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Figure 3. United Kingdom: Fiscal Developments

Fiscal consolidation continued in FY14, with the deficit The Autumn Statement 2015 envisages further
down significantly from 5 years ago . consolidation and a small surplus by FY19.
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The pace of consolidation is projected to increase Net publicdebt is projected to start declining this year
somewhatin FY15. and will be reduced further in the medium term.
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The Autumn Statement entails more tax measures, but

The consolidation so far has been mainly driven by h ] ” e
spending cuts in some categories remain sizable.

expenditure measures.
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Sources: National authorities; and IMF staff projections.
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Figure 4. Comparison of UK, EU, and US Banks

EU, UK, and US banks have reduced reliance on ...and raised the share of liquid assets.
wholesale funding...

Share of Wholesale Funding in Liabilities Liquid Assets/Total Assets

P t (Percent)
100 (Cereeny 00 24 24
90 — UK4 9 22 — | K4 22
s £ | ) 20 e £ 20
80 —_—s 80 18 —_—s 18
70 70 16 16

. ——\.\—\ €0 14 14
12 12

50 50 19 10

40 40 8

o
[e)]

30 30
2006 2008 2010 2012 2014 2015:Q2 4 4
2006 2008 2010 2012 2014 2015:Q2
The UK's nonperforming asset ratio has been cut The UK's NPL coverage ratio is similar to that of EU
in half relative to its post-crisis peak. banks.
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But non-interest expense/income ratios for UK banks have This has continued to weigh on profitability.
risen given the drag from conduct/restructuring costs.
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Sources: Bloomberg, and IMF staff calculations.

Note: Ratiosshown are notadjusted for accounting differencesacross regions (such as GAAP for US vs.IFRS for UK). UK
refers to the average for HSBC, Barclays, RBS and LBG. EU and US indicators are weighted averages (by total assets) of the
following major banks. EU banks: Cooperatieve Centrale Raiffeisen-Boerenleenbank, BNP Paribas, Credit Agricole, Societe
Generale, Bayerische Landesbank, Commerzbank, Deutsche Bank, DZ Bank AG Deutsche Zentral-Genossenschaftsbank,
LBBW, Credit Suisse Group, UBS, Banca Monte dei Paschidi Siena, Intesa Sanpaolo, UniCredit, Unione di Banche Italiane,
Banco Bilbao Vizcaya Argentaria, Banco Popular Espanol, Banco Santander, Danske Bank, DNB, Nordea

Bank, Skandinaviska Enskilda Banken, Svenska Handelsbanken and Swedbank. US banks: Bank of America, Bank of New
York Mellon, BB&T, Citigroup, Goldman Sachs, JPMorgan Chase, Morgan Stanley, State Street Corp., SunTrustBanks and
Wells Fargo.

1/ For US banks, FDIC series on commercial banksfor “non-recurrent loans tototal loans”, and “coverageratio” were used
as proxies for the NPA-to-total loansand loan lossreservesto NPA, respectively.

28 INTERNATIONAL MONETARY FUND



UNITED KINGDOM

Figure 5. United Kingdom: Housing Market Developments

Mortgage rates continue to fall. But net mortgage growth remains well below pre-crisis levels.
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The percentage of new lending at high LTls has dipped

~though this is partly mitigated by low interest rates. since mid-2014, but s still at historically high levels.
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Sources: Haver; and IMF staff calculations.

INTERNATIONAL MONETARY FUND 29




UNITED KINGDOM

Table 1. United Kingdom: Selected Economic Indicators, 2012-17

2012 2013 2014 2015 2016 2017

Projections

Real Economy (change in percent)

Real GDP 12 2.2 29 2.2 2.2 2.2
Private final domestic demand 2.1 23 34 3.2 2.8 2.6
CPI, end-period 26 21 0.9 0.1 14 2.0
Unemployment rate (in percent) 1/ 8.0 7.6 6.2 5.4 5.0 51
Gross national saving (percent of GDP) 129 12.1 12.3 13.2 14.0 14.6
Gross domestic investment (percent of GDP) 16.2 16.6 17.4 17.4 17.9 18.1
Public Finance (fiscal year, percent of GDP) 2/
Public sector overall balance -6.6 -5.7 -5.2 -4.3 -2.9 -1.6
Public sector cyclically adjusted primary balance (staff estimates) 3/ -3.2 -3.0 -31 -24 -0.9 0.4
Public sector net debt 75.8 78.0 83.4 82.8 82.4 81.2

Money and Credit (end-period, 12-month percent change)

M4 -1.0 0.2 -11
Net lending to private sector -0.2 0.9 15 2.0 3.0 4.0
Interest rates (percent; year average)
Three-month interbank rate 0.8 0.5 0.5 0.6
Ten-year government bond yield 19 24 2.6 19
Balance of Payments (percent of GDP)
Current account balance -33 -4.5 -5.1 -4.1 -3.9 -35
Trade balance -2.0 -2.0 -1.9 -1.8 -1.7 -17
Net exports of oil -0.9 -0.6 -0.6 -0.3 -0.2 -0.3
Exports of goods and services (volume change in percent) 0.7 12 12 5.5 3.7 3.8
Imports of goods and services (volume change in percent) 29 2.8 24 5.9 35 35
Terms of trade (percent change) 0.8 1.7 11 0.7 -0.4 0.2
FDI net -13 -24 -4.5 -2.7 -2.6 -2.2
Reserves (end of period, billions of US dollars) 105.2 108.8 109.1
Fund Position (as of November 30, 2015)
Holdings of currency (in percent of quota) 88.6
Holdings of SDRs (in percent of allocation) 95.5
Quota (in millions of SDRs) 10,738.5
Exchange Rates
Exchange rate regime Floating
Bilateral rate (December 14, 2015) US$1 = £0.6616
Nominal effective rate (2010=100) 4/ 103.5 101.0 1074
Real effective rate (2010=100) 4/ 5/ 106.8 1058 1138

Sources: Bank of England; IMF's International Finance Statistics; IMF's Information Notic System; HM Treasury; Office
for National Statistics; and IMF staff estimates.

1/ILO unemployment; based on Labor Force Survey data.
2/ The fiscal year begins in April. Data exclude the temporary effects of financial sector interventions. Debt stock

data refers to the end of the fiscal year using centered-GDP as a denominator. There is a break in the series from 2014
on, reflecting the reclassification of housing associations as part of the public sector.

3/In percent of potential output.

4/ Average. An increase denotes an appreciation.
5/ Based on relative consumer prices.
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Table 2. United Kingdom: Medium-Term Scenario, 2012-19
(Percentage change, unless otherwise indicated)

2012 2013 2014 2015 2016 2017 2018 2019
Projections

Real GDP 1.2 2.2 29 2.2 2.2 2.2 2.2 2.2
Real domestic demand 23 26 32 22 22 22 21 22
Private consumption 18 1.9 25 28 24 23 22 22
Government consumption 18 0.5 2.5 1.7 0.9 0.6 0.5 0.5
Fixed investment 15 26 73 4.5 39 37 35 4.0
Public -6.8 -5.1 5.8 24 -0.6 0.4 -1.6 1.9
Residential -2.9 5.7 117 2.0 25 31 4.0 4.0
Business 51 23 47 6.7 5.7 5.0 5.0 5.0
Stocks 1/ 0.4 0.7 0.2 -0.6 -0.2 0.0 0.0 0.0
External balance 1/ -0.7 -0.5 -04 -0.3 -0.1 0.0 0.0 0.0
Exports of Goods and Services 0.7 1.2 1.2 5.5 3.7 3.8 3.9 3.9
Imports of Goods and Services 29 2.8 24 5.9 35 35 35 3.6
Current account 2/ -3.3 -4.5 -5.1 -4.1 -3.9 -3.5 -3.3 -3.0
CPI Inflation, period average 2.8 26 15 0.0 11 20 20 20
CPI Inflation, end period 2.6 21 0.9 0.1 14 20 20 20
Output gap 3/ -21 -14 -0.5 -0.2 -0.1 0.0 0.0 0.0
Potential output 13 1.5 1.8 20 21 21 22 22
Employment and productivity
Employment 11 1.2 23 1.2 0.7 0.6 0.5 0.5
Unemployment rate 4/ 8.0 7.6 6.2 54 5.0 51 5.2 53
Productivity 5/ 0.1 1.0 0.6 1.0 15 1.6 17 1.7
Memorandum items:
Private final domestic demand 21 23 34 3.2 28 26 26 26
Household saving rate 6/ 8.8 6.3 54 4.6 4.7 4.6 4.2 4.1
Private saving rate 174 14.9 15.0 144 14.0 134 13.0 12.9
Credit to the private sector -0.2 0.9 15 20 3.0 4.0 4.2 43

Sources: Office for National Statistics; and IMF staff estimates.

1/ Contribution to the growth of GDP.

