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Global shocks have precipitated the most severe and synchronised global recession since the Great 
Depression, leading to a sharper fall in UK output at the start of this year than was expected at Budget 
2009. However, timely and effective action by governments around the world has helped to avoid a 
significantly worse outcome and there are tentative signs of recovery in the world and UK economies. 
In the UK there is evidence that, compared with the 1990s recession, employment has held up 
relative to output, fewer firms have gone into liquidation and fewer houses have been repossessed. 
This reflects the action that the Government has taken to promote labour market flexibility since 
1997 and to support jobs and businesses with cash-flow problems during the downturn.

In line with the Budget 2009 forecast, GDP growth is expected to return by the end of the year, 
before picking up through 2010 and 2011. However, risks to the recovery remain and withdrawing 
support too quickly could undermine recovery. The Government will continue to provide support 
where it is needed to secure sustainable growth, in particular policies to ensure well-functioning 
financial markets are crucial to the future of the economy. Bank Rate is at a historically low level of 
0.5 per cent and is expected to continue to provide an on-going and powerful stimulus throughout 
next year.

Setting a credible consolidation path to ensure sustainable public finances is a key element of the 
Government’s macroeconomic strategy, and is essential for economic stability and the long-term health 
of the economy. Despite weaker than expected economic growth in the first part of the year, the Pre-
Budget Report projection of public sector net borrowing in 2009-10 is broadly unchanged from Budget 
at 12.6 per cent. As a result, the estimate of cyclically-adjusted net borrowing has declined to 9.0 per 
cent of GDP. This Pre-Budget Report announces measures that maintain the path of consolidation set 
in Budget 2009 and reinforce the fairness of the tax system. The measures include:

an additional 0.5 per cent increase in the employee, employer and self-employed •	
rates of national insurance contributions (NICs) from April 2011, alongside an 
increase in the point at which individuals start to pay NICs to protect 15 million 
people on incomes below £20,000;

the point at which individuals start to pay the higher rate of income tax will be •	
frozen in 2012-13; and

the restriction of pensions tax relief from April 2011 will apply to those with •	
gross incomes of £150,000 and over, where gross income incorporates all pension 
contributions, including those funded by an employer. This will be subject to an 
income floor, so that individuals with pre-tax incomes (excluding employer pension 
contributions) of less than £130,000 will be unaffected.

In addition, public sector current expenditure will grow by an average of 0.8 per cent a year in real 
terms between 2011-12 and 2014-15.

Public sector net borrowing reaches 5.5 per cent of GDP in 2013-14, as forecast at the Budget, 
more than halving the 2009-10 level of the deficit over four years. Government borrowing falls 
year-on-year across the forecast horizon. The plans set out in this Pre-Budget Report are consistent 
with debt falling as a share of GDP in 2015-16. These consolidation plans will be embedded in 
legislation through the Government’s Fiscal Responsibility Bill.
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OVERVIEW OF ECONOMIC  DEVELOPMENTS  AND PROSPECTS

2.1 In 2008 the global economy entered the most severe and synchronised recession 
since the Great Depression. By the end of the year, both advanced and emerging market 
economies were contracting – in many cases at rates not seen in the post-war period. Output 
continued its steep decline in the first quarter of 2009, amplifying the decline in trade 
volumes as integrated global financial and trade linkages spread the downturn across the 
world. These global developments have had a profound effect on the fiscal positions of most 
countries. In the UK, GDP has contracted sharply, by 5.8 per cent since its peak last year, and 
public sector net borrowing is forecast to peak at 12.6 per cent of GDP in 2009-10.

2.2 Responding to the exceptional risks that the financial crisis has posed to UK 
economic stability, the Government has taken action to deliver a coherent and 
comprehensive package of support to the economy, and businesses and individuals within 
it, which the International Monetary Fund (IMF) has described as “bold and wide-ranging”.1 

First, the Government has undertaken major interventions to reinforce the stability 2.3 
of the financial system, to increase confidence and banks’ capacity to lend and, in turn, to 
support the recovery of the economy.

Second, a substantial macroeconomic stimulus has been put in place to help the 2.4 
economy through the recovery:

the Government is delivering fiscal support worth 5 per cent of GDP in 	•
2009-10 from the measures announced since the 2008 Pre-Budget Report, 
and the operation of the automatic stabilisers;

Bank Rate was reduced from 5 per cent in September 2008 to 0.5 per cent in 	•
March 2009, its lowest level in the Bank of England’s history; and

in March 2009, the Government authorised the Bank of England to use the 	•
Asset Purchase Facility for monetary policy purposes, to raise nominal 
spending and thereby support demand. As of 3 December, the Banks’ 
purchases of gilts and private sector assets amounted to £185 billion.

Third, targeted support has been provided to help those businesses and individuals 2.5 
who need it most, including measures to provide temporary support through the downturn 
for jobs, home-owners and businesses facing cash-flow problems.

The Government’s action has been successful in averting the more severe downside 2.6 
risks to the economy, and has limited the severity of the downturn and its impact on 
businesses and individuals. In particular, evidence suggests that employment has held up 
relative to the 1990s recession and a smaller proportion of firms have gone into liquidation, 
reflecting action that the Government has taken to promote labour market flexibility since 
1997 and to support jobs and businesses with cash-flow problems during the downturn. Box 
2.1 provides more detail.

1 United Kingdom – 2009 Article IV Consultation, Concluding Statement of the Mission, International Monetary Fund, 20 May 2009.
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Box 2.1: The role of Government interventions in limiting the impact of the recession

It is difficult to quantify the precise impact of recent measures implemented by the Government and 
the Bank of England to mitigate the substantial economic risks posed by the financial crisis, and the 
full impact of some interventions will not be realised for some time. However, while risks remain, 
there are positive signs that they are supporting the economy and that timely and effective policy 
action has assisted the UK economy in avoiding a significantly worse outcome.

First, reflecting the Government’s action to address system-wide risks and support the flow of 
lending, there has been a general improvement in financial conditions:

the LIBOR/OIS spread, which measures the risk premium in inter-bank lending, 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; 

equity prices have risen significantly, with the FTSE All-share index up almost 50 per cent •	
since early March;

5-year Credit Default Swap spreads for the five largest UK banks, which provide an •	
indication of the perceived risk of lending to banks, fell by nearly 55 per cent between their 
peak in March and December 2009; and

increasing amounts of unsecured bank debt has been issued outside of the Government’s •	
Credit Guarantee Scheme, suggesting improved appetite among investors to fund banks.

Second, expectations of the economic outlook have improved:

external forecasts for economic growth have improved since the start of the year: in April •	
2009 the average of external forecasts predicted GDP growth in 2010 of 0.3 per cent, as of 
December the average forecast has risen to 1.3 per cent.

Third, there are indications that Government action may have mitigated the impact of the recession 
on jobs, homeowners and businesses. This has helped break the potential negative feedback loops of 
falling employment, lower asset values and lower lending that could have worsened the recession:

the UK’s flexible labour market and the additional £5 billion set aside for Jobcentre Plus •	
and employment programmes have helped to ensure that the labour market has performed 
relatively well in the current recession – for every 1 per cent decline in output, employment 
has fallen by just ¹⁄3 of a per cent compared with 1¹⁄3 per cent in the 1990s recession;

the rate of company insolvencies remains well below its peak in the 1990s recession, at •	
0.9 per cent of all those on the active register in the third quarter of 2009, compared with 
a peak of 2.6 per cent in the earlier recession. This may in part be due to measures to 
support businesses announced in January 2009 and Budget 2009; and

there has also been a smaller than expected rise in mortgage repossessions. The Council •	
of Mortgage Lenders (CML) has revised down its forecast for repossessions in 2009 by 
27,000. The CML is now forecasting 48,000 repossessions in 2009, compared with over 
75,500 in 1991.

2.7 Through the UK’s G20 Presidency, the Government has helped facilitate vital 
international coordination to tackle the financial crisis and its impact on the global economy. 
At the G20 summit in London in April 2009, G20 Finance Ministers and Leaders agreed a 
series of actions to stabilise the global financial system and restore growth to the global 
economy. Since then:

G20 countries have continued to undertake fiscal expansion, which the 	•
International Monetary Fund (IMF) estimate will, by the end of 2010, amount 
to $5 trillion and raise global output by four per cent. Interest rates have also 
remained low in most countries and central banks have used the full range of 
instruments; 

International 
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government support for the financial sector has been maintained, including 	•
government guarantees for banks amounting to $4.6 trillion;

to increase the IMF’s capacity to support countries through the crisis, 	•
resources available to the Fund are being trebled to over $750 billion.; and

to promote global trade and investment, support for $250 billion of trade 	•
finance has been made available. 

