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Performance of the international economy
With the dominance of Brexit as an issue in British domestic politics, it has been

easy to forget that the UK’s economic prospects are closely linked with those of the

rest of the world. The world economy, unfortunately, has slowed partly as a result

of the trade wars between the US and China. Chinese growth of 6.1 per cent in

2019 was the slowest for 30 years although there is some hope that this will

bottom out as a result of the ‘phase one’ trade agreement reached with the US in

January.1 The US economy also slowed to 2.3 per cent in 2019 and is expected to

slow further over the next two years. Growth in the euro area is also limited – at

1.2 per cent in 2019 rising marginally to 1.4 per cent in 2021. Overall the world

economy grew by just 2.9 per cent in 2019, which is the slowest rate since the

Global Financial Crisis (GFC). The World Bank notes that 0.5 per cent of the

world growth rate is attributable to synchronised monetary easing. It expects a

recovery in the world growth rate to 3.3 per cent in 2020, which is marginally

lower than its October forecast. 

UK economic performance
The UK’s economic performance continued to follow a familiar pattern, within the

twin contexts of a faltering world economy and the uncertainty that has persisted

since the Brexit referendum in 2016, despite the competitive boost that arose from

the devaluation of sterling following the referendum. Business investment growth

fell away after the referendum and was negative in the final three quarters of 2018

and the first two quarters of 2019 (which is as far as the data stretch).2 The relative

strength of employment may, however, be linked to businesses being unwilling to

undertake expensive and irreversible investment in capital equipment whilst Brexit

uncertainty persists. Overall economic growth in 2019 is expected to have been

about 1.4 per cent.

Consumer price inflation has eased downwards since 2017, and by the end of

2019 it was below target at around 1.3 per cent and is expected to remain low due

to cheaper energy prices. Unemployment has fallen steadily since 2015 and

appears to have bottomed out at about four per cent, whilst employment remains

high. Yet the Bank of England notes that employment growth has slowed and

employment actually fell in the three months to August. Nonetheless, the labour

market is tight, and this appears to have boosted earnings which had flat-lined in

2017 and 2018; average weekly pay excluding bonuses is now back to pre-crisis

levels in real terms. Nonetheless, a decade’s loss of rising living standards remains a

unique phenomenon in modern times.

Unfortunately, recent earnings growth has outstripped productivity gains. This

reflects the continuation of the ‘productivity puzzle,’ the phenomenon whereby

productivity growth, which forms the basis of sustainable rises in living standards,

stalled during the GFC and has not recovered. This remains a poorly understood

phenomenon, which the UK is not alone in experiencing. The NIESR reaches the

depressing conclusion that it is attributable to ‘having its roots in changes in the

global economy’ but ‘there is not much that the UK can do on its own to resolve

this issue.’3 Nonetheless the long-established lower levels of productivity compared

to economic competitors such as the US and Germany might, the NIESR suggests,

be addressed through improving workforce skills, physical infrastructure and

attracting high productivity industries to locate in the UK. 

Brexit and its consequences
Brexit and what follows from it remains the key uncertainty in determining the UK

economy’s medium- to long-term prospects.

Uncertainty continued throughout 2019 as it remained unclear whether the interim

agreement negotiated by Theresa May’s government would be implemented, or

indeed whether any agreement would be reached before the UK left the EU. The

date for the UK’s departure was twice postponed, first from the end of March until

the end of October, and then until the end of January 2020. Fears of an immediate

‘no deal’ Brexit were allayed when Boris Johnson’s government was able to reach an

agreement with the EU that commanded a majority in the House of Commons.

The Conservatives’ election victory in December 2019 provided a stable majority

for the agreement to be passed into law.

After formally leaving the EU at the end of January, the UK entered a transition

period, during which time the UK and the EU are seeking to negotiate a trade

agreement. During the transition period the UK effectively remains in the customs
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union and single market, but is no longer represented in the institutions of the

EU – the parliament and commission. A trade agreement should be completed

by the end of 2020 when the transition period ends. The transition can be

extended, but a decision to do this must be made by the end of June. Further the

UK government has indicated repeatedly that it will not seek an extension. 