2/ In percent of GDP.

3/ In percent of potential GDP.

4/ In percent of labor force, period average; based on the Labor Force Survey.
5/ Whole economy, per worker.

6/ In percent of total household available resources.

INTERNATIONAL MONETARY FUND 31




UNITED KINGDOM

Table 3. United Kingdom: Public Sector Operations, 2010/11-19/20

(Percent of GDP; unless otherwise indicated)

2010/11 2011/12 2012/13 2013/14 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20

2015 Autumn Statement
Revenue 36.4 36.5 35.9 35.6 35.8 35.8 36.5 36.9 36.9 36.9
Taxes 27.5 27.6 26.9 26.8 26.7 26.9 27.2 27.5 27.5 27.5
Social contributions 6.2 6.2 6.2 6.1 6.0 6.0 6.4 6.5 6.5 6.5
Other revenue 2.6 2.6 2.8 2.7 3.0 2.9 29 29 3.0 3.0
Of which: Interest income 0.4 0.4 0.3 0.3 0.3 0.3 0.3 0.4 0.4 0.5
Expenditure 44.9 435 425 41.4 40.9 39.7 39.1 38.1 37.2 36.5
Expense 433 423 411 40.3 39.6 38.6 38.0 37.2 36.4 35.8
Consumption of fixed capital 2.1 2.1 21 2.1 2.1 2.1 2.1 2.1 21 21
Interest 2.6 2.6 2.2 2.1 2.0 2.0 2.2 2.3 2.4 2.4
Others 38.7 37.7 36.8 36.2 35.6 345 337 32.8 32.0 313
Net acquisition of nonfinancial assets 1.6 11 1.4 1.0 13 11 11 0.9 0.7 0.7
Gross operating balance -6.9 -5.9 -5.2 -4.7 -3.9 -2.8 -1.4 -0.3 0.5 11
Net lending/borrowing (overall balance) -8.6 -7.0 -6.6 -5.7 -5.2 -3.9 -2.5 -1.2 -0.2 0.5
Current balance 2/ -6.0 -5.1 -5.1 -4.2 -3.1 -2.1 -0.7 0.4 1.2 1.9
Primary balance -6.4 -4.8 -4.7 -4.0 -3.5 -2.2 -0.6 0.7 17 23
Cyclically adjusted overall balance -6.5 -5.1 -4.6 -4.2 -4.4 -3.4 -2.3 -1.1 -0.2 0.5
Cyclically adjusted current balance 2/ -4.0 -3.2 -3.1 -2.6 -2.4 -1.6 -0.5 0.5 1.2 1.9
Cyclically adjusted primary balance (CAPB) -4.3 -2.9 -2.7 -2.4 -2.7 -1.7 -0.5 0.8 17 23
General government gross debt 3/ 77.0 82.6 84.7 86.6 87.5 87.1 86.5 84.8 82.2 79.2
Public sector net debt 4/ 68.7 72.1 75.8 78.0 83.1 82.5 81.7 79.9 77.3 74.3
Output gap (percent of potential) 5/ -2.6 -2.8 -2.9 -2.0 -0.8 -0.7 -0.3 -0.1 0.0 0.0
Real GDP growth (percent) 19 1.8 1.2 2.5 29 2.2 2.5 2.4 2.4 23
Nominal GDP (in billions of pounds) 1575.4 16289 1677.9 17559 1829.0 1903.0 1980.0 2065.0 2157.0 2251.0
Potential GDP growth (percent) 1.2 2.0 13 1.6 1.8 2.1 2.1 2.2 2.3 2.3

Staff projections

Revenue 36.4 36.5 35.9 35.6 35.7 35.8 36.5 36.9 36.9 36.9
Taxes 27.5 27.6 26.9 26.8 26.7 26.9 27.2 27.5 27.5 27.4
Social contributions 6.2 6.2 6.2 6.1 6.0 6.0 6.4 6.4 6.4 6.5
Other revenue 2.6 2.6 2.8 2.7 3.0 3.0 2.9 3.0 3.0 3.0
Of which: Interest income 0.4 0.4 0.3 0.3 0.3 0.3 0.3 0.4 0.5 0.5
Expenditure 44.9 435 425 41.4 40.9 40.1 39.4 38.5 37.6 36.9
Expense 433 423 411 40.3 39.5 39.0 383 37.6 36.9 36.2
Consumption of fixed capital 2.1 2.1 2.1 2.1 2.0 2.1 2.1 2.1 21 21
Interest 2.6 2.6 2.2 2.1 2.0 2.1 2.2 2.3 2.4 2.4
Other 38.7 37.7 36.8 36.2 35.5 34.8 339 331 323 317
Net acquisition of nonfinancial assets 1.6 11 14 1.0 1.4 11 11 0.9 0.7 0.7
Gross operating balance -6.9 -5.9 -5.2 -4.7 -3.8 -3.2 -1.8 -0.7 0.1 0.7
Net lending/borrowing (overall balance) -8.6 -7.0 -6.6 -5.7 -5.2 4.3 -2.9 -1.6 -0.7 0.1
Current balance 2/ -6.0 -5.1 -5.1 -4.2 -31 -2.5 -11 0.0 0.8 1.5
Primary balance -6.4 -4.8 -4.7 -4.0 -3.5 -2.6 -1.0 0.4 1.3 1.9
Cyclically adjusted overall balance -6.8 -5.5 -5.2 -4.8 -4.8 -4.1 -2.8 -1.6 -0.7 0.0
Cyclically adjusted current balance 2/ -4.3 -3.6 -3.6 -3.2 -2.7 -2.3 -1.0 0.1 0.8 1.5
Cyclically adjusted primary balance (CAPB) -4.6 -3.3 -3.3 -3.0 -3.1 -2.4 -0.9 0.4 13 1.9
CAPB (percent of potential GDP) -4.5 -3.2 -3.2 -3.0 -3.1 -2.4 -0.9 0.4 13 1.9
General government gross debt 3/ 77.0 82.6 84.7 86.6 87.4 87.5 87.0 85.5 83.2 80.4
Public sector net debt 4/ 68.7 72.1 75.8 78.0 83.4 82.8 82.4 81.2 79.0 76.2
Output gap (percent of potential) -2.3 -2.0 -2.0 -1.2 -0.3 -0.2 -0.1 0.0 0.0 0.0
Real GDP growth (percent) 1.9 1.8 1.2 2.5 2.8 2.1 2.2 2.2 2.2 2.2
Nominal GDP (in billions of pounds) 1575.4 16289 1677.9 1755.9 1831.9 1884.1 1962.9 2044.8 2133.0 2226.1
Potential GDP growth (percent) 1.2 1.5 1.1 1.6 19 2.1 2.1 2.1 2.2 2.2

Sources: HM Treasury; Office for National Statistics; and IMF staff estimates.
1/ Excludes the temporary effects of financial sector interventions, as well as the one-off effect on public sector net
investment in 2012/13 of transferring assets from the Royal Mail Pension Plan to the public sector, unless otherwise noted.

The data reflect the reclassification of housing associations as part of the public sector starting from 2014/15.

2/ Includes depreciation.

3/ 0On a Maastricht treaty basis. Includes temporary effects of financial sector intervention.
4/ End of fiscal year using centered-GDP as the denominator.
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Table 4. United Kingdom: General Government Operations, 2008-14
(Percent of GDP)

2008 2009 2010 2011 2012 2013 2014

Revenue 41.5 38.8 39.1 39.2 384 39.2 38.2
Taxes 294 26.6 274 27.8 27.1 27.0 26.6
Social contributions 8.1 81 8.0 7.9 7.9 7.8 7.6
Other 4.0 4.1 37 35 35 4.5 4.0

Expense 46.6 49.6 48.8 46.9 46.8 449 43.9
Expense 44.9 47.8 47.2 45.6 45.7 44.0 429

Compensation of employees 10.6 11.2 111 10.6 10.3 9.6 9.5
Use of goods and services 11.6 12.6 12.1 115 114 113 111
Consumption of fixed capital 14 15 15 1.6 16 1.6 16
Interest 2.2 1.9 29 3.2 29 29 27
Subsidies 0.6 0.6 0.6 0.5 0.5 0.5 0.6
Social benefits 129 14.7 14.6 14.5 14.8 14.5 14.1
Other 5.6 5.3 4.4 38 4.2 3.6 3.3
Net acquisition of nonfinancial assets 16 1.8 16 13 11 0.9 1.0
Consumption of fixed capital -14 -15 -15 -1.6 -1.6 -16 -1.6