At the final meeting of the UK’s 2009 Presidency in St Andrews in November, G20 2.8 
Finance Ministers and Central Bank Governors noted the improvement in economic 
and financial conditions, while acknowledging that the recovery is uneven and that 
unemployment remains a major concern. They reiterated their commitment to maintain 
support for the recovery until it is assured, while agreeing principles to guide the 
development of strategies for withdrawing the extraordinary support measures put in place. 

2.9 In a large part due to this unprecedented level of international policy cooperation, 
there are now emerging signs of recovery in the world economy.2 Confidence has improved 
and demand for consumer durables has stabilised. Manufacturing new orders have started 
to increase again in many countries although they remain at very low levels. Industrial 
production has picked up by more than 5 per cent from its trough in March and world trade 
volumes recovered in the second half of 2009.

Given the opposing forces of a severe global downturn and an unprecedented 2.10 
international policy response, prospects for the world economy remain uncertain. The world 
economy is 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 stimulus 
announced earlier this year by advanced and emerging market economies begins to take 
effect, the world economy is forecast to grow by 3¼ per cent in 2010, before rising to 4¼ per 
cent in 2011 and 2012.

2.11 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 according 
to 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 2.12 
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 substantial macroeconomic stimulus in 
place has increasingly taken hold.

A broad range of economic data suggests activity has improved in recent months. 2.13 
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 persistently 
shown monthly gains and the latest Royal Institute of Chartered Surveyors (RICS) Housing 
Market Survey reported further increases in its sales to stock 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.

2 An address to the Confederation of British Industry Annual Conference, Dominique Strauss-Kahn, 23 November 2009.
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Consumer price inflation has fallen back since its peak of 5.2 per cent in September 2.14 
2008, as expected in the Budget forecast. CPI inflation was 1.5 per cent in October, while RPI 
inflation was –0.8 per cent.

2.15 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, in line with the Budget forecast. GDP growth is forecast to pick up through 2010 and 
2011, as credit conditions continue to ease and the continuing and lagged effects of the 
significant monetary policy support and the depreciation of sterling take hold. Table 2.1 
provides a summary of the UK forecast.

2.16 CPI inflation is expected to continue to rise in the near term due to the pre-
announced reversal of the cut in the VAT rate back to 17.5 per cent in January 2010 and with 
fuel prices above the lows of early 2009. The forecast assumes that businesses will smooth 
the pass-through of the rise in VAT back to 17.5 per cent, with inflation peaking in early 2010. 
After these temporary upward pressures have passed, inflation is forecast to fall through 2010 
and in 2011, moving well below target, as the large negative output gap exerts downward 
pressure on prices. 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 the large reductions in mortgage interest 
payments falling out of the annual comparison.

2.17 While some of the more severe downside risks to the economy have been averted, 
economic forecasts remain subject to exceptional uncertainties across a broad range of 
factors, in particular: the size and timing of the impact of the financial shock on trend 
output; the pace and balance of the global recovery; the availability of sufficient credit to 
support recovery; and the speed and extent of private sector deleveraging. These issues are 
discussed in more detail in the summary of forecast issues and risks of Annex A.

Table 2.1: Summary of UK forecast1

2008 2009 2010 2011 2012

GDP growth (per cent)

   Upper end of forecast range – – 1 ½ 3 ¾ 3 ¾

   Economic forecast ½ –4 ¾ 1 ¼ 3 ½ 3 ½

   Forecasts underpinning public finance projections – – 1 3 ¼ 3 ¼

Inflation (per cent, Q4)

   CPI inflation 4 2 1 ¾ 1 ½ 2

   RPI inflation 2 ¾ ½ 2 ½ 3 ½ 3 ½

   GDP deflator 3 ½ 1 ½ 2 1 ½ 2 ½
1  See footnote to Table B9 for explanation of forecast ranges.

Forecast

2.18 Despite weaker than expected economic growth in the first part of the year, the Pre-
Budget Report forecast of borrowing in 2009-10 is broadly unchanged from the Budget at 
12.6 per cent of GDP. This reflects the caution in the Budget forecast, in particular in relation 
to VAT and stamp duties. With a wider output gap in 2009-10 and similar levels of borrowing, 
the estimate of cyclically-adjusted net borrowing is 0.8 per cent lower than assumed at 
Budget, at 9.0 per cent of GDP in 2009-10. This would suggest the structural position of the 
public finances has deteriorated less than forecast at Budget, though this assessment is 
dependent on economic assumptions about the output gap and trend growth.

UK growth 
prospects

UK inflation 
prospects

Risks and 
uncertainty

Implications 
for the public 

finances
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This Pre-Budget Report sets out measures that maintain the overall Budget 2.19 
consolidation path. Although the Pre-Budget Report measures amount to a net loosening 
over the period, together with the consolidation measures announced in the 2008 Pre-Budget 
Report and Budget 2009, measures in this Pre-Budget Report reduce borrowing by £57 billion 
in 2013-14. This is supported by a cyclical reduction in borrowing as the economy returns to 
growth and receipts recover.

As a result, in the medium term, the Pre-Budget Report forecast for borrowing 2.20 
and debt is very close to the projections made at the time of the Budget, even though the 
recession has been deeper than expected. Based on cautious assumptions, in particular the 
NAO-audited assumptions on the VAT gap and claimant count unemployment, borrowing 
is projected to more than halve from 12.6 per cent this year to 5.5 per cent in 2013-14, 
unchanged from Budget. The Treasury’s estimate of cyclically-adjusted borrowing is 
projected to fall to 3.1 per cent of GDP by 2014-15. Debt is forecast to peak at 77.7 per cent 
of GDP in 2014-15 and the projections are consistent with debt falling as a share of GDP in 
2015-16. Table 2.2 provides a summary of the fiscal projections. Further detail is set out later 
in this chapter and in Annex B. 

Table 2.2: Summary of fiscal projections

Outturn Estimate

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Public sector net borrowing (PSNB) 6.6 12.6 12.0 9.1 7.1 5.5 4.4

Total change since Budget 2009 0.4 0.2 0.1 0.0 -0.1 0.0

Impact of discretionary measures on PSNB 1 0.0 0.0 0.3 0.3 0.1 0.0 -0.2

Cyclically-adjusted PSNB 5.7 9.0 8.0 5.8 4.5 3.6 3.1

Surplus on current budget -3.5 -9.1 -9.3 -7.2 -5.6 -4.3 -3.2

Public sector net investment 3.2 3.5 2.7 1.9 1.6 1.3 1.3

Public sector net debt2 44.0 55.6 65.4 71.7 75.4 77.1 77.7

1 Including changes in forecasting assumptions on spending growth in 2011-12, 2012-13, 2013-14 and 2014-15.
2 Debt at end March; GDP centred on end March.

Per cent of GDP

Projections

Note: All measures are presented on the basis which excludes the temporary effect of financial interventions.

PROV ID ING  THE  CONDIT IONS  FOR  FUTURE  GROWTH

A starting point of low public debt and the action that the Government is taking to 2.21 
ensure fiscal sustainability over the medium term enables the Government to continue to 
provide support to the economy, where it is needed, through the downturn and in the early 
stages of recovery. However, as the economy and financial markets recover after a period of 
exceptional risk and uncertainty, the role for macroeconomic policy will change. Based on its 
assessment of economic conditions and prospects, the Government’s actions will move from 
supporting activity in the downturn to setting policy to provide the conditions for future 
growth.

Much of the support that the Government has put in place is time-limited, designed 2.22 
to assist businesses and individuals during a period when financial markets have not been 
functioning properly. Over time, financial markets should continue to normalise and the 
economy’s reliance on Government support should diminish. Unwinding this support 
will allow markets to once again take up their role in providing incentives for growth and 
ensuring the efficient allocation of resources. Some targeted measures will continue to be 
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important to support businesses and households and prevent more persistent effects from 
the downturn. 

As the recovery takes hold and economic growth becomes self-sustaining, this policy 2.23 
transition will assist future growth by ensuring sound public finances. Sustainable public 
finances are essential to macroeconomic stability and the long-term health of the economy.