This leaves relatively little time for a trade deal to be negotiated. If there were no

trade agreement, then the UK would in effect once again face the prospect of a

‘no-deal Brexit’, and British exports would immediately incur tariffs from 1

January 2021. Such a scenario would have a severe impact on the economy and

would be in neither the EU nor the UK’s interest. The principal tension facing the

UK is that agreeing to follow EU regulations may limit or even remove the

prospect of tariffs, but would inhibit the ability to negotiate trade deals with

other countries that would require departure from EU rules. It is likely that

agreements will be sought on a sector by sector basis, but, as former chancellor

George Osborne argued on the BBC’s Today programme (22 January), the trade

deal may remain ‘sketchy’ with a series of further transition periods built into it

as a means of avoiding a no-deal Brexit. 

Johnson’s agreement is therefore similar to May’s in that it provides for a

transition period during which time the UK and the EU intend to reach a long-

term trade agreement. Assessments of the longer-term economic impacts of Brexit

therefore depend on the nature of this agreement. The government’s intent

appears to be for a free trade agreement which is somewhat looser than the close

alignment anticipated by Johnson’s predecessor. Nonetheless a free trade

agreement is less harmful than what is termed a ‘disorderly’ exit, if that were to

occur at the end of the transition. 

The principal difference between the May and Johnson agreements relates to the

relationship between Northern Ireland and the Republic of Ireland (ROI). Both

deals sought to avoid a ‘hard’ border in Ireland. The May deal aimed to achieve

this by establishing a temporary customs union between the UK and EU until

technology was developed to allow tariffs to be paid without physical checks at

the Irish border. Johnson’s deal takes the whole of the UK out of the customs

union but a ‘dual tariff regime’ will operate in Northern Ireland when the interim

agreement expires. Whilst Northern Ireland will in effect remain part of the

European single market, it will also be part of a ‘customs territory’ with Great

Britain. Customs checks will be conducted only on goods imported from GB that

are likely to be destined for ROI. 

This is undoubtedly a complex arrangement. A leaked Treasury presentation

warned of price increases and loss of employment, whilst a leaked memorandum

prepared by the Department for Exiting the EU warned of ‘security, social and

economic impacts’ and expressed doubts about whether the operational systems

could be put in place by December 2020.4

The uncertainty following the vote to leave the EU in the 2016 referendum has

already depressed economic growth across the UK with the result that the

economy was 2.5 per cent smaller at the end of 2019 than it would have been had

the UK voted to remain. Assuming a free trade agreement is reached, the NIESR

forecasts that it will be 3.5 per cent smaller in a decade’s time than had the UK

remained in the EU. However, if there were to be no deal at the end of the

transition period NIESR forecast that the economy would be 5.6 per cent smaller

than if the UK had remained in the EU. Overall, in per capita terms the economy

would in ten years’ time be 2.6 per cent smaller (trade deal) or 3.8 per cent smaller

(no trade deal) compared to remaining in EU membership.5

Expected impacts vary regionally. Areas heavily dependent on EU trade are likely to

experience the largest loss of GDP growth, with the North East of Scotland hardest

hit (-4.2 per cent) followed by Kent, Surrey, East and West Sussex, East Anglia, and

Hampshire and the Isle of White (all -3.8 per cent). Areas including Greater

Manchester, Inner London-West and North Yorkshire are expected to experience

average losses (-3.5 per cent). Outer London-West and the North West are expected

to experience the smallest losses (-3.0) followed by Cumbria and the Highlands

and Islands of Scotland (-3.1 per cent). The NIESR’s assessment is that the

Northern Ireland economy would be 3.3 per cent smaller than had the UK

remained in the EU, in other words the impact would be slightly less unfavourable

than in other regions. The regions of Wales are forecast to experience lost GDP

growth at or around the average: -3.5 per cent in East Wales and -3.4 per cent in

West Wales and The Valleys.6
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Monetary policy
UK monetary policy remains loose, and as Figure 2.1.1 shows, ultra-low interest

rates have now been sustained for a decade. 

The Bank Rate remained at 0.75 per cent throughout 2019, maintaining the level

set in August 2018. However, two members of the Monetary Policy Committee

(MPC) have voted several times for the rate to be cut to 0.5 per cent, reflecting

the weakening economy. The UK Housing Review has made the point that these

very low interest rates leave the MPC with little space to cut rates in the event of

an economic turndown, such as which might arise from a disorderly Brexit –

should the UK not agree a trade agreement with the EU by the end of the

transition period. The Bank Base Rate was 5.75 per cent on the eve of the credit

crunch in August 2017, and was cut nine times between December 2007 and

March 2009 until it reached 0.5 per cent. It was cut further to 0.25 per cent in

August 2016 to counteract the shock of the Brexit referendum result, before rising

to 0.5 per cent in November 2017.7 In the event of a need to stimulate the

economy the Bank could restart its quantitative easing programme which has

remained frozen since August 2016 when purchases of government bonds using

central bank reserves were increased from £375 billion to £435 billion (see

Figure 2.1.2). 