Gross operating balance -2.0 -74 -6.5 -4.8 -5.7 -3.2 -31

Net operating balance -34 -9.0 -8.1 -6.4 -7.3 -4.7 -4.7

Net lending/borrowing (overall balance) -5.1 -10.8 -9.7 -7.7 -8.3 -5.7 -5.7

Net financial transactions -5.6 -10.3 -10.1 -7.6 -8.1 -5.8 -5.6

Net Acquisition of Financial assets 4.5 3.7 0.2 0.7 0.7 -1.3 0.7
Currency and deposits 0.8 0.2 -0.8 0.7 0.2 0.3 0.4
Securities other than shares 03 -0.5 0.4 0.5 0.1 -0.2 03
Loans 15 0.8 0.6 -0.2 0.3 0.1 0.3
Shares and other equity 0.6 24 0.0 -0.1 0.1 -1.7 -0.5
Insurance technical reserves 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Financial derivatives 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Other accounts receivable 13 0.2 0.1 -0.3 0.0 0.2 0.1
Monetary gold and SDRs 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Net Incurrence of Liabilities 10.2 141 10.2 8.2 8.8 4.5 6.3
Currency and deposits 13 0.5 -0.3 0.5 -0.2 -04 1.0
Securities other than shares 7.4 14.8 10.5 8.0 6.6 4.6 4.8
Loans 0.6 -2.0 -0.1 -0.1 0.1 0.0 0.1
Shares and other equity 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Insurance technical reserves 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other accounts receivable 0.8 0.1 0.0 -0.3 2.2 0.2 0.3

Source: IMF's International Finance Statistics.
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Table 5. United Kingdom: General Government Stock Positions, 2008-14

(Percent of GDP)

2008 2009 2010 2011 2012 2013 2014
Net worth

Nonfinancial assets
Net financial worth -40.8 -504 -54.8 -70.2 -724 -70.7 -824
Financial assets 25.0 289 35.8 33.9 354 327 32.2
Currency and deposits 41 44 4.1 4.7 4.7 4.6 4.5
Securities other than shares 2.7 2.0 3.0 33 32 2.8 3.0
Loans 3.8 47 9.5 9.0 9.0 8.6 8.5
Shares and other equity 9.6 11.8 12.7 111 12.8 11.3 11.0
Insurance technical reserves 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Financial derivatives -0.2 0.0 0.1 0.2 0.2 0.2 0.1
Other accounts receivable 4.5 4.8 5.0 44 4.3 42 41
Monetary gold and SDRs 0.4 11 1.2 1.2 1.2 0.9 0.9
Liabilities 65.8 79.3 90.6 104.2 107.8 103.3 114.7
Currency and deposits 8.0 8.6 8.2 8.4 8.0 73 7.9
Securities other than shares 44.6 59.2 72.6 86.0 889 85.6 96.2
Loans 4.0 1.9 1.7 1.7 1.6 1.6 1.6
Shares and other equity 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Insurance technical reserves 6.6 6.2 48 5.2 44 36 31
Financial derivatives 0.0 0.0 0.2 0.2 0.1 0.1 0.1
Other accounts payable 25 2.6 25 20 4.2 4.5 5.2

Source: IMF's International Finance Statistics.
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Table 6. United Kingdom: Balance of Payments, 2012-19
(Percent of GDP)

2012 2013 2014 2015 2016 2017 2018 2019
Projections

Current account -33 45 51 -41 -39 -35 -33 -30
Balance on goods and services -20 -20 -19 -18 -17 -17 -15 -14
Trade in goods -64 -66 -68 -63 -62 -63 -62 -62
Exports 183 177 162 159 152 155 158 16.0
Imports -247 -243 -229 -222 -215 -21.8 -220 -222
Trade in services 4.4 4.7 4.9 4.6 4.5 4.6 4.7 4.8
Exports 119 124 121 115 111 114 115 117
Imports -75 -77 -72 69 -67 -68 -68 -69
Primary income balance 61 -10 -18 -10 -08 -05 -04 -02
Secondary income balance -13 -15 -14 -14 -14 -14 -14 -14
Capital and financial account -27 -40 -56 -42 -40 -36 -34 -31
Capital account 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Financial account -27 -40 -56 -42 -39 -36 -33 -30
Direct investment -13 -24 -45 -27 -26 -22 -21 -21
Abroad 05 -11 -29 -07 -05 0.0 0.2 0.3
Domestic 18 14 16 2.0 21 2.2 23 24
Portfolio investment 128 -29 -63 0.5 0.5 0.5 0.5 0.5
Financial derivatives -1.8 08 -08 -06 -04 -05 -03 -04
Other investment -12.8 0.3 57 -17 -18 -17 -18 ~-13
Change in reserve assets 0.5 0.3 0.4 0.3 0.3 0.3 0.3 0.3
Net errors and omissions 0.6 05 -04 0.0 0.0 0.0 0.0 0.0

Sources: Office for National Statistics; and IMF staff estimates.
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Table 7. United Kingdom: Net Investment Position, 2012-19
(Percent of GDP)

2012 2013 2014 2015 2016 2017 2018 2019
Projections
Net investment position -209 -141  -237 -273 -30.2 -325 -345 -36.1
Assets 6323 5582 5609 5594 555.0 5514 5498 5492
Liabilities 653.1 5723 5847 586.7 5852 5839 5843 5853
Net direct investment 6.3 31 -81 -106 -128 -145 -160 -174
Direct investment abroad 81.0 731 67.5 65.0 62.0 594 57.2 55.2
Direct investment in the UK 74.6 69.9 75.7 75.6 74.8 73.9 73.3 72.6
Net Portfolio investment -10.9 -2.1 -4.2 -3.6 -3.0 -2.3 -1.8 -1.2
Portfolio investment abroad 141.0 1408 140.1 1412 1410 1407 1409 1412
Portfolio investment in the UK 1519 1429 1444 1448 1440 1431 1426 1423
Net financial derivatives 1.7 2.7 12 0.6 0.2 -0.3 -0.6 -1.0
Assets 183.8 139.7 1557 1557 1557 1557 1557 1557
Liabilities 182.1 1370 1544 1550 1555 156.0 156.2 156.6
Net other investment -216 -214 -163 -176 -187 -196 -206 -21.0
Other investment abroad 2229 2010 1939 1936 1922 1913 1916 1927
Other investment in the UK 2445 2224 2102 2112 2109 2109 2122 2137
Reserve assets 3.7 3.5 3.7 4.0 41 4.3 44 4.5
Memorandum items:
Change in the net investment position -13.6 6.0 -103 -4.2 -3.9 -3.6 -3.3 -3.0
Current account balance -3.3 -4.5 -5.1 -4.1 -3.9 -35 -3.3 -3.0

Source: Office for National Statistics.

four preceding quarters. No valuation effects are assumed in the projections.

1/ Data correspond to the end of the indicated period, expressed as a percent of the cumulated GDP of the
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Annex 1. External Sector Assessment

United Kingdom

Overall Assessment

Foreign asset
and liability
position and

Background. The net international investment position (NIIP) stood at -24 percent of GDP in 2014. The revised series shows a
declining external position from 2011. Staff projections for the current account and GDP suggest that the official NIIP to GDP
ratio would stabilize at around -30 to -45 percent of GDP by 2021, though the importance of uncertain valuation effects implies

trajectory significant uncertainty to these estimates. Gross assets and liabilities are more than 500 percent of GDP, reflecting the
international activities of large financial institutions.
Assessment. The NIIP and sustainability issues are not yet a concern. But fluctuations in the underlying gross positions are a
source of external vulnerability to the extent that they could lead to large changes in the net position.

Current Background. During the recovery from the crisis, the current account (CA) balance deteriorated from -3 to -5 percent of GDP.

account The decline in the CA balance is accounted for primarily by a lower income balance, reflecting a fall in earnings on the UK's

foreign direct investment abroad, notably earnings on investment exposed to the euro area. The trade balance has been stable
at around -2 percent of GDP, despite a 9%z percent real exchange rate depreciation between 2007 and 2014. In the first three
quarters of 2015, the current account balance improved to -4.2 percent of GDP, helped by the recent oil price drop and an
improvement in the income balance.

Household and non-financial sector saving-investment balances have declined, more than offsetting the slight improvement in
the general government balance.

Assessment. The EBA CA regression approach estimates a CA gap of around -3.5 percent of GDP for 2015. However, the recent
deterioration in the income balance is not expected to be all permanent, suggesting a smaller underlying CA deficit and smaller
CA gap than implied by the EBA model. Taking this and other factors (such as the CA gaps implied by the REER regressions
discussed below) into account, staff assesses the 2015 cyclically-adjusted CA balance to be 1.5 to 3.5 percent of GDP weaker than
the current account norm.

Real exchange
rate

Background. For 2014 as a whole, the average REER was 8 percent more appreciated than for 2013. As of November 2015, the
REER has strengthened by 10 percent from its average level in 2014. This appreciation may reflect the UK's relatively strong
domestic demand and differences in interest rates (both current and prospective) between the UK and many advanced
economies.