The Government can help to ensure a smooth transition in the future, providing 2.24 
on-going support during the early stages of recovery and minimising any disruption to 
economic activity. There are close interactions between the policy interventions – financial, 
fiscal and monetary – supporting the economy. The Government will take these interactions 
into full account as it makes the policy transition.

2.25 Financial stability and well-functioning financial markets are key to a sustainable 
economic recovery. A well-functioning and well-regulated financial system will promote 
productive investment and the efficient pricing of risk, supporting future economic growth 
and stability. The Government will continue to provide support for as long as necessary to 
ensure a stable and effective financial system, and will establish a strengthened regulatory 
and supervisory framework. 

As financial conditions improve, the sector’s dependence on government support 2.26 
will gradually reduce. This transition will need to be carefully managed. As the economy 
recovers and confidence in the financial sector grows, the Government expects and will 
actively encourage the private sector to cease accessing government support. In deciding 
when to withdraw from specific financial sector interventions, the Government will take 
into account the robustness of the economic recovery and resilience of the financial sector, 
as well as intervention-specific criteria such as usage of the scheme, impact on market 
confidence, distortions in competition and taxpayers’ interests.

2.27 Substantial monetary policy support is in place. Market expectations are for Bank 
Rate to remain at the historically low, expansionary rate of 0.5 per cent until the second half 
of 2010 and the MPC is expected to complete its £200 billion programme of asset purchases 
by the end of January 2010.3 As a result, monetary policy is expected to continue to provide 
an on-going and powerful stimulus to spending by businesses and individuals throughout 
next year, as the lagged effects of policy action feed through and improving financial 
conditions strengthen the monetary policy transmission mechanism. Improved transmission 
should, all else equal, mean that more loans are available and mortgage holders and 
borrowers will face lower effective interest rates. This should allow monetary policy to 
continue to support the economy as fiscal policy shifts to consolidation.

2.28 Sustainable public finances are essential to macroeconomic stability and the long-
term health of the economy. As confidence in recovery grows and financial sector conditions 
normalise, the economy’s reliance on fiscal support will diminish. This will allow fiscal 
support to be withdrawn, gradually at first, so as not to harm recovery. 

Over the medium term, the Government’s fiscal plans will reduce public sector net 2.29 
borrowing as a share of GDP to 5.5 per cent by 2013-14. They put the public finances on a 
path to ensure that public sector net debt is falling as a share of GDP by 2015-16. In total, 
measures announced since the 2008 Pre-Budget Report will reduce borrowing by £57 billion 
in 2013-14. 

This clear plan to ensure the sustainability of the public finances underpins 2.30 
continued fiscal support to the economy now. The Pre-Budget Report forecasts a return 
to economic growth by the end of the year and a gradual pick-up in growth through 2010 

3 The exchange of letters between the Chancellor and the Governor is available at www.hm-treasury.gov.uk.
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and 2011. However, significant risks and uncertainties remain, so it will be important 
not to withdraw fiscal support too quickly. The Government therefore judges that a 
gradual transition for fiscal policy, from supporting activity in the recession to supporting 
the conditions for growth in the recovery, is appropriate. Exceptional and time-limited 
measures to increase economic demand, introduced to support the economy when it was 
at its weakest, will no longer be needed. But the Government will continue to provide fiscal 
support to the economy in 2010-11, during the early stages of recovery. This support will be 
provided through the automatic stabilisers, worth 4 per cent of GDP in 2010-11, planned 
increases in government spending and targeted support, where it is needed, to prevent more 
persistent effects from the downturn. Growth in public sector current expenditure then 
reduces from 2011-12, in order to ensure sustainable public finances.

2.31 The economic recovery is forecast to be shaped by a rebalancing of domestic and 
external demand. As the economy recovers, firms will be able to invest in new opportunities 
and take advantage of the competitiveness boost provided by the depreciation of sterling. 
Net exports and investment are expected to be more significant drivers of growth than in the 
recent past. 

Fiscal consolidation will support investment and the rebalancing of growth, by 2.32 
helping to maintain low long-term interest rates and a stable macroeconomic environment; 
while the action the Government is taking to restore the flow of credit should help support 
business investment and enable companies to take advantage of new export opportunities

In addition, the Government has announced targeted measures to support 2.33 
business growth, such as the Enterprise Finance Guarantee, launched in January 2009, 
and a temporary enhanced first-year capital allowance, announced in Budget 2009. The 
2009 Pre-Budget Report announces further measures in this regard, set out in Chapter 4. 
Infrastructure UK will develop a strategic vision for UK infrastructure, and the continued 
Enterprise Finance Guarantee and the new Growth Capital Fund will help small and 
medium-sized enterprises to access the finance they need. In addition, the Patent Box will 
strengthen incentives to invest in high-technology industries in the UK and, finally, the £200 
million addition to the Strategic Investment Fund will enable further support for advanced 
industrial projects of strategic importance. 

Rebalancing must also take place at an international level. G20 Leaders have agreed 2.34 
to adopt the policies needed to lay the foundation for strong, sustainable and balanced 
growth and the Government has also set out the need for an EU Compact for Jobs and 
Growth. Box 2.2 provides more details.

Support for 
new sources of 

growth
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Box 2.2: G20 Framework for Strong, Sustainable and Balanced Growth

At their Pittsburgh Summit in September, the G20 Leaders agreed a ‘Framework for Strong, 
Sustainable, and Balanced Growth’. Under the Framework, they agreed to

implement responsible fiscal policies, attentive to short-term flexibility considerations and •	
longer-run sustainability requirements;

strengthen financial supervision to prevent the re-emergence in the financial system •	
of excess credit growth and excess leverage and undertake macro-prudential and 
regulatory policies to help prevent credit and asset price cycles from becoming forces of 
destabilisation;

promote more balanced current accounts and support open trade and investment to •	
advance global prosperity and growth sustainability, while actively rejecting protectionist 
measures;

undertake monetary policies consistent with price stability in the context of market-•	
oriented exchange rates that reflect underlying economic fundamentals;

undertake structural reforms to increase potential growth rates and, where needed, •	
improve social safety nets; and

promote balanced and sustainable economic development in order to narrow development •	
imbalances and reduce poverty. 

To underscore their new approach to economic cooperation, G20 Finance Ministers and Central 
Bank Governors launched the Framework at their meeting in St Andrews in November, adopting a 
detailed timetable and initiating a new consultative mutual assessment process to evaluate whether 
G20 policies will collectively deliver the agreed objectives. Leaders will consider options at their 
next Summit in June 2010.

The EU needs to play its part through a new Compact for Jobs and Growth to tackle the key 
concerns of Europe’s citizens by: getting the exit from crisis measures right; creating jobs and 
equipping Europe’s workforce with the skills they need to succeed in the jobs of the future; 
promoting sectors that will deliver future growth; supporting Europe’s businesses; opening up 
global markets to trade; and strengthening Europe’s banking system. This will require action at the 
regional, national, EU and international levels, including through a reprioritised EU budget. The UK 
initiated and led a debate among EU heads in October on a European strategy for jobs and growth - 
they will discuss the issue again at the December European Council.

ENSURING  LONG -TERM F INANC IAL  STAB IL ITY

The financial system plays a crucial role in all modern economies, affecting the lives 2.35 
of every individual and business. It is the core mechanism by which resources are allocated 
through the economy, channelling funds from savers to creditworthy borrowers, and thereby 
supporting productivity, jobs and growth. 

2.36 Over the past 18 months, the Government has carried out a series of interventions in 
the financial system, aimed at tackling problems at individual institutions, addressing 
system-wide instability and getting credit flowing through the economy once more. 

2.37 Credit conditions remain restrictive, however recent evidence points to an 
improvement in the third quarter of 2009. While the absolute cost of new lending to 
borrowers has declined significantly, the effective interest rates paid by households and 
companies have not fallen by as much as the Bank Rate. As financial market and economic 
conditions improve, the demand for credit will improve and risks associated with lending to 
businesses and households will fall. Further analysis of credit conditions is provided in 
Annex A. 
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It is important to reduce barriers that may prevent borrowers from diversifying 2.38 
towards alternative channels of finances. If both business and banks have access to efficient 
and diverse sources of finance this would be beneficial for balanced and sustainable growth. 
The Treasury is looking at ways to diversify the development of non-bank lending channels 
for business and efficient funding markets to help improve the future performance and 
resilience of the economy, as detailed in Chapter 3.

