 0.1 1.7 1.6 2.1 2.9 3.3 3.3 3.3
GDP deflator (market prices) 1.6 2.0 1.8 0.3 –0.4 –0.1 2.0 2.4 2.2 2.1
Consumer Prices Index 2.9 2.6 1.4 0.1 0.3 0.9 1.9 2.3 2.1 2.1
Per capita GDP 0.5 1.5 2.1 1.5 1.3 2.0 1.8 1.6 1.5 1.6
Whole economy productivity(a) –0.8 0.4 0.1 1.0 0.7 2.0 1.6 1.3 1.6 1.8
Labour input(b) 1.9 1.8 2.7 1.3 1.3 0.6 1.0 0.9 0.5 0.4
ILO unemployment rate (%) 8.0 7.6 6.2 5.4 5.2 5.2 5.0 4.8 4.9 5.2
Current account (% of GDP) –3.3 –4.5 –5.1 –5.2 –6.5 –6.6 –5.5 –4.5 –3.9 –3.5
Total managed expenditure 
 (% of GDP) 44.1 41.1 40.7 40.0 39.6 39.2 38.0 36.9 36.6 36.9
Public sector net borrowing 
 (% of GDP) 8.2 5.5 5.6 4.4 3.3 2.9 1.8 0.2 –0.3 0.0
Public sector net debt (% of GDP) 77.3 80.5 82.7 84.6 84.9 84.9 83.7 81.1 78.2 68.9
Effective exchange rate 
 (2011=100) 104.2 102.9 110.9 118.2 112.9 114.0 113.8 113.6 113.3 112.5
Bank Rate (%) 0.5 0.5 0.5 0.5 0.5 1.0 1.7 2.1 2.5 3.6
3 month interest rates (%) 0.8 0.5 0.5 0.6 0.6 1.2 1.9 2.3 2.7 3.8
10 year interest rates (%) 1.8 2.4 2.5 1.8 1.6 2.3 2.8 3.3 3.6 4.1

Notes: (a) Per hour. (b) Total hours worked. 