Assessment. For 2015, the EBA exchange rate assessment implied by the EBA CA regression model (adjusted by staff for
estimates of temporary effects on the income balance) indicates an overvaluation of 11 percent. The EBA REER regressions
estimate an overvaluation of 10 percent (REER Level model) and 12 percent (REER Index model). Staff assesses the 2015 REER as
5-15 percent above the level consistent with fundamentals and desirable policy settings; this assessment is informed by and
consistent with the staff's CA assessment.

Capital and
financial
accounts: flows
and policy
measures

Background. Given the UK's role as an international financial center, portfolio investment and financial derivatives are the key
components of the financial account.

Assessment. Large fluctuations in capital flows are inherent to financial transactions in countries with a large financial services
sector. This volatility is a potential source of vulnerability.

FX intervention
and reserves
level

Background. The pound has the status of a global reserve currency.

Assessment. Reserves held by the UK are typically low relative to standard metrics, and the currency is free floating.

_—

Overall Assessment:

The external position in 2015 is weaker
than implied by medium-term
fundamentals and desirable policy
settings.

External deficits reflect insufficient
public and private saving rates.

Potential policy responses:

Sustaining a strong and durable
recovery in the UK requires rebalancing
away from public support toward
private-sector led demand, along with
greater reliance on external demand.
The current fiscal consolidation plan
implemented within a medium-term
framework and an accommodative
monetary policy stance contribute to
the goal of external rebalancing.
Further structural reforms focused on
broadening the skill base and investing
in public infrastructure will boost
productivity, improving the
competitiveness of the economy.
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Annex 2. Risk Assessment Matrix*

Source of Risks and Relative Likelihood

Expected Impact of Risk

Policy Recommendation if

Risk Occurs

Tighter or more volatile global financial conditions:

e Sharp asset price decline and decompression of
credit spreads as investors reassess underlying risk and
respond to unanticipated changes in growth and
financial fundamentals in large economies, Fed policy
rate path, and increases in U.S. term premia, with poor
market liquidity amplifying volatility (short-term).

High

Tightened financial conditions and
market discontinuity.

Depressed investment, consumption,
and GDP growth due to increased
uncertainty.

Sharp reduction in asset and house
prices (including from reduced demand
from foreigners), suppressing aggregate
demand.

Continue with
accommodative monetary
policy—including, if
necessary, rate cuts and
restarting QE—to offset
market volatility.

Allow automatic fiscal
stabilizers to operate; ease
fiscal path if growth slows
sharply.

Continue to allow liquidity
policies to be a backstop
against market volatility.

- / / High-
Sharper-than-expected global growth slowdown:

e Significant China slowdown, triggered by corporate
distress that propagates through shadow banks,
precipitating deleveraging, uncertainty and capital
outflows. Weak domestic demand further suppresses
commodity prices, roils global financial markets, and
reduces global growth ( in short-term,
thereafter)

e Significant slowdown in other large EMs/frontier

High
Slowdown in GDP growth.

Persistently low real interest rates
complicating the operation of monetary
policy due to effective lower bound
problems.

Widening of the current account deficit.

A China slowdown'’s effects via trade
may be limited, as China accounts for

Continue with
accommodative monetary
policy for longer to
support demand. If
further support is needed,
cut the policy rate to at
least zero, followed, if
necessary, by restarting

QE.

Allow automatic fiscal
stabilizers to operate; ease

INOASNIDI d3LlINN

! The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to materialize in the view of IMF staff). The
relative likelihood is the staff's subjective assessment of the risks surrounding the baseline (“low” is meant to indicate a probability below 10 percent, “medium” a
probability between 10 and 30 percent, and “high” a probability between 30 and 50 percent). The RAM reflects staff views on the source of risks and overall level of
concern as of the time of discussions with the authorities. Non-mutually exclusive risks may interact and materialize jointly.
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economies. Turning of the credit cycle and fallout from
excess household and corporate leverage (incl. in FX) as
investors withdraw from EM corporate debt, generating
disorderly deleveraging, with potential spillbacks to
advanced economies ( in short-term)

e  Structurally weak growth in key advanced and
emerging economies. Weak demand and persistently
low inflation from a failure to fully address crisis
legacies and undertake structural reforms, leading to
low medium-term growth and persisting financial

imbalances in the Euro area and Japan (high likelihood).

Easy global financial conditions coming o an end and

insufficient reform progress undermine medium-term
growth in emerging markets and suppress commodity
prices ( likelihood).

only 3% percent of UK exports.

Financial sector linkages are somewhat
stronger. However, the BoE's stress tests
released in December 2015 indicate that
the UK banking system’s core functions
can withstand a severe downturn in
China and EMs along with lower growth
in the euro area.

fiscal path if growth slows
sharply.

Implement structural
policies to boost
investment, productivity
and competitiveness.

Continue to allow liquidity
policies to be a backstop
against market volatility.

High

Persistently lower energy prices, triggered by supply
factors reversing only gradually.

Lower energy prices may boost
disposable income and consumption,
but weigh on investment in the energy
sector.

Headline inflation may be lower for
longer.

If persistently low energy
prices produce second-
round effects that depress
medium-term inflation
expectations and core
price-setting behavior,
monetary policy may
need to be
accommodative for
longer.

Disruptions to trade and capital flows:

e The government is currently renegotiating the terms of
its membership in the EU. Following these negotiations,
a referendum on EU membership is planned by end-
2017, which could lead to an exit from the EU.

-High

Quantifying how a decision to leave the
EU would affect the economy is difficult,
given that (i) the terms of staying in the
EU are still being negotiated and (ii) the
nature of post-exit relations with the EU
are unknown. However, analysts have
raised concerns that the exit debate
could bring a period of uncertainty that
could weigh on investment.

Re-double efforts to
secure benefits of
economic cooperation
and trade.

Continue to allow liquidity
policies to be a backstop
against market volatility.
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Protracted period of stagnant productivity:

e The incipient recovery in productivity growth halts,
followed by further protracted stagnation.

High

Increase in unit labor costs, causing
inflation to rise faster than expected.

Loss of competitiveness.

Slowdown of GDP growth.

Accelerate the
implementation of
productivity-enhancing
structural reforms.

Tighten monetary policy if
earnings increase ahead
of productivity.

Financial stability risks arising from the housing market:

e Avrapid rise in house price-to-income ratios driven by
increased leverage would raise the vulnerability of
banks and households to adverse shocks to house
prices, income, and interest rates.

High
Increased household leverage.
Rapid growth of mortgage credit.

Higher exposure of the financial system
to the housing market.

Tighten macroprudential
policy by using new
macroprudential tools
(DTI and LTV limits).

Tighten parameters of
Help-to-Buy by restricting
the qualification criteria.

The current account deficit does not decline over the

medium term:

e Yields on foreign investments could remain depressed,
hampering adjustment of the net income balance, and
external adjustment arising from the policy mix of tight
fiscal and loose monetary might not be adequate to
offset this.

A build-up of large external imbalances
would raise risks of abrupt capital
outflows that could reduce business
investment and economic activity.

Large external imbalances also raise
risks of a sharp currency depreciation
that yields a burst of inflation. However,
this risk is mitigated by the BoE's
inflation-targeting framework and by
well-anchored inflation expectations,
which should allow the BoE to mostly
look through the inflationary effects of a
one-off depreciation.

Aggregate balance sheet effects of
sterling depreciation should also be
positive, but dislocations could occur in
specific sectors/institutions.

If the current account fails
to adjust, re-double
efforts to boost
productivity through
structural reforms and
raise saving via the fiscal
and monetary mix (i.e.,
further tighten fiscal
policy; this would allow
looser monetary policy,
thereby facilitating
adjustment of sterling
overvaluation and external
imbalances).
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Annex 3. The Global Asset Market Disruption Scenario:
Effects on the United Kingdom

This annex documents the effects on the United Kingdom of the Global Asset Market
Disruption scenario in Chapter 1 of the Fall 2015 Global Financial Stability Report. This
global downside risk scenario is simulated using the Global Macrofinancial Model documented in
Vitek (2015)."

Under the Global Asset Market Disruption scenario, the realization of financial stability
risks delays or stalls monetary normalization in the systemic advanced economies. [t
assumes an abrupt decompression of asset risk premia relative to the baseline amplified by low
secondary market liquidity in all of the systemic advanced economies as financial risk-taking
unwinds, interacted with the reemergence of financial stress in the Euro Area periphery. It also
assumes credit cycle downturns in all emerging economies to varying degrees, together with a
disorderly deleveraging in China, represented by additional increases in the default rate on bank
loans to nonfinancial corporates. Finally, it assumes suppressed economic risk-taking worldwide,
represented by additional confidence-driven private domestic-demand decreases. These specific
assumptions are show in Table 1.