2.39 The Government is establishing a new regulatory and supervisory framework, to 
ensure that banks operate in a manner that promotes greater stability in future and which 
also protects and ensures a fair deal for customers. Over time, prudential regulatory 
standards will be strengthened, including improving the quantity and quality of bank capital, 
requiring the financial system to operate at lower levels of leverage and significantly 
tightening standards of liquidity regulation. The transition from support to a newly 
strengthened regulatory framework will need to be carefully managed. In particular, the 
implementation of these standards must be appropriately phased over time so as to avoid 
constraining prudent lending by banks and impeding the pace of recovery. Box 2.3 examines 
the role for macro-prudential regulation in addressing potentially harmful inter-linkages 
between the financial sector and the real economy.

2.40 Competition is vital in ensuring efficiency in financial markets, protecting the 
consumer’s interests and providing them with value, innovation and choice. The Government 
is committed to encouraging new entrants into financial services in the UK and seeks to 
strengthen the ability of mutual societies to compete in the future. In addition, the 
Authorities will continue to examine any barriers to entry or ineffective markets to ensure 
that funds are competitively priced. More details on the actions that the Government is 
taking to promote competition within the sector are provided in Chapter 3. 

Strengthening 
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Box 2.3: Macro-prudential regulation

Though financial markets are vital for the efficient matching of saving and investment, they can also 
serve to magnify the amplitude of the economic cycle. For example, rising asset prices can increase 
collateral and facilitate borrowing and may encourage risk taking. Indeed, the recent financial crisis, 
triggering the most severe global economic recession since the 1930s, clearly demonstrates the 
close ties between the financial sector and the broader economy. However, as the Government’s 
recent White Paper Reforming financial marketsa explained, there are various ‘macro-prudential’ tools 
that have the potential to mitigate these trends in the future:

Macro-prudential surveillance: •	 The recent crisis highlights the limitations of a regulatory 
approach that focuses on monitoring individual institutions, as complex interdependencies 
and joint exposures have meant that even previously sound institutions experienced serious 
difficulties. The Financial Services Bill establishes a statutory Council for Financial Stability 
to monitor systemic risks more closely and coordinate the Authorities’ response to these 
risks. This will be complemented at the EU level with the establishment of the European 
Systemic Risk Board and internationally by the joint IMF-FSB early warning exercise;

Counter-cyclical tools: Reforming financial markets•	  identified a number of regulatory tools 
that might be useful for dampening the cyclicality of the financial sector. Examples include 
counter-cyclical capital buffers, through-the-cycle expected-loss provisioning, adjusting 
regulatory capital risk weights and loan-to-value limits. A recent discussion paper by the 
Bank of England on The Role of Macro-prudential Policyb analyses these issues in more detail. 
The Government is working closely with the FSA, the Bank and international partners to 
assess the merits of different policy options; and

Monetary policy: •	 Some have argued that monetary policy should be used to ‘lean against’ 
rapid growth in asset prices and financial imbalances. However, giving the Bank of England 
additional monetary-policy objectives could create policy tensions that undermine the 
framework’s credibility and put at risk the Monetary Policy Committee’s (MPC) successful 
record in delivering low inflation. Interest rates may also be an inappropriate instrument for 
targeting asset-price bubbles. The MPC’s remit gives it a good deal of flexibility to respond 
to developments in financial markets to the extent that they influence future inflation 
trends.

a Reforming Financial Markets, HM Treasury, July 2009. 
b The Role of Macro-prudential Policy, Bank of England Discussion Paper, 21 November 2009. 

MONETARY  POL ICY  ACT ION

2.41 The primary objective of monetary policy is to deliver price stability. The monetary 
policy framework, introduced in 1997, provides full operational independence for the 
Monetary Policy Committee (MPC) to meet the Government’s target of a 2 per cent annual 
rise in the Consumer Prices Index (CPI), which applies at all times. The Chancellor 
announced the creation of the Asset Purchase Facility (APF) on 19 January, and authorised its 
use for monetary policy purposes on 3 March.

The objectives of the monetary policy framework have not changed with the use of 2.42 
the APF for monetary policy purposes. The adoption of a single, symmetrical inflation target 
ensures that outcomes below target are treated as seriously as those above, so that monetary 
policy also supports the Government’s objective of high and stable levels of growth and 
employment. 

Monetary policy 
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2.43 Monetary policy has been an important element of the overall support provided to 
the economy. In response to the exceptional circumstances during the past year, the MPC 
has kept Bank Rate at 0.5 per cent since March, and continued with its programme of asset 
purchases financed by the issuance of central bank reserves. In May, the MPC extended its 
programme of asset purchases to £125 billion. At the request of the MPC, the Chancellor 
authorised an increase in the upper limit of the APF to £175 billion in August, and then to 
£200 billion on 5 November 2009. The MPC is expected to complete its planned schedule of 
asset purchases by the end of January. The Bank of England is also consulting on whether the 
liquidity of secondary corporate debt markets could be further improved if it were to sell as 
well as buy corporate bonds in its APF portfolio. 

2.44 It is likely that the effects on output of the reduction in Bank Rate since October 2008 
and from the asset purchases are still feeding through to the economy, given the normal lags 
in the monetary policy transmission mechanism, and the impairment of this mechanism 
due to the impact of the global financial crisis. As financial market conditions continue to 
improve, the actions taken by the MPC will continue to provide a powerful stimulus to 
spending by businesses and individuals. 

There is considerable uncertainty about the strength and pace with which the 2.45 
impacts of APF are feeding through to the economy, particularly as it is not possible to 
know what would have happened in its absence. However, a number of developments are 
consistent with its expected effects. As noted in the minutes of the October MPC meeting, 
although the counterfactual is hard to identify, the strength of broad money growth relative 
to nominal GDP is consistent with the asset purchase programme boosting M4 growth. 
Corporate bond and gilt yields fell significantly following the announcement of the APF’s use 
for monetary policy purposes in March, with the decline in corporate bond yields exceeding 
the fall in gilt yields. Issuance of bonds by UK non-financial companies rose sharply in the 
first half of 2009, reflecting the lower cost of bond finance. Equity prices have risen by around 
50 per cent since early March. 

CPI inflation has fallen since its peak in September 2008, troughing in September 2.46 
2009. Inflation has since increased to 1.5 per cent in October and the November Inflation 
Report stated that CPI inflation is likely to rise sharply above the 2 per cent target in the near 
term.4 The MPC’s remit, as restated in the Chancellor’s letter to the Governor of the Bank of 
England on 22 April, allows it to look through short-term movements in inflation such as the 
forecast increase above its 2 per cent target resulting from the reversal of last year’s reduction 
in VAT. The Bank of England’s November Inflation Report projected that spare capacity in the 
economy would continue to apply downward pressure to inflation over the medium term. 

Despite the volatility in actual inflation, inflation expectations have remained 2.47 
anchored, demonstrating the credibility that the monetary policy framework has built 
since 1997. As inflation has fallen from its peak of 5.2 per cent in September 2008 to 1.1 per 
cent a year later, market inflation expectations have moved within a much smaller range, 
moderating slightly over recent months. This is also reflected in survey expectations: the 
YouGov/Citigroup survey measure of household expectations for five to ten years ahead has 
moved within a narrow range of 0.5 percentage points over the past year. Financial market-
derived measures of inflation expectations, as shown in Chart 2.1, can be affected by other 
market developments, including changes in market estimates of the wedge between RPI 
and CPI, and have been more difficult to interpret given recent financial market volatility. 
Although these measures are currently above the 2 per cent target, they do not appear to 
point to a significant de-anchoring of expectations.

4 See www.bankofengland.co.uk

Action taken by 
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1 Implied expectations of average RPI inflation ten years ahead are derived from the difference between yields on nominal 
and index-linked government bonds. Implied CPI inflation expectations are derived from these RPI expectations and stylised 
assumptions about expected differences between RPI and CPI inflation in the medium term, including that the geometric averaging 
lowers CPI inflation by 0.5 percentage points relative to RPI inflation.
Source: ONS, Bank of England and HM Treasury.

