CPIR

BRIEFING

Tony Dolphin

December 2014
© IPPR 2014

WHEN REBALANCING
GOES BAD

WHY THE CHANCELLOR’S
DEFICIT REDUCTION PLAN
THREATENS THE ECONOMIC

RECOVERY

f*.

2
& ~ ?
Institute f . Policy Research ~ '




ABOUT THE AUTHOR

Tony Dolphin is senior economist and associate director for
economic policy at IPPR.

Download

This document is available to download as a free PDF and in other
formats at:
hitp://www.ippr.org/publications/when-rebalancing-goes-bad-why-the-.
chancellors-deficit-reduction-plan-threatens-the-economic-recovery

Citation

If you are using this document in your own writing, our preferred

citation is:
Dolphin T (2014) When rebalancing goes bad: Why the chancellor’s
deficit reduction plan threatens the economic recovery, IPPR.
hittp://www.ippr.org/publications/when-rebalancing-goes-bad-why-
the-chancellors-deficit-reduction-plan-threatens-the-economic-

Permission to share

This document is published under a creative commons licence:
Attribution-NonCommercial-NoDerivs 2.0 UK
http://creativecommons.org/licenses/by-nc-nd/2.0/uk/

ABOUT IPPR o e T

IPPR, the Institute for Public Policy Research, is the UK’s
leading progressive thinktank. We are an independent charitable
organisation with more than 40 staff members, paid interns and
visiting fellows. Our main office is in London, with IPPR North,
IPPR’s dedicated thinktank for the North of England, operating
out of offices in Newcastle and Manchester.

The purpose of our work is to conduct and publish the results
of research into and promote public education in the economic,
social and political sciences, and in science and technology,
including the effect of moral, social, political and scientific
factors on public policy and on the living standards of all
sections of the community.

IPPR

4th Floor

14 Buckingham Street
London WC2N 6DF

T: +44 (0)20 7470 6100

E: info@ippr.org

WWW.ippr.org

Registered charity no. 800065

This paper was first published in December 2014. © 2014
The contents and opinions in this paper are the author(s) only.

DEAS 10
CHANGE OPINIONS


http://www.ippr.org/publications/when-rebalancing-goes-bad-why-the-chancellors-deficit-reduction-plan-threatens-the-economic-recovery
http://www.ippr.org/publications/when-rebalancing-goes-bad-why-the-chancellors-deficit-reduction-plan-threatens-the-economic-recovery
http://www.ippr.org/publications/when-rebalancing-goes-bad-why-the-chancellors-deficit-reduction-plan-threatens-the-economic-recovery
http://www.ippr.org/publications/when-rebalancing-goes-bad-why-the-chancellors-deficit-reduction-plan-threatens-the-economic-recovery
http://www.ippr.org/publications/when-rebalancing-goes-bad-why-the-chancellors-deficit-reduction-plan-threatens-the-economic-recovery
http://creativecommons.org/licenses/by-nc-nd/2.0/uk/
info@ippr.org

The headline figures in the Office for Budget Responsibility’s (OBR’s) latest forecasts
(OBR 2014), which were published alongside the chancellor’s Autumn Statement
announcement, suggest a benign outcome for the UK economy over the next five
years: steady growth and low inflation. The details, however, reveal weaknesses that
suggest that if the next government pursues the chancellor’s plan to eliminate the
fiscal deficit by 2018/19 then it will risk derailing the economic recovery. Here’s why.

The economy is made up of four sectors: households, companies, government and
the overseas (import/export, or ‘rest of the world’) sector. The outgoings of any one
sector are reflected in the income of the others. Thus, taxes paid by households
are income for the government and the money they spend on goods and services
are income for UK companies or for the overseas sector if they are imported. This
means total spending across the four sectors must equal total income. It also
means that if one sector has net savings (its income is greater than its spending),
then the opposite must be true for at least one other sector, and that the balance of
net savings (positive and negative) across the four sectors must sum to zero.

These net savings balances are not just interesting for their arithmetical properties,
however. Their development over time tells us a lot about the economy. Here is the
UK'’s track record over the last 17 years.

Figure 1
UK financial balances by sector (% of GDP), 1998-2014
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Source: ONS Quarterly National Accounts, Q2 2014 (ONS 2014)
Note: The chart shows four-quarter moving averages to smooth out volatility in the data.

There are a number of points of interest:

e The household sector shifted gradually from being a net saver to a net borrower,
starting in around 2001. When the financial crisis hit, it shifted dramatically back
to being a net saver again, but this position has subsequently been eroded.
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* The big shift in the company sector’s position came in the early 2000s, when
it went from being a net borrower to a net saver, a position it has sustained
for over a decade (although the last quarterly figure, for the second quarter of
2014, showed a tiny deficit).

e The government had a deficit of 3 to 4 per cent of GDP in the five years leading
up to the financial crisis. This deficit trebled as a result of the subsequent
recession. It has been reduced over the last five years, somewhat unevenly, but
remains relatively large.

* The overseas sector has been in surplus throughout the period. What this
means is that the rest of the world’s income from the UK (our imports) has been
greater than our income from the rest of the world (our exports). Recently, this
gap has been increasing, and is now at its highest level during this period.

e The last time the government sector was in balance (in 2001/02) the corporate
sector had a large deficit while the household and overseas sectors were in
surplus.