Scenario Assumptions

Layer 1: Tightening of financial conditions in systemic economies, 2016
Long-term government bond yield; Duration risk premium shocks

Euro Area periphery +100 basis points

Euro Area core +25 basis points

Japan, United Kingdom, United States +50 basis points
Real equity price; Equity risk premium shocks

China, Euro Area, Japan, United Kingdom, United States -20 percent
Money market interest rate spread; Credit risk premium shocks

China +100 basis points

Euro Area, Japan, United Kingdom, United States +25 basis points

Layer 2: Credit cycle downturns in emerging economies, 2016 - 2017
Loan default rate; Loan default shocks +0.1 to +4.5 percentage points

Layer 3: Suppressed economic risk taking worldwide, 2016 - 2017
Private investment; Investment demand shocks -0.500 percent
Private consumption; Consumption demand shocks -0.125 percent

Note: All scenario assumptions are expressed as deviations from baseline. The Euro Area periphery consists of
Greece, Ireland, Italy, Portugal, and Spain. The Euro Area core consists of Austria, Belgium, Finland, France,
Germany, and the Netherlands.

! Vitek, F. (2015), Macrofinancial analysis in the world economy: A panel dynamic stochastic general equilibrium
approach, International Monetary Fund Working Paper, 227.

INTERNATIONAL MONETARY FUND 41



UNITED KINGDOM

The Global Asset Market Disruption
scenario generates a wide range of
macroeconomic impacts worldwide.
Reflecting lower financial and economic
risk-taking, output contracts by 2.6 percent
in the systemic advanced economies, by
1.6 percent in other advanced economies,
by 2.6 percent in China, and by 2.4 percent
in other emerging economies, relative to
the baseline by 2017. This wide variation in

A

Percent

BN Lessthan-3.0 M -3.0t0-20

2.0

Simulated output effects, 2017

<

to-1.0 More than -1.0

output losses across economies reflects differences in shocks, exposures, vulnerabilities, and
policy space. In aggregate, world output contracts by 2.4 percent by 2017, while energy and

nonenergy commodity prices fall by 22.9 and 11.9 percent, respectively.

Under the Global Asset Market Disruption scenario, the United Kingdom

experiences a

medium macroeconomic impact. Output contracts by 2.3 percent relative to the baseline by
2017, while consumption price inflation falls by 1.4 percentage points, and the unemployment
rate rises by 0.7 percentage points. However, net effects on the current account balance would

be modest.
Simulation Results for the United Kingdom, 2016-20
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Annex 4. Authorities’ Response to Past IMF Policy
Recommendations

IMF 2014 Article IV Recommendations ‘

Authorities’ Responses

Fiscal Policy

Fiscal tightening for FY14/15 is appropriate. Given
the need to put debt on a downward path, the
government'’s objective of eliminating the overall
deficit by FY18/19 is also appropriate.

The cyclically-adjusted primary balance was
broadly unchanged in FY14/15, but fiscal
tightening is budgeted for FY15/16 and
subsequent years. The deficit is expected to reach
a small surplus in FY19/20, which will put debt on
a firmly downward path.

Both revenue and expenditure items should be
explored to meet the medium-term fiscal
objectives. Consolidation efforts should carefully
consider issues of equity and efficiency.

Revised revenue and interest expenditure
projections and new revenue measures allow
deficit reduction to be based less on expenditure
consolidation than originally projected.

Any new fiscal framework should have clearly
defined operating targets that can be directly
controlled by policymakers and are closely linked
to debt and its sustainability (such as overall
deficits), while allowing for flexibility to deal with
unexpected shocks.

The new fiscal rule is transparent and simple. It
specifies a surplus in “normal” times, focuses on
the overall balance, and includes a well-defined
escape clause in the event of very low growth.

Monetary Policy

Monetary policy should stay accommodative.

The MPC has maintained an accommodative
monetary policy stance, keeping the policy rate
and stock of QE assets unchanged.

Housing

Market

Prudential, rather than monetary policy
tightening, tools should be the first line of
defense against financial risks from the housing
market.

The FPC has been granted powers of direction
over LTV and DTI limits in respect of mortgages
on owner-occupied properties. The Treasury is
consulting on granting similar powers for the
buy-to-let sector.

Supply-side measures are crucial to safeguard
affordability and mitigate financial risks.

Planning regulations have been changed to
accelerate new developments. However, the July
2015 Budget imposes 1 percent annual rent
reductions in the social rented sector, which the
OBR assesses is likely to reduce affordable
housebuilding.

Help to Buy should be regularly assessed.

HMT monitoring shows Help to Buy accounts for
a small percentage of overall mortgage
transactions, mostly outside of London, and
predominantly at values well below the national
average. Mortgage guarantee loans have been
restricted to 4.5 times borrowers’ income, in line
with FPC LTI limits.
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Financial Sector Policies

Further capital effort will likely be needed over
the medium term.

The major G-SIBs have increased CET1 ratios and
are now broadly in line with peers.

The multi-pronged approach to a more robust
regulatory capital framework is appropriate but
the authorities will need to communicate clearly
and early their regulatory expectations to
alleviate uncertainty.

The FPC announced in December 2015 its capital
requirements framework. In particular, the FPC
judged the appropriate aggregate Tier 1 equity
requirement for the banking system to be 11
percent at this time and viewed that, on a
system-wide basis, significant further capital-
raising is unlikely to be required. In addition, the
FPC announced that it intends to make active use
of the time-varying countercyclical capital buffer
(currently set at 0).

Broadening the institutional perimeter of the
stress tests and strengthening supervision
beyond the major banks would be important.

The BoE wants to conduct system-wide stress
tests that would broaden their coverage to
include investment funds and other major
nonbank financial institutions. On supervision, the
BoE is engaged in efforts to develop a CRE debt
database to address CRE-related vulnerabilities.

Structural Financial Reforms

Stronger liquidity backstops will provide a buffer
against shocks, but supervision should be
strengthened commensurately to address a
potential increase in risk-taking.

The BoE has revised its liquidity insurance
framework to cover a broader range of key
financial institutions and markets, against a wider
range of collateral and for longer maturities. The
BoE regulates all recipients of liquidity insurance.

Reforms to address the problem of Too-
Important-To-Fail institutions should be
completed. The agenda should ensure
international consistency of national reforms and
guard against regulatory arbitrage.

A comprehensive bank resolution regime has
been designed and will be in place by 2020
combining ring-fencing, TLAC, and resolution
planning requirements.

Supply-side Policies

Infrastructure. A further expansion in public
investment in infrastructure projects, within the
medium-term fiscal framework, along with the
implementation of well-designed guarantee
schemes, could provide the necessary
infrastructure to address capacity constraints.

The Autumn Statement increased the
government's infrastructure spending plans by
£20 billion in this parliament compared to the last
parliament.

Education. A further expansion in vocational
training and apprenticeship programs could
provide the needed skills for the young.

The new government announced an
apprenticeship levy to finance apprenticeships.
The program aims to encourage more employers
to hire apprentices with the cost borne by large
employers.
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Annex 5. Debt Sustainability Analysis®

The level of public sector debt remains high, but the authorities’ fiscal consolidation efforts in recent
years are starting to have an effect on the debt level. Public sector gross debt is projected to have
stabilized in FY14/15 at about 87 percent of GDP, and staff forecasts that it will decline to

80 percent of GDP by FY20. Fiscal consolidation will need to continue in the medium term to ensure
the debt ratio stays on a downward path and to rebuild buffers over time. All debt profile
vulnerabilities are below early warning benchmarks, but the projected debt trajectory is susceptible
to various shocks, especially a negative real GDP growth shock.

Baseline and Realism of Projections

e Macroeconomic assumptions. Real GDP in FY15/16 is projected to grow by 2.1 percent,
supported by robust private domestic demand. In subsequent years, growth is projected to stay
around 2.2 percent. Inflation is projected to gradually rise closer to 2 percent in the medium
term. Short-term interest rates are projected to start rising from FY16/17, gradually increasing
by a total of 140 basis points by FY20/21.

» Fiscal adjustment. The authorities aim to eliminate the overall budget deficit by FY19/20. In
staff's baseline projections, the primary balance strengthens over the medium term from a
deficit of 2.6 percent of GDP in FY15/16 to a surplus of 2 percent of GDP in FY20/21.

e Heat map and debt profile vulnerabilities. Risks from the debt level are deemed high by
DSA standards, as the level of debt exceeds the benchmark of 85 percent of GDP under the
baseline and stress scenarios. However, gross financing needs—estimated at around
12 percent of GDP in FY14/15—remain comfortably below the benchmark of 20 percent of
GDP, and all debt profile vulnerability indicators are below early warning thresholds.” Interest
rates and CDS spreads also suggest that markets view debt vulnerabilities as low.