Chart 2.1: Inflation performance and expectations
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2.48 The Government will continue to support the Bank of England in the forward-
looking decisions it takes to meet the inflation target. As the economy strengthens, it will be 
appropriate and necessary to tighten monetary conditions. The MPC will determine the 
timing and pace of the transition towards more normal monetary policy settings, based on 
their assessment of the policy stance required to meet the inflation target. Within this, the 
MPC will determine the appropriate combination of raising Bank Rate and the sale of assets. 

The MPC will decide the scale and timing of any asset sales, but the Bank of England 2.49 
will consult closely with the Debt Management Office to minimise disruption to the gilt 
market. In his letter to the Chancellor of 17 February, the Governor said that the MPC 
would have due regard for the impact of those sales on the Government’s debt management 
operations.

THE  GOVERNMENT ’S  F I SCAL  STRATEGY

The Government’s fiscal policy objectives are:2.50 

over the medium term, to ensure sound public finances and that spending 	•
and taxation impact fairly within and between generations; and

over the short term, to support monetary policy and, in particular, to allow 	•
the automatic stabilisers to help smooth the path of the economy.

The financial crisis and global downturn have had a profound and persistent impact 2.51 
on the public finances, resulting in a significant increase in Government borrowing and, 
as a result, debt. Responding to these developments, in line with its fiscal objectives, the 
Government’s fiscal strategy has been to:

Monetary policy 
during the 

recovery 
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base policy decisions on a realistic fiscal forecast, based on a range of 	•
assumptions, some of which are designed to provide caution to allow for 
uncertainty;

set out a credible plan for delivering a sustained consolidation over the 	•
medium term, to ensure sound public finances and create space in the short 
term for continued fiscal support. This consolidation will take place over a 
timeframe consistent with economic recovery and growth; and

ensure that the fiscal policy framework is set to deliver the Government’s 	•
fiscal policy objectives given the outlook for the public finances and the 
economy, allowing the flexibility for fiscal policy to respond appropriately 
while remaining committed to clear long-term goals.

The Government judges that this strategy remains appropriate in light of 2.52 
developments since Budget and continuing uncertainty:

the Government will continue to base its fiscal projections on cautious 	•
assumptions. In particular, for this Pre-Budget Report, the assumptions on 
the VAT gap and claimant count unemployment;

while there are signs of stabilisation in the economy and the Government’s 	•
judgement on the economic outlook remains unchanged, risks remain. The 
Government judges that the pace of consolidation set in Budget 2009 remains 
appropriate; and

as the economy emerges from recession, and exceptional levels of uncertainty 	•
recede, the Pre-Budget Report announces a new Fiscal Responsibility Bill, 
which will strengthen the fiscal framework, established in 1997, to underpin a 
sustained period of consolidation. 

The  f i s ca l  ou t l ook
2.53 The financial crisis has had a profound and persistent impact on the public finances. 
It has resulted in a significant increase in borrowing relative to pre-crisis levels, which can be 
broken down into two categories:

temporary and cyclical borrowing: 	• the recession has caused a temporary 
increase in borrowing, due to lower tax receipts and higher government 
spending as the Government allows the automatic stabilisers to operate 
to support the economy. The temporary discretionary measures that the 
Government has implemented to provide fiscal support to the economy also 
have a short-term impact on borrowing; and

structural impacts: 	• the financial crisis has also had a more persistent 
impact on the public finances, due to its downward impact on the trend 
level of output in the economy, which has been assumed to be 5 per cent, a 
permanent loss of tax receipts from the financial and housing sectors and 
the projected rebalancing of economic activity, which will result in less tax-
rich growth in the recovery. The fiscal consolidation that the Government 
has planned over the medium term is necessary to address these persistent 
effects.

Impact of the 
global downturn
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The 2.54 2009 End of year fiscal report,5 published alongside the Pre-Budget Report, 
provides a detailed analysis of the underlying reasons for the differences between the Budget 
2008 forecasts for the public finances and outturn in 2008-09. This shows that the forecast 
differences were driven by the impact of the deterioration of the economy on tax receipts, 
the impact of the financial crisis on tax receipts from the financial and housing sectors, and 
the discretionary fiscal action taken by the Government to support the economy through 
the downturn. The US has experienced forecast differences of a comparable size to the UK, 
reflecting the similarities in the effects of the global financial crisis in both economies.

2.55 Despite weaker than expected economic growth in the first part of the year, the Pre-
Budget Report forecast of borrowing in 2009-10 is broadly unchanged from the Budget at 
12.6 per cent of GDP. This reflects the caution in the Budget fiscal forecast, in particular in 
relation to VAT and stamp duties. With a wider output gap in 2009-10 and similar levels of 
borrowing, cyclically-adjusted net borrowing is lower than assumed at the time of the 
Budget, at 9.0 per cent of GDP in 2009-10, compared with the Budget estimate of 9.8 per cent. 
This would suggest the structural position of the public finances has deteriorated less than 
forecast at Budget, though this assessment is dependent on economic assumptions about 
the output gap and trend growth.

Source: HM Treasury.

Chart 2.2: Change in projection of cyclically-adjusted net
borrowing since Budget 2009
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2.56 Table 2.3 provides full projections for the key fiscal aggregates. Table 2.4 compares 
the projections for public sector net borrowing, the current budget, net investment and net 
debt with those published at Budget 2009. Fiscal aggregates presented in this chapter exclude 
the temporary effect of financial interventions, unless otherwise stated. These are explained 
further in Annex B.

In Budget 2009, the Government set out a provision for the fiscal cost of the financial 2.57 
interventions implemented since the onset of the financial crisis. As set out in Chapter 3, 
exceptional uncertainty has receded, the Asset Protection Scheme has now been finalised 
and the risks to the taxpayer have been reduced. The exceptional fiscal treatment of these 
interventions is therefore no longer appropriate. The Government will therefore move the 

5  2009 End of year fiscal report, HM Treasury, December 2009.

Developments 
since Budget

The fiscal outlook
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treatment of net losses on financial interventions to a National Accounts basis, which the 
Office for National Statistics will publish. More detail is set out in Annex B. 

Table 2.3: Summary of public sector finances

Outturn Estimate

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Fiscal stance

Public sector net borrowing (PSNB) 6.6 12.6 12.0 9.1 7.1 5.5 4.4

Cyclically-adjusted PSNB 5.7 9.0 8.0 5.8 4.5 3.6 3.1

Surplus on current budget -3.5 -9.1 -9.3 -7.2 -5.6 -4.3 -3.2

Cyclically-adjusted surplus on current budget -2.6 -5.5 -5.4 -3.9 -3.0 -2.3 -1.9

Net investment 3.2 3.5 2.7 1.9 1.6 1.3 1.3

Sustainability

Public sector net debt1 44.0 55.6 65.4 71.7 75.4 77.1 77.7

Core debt1 42.8 50.8 57.1 60.7 62.4 63.0 63.0

Net worth2 22.4 17.3 6.6 0.4 -3.6 -6.2 -7.2

Primary balance -4.9 -10.7 -9.2 -6.0 -3.9 -2.3 -1.1

Financing

Central government net cash requirement 11.3 15.8 11.8 9.5 7.2 5.8 4.4

Public sector net cash requirement 4.2 13.5 12.3 9.7 7.5 6.1 4.6

Stability and Growth Pact

Treaty deficit4 6.9 12.6 12.0 9.1 7.3 5.7 4.6

Cyclically-adjusted Treaty deficit4 5.9 9.0 8.1 5.9 4.7 3.7 3.2

Treaty debt ratio5 55.5 72.9 82.1 88.0 90.9 91.6 91.2

Memo: Output gap -2.0 -6.4 -5.3 -4.3 -3.4 -2.5 -1.6

1 Debt at end March; GDP centred on end March.
2  Estimate at end December; GDP centred on end December.
4  General government net borrowing on a Maastricht basis. 
5  General government gross debt measures on a Maastricht basis. 