Shifts in these balances help us to understand what calls to rebalance the economy
mean in practice. If the government wants to further reduce its deficit, one or more
of the other sectors will have to reduce its surplus or move into (larger) deficit.

One possibility is for households to borrow more (or equivalently, to run down their
savings). But UK households already have one of the highest debt-to-income ratios
in the world and their borrowing tends to push up house prices, creating the potential
for a subsequent price fall. Better options, therefore, are a shift into deficit for the
company sector, as a result of strong business investment spending, and a reduction
in the surplus of the overseas sector, achieved through stronger UK exports.

In the past few years, unfortunately, the UK has scored only one out of three on the
rebalancing front. Business investment spending has accelerated in recent quarters
and was up 11 per cent over the year to the second quarter of 2014. As a result,
the company sector’s surplus has contracted, offsetting some of the reduction in
the government’s deficit.

But over the last three years, the overseas surplus has got bigger. Imports have
increased only moderately in real terms over this period, but exports are actually
lower than they were in the second quarter of 2011. The hope was that the fall in
sterling’s exchange rate that occurred during the financial crisis would lead to an
improvement in the UK’s trade position. In fact, the reverse has happened. And the
household sector has again moved into deficit, spending more than its income and
S0 running down savings or taking on debt.

So much for the past, what about the next five years? Is there any prospect of the
economic recovery becoming better balanced? Not much according to the OBR’s
latest economic forecasts (see figure 2).

These forecasts show the government deficit being eliminated by 2018/19 —in
line with the chancellor’s pledge. A small part of this move is offset by a shift from
surplus to deficit for the company sector. But the bulk of the counterbalancing
adjustment is shared equally by a fall in the overseas surplus and an increased
deficit for the household sector.

The OBR expects UK exports to increase at an annual rate of 4.2 per cent between
2014 and 2019, despite worries about the economic outlook for Europe (which
receives half of the UK’s exports), the recent appreciation of sterling and the poor
performance of the last three years. Meanwhile, extraordinarily, the OBR thinks that
by 2019 the household sector will have a financial deficit more than twice as big

as it did in 2007/08 when the financial crisis hit. Compared to 2001/02, when the
government last had a zero balance, the household and company sectors will have
swapped positions.
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Figure 2
UK financial balances by sector (% of GDP), actual and forecast to 2019
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Source: ONS Quarterly National Accounts, Q2 2014 (ONS 2014) and OBR Economic and fiscal outlook —
December 2014 (OBR 2014), economy supplementary tables
Note: The chart shows four-quarter moving averages to smooth out volatility in the data.

This increase in the household deficit could result from a further rundown of
savings, but it is likely that we are already approaching the limit of what this might
achieve. Instead, the OBR thinks the household debt-to-income ratio will rise to
new highs. A lot of this increase in debt is secured (largely mortgage) lending, but
the OBR also expects other liabilities to increase by 78 per cent over the next five
years (see figure 3).

If the OBR is right, the economic recovery will not be driven by investment and
exports but by households taking on more debt. The period from 2008 to 2019 is
characterised by two shifts in debt: the first was from households to government,
and the second will be from government back to households again.

If this seems implausible, then it reveals the limits of this type of analysis. The OBR
is constrained by the chancellor’s fiscal plans to forecast that the government
deficit is eliminated, and so it has to make projections for the balances of the other
sectors that are consistent with this outcome. It already has an optimistic forecast
for exports, and arguably for business investment too (it is expected to increase

at an annual rate of 6.7 per cent in real terms between 2014 and 2019). So the
household sector has to take the strain.

If the OBR instead started with a projection of the most likely outcome for the house-
hold sector’s financial balance and added in its current forecasts for the company
and overseas sectors, leaving the government sector as the residual, then it would
end up with a forecast for much more modest reduction in the government deficit.
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Figure 3
Household debt-to-income ratio, actual and projected, 1997-2019
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Source: ONS Quarterly National Accounts, Q2 2014 (ONS 2014) and OBR Economic and fiscal outlook —
December 2014 (OBR 2014), economy supplementary tables

An alternative way of looking at this is that it suggests the chancellor’s timetable
for eliminating the government deficit is too short. The pace of deficit reduction
should be sensitive to the ability of the rest of the economy to adjust to it. If the next
government insists on trying to stick to the timetable for deficit reduction set out

in this latest autumn statement, then the risk is that the adjustment will take place
in the other sectors, through weak growth. The household deficit will increase due
to lower incomes, not higher spending; the company sector surplus will move into
deficit due to poorer profits, not higher investment spending; and the surplus of the
overseas sector will shrink due to weak imports as a result of a weak UK economy,
not strong exports. And weak growth, in turn, will blow the government’s deficit
elimination plan off course. This is precisely what happened in 2011 and 2012, and
it could happen again in the first half of the next parliament.

If the next government tries to follow the chancellor’s stated deficit reduction path,
one of two outcomes is likely. Either it will succeed in the short term only because
the household sector takes on debt at a faster pace than it did before the financial
crisis — with the associated risk of a house-price bubble and burst, followed by

a recession and ultimately a new blow-out in the government deficit. Or it will fail
even in the short term because the necessary adjustment in other sectors occurs
only through weaker growth. Neither of these appears to be a sustainable basis for
economic recovery.
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