* Realism of baseline assumptions. The median forecast errors for real GDP growth and
inflation (actual minus projection) during FY06/07-FY14/15 are -0.6 percent and -0.2 percent,
respectively, suggesting a slight upward bias in staff's past projections. The median forecast
error for the primary balance is 0.4 percent of GDP, suggesting that staff projections have
been slightly pessimistic. The cross-country experience suggests that the envisaged CAPB
adjustment of 3.5 percentage points of GDP in FY15/16-FY17/18 appears to be slightly
ambitious. However, given the authorities’ commitment to fiscal consolidation, the path
appears credible provided that output continues to grow in line with the baseline projections.

! The data are presented on fiscal year (April-March) basis with ratios calculated using fiscal year GDP (not
centered-fiscal year GDP). Public debt series include housing associations starting from FY14/15.

? Gross financing needs are defined as overall new borrowing requirement plus debt maturing during the year
(including short-term debt).
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Shocks and Stress Tests

The DSA suggests that medium-term debt dynamics are not highly sensitive to interest rate
shocks given the long average maturity of government debt (about 14 years), but remain
susceptible to growth shocks.

46

Growth shock. In this scenario, real output growth rates are lowered by one standard
deviation in FY16/17 and FY17/18. The primary balance improves much more slowly than in
the baseline, reaching a surplus of 0.1 percent of GDP only in FY20/21. Under these
assumptions, the debt-to-GDP ratio rises to 93 percent of GDP by FY17/18 and declines only
gradually thereafter. Gross financing needs rise slightly to about 13 percent of GDP by
FY17/18 and stays above 12 percent through FY20/21.

Primary balance shock. This scenario assumes that fiscal consolidation stalls between
FY15/16 and FY16/17, with no change in the primary balance. The debt-to GDP ratio rises
slightly to 88.5 percent of GDP in FY16/17 and falls thereafter to 82 percent of GDP by
FY20/21, about 4 percentage points of GDP higher than the baseline. Gross financing needs
also rise to 12 percent of GDP by FY17/18.

Interest rate shock. In this scenario, a 200 basis points increase in interest rates is assumed
from FY16/17 on. The effective interest rate edges up to 3.7 percent by FY20/21, but only
Y5 percentage points higher than the baseline. The impacts on debt and gross financing
needs are expected to be mild.

Combined macro-fiscal scenario. This scenario aggregates shocks to real growth, the
interest rate, and the primary balance. Under these assumptions, the debt-to-GDP ratio
reaches close to 94 percent of GDP in FY17/18 and declines only gradually to 93 percent of
GDP by FY20/21. Gross financing needs would rise to 13 percent by FY20/21.

Contingent fiscal shock. This scenario assumes, hypothetically, that a banking crisis leads to
one-time bail out of the financial sector, raising non-interest expenditure by 3 percent of
banking sector assets in FY16/17. Real GDP is also reduced by one standard deviation for two
years. Under this hypothetical scenario, the debt-to-GDP ratio would rise to 102 percent of
GDP in FY17/18, and gross financing needs would exceed 20 percent of GDP at their peak.

Stagnant growth and low inflation scenario. This scenario assumes that real growth would
slow and remain stagnant while inflation also stays well below the inflation target throughout
the projection period. This event could be triggered by globally weak demand and
persistently low inflation in advanced economies. With subdued growth rates, revenue
growth would lack buoyancy, and the revenue-to-GDP ratio would fall short of that in the
baseline by one percentage point of GDP. Debt would not be put on a clear downward path,
with the debt ratio staying above the FY14/15 level. Gross financing needs would hover
around 11 percent of GDP.
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United Kingdom Public Sector Debt Sustainability Analysis (DSA)—Baseline Scenario
(In percent of GDP unless otherwise indicated)"
Debt, Economic and Market Indicators ¥

Actual Projections As of December 18, 2015
2004-2012 ¥ 2013 2014 2015 2016 2017 2018 2019 2020 Sovereign Spreads

Nominal gross public debt 59.9 868 874 874 870 855 832 804 779 EMBIG (bp)3/ 128
Public gross financing needs 9.6 127 118 110 102 9.9 8.5 8.8 8.2 5YCDS (bp) 19
Real GDP growth (in percent) 11 25 28 21 22 22 22 22 22 Ratings Foreign Local
Inflation (GDP deflator, in percent) 26 21 15 0.7 19 19 21 21 23 Moody's Aal Aal
Nominal GDP growth (in percent) 38 47 43 2.8 4.2 4.2 43 44 45 S&Ps AAA AAA
Effective interest rate (in percent) o 44 26 24 24 27 29 3.0 32 3.2 Fitch AA+ AA+

Contribution to Changes in Public Debt

Actual Projections
2004-2012 2013 2014 2015 2016 2017 2018 2019 2020 cumulative debt-stabilizing
Change in gross public sector debt 5.2 20 0.6 01 -05 -15 -23 -28 -25 -94 primary
Identified debt-creating flows 43 81 39 04 -01 -11 -18 -23 -19 -6.8 balance ¥
Primary deficit 39 40 35 26 10 -04 -13 -19 -20 -2.0 0.1
Primary (noninterest) revenue and grants 36.4 354 355 356 363 366 365 364 366 2179
Primary (noninterest) expenditure 403 394 390 381 372 362 352 345 346 2159
Automatic debt dynamics ¥ 03 -17  -16 04 -13 -11 -11 -09 -10  -57
Interest rate/growth differential & 0.3 -17  -16 -04 -13 -11 -11 -09 -10 -5.7
Of which: real interest rate 0.9 0.4 0.7 14 0.6 0.7 0.7 0.8 0.7 5.0
Of which: real GDP growth -0.6 -20  -23 -18 -19 -18 -18 -18 ~-17 -10.7
Exchange rate depreciation ”/ 0.0 0.0 0.0
Other identified debt-creating flows 0.1 5.8 20 -18 0.1 04 0.5 0.6 11 0.9
Cash adjustments incl. privatization(-) 0.1 5.8 2.0 -1.8 0.1 04 0.5 0.6 11 09
Contingent liabilities 0.0 00 00 00 00 00 00 00 00 0.0
Residual, including asset changes & 10 -62 -33 03 -03 -04 -05 -05 -06 -26
20 10
Debt-Creating Flows projection —>
15 (in percentof GDP) 5
10
0
5
-5
0
-10
-5
10 -15
-15 -20
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 cumulative
Primary deficit @l Real GDP growth Bl Real interestrate
EmExchange rate depreciation [AO0ther debt-creating flows [JResidual

e==Change in gross public sector debt

Source: IMF staff.

1/In percent of fiscal year GDP, different from Table 3 where centered-fiscal year GDP is used.

2/ Public sector is defined as consolidated public sector.

3/ Based on available data.

4/ Long-term bond spread over German bonds.

4/ Defined as interest payments divided by debt stock (excluding guarantees) at the end of previous year.

5/ Derived as [(r - i(1+Q) - g + ae(1+r)]/(1+g+T+gm)) times previous period debt ratio, with r = interest rate; 1 = growth rate of GDP deflator; g = real GDP growth rate;
a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

6/ The real interest rate contribution is derived from the numerator in footnote 5 as r - 1t (1+g) and the real growth contribution as -g.

7/ The exchange rate contribution is derived from the numerator in footnote 5 as ae(1+r).

8/ Includes asset changes and interest revenues (if any). For projections, includes exchange rate changes during the projection period.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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United Kingdom Public DSA—Realism of Baseline Assumptions

Forecast Track Record, versus surveillance countries

Real GDP Growth Primary Balance Inflation (Deflator)
(in percent, actual-projection) (in percent of GDP, actual-projection) (in percent, actual-projection)
United Kingdom median forecast error, 2005-2013: -0.58 United Kingdom median forecast error, 2005-2013: 0.38 United Kingdom median forecast error, 2005-2013: -0.17
Has a percentile rank of: 33% Has a percentile rank of: 71% Has a percentile rank of: 21%
6 4 10
5
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Assessing the Realism of Projected Fiscal Adjustment Boom-Bust Analysis ¥
3-Year Adjustment in Cyclically-Adjusted 3-Year Average Level of Cyclically-Adjusted Real GDP growth
Primary Balance (CAPB) Primary Balance (CAPB) (in percent)
(Percent of GDP) (Percent of GDP) s nited Kingdom
14 S— 12 8
DODistribution4/ 3-year CAPB adjustment D Distribution 4/ 3-year average CAPB level
12 - greater than 3 percent of 10 4 greaterthan 3.5 percent of 6
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Source : IMF Staff.

1/ Plotted distribution indudes surveillance countries, percentile rank refers to all countries.

2/ Projections made in the spring WEO vintage of the preceding year.

3/ Not applicable for United Kingdom, as it meets neither the pasitive output gap criterion nor the private credit growth criterion.