Per cent of GDP

Projections

Note: All measures are shown on the basis which excludes the temporary effect of financial interventions, except net worth and the aggregates shown in the Financing and Stability and Growth Pact sections.
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Outturn1 Estimate2

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14

Net borrowing (£ billion) 

Budget 2009 90.0 175.4 173 140 118 97

2009 Pre-Budget Report 95.4 177.6 176 140 117 96

Difference 5.5 2.2 3.0 -0.5 -0.7 -0.6

       of which:

              Changes to current budget -2.2 -3.5 - ½ - ½ - ½ - ½

              Changes to net investment 7.7 5.7  3 ½ 0 0 0

       of which:

              Effect of revisions and forecasting changes 5.4 2.6 - ½ -4 ½ -2 ½ 0

              Effect of 2009 PBR policy decisions 0.0 -0.4  1 -3 ½ -5 -6

              Effect of other discretionary changes3 0.0 0.0  2 ½  7 ½  7  5

Surplus on current budget (£ billion)

Budget 2009 -52.3 -131.6 -137 -111 -91 -74

       Effect of revisions and forecasting changes 2.2 3.1  3  4 ½  2 ½ - ½

       Effect of 2009 PBR policy decisions 0.0 0.3 -1  3 ½  5  6

       Effect of other discretionary changes3 0.0 0.0 -1 ½ -7 ½ -7 -5

2009 Pre-Budget Report -50.1 -128.1 -137 -111 -91 -74

Net investment (£ billion)

Budget 2009 37.7 43.8 36 29 26 22

       Effect of revisions and forecasting changes 7.7 5.6  2 ½ 0 0 0

       Effect of 2009 PBR policy decisions 0.0 0.1 0 0 0 0

       Effect of other discretionary changes3 0.0 0.0  1 0 0 0

2009 Pre-Budget Report 45.3 49.5 39 29 26 22

Cyclically-adjusted surplus on current budget (per cent of GDP)

Budget 2009 -3.1 -6.7 -6.4 -4.9 -3.9 -3.2

2009 Pre-Budget Report -2.6 -5.5 -5.4 -3.9 -3.0 -2.3

Cyclically-adjusted net borrowing (per cent of GDP)

Budget 2009 5.7 9.8 8.9 6.8 5.5 4.5

2009 Pre-Budget Report 5.7 9.0 8.0 5.8 4.5 3.6

Net debt (per cent of GDP)4

Budget 2009 43.0 55.4 65.0 70.9 74.5 76.2

2009 Pre-Budget Report 44.0 55.6 65.4 71.7 75.4 77.1
Note: Totals may not sum due to rounding.

1  The 2008-09 figures were estimates in Budget 2009.
2  The 2009-10 figures were projections in Budget 2009.
3  Including changes to forecasting assumptions on spending growth in 2011-12, 2012-13 and 2013-14.
4  Debt at end March; GDP centred on end March.

Projections

Table 2.4: Fiscal balances compared with Budget 2009

Note: Budget 2009 aggregates, except for net debt, were on the basis which includes the temporary effects of financial interventions. All 2009 Pre-Budget Report aggregates are on the basis which excludes the 

temporary effects. In 2008-09 and 2009-10 some of the changes since Budget 2009 are therefore due to the different bases. 

2.58 While there are signs that the economy and financial markets are stabilising, both 
the economy forecast and public finance projections remain subject to a significant degree 
of uncertainty, in particular: 

the economic growth path is a key driver of borrowing and debt over the 	•
forecast period;

the path of interest rates and inflation over the forecast period are also 	•
sources of significant uncertainties for the public finance projections; and

Risks and 
uncertainties



2 M a i n ta i n i n g  M a c r o e c o n o M i c  s ta b i l i t y

30 2009 Pre-Budget Report

the outlook for the financial sector, which has been an important source of 	•
tax receipts in the UK, is another key uncertainty in the fiscal forecast. 

Estimates of cyclically-adjusted borrowing, in particular, are subject to considerable 2.59 
uncertainty in current circumstances:

there are significant uncertainties around the cyclical position of the 	•
economy, as discussed further in Annex A. These uncertainties are important, 
since the judgement reached around the impact of the global economic 
shocks on trend growth is key to estimating the persistent impact of the 
shocks on the public finances; and

since the Treasury’s cyclical-adjustment methodology is calculated using 	•
data over full economic cycles, it may not fully pick up any disproportionate 
impacts on receipts and spending arising during recessions.

2.60 Recognising these uncertainties, the fiscal projections reflect a realistic view of the 
position of the public finances by incorporating some cautious assumptions. Overall, the 
forecast implies that the tax burden is broadly flat in the medium term, over 1 per cent below 
its level in 2007-08. The Pre-Budget Report projections are based on: 

a 5 per cent downward adjustment to the economy’s trend (or potential) level 	•
of output in light of the global financial shock, consistent with the Budget 
2009 forecast;

the forecast for economic rebalancing, away from consumption and to 	•
investment and exports, which are less tax-rich sectors; 

the assumption that the financial sector expands from 2010-11 but profits as 	•
a share of GDP only return to the 20-year average by 2014-15, meaning that in 
2014-15 the level of receipts from the sector remains below its 2007-08 level; 
and

the NAO-audited assumptions, in particular on the VAT gap and claimant 	•
count unemployment, which build caution into the medium-term forecast. 
Further details on the NAO-audited assumptions are set out in Annex B.

2.61 The forecast for the central government net cash requirement for 2009-10 has been 
revised from £220.8 billion at Budget 2009 to £223.3 billion, an increase of £2.5 billion. The 
forecast for the net financing requirement for 2009-10 has been revised from £237.8 billion at 
Budget 2009 to £242.9 billion, an increase of £5.1 billion. It has been decided to meet the 
increase in the net financing requirement by increasing gross gilt sales. Gross gilt sales for 
2009-10 are now projected to be £225.1 billion, an increase of £5.1  billion above that 
projected at Budget. The Government will continue to fully fund its net financing 
requirement. Full details and a revised financing table can be found in Annex B. As 
announced in 2007, the Government’s policy is to skew gilt sales toward long-maturity and 
index-linked gilts as far as practicable and subject to the operational risks in doing so. At over 
13 years, the average maturity of the UK’s debt portfolio is significantly higher than that of 
other G7 countries, giving the UK a higher degree of funding flexibility relative to other 
countries. 

2.62 EU leaders have agreed that the flexibility provided for in the Stability and Growth 
Pact should be used, and that fiscal consolidation should be undertaken in line with 
economic recovery. Under the excessive deficit procedure of the Stability and Growth Pact, to 
which 20 EU member states are now subject, the EU’s Economic and Financial Affairs 
Council has recommended that the UK brings its Treaty deficit below the 3 per cent reference 
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value by 2014-15, with an average annual fiscal effort of 1.75 per cent of GDP from 2010-11. 
The Treaty debt and deficit projections are shown in Table 2.3. 

F i s ca l  po l i c y :  suppor t ing  r e cover y  wh i l e  ensur ing 
sus ta inab i l i t y

Given its assessment of the economic and fiscal outlook, the Government’s fiscal 2.63 
judgement is based on moving from supporting activity in the recession to delivering a 
sustained fiscal consolidation. This will ensure sound public finances, creating space for 
continued support to the economy during the early stages of recovery. Actions to reduce 
borrowing and to support growth are mutually reinforcing: sound public finances are 
necessary for sustainable economic growth, which will in turn help reduce borrowing over 
the medium term.

2.64 Discretionary fiscal stimulus was introduced to provide support when the economy 
was weakest. In particular, it was necessary for fiscal policy to support the economy during a 
period when financial markets were impaired, private sector demand was credit-constrained 
and the effectiveness of the monetary policy transmission mechanism was reduced.

The 2008 Pre-Budget Report announced a fiscal stimulus amounting to around 1 per 2.65 
cent of GDP in 2009-10. This included:

a temporary reduction in the VAT rate to 15 per cent with effect from 1 	•
December 2008 to 31 December 2009; and

bringing forward £3 billion of capital spending from 2010-11 to 2008-09 and 	•
2009-10, to provide temporary support, targeted on areas where it would have 
maximum impact.

The fiscal stimulus is complemented by the full operation of the automatic stabilisers 2.66 
and targeted support for those most affected by the downturn. Together, through these 
channels, fiscal support totals 5 per cent of GDP in 2009-10.

This fiscal support has helped to limit the severity of the downturn and its impact on 2.67 
businesses and individuals. The Government estimates that, as a result of the direct impact 
of the fiscal stimulus announced in the 2008 Pre-Budget Report, GDP growth in 2009 will be 
around ½ percentage point higher than it would otherwise have been. In particular, evidence 
suggests a smaller proportion of firms have gone into liquidation and employment has held 
up relative to the 1990s recession.

Fiscal stimulus was time limited to increase its impact during the downturn and 2.68 
support sustainable public finances over the medium term. The VAT reduction was designed 
to be temporary, and will expire on 31 December 2009. This reversal is an important part of 
the effectiveness of VAT as an instrument for fiscal stimulus, as it encourages consumers to 
bring forward spending at the end of 2009.

2.69 Tightening fiscal policy too quickly could undermine recovery and thereby result in a 
deterioration in the fiscal position. The Government will therefore ensure that fiscal policy 
continues to provide support to businesses and individuals during the early stages of 
recovery, when it is most at risk, while ensuring sound public finances over the medium 
term. Overall, Government borrowing of 12.0 per cent of GDP will continue to support the 
level of economic activity in 2010-11. In particular:

the automatic stabilisers will continue to provide fiscal support worth 4 per 	•
cent of GDP in 2010-11;

Exceptional and 
temporary fiscal 

stimulus

Supporting 
recovery
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as described in Chapter 5, despite a period of negative RPI inflation this year, 	•
the cash and real terms value of tax credits and benefits will increase in April 
2010 (including an increase in the basic state pension of 2.5 per cent), which 
will provide an effective real terms increase to transfer payments of over £4 
billion, relative to the September RPI normally used for indexation;

overall, planned increases in government spending will continue to support 	•
demand, with Total Managed Expenditure rising by £11 billion in real terms 
in 2010-11; and

targeted interventions are providing support to businesses and individuals, 	•
including through funding to help the unemployed, action to support 
businesses with their cash flow and support for pensioners and low-income 
families with children.

2.70 The focus of the Government’s fiscal policy shifts toward consolidation in 2011-12, 
when the economy should be better placed to support a more rapid tightening because:

GDP growth is forecast to pick up to an above trend rate of 3½ per cent in 2011;	•

market expectations are for Bank Rate to remain at 0.5 per cent until the 	•
second-half of 2010, then to rise moderately, while remaining below 4 per cent 
by the end of 2012. While still at relatively low levels by historical standards, this 
implies that there would be greater space for the MPC to use interest rates to 
support demand by 2011-12; and

as financial market conditions improve and the monetary policy transmission 	•
mechanism becomes more effective, the low Bank Rate expected by the 
market will provide an ongoing and powerful stimulus to spending by 
businesses and individuals and reduce the economy’s reliance on fiscal 
support. 

At Budget the Government took a judgement on the appropriate pace of fiscal 2.71 
consolidation, which recognised the uncertainty around prospects for the public finances 
given the exceptional nature and strength of the global downturn, the need to support the 
economy through the early stages of the recovery and the need to deliver sustainable public 
finances. Further information on the composition and pace of adjustment is provided in Box 
2.4.

Action to ensure 
sound public 

finances
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Box 2.4: Composition and pace of adjustment

The Government’s fiscal consolidation plan is based on announced tax increases, revised spending 
plans and support for growth. In total, consolidation measures announced to date in this Pre-Budget 
Report, Budget 2009 and the 2008 Pre-Budget Report will reduce borrowing by £57 billion in 
2013-14. Of this, around two-thirds derives from changes to spending plans, while around one-third 
is driven by tax increases. This approach conforms with research by the IMF, which suggests 
that spending restraint is more likely to generate lasting fiscal consolidation and better economic 
performance. In particular, the IMF has noted that “expenditure restraint brings about longer lasting 
and larger adjustment episodes, which are more successful in achieving a debt stabilizing fiscal position. 
Expenditure reduction demonstrates a firmer commitment to feasible and substantial consolidation, and 
may trigger lower interest rates and boost private demand.”a

With monetary policy better able to manage aggregate demand as financial conditions normalise 
and GDP growth forecast to grow at above trend rates from 2011, the economy is expected to be 
able to support a reduction in public borrowing, though it will be important not to withdraw fiscal 
support too quickly. The annual pace of consolidation set out in this Pre-Budget Report is faster 
than the pace of deficit reduction forecast by the IMF for all other G7 economies in the period up 
to 2014, reflecting the size of the deficit and the Government’s commitment to addressing it. The 
average pace of consolidation over the 2009-10 to 2013-14 period, albeit from a higher level, is 
comparable to the speed at which the deficit was reduced during the period of consolidation in the 
1990s, when growth averaged 3¼ per cent a year for 5 years from 1993. 

Chart a: Projected annual average fall in borrowing 
2010-2014

Note: For the G7 average and the countires other than the UK, the projected annual average fall in borrowing is as forecast by 
the IMF on a calendar year basis.
*Based on 2009 Pre-Budget Report financial year projection of PSNB from 2009-10 to 2013-14.
**For the countries indicated, borrowing is forecast to peak in 2009, so the pace of consolidation for these countries and the G7 
average is taken over 2009 to 2014.
Source: HM Treasury and IMF: The State of Public Finances Cross-Country Fiscal Monitor, November 2009.
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Although the Pre-Budget Report measures amount to a modest discretionary 2.72 
loosening over the period, borrowing is reduced to 5.5 per cent of GDP in 2013-14 as forecast 
at the Budget.

As set out in more detail in Chapter 5, the Government will take the following 2.73 
measures to support consolidation and reinforce the fairness of the tax system:

an additional 0.5 per cent increase in the employee, employer and self-	•
employed rates of national insurance contributions (NICs) from April 2011, 
alongside an increase in the point at which individuals start to pay NICs to 
protect 15 million people on incomes below £20,000;

the point at which individuals start to pay the higher rate of income tax will 	•
be frozen in 2012-13; and

the restriction of pensions tax relief from April 2011 will apply to those 	•
with gross incomes of £150,000 and over, where gross income incorporates 
all pension contributions, including those funded by an employer. This 
will be subject to an income floor, so that individuals with pre-tax incomes 
(excluding employer pension contributions) of less than £130,000 will be 
unaffected.

2.74 As set out in Budget 2009, spending growth will reduce from 2011-12 onwards in 
order to ensure sustainable public finances over the medium term. Chapter 6 announces 
that public sector current expenditure6 will grow by an average of 0.8 per cent a year in real 
terms between 2011-12 and 2014-15. In line with Budget 2009, public sector net investment 
will move to 1¼ per cent of GDP by 2013-14 and remain at that level in 2014-15.

2.75 Overall, the projection set out for public sector net borrowing is broadly the same as 
the Budget in each year from 2011-12 to 2013-14, and falls to 4.4 per cent of GDP in 2014-15.

6 Excluding the additional time-limited expenditure announced in the 2009 Pre-Budget Report.

Public spending

Overall impact
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2.76 Over the medium term, borrowing is projected to fall markedly. Government 
consolidation measures announced in and since the 2008 Pre-Budget Report are supported 
by a cyclical reduction in borrowing as the economy returns to growth and receipts recover. 

Based on cautious assumptions, public sector net borrowing is projected to fall from 2.77 
12.6 per cent of GDP in 2009-10 to 5.5 per cent in 2013-14. This reduction represents a more 
than halving of the deficit as a share of GDP over this period. PSNB then falls further to 4.4 
per cent of GDP in 2014-15.

2.78 The measure of public sector net debt (PSND) used for fiscal policy is around 3 
percentage points of GDP lower than at Budget. This reflects new treatment of the net losses 
from financial interventions, as set out in Annex B. This reduces the level of PSND across the 
forecast horizon, but does not affect the path.

Public sector net debt increases over the projection period, in particular in 2009-10 2.79 
and 2010-11, reflecting the high level of borrowing supporting the economy in those years. 
The public finances remain on a path consistent with ensuring that the level of PSND will 
fall as a proportion of GDP over the medium term. Chart 2.3 shows forecasts to 2014-15 
and illustrative projections thereafter. These are based on a further improvement of 0.7 
per cent of GDP a year in the cyclically-adjusted current budget, equivalent to the average 
improvement over the 2009-10 to 2014-15 period. Public sector net investment is assumed 
to be held constant at 1¼ per cent of GDP. The illustrative projections show that, under these 
assumptions, debt will peak in 2014-15 and will fall in the following year. The 2009 Long-
term public finance report provides illustrative projections for debt based on the firm fiscal 
consolidation plans set out to 2014-15 and stylised assumptions thereafter.7

Note: For the financial years 2015-16 to 2017-18 the numbers presented here are illustrative projections.

Source: HM Treasury. 