4/ Data cover annual obervations from 1990 to 2011 for advanced and emerging economies with debt greater than 60 percent of GDP. Percent of sample on vertical axis.
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UNITED KINGDOM

United Kingdom Public DSA Risk Assessment

Heat Map

Debt level

Contingent

fi . 2/
Gross financing needs Liability Shock

Foreign
Currency
Debt

Debt profile ¥

Evolution of Predictive Densities of Gross Nominal Public Debt
(in percent of GDP)

= Baseline Percentiles: 10th-25th 25th-75th 75th-90th
Symmetric Distribution Restricted (Asymmetric) Distribution
100 100
95 95
90 90
85 85
80 80
75 7 Restrictions on upside shocks:
70 70 3is the max positive growth rate shock (percent)
no restriction on the interest rate shock
65 65 1is the max positive pb shock (percent GDP)
no restriction on the exchange rate shock
60 60
2013 2014 2015 2016 2017 2018 2019 2020 2013 2014 2015 2016 2017 2018 2019 2020

Debt Profile Vulnerabilities
(Indicators vis-a-vis risk assessment benchmarks, in 2014)

|:|United Kingdom -~ Lower early warning -== Upper early warning

I R o R L R

e B T R Ry ¥

129 Not applicable Not applicable
bp for United for United

l_l Kingdom Kingdom

0.2%

Annual Change in

External Financing . Public Debt Held Public Debt in
Bond spread . Short-Term Public . .
Requirement Debt by Non-Residents Foreign Currency
(in basis points) 4/ (in percent of GDP) 5/ (in percent of total) (in percent of total) 6/ (in percent of total)

Source: IMF staff.

1/ The cell is highlighted in green if debt burden benchmark of 85% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not
baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

2/ The cell is highlighted in green if gross financing needs benchmark of 20% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock
but not baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

3/ The cell is highlighted in green if country value is less than the lower risk-assessment benchmark, red if country value exceeds the upper risk-assessment benchmark,
yellow if country value is between the lower and upper risk-assessment benchmarks. If data are unavailable or indicator is not relevant, cell is white.

Lower and upper risk-assessment benchmarks are:

400 and 600 basis points for bond spreads; 17 and 25 percent of GDP for external financing requirement; 1 and 1.5 percent for change in the share of short-term debt; 30
and 45 percent for the public debt held by non-residents.

4/ Long-term bond spread over German bonds, an average over the last 3 months, 19-Sep-15 through 18-Dec-15.

5/ External financing requirement is defined as the sum of current account deficit, amortization of medium and long-term total external debt, and short-term total external
debt at the end of previous period.

6/ Overseas holding of gilts.
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United Kingdom Public DSA—Composition of Public Debt and Alternative Scenarios

Composition of Public Debt

By Maturity

(in percent of GDP)
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W Mediumand long-term
™ Short-term

By Currency

(in percent of GDP)
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Alternative Scenarios
= Baseline ~ eeseesee Historical == == =Constant Primary Balance

Gross Nominal Public Debt Public Gross Financing Needs

(in percent of GDP) (in percent of GDP)

110 25

100 - '.‘.,vu-.w 20 b _
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percent of S =3 oz ==
GDP) 10 -
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60 - 5T
projection —> projection —>
50 L L L L L L 0 L L L ' ' L
2013 2014 2015 2016 2017 2018 2019 2020 2013 2014 2015 2016 2017 2018 2019 2020
Underlying Assumptions
(in percent)

Baseline Scenario 2015 2016 2017 2018 2019 2020 Historical Scenario 2015 2016 2017 2018 2019 2020
Real GDP growth 21 22 22 22 22 22 Real GDP growth 21 13 13 13 13 13
Inflation 0.7 19 19 21 21 23 Inflation 0.7 19 19 21 21 23
Primary Balance -26 -1.0 04 13 19 20 Primary Balance -26 -4.1 -41 -41 -41 -4.1
Effective interest rate 24 27 29 30 32 32 Effective interest rate 24 27 28 30 31 32

C Primary Bal. S
Real GDP growth 21 22 22 22 22 22
Inflation 0.7 19 19 21 21 23
Primary Balance -26 -26 -26 -26 -2.6 -26
Effective interest rate 24 27 28 29 30 30

Source: IMF staff.
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United Kingdom Public DSA—Stress Tests

Macro-Fiscal Stress Tests

== Baseline Primary Balance Shock — = Real Interest Rate Shock
Real GDP Growth Shock =sssmmnniRog| Exchange Rate Shock
Gross Nominal Public Debt Gross Nominal Public Debt Public Gross Financing Needs
(in percent of GDP) (in percent of Revenue) (in percent of GDP)
120 340 20
115 320
110
300
105 15
100 280
95 260
90 10
240 e = —
85
80 = 220 =~J
75 200 5
2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020
Additional Stress Tests
m— Baseline = = = Combined Macro-Fiscal Shock s Contingent Liability Shock
mmmm—— Stagnant growth and low inflation
Gross Nominal Public Debt Gross Nominal Public Debt Public Gross Financing Needs
(in percent of GDP) (in percentof Revenue) (in percent of GDP)
125 280 25
120 270
115 20
260
110
105 50 ) == ==== s
100 240
9 emm==meo__2 20 10
% 220
85 5
80 210
75 200 0
2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020
Underlying Assumptions
(in percent)

Primary Balance Shock 2015 2016 2017 2018 2019 2020 Real GDP Growth Shock 2015 2016 2017 2018 2019 2020
Real GDP growth 21 22 22 22 22 22 Real GDP growth 21 0.1 0.1 22 22 22
Inflation 0.7 19 19 21 21 23 Inflation 0.7 14 14 21 21 23
Primary balance -26 -26 -1.0 04 13 19 Primary balance -2.6 -20 -16 -06 0.0 01
Effective interest rate 24 27 28 30 31 32 Effective interest rate 24 27 28 30 31 31

Real Interest Rate Shock Real Exchange Rate Shock
Real GDP growth 21 22 22 22 22 22 Real GDP growth 21 22 22 22 22 22
Inflation 0.7 19 19 21 21 23 Inflation 0.7 19 19 21 21 23
Primary balance -26 -10 04 13 19 20 Primary balance -2.6 -10 04 13 19 20
Effective interest rate 24 27 30 33 36 37 Effective interest rate 24 27 29 30 32 32

Combined Shock Contingent Liability Shock
Real GDP growth 21 01 01 22 22 22 Real GDP growth 21 0.1 0.1 22 22 22
Inflation 0.7 14 14 21 21 23 Inflation 0.7 14 14 21 21 23
Primary balance -26 -26 -16 -06 00 0.1 Primary balance -26 -123 04 13 19 20
Effective interest rate 24 27 30 33 36 37 Effective interest rate 24 27 31 32 33 34

Stagnant growth and low inflation
Real GDP growth 21 12 12 12 12 12
Inflation 0.7 09 09 11 11 13
Primary balance -26 -20 -0.6 03 0.9 10
Effective interest rate 24 2.7 238 30 31 32

Source: IMF staff.
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UNITED KINGDOM

Table of Common Indicators Required for Surveillance
(As of January 15, 2016)

Date of latest Frequency of  Frequency of Frequency of

Date received

observation Data’ Reporting” Publication’
Exchange Rates Same day Same day D D D
International Reserve Assets and Reserve
Liabilities of the Monetary Authorities* December 2015 1/6/2016 M M M
Reserve/Base Money December 2015 1/6/2016 w M M
Broad Money November 2015 1/4/2016 M M M
Central Bank Balance Sheet November 2015 1/4/2016 w w w
Consolidate d Balance Sheet of the Banking
system November 2015 1/4/2016 M M M
Interest Rates? Same day Same day D D D
Consumer Price Index November 2015 12/15/2015 M M
Revenue, Expenditure, Balance and
Composition of Financing® — General Q32015 12/22/2015 Q Q Q
Gove rnment*
Revenue, Expenditure, Balance and
Composition of Financing®- Central November 2015 12/22/2015 M M M
Government
Stocks of Central Governmentand Central
Gove mment- Guaranteed Debt® November 2015 12/22/2015 M M M
External Current Account Balance Q32015 12/23/2015 Q Q Q
International Investme nt Position Q32015 12/23/2015 Q Q Q
Exports and Imports of Goods and Services November 2015 1/8/2016 M M M
GDP/GNP Q32015 12/23/2015 Q Q Q
Gross External Debt Q32015 12/23/2015 Q Q Q

*Includes reserve assets pledged or otherwise encumbered as well as net derivative positions.
?Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

®Foreign, domestic bank and domestic nonbank financing.
*The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local government}

®Including currency and maturity composition.

® Includes external gross financial asset and liability positions vis-a-vis nonresidents.
" Daily (D), weekly (W), monthly (M), quarterly (Q); annually (A); irregular (1); and not available (NA).
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Statement by Mr. Stephen Field, Executive Director for the United Kingdom
February 12, 2016

| thank staff for a very productive mission and thorough Article IV report. My authorities
broadly agree with the staff analysis, note that staff considers the overall policy mix is
appropriate and, notwithstanding the steady growth the UK has experienced, agree with staff
that they should continue to take action to ensure the economy remains resilient to ongoing
domestic and external challenges.