Chart 2.3: Meeting the Fiscal Consolidation Plan
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2.80 The cyclically-adjusted current deficit falls from 5.5 per cent in 2009-10 to 1.9 per 
cent in 2014-15, an average improvement of 0.7 per cent a year. Chart 2.4 shows that a further 
illustrative improvement of 0.7 per cent a year from 2015-16, in line with this average, would 
eliminate the deficit on the cyclically-adjusted current budget by 2017-18.

7  2009 Long-term public finance report, HM Treasury, December 2009.
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Note: For the financial years 2015-16 to 2017-18 the numbers presented here are illustrative projections.

Source: HM Treasury.

Chart 2.4: Balancing the cyclically-adjusted current budget
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2.81 The overall impact of fiscal policy on the economy can be assessed by examining the 
change in public sector net borrowing. Chart 2.5 shows that both the automatic stabilisers 
and the fiscal stance are acting to provide a considerable degree of support to the economy 
in 2008-09 and 2009-10, during the economic downturn. In 2011-12, the fiscal stance is 
tightening to deliver a reduction in borrowing at a time by which the economy is forecast to 
be recovering and able to support fiscal consolidation, while the effect of the automatic 
stabilisers remains positive in 2010-11, reflecting the lagged impact of the downturn on 
spending and receipts.

Note: The fiscal stance equals the annual change in the cyclically-adjusted PSNB. The effect of the automatic stabilisers equals the
change in the cyclical component of PSNB, i.e. the change in the difference between PSNB and the cyclically-adjusted PSNB.
Source: HM Treasury.

Chart 2.5: Fiscal policy supporting economic stablity

-7
-6
-5
-4
-3
-2
-1
0
1
2
3
4
5 Per cent of GDP

Effect of automatic stabilisers Fiscal stance Output gap

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Economic Impact



 M a i n ta i n i n g  M a c r o e c o n o M i c  s ta b i l i t y 2

372009 Pre-Budget Report

The  F i s ca l  Respons ib i l i t y  B i l l
The Government has set fiscal plans that show borrowing is more than halved as 2.82 

a share of the economy to 5.5 per cent of GDP in 2013-14 and falls year-on-year across the 
forecast period. These plans are consistent with debt falling as a per cent of GDP in 2015-16. 
The Fiscal Responsibility Bill announced alongside the Pre-Budget Report will enshrine 
these consolidation plans in legislation. This is a significant reform in the way that the 
Government is held to account for delivering its fiscal plans, giving Parliament a clear role in 
the setting and monitoring of medium-term fiscal plans. 

2.83 The design and operation of the fiscal framework needs to evolve in response to 
changing economic circumstances, in order to continue to ensure delivery of the 
Government’s fiscal policy objectives. The temporary operating rule, set in the 2008 Pre-
Budget Report, was designed to allow significant flexibility in the operation of fiscal policy 
during the recession. It facilitated an effective and necessary response to the downturn, 
while signalling a clear commitment to fiscal sustainability over the medium term.

With economic conditions beginning to normalise and the economy forecast to 2.84 
emerge from recession by the end of the year, the Government believes it is now appropriate 
to strengthen the fiscal framework. This is in line with moves that other governments around 
the world are also seeking to take. The IMF has set out that the strengthening of medium-
term fiscal frameworks, including through fiscal responsibility laws, should help to support 
the fiscal adjustment that will be necessary in most economies following the financial crisis.8

2.85 As a result, the Government is introducing a Fiscal Responsibility Bill to Parliament. 
The Bill requires the Government to set out at all times a statutory fiscal plan for delivering 
sound public finances, to be approved by Parliament, and places a binding duty on the 
Government to meet that plan. It also enables the Government to add further duties to the 
Fiscal Consolidation Plan through secondary legislation.

The legislation gives Parliament a clear, central role in both setting and monitoring 2.86 
the Government’s fiscal plans. In particular, Parliament must approve fiscal plans before 
they become law. This is a significant enhancement to Parliament’s current role in setting 
medium-term fiscal policy, giving it a new opportunity to scrutinise the Government’s plans. 
Further, the Government must report to Parliament on progress and compliance at each 
Budget and Pre-Budget Report. If its legislative fiscal plans are not achieved, the Government 
must set out why they were not met. The Government would then set out actions to remedy 
the situation. Combined, these provisions represent a significant evolution of the extent to 
which Parliament can hold the Government to account for its fiscal policy. 

The Government will publish an updated 2.87 Code for Fiscal Stability, setting out the 
requirements the Government must meet in the publication of its fiscal plans and projections, 
in the New Year.

2.88 The Bill sets out the Government’s first legislative fiscal plan, the Fiscal Consolidation 
Plan (FCP). The FCP extends from 2009-10 to 2015-16 and incorporates the 2009 Pre-Budget 
Report fiscal judgment by requiring that the Government:

halves public sector net borrowing as a share of GDP over four years from its 	•
forecast peak in 2009-10. The Government is setting a target, in secondary 
legislation enabled by the Bill, for borrowing to be 5.5 per cent of GDP or less 
in 2013-14;

8 A strategy for normalising fiscal and monetary policies in advanced economies, International Monetary Fund staff position note, 
22 September 2009.
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reduce borrowing as a share of GDP in each and every year from 2009-10 to 	•
2015-16; and 

ensure that public sector net debt is falling as a share of GDP in 2015-16.	•

These are binding targets that cannot be changed except with the approval of 2.89 
Parliament through new legislation. This demonstrates the Government’s commitment to 
delivering consolidation, and the importance it places upon action to ensure sound public 
finances in the medium term. 

Debt is a key indicator of the sustainability of the public finances. The Fiscal 2.90 
Consolidation Plan targets debt and the main measure of the deficit – public sector 
net borrowing. It is the overall level of borrowing which determines the path of debt. 
Targeting this simple measure of borrowing enhances certainty on the scale of adjustment 
the Government is undertaking. The Government will continue to consider cyclically-
adjusted measures of the public finances as a key indicator of the fiscal position. But given 
uncertainties over the structural position of the public finances at present, and the need to 
set clear and simple targets to which it can be held to account, deficit targets under the Fiscal 
Consolidation Plan will not be cyclically-adjusted. 

The Fiscal Consolidation Plan will target a measure of net borrowing (PSNB ex) 2.91 
that excludes the temporary effects of financial interventions, but that will account for any 
permanent costs to the taxpayer. The independent Office for National Statistics will report 
on this measure alongside the Pre-Budget Report and further information on the measure 
is provided in Annex B. It is consistent with the current measure of public sector net debt 
excluding the temporary effect of the financial interventions (PSND ex).

LONG -TERM F ISCAL  I SSUES

The 2.92 2009 Long-term public finance report is published alongside the Pre-Budget 
Report. It differs from previous reports in two main ways. 

First, it does not attempt to project the government’s primary balance over the next 2.93 
50 years, based on projections of individual spending and revenue components. This type 
of mechanistic projection is informative under relatively normal economic circumstances as 
it helps to illustrate the implications of continuing along a given fiscal trajectory. However, 
such projections are misleading during times when the economy is operating significantly 
below its full potential, because current policy is set to deal with exceptional short-term 
issues. Projecting the fiscal stance resulting from these exceptional circumstances over the 
long term would result in long-run deficit projections that would be implausible. Instead, 
this year’s Long-term public finance report provides projections for those areas of spending 
that are particularly affected by long-term challenges, such as education, pensions and 
health. It also provides illustrative projections for debt, based on firm fiscal consolidation 
plans set out to 2014-15 in this Pre-Budget Report and stylised assumptions thereafter. These 
show, for a range of potential interest and growth rates, that debt would fall over the long 
term, reaching between 0 and 30 per cent of GDP by 2050.

Second, this year’s 2.94 Long-term public finance report includes an expanded discussion 
of the long-term trends and the associated challenges facing the UK, and sets out their 
potential implications for the economy and public finances, under a range of different 
scenarios. This serves to develop understanding of long-term challenges for the public 
finances and provides valuable insights into the variability of projections.
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The 2.95 2009 Long-term public finances report illustrates the potential pressure that 
long-term challenges and trends could put on the public finances. The Government has set 
out fiscal consolidation plans that are consistent with debt returning to lower levels. These 
plans will ensure the public finances are on a sustainable path, which in turn will promote 
long-term economic growth. It will also ensure the public finances are able to manage any 
unexpected economic shocks in future.
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