Economic Outlook

As staff notes, the UK’s recent economic performance has been strong and considerable
progress has been made in addressing underlying vulnerabilities. Growth has been robust,
unemployment has fallen substantially, employment has reached a historic high, the fiscal
deficit has been reduced and financial sector resilience has increased.

The economy continues to perform strongly with the recovery becoming more broadly
entrenched. Even with the weaker global picture, staff expects growth to remain steady at
2.2 per cent this year and next. A tighter labour market and rising productivity growth is
expected to support real incomes and consumption while business investment is forecast to
grow at 7.4 per cent this year. The employment picture also continues to be positive, with
unemployment falling from a peak of 8.4 per cent in 2011 to close to 5 per cent and the
highest employment rate in the UK’s history.

Recent falls in oil and other commodity prices and weaker than anticipated wage growth (due
in part to lower realised inflation) are contributing to a slower recovery in CPI inflation. The
scale of the recent commodity price falls means that CPI inflation is likely to remain below 1
per cent until the end of the year, but it is expected to exceed the 2 per cent target slightly at
the two year point, as drags from external factors unwind and domestic cost pressures build.
Core inflation has picked up since the middle of last year and is now around its pre-crisis
average, at 1.4 per cent in the latest data, and the Monetary Policy Committee (MPC) judges
that inflation expectations remain well anchored.

Risks to the outlook

Against this broadly positive economic outlook, we welcome staff analysis of a number of
key risks and challenges. These include global risks, from lower global growth and a
slowdown in emerging economies, and domestic risks, arising from the housing market and
lower than expected productivity growth.

Staff has also provided a helpful external assessment, supported by new analysis, of the
current account deficit, which in recent years has been large by historical and international
standards, and currently stands at 3.7 per cent of GDP. As the staff report notes, however,
some of the weakness in the external position is expected to be temporary and should unwind
as partner economies strengthen. Moreover, the nature of the capital flows financing the
deficit does not suggest a particular vulnerability (in addition to its size), and the external
balance sheet has become more resilient to shocks.



In a world where the global risks are increasing it remains of the utmost importance that the
Government continues to work through its plan to build resilience and better prepare the UK
for whatever lies ahead both externally and domestically. The Government’s strategy for
doing so is built on four key pillars of: monetary activism; deficit reduction; structural
reforms; and reforms to strengthen the resilience of the financial sector.

Monetary activism

Monetary policy continues to play an important role in supporting economic activity. Since
the global financial crisis, the MPC has reduced and held Bank Rate at its historically low
level of 0.5 per cent and purchased a stock of assets amounting to £375 billion. The MPC
continues to make clear that given the likely persistence of the headwinds weighing on the
economy, when Bank Rate does begin to rise, it is expected to do so only gradually and to a
level lower than in recent cycles. The actual path that Bank Rate will follow over the next
few years will depend on the economic circumstances.

Macroprudential policies and the housing market

The Financial Policy Committee (FPC) has been created with a remit to identify risks to
financial stability and has already taken action to mitigate risks emanating from the housing
market, traditionally a source of vulnerability for the UK economy, and a focus of the 2014
Article IV. In June 2014, the FPC judged that household indebtedness did not pose an
imminent threat to stability, but that it was prudent to introduce two policies to insure against
the risk of a marked loosening in underwriting standards and a further significant rise in the
number of highly indebted households. House price growth subsequently eased somewhat,
but with household debt to income still at high levels the FPC has judged that the insurance
provided by the June 2014 Recommendations remains warranted.

The FPC is now looking at buy-to-let mortgages, where lending has continued to grow. In the
year to 2015 Q3, the stock of buy-to-let lending rose by 10 per cent, compared to just

0.4 percent for lending to owner-occupiers. Assessed against relevant affordability metrics,
buy-to-let borrowers appear more vulnerable to an unexpected rise in interest rates or a fall in
income. The FPC is alert to financial stability risks arising from growth in buy-to-let
mortgage lending and has made clear that it stands ready to take action if necessary to protect
and enhance financial stability. Tax changes to the buy-to-let market announced last year are
also expected to dampen demand from buy-to-let investors, although over time some of this
may be offset by increased demand from existing and potential owner-occupiers.

The long term answer to the country’s housing problems is to build more homes and in the
Budget and Autumn Statement the Chancellor announced a doubling of the housing budget
to over £2 billion per year. As a result the UK is embarking on the biggest home-building
programme by any government since the 1970s. Further reforms to the planning system have
also been announced to improve supply, and public and commercial land is being released
for house-building.



Deficit reduction

Another key risk identified by staff is the high levels of public borrowing and debt. Reducing
the deficit has been central to the Government’s strategy since 2010, when it was set to be
11.1 per cent of national income, a peacetime record. This year it is set to fall to close to a
third of that, 3.9 per cent, but at over £70 billion this year, borrowing is still far too high. The
UK currently has the second largest fiscal deficit in the G7 as a share of national income,
alongside its large current account deficit.

The recent Spending Review sets out spending plans that will see the deficit and debt fall
every year, and we are expected to reach a surplus by the end of the Parliament. The deficit
reduction plan is based on simple rules set out in the new Charter for Budget Responsibility,
which commits the Government to reducing the debt to GDP ratio in each and every year of
this Parliament, to reaching a surplus in the year 2019-20, and to maintaining that surplus in
‘normal times’ in order to rebuild buffers. Within the new framework, the surplus rule will be
suspended if the economy is hit by a significant negative shock, defined as real GDP growth
of less than 1 per cent on a rolling 4 quarter-on-4 quarter basis. This provides flexibility to
allow the automatic stabilisers to operate freely when needed.

In line with the IMF’s Fiscal Transparency Code, the new Charter also requires the Office for
Budget Responsibility to produce a fiscal risks statement setting out the main risks to the
public finances, including macroeconomic risks and specific fiscal risks. This will be
produced at least once every 2 years, and the OBR plans to produce the first such report
within the next two years.

Structural reform

Productivity continues to be a challenge for the UK, with output per hour still 15 per cent
below its pre-crisis trend. In 2015, the government published a plan for strengthening
productivity growth over the next decade, setting out a number of concrete policy measures.
These are designed to encourage long-term investment in economic capital (including
infrastructure, skills and knowledge) and promote a more dynamic economy that encourages
innovation and helps resources flow to their most productive use. The government is also
committed to boosting productivity by investing in human capital. A new Apprenticeship
Levy was announced in the summer Budget of 2015 that will come into effect in April 2017,
and the government has committed to an additional 3 million apprenticeships in England by
2020.

At the end of 2015, the government set up the National Infrastructure Commission to
determine Britain’s infrastructure priorities and hold governments to account for their
delivery. The Commission will produce a report at the start of each five-year Parliament,
offering recommendations for priority infrastructure projects. At the Spending Review the
Government also committed £100 billion of spending by 2020 for new roads, rail, flood
defences and other vital projects.



Reform of the Financial System

The resilience of the banking system had continued to strengthen in recent years, reflecting
the introduction of higher regulatory requirements. The aggregate Tier 1 capital position of
major UK banks was 13 per cent of risk-weighted assets in September 2015. In its most
recent stress test, the Bank of England assessed the resilience of the banking sector to a
deterioration in global financial market conditions and the macroeconomic environment,
including in emerging market economies. The stress-test results and banks’ capital plans,
taken together, indicate that the banking system would have the capacity to maintain its core
functions, notably lending capacity, in a stress scenario.

The FPC has judged that the appropriate equity requirement for the banking system was
broadly in line with internationally agreed Basel 111 requirements, which would be fully
phased in by 2019, and has clarified that it is therefore not seeking further structural increases
in capital requirements for the system as a whole. The FPC has also announced its intention
to make active use of the time-varying countercyclical capital buffer that will apply to banks’
UK exposures, and is actively considering the appropriate setting.

The Fair and Effective Markets Review was established in June 2014, to conduct a
comprehensive and forward-looking assessment of the way wholesale financial markets
operate, help to restore trust in those markets in the wake of a number of recent high profile
abuses and influence the international debate on trading practices. In June 2015, the review
published its final report and the recommendations are currently being taken forward.

Looking ahead staff is currently undertaking the UK’s Financial Sector Assessment Program
that is expected to come to the Board in July 2016.

EU membership

As staff highlight in the report, the UK is currently seeking reforms to address the concerns
of the British people over its membership of the European Union. A date for a referendum
will be set as soon as the Prime Minister gets a substantial agreement for reform in the EU,
and will be at the latest by the end of 2017. We welcome the Managing Director’s
commitment to look at this issue in more detail in the 2016 Article 1V.