Public expenditure
In the absence of a comprehensive spending review, following the election the

government fixed current expenditure for just one year, and also postponed the

Budget (due in November) to March 2020. The government announced a 4.4 per

cent real-terms increase in spending for 2020/21, amounting to £13.8 billion 

(a further £2 billion was released for 2019/20). Health will be the largest single

beneficiary of the increase – taking up 30 per cent of the total, followed by

education (16 per cent) and MHCLG (13 per cent). Within the MHCLG budget

the only additional resources earmarked for housing relate to homelessness and

rough sleeping and the Building Safety Programme.8 The IFS calculates that

together these increases in spending will reverse two-thirds of the cuts in

spending since 2010/11 and one-third of the cuts per person. Further analysis

suggests that although central government day-to-day spending on public services
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Figure 2.1.1 Base Rates during the lifetime of the Monetary Policy
Committee
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Figure 2.1.2 Bank of England quantitative easting programme
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is overall only 2.1 per cent lower as a share of national income in 2020/21

compared to 2007/08, it is fully three per cent lower if health is excluded.9 Current

borrowing is now down to about 1.1 per cent of GDP, but outstanding debt

remains at around 80 per cent of GDP, only slightly lower than the peak, and

about two-and-a-half times the level before the crisis. Austerity is ‘over’ in the

sense that expenditure is now rising, but it is a long way behind what would have

been expected had previous trends in expenditure been maintained.

The loosening of expenditure has been accompanied by a proposal to change the

fiscal rules. The general principle is to borrow only to finance investment in

infrastructure. More specifically, ‘public sector net investment will not average

more than three per cent of GDP, and that if debt interest reaches six per cent of

revenue, we will reassess our plans to keep debt under control’.10 Of course the

challenge will come should expectations of increased expenditure, particularly in

formerly Labour-voting pro-Brexit areas, collide with the fiscal rules should the

economy perform less well than the government hopes. Ironically, the shape of the

final Brexit agreement beyond the transition period will have a bearing on this. 

How did local government fare in recent spending changes? English local

authorities have been awarded a 4.3 per cent real-terms increase to their core

spending in 2020/21, raising it from £46.2 billion to £49.1 billion.11 An additional

£1 billion has been added to the grant for social care and councils have been

permitted to raise council tax by two per cent in order to supplement this funding

(the council tax precept), which could add a further £500 million to social care

budgets. The settlement therefore takes some pressure off local authorities in 

the short term. Equivalent amounts will be included in the budgets for the

devolved administrations.

The replacement of EU Structural Funds
The UK is receiving some €16.4 billion from the EU in the form of European

Structural and Investment (ESI) Funds over the 2014-20 period.12 These include

the European Regional and Development Fund (ERDF) and the European Social

Fund (ESF), which make up the majority of funding in the UK, with other funds

aimed at agriculture and fisheries. The ERDF is associated with infrastructure and

the ESF with developing skills. Wales enjoys the highest levels of EU funding per

capita at €140 compared to the UK average of €36. The UK will continue to receive

ESI funds during the transition period, but they will end thereafter.

The government is committed to establishing a replacement mechanism to be

called the Shared Prosperity Fund (SPF). According to the Conservative Party

manifesto this will be ‘fairer and better tailored to our economy’ and £500 million

of it will be devoted to improving the skills of disadvantaged people. Beyond this

the design, distribution and administration of the SPF remains uncertain.

Northern Ireland
In January 2020, the impasse that led to the suspension of the Northern Ireland

Assembly in January 2017 was finally ended with a negotiated agreement involving

the UK and Irish governments and accepted by the five Northern Ireland political

parties.13 The agreement was reached in the context of a crisis in public services

and growing disquiet about the inability of the parties to resolve their differences.

The agreement includes a commitment from the UK government for additional

financial support. Priorities include the settlement of a pay dispute in the health

service and a review of welfare reform mitigation measures, which are due to end

in March 2020. These include the ‘bedroom tax’ and the benefit cap. Further

housing is identified as being a ‘specific priority’ in the Programme for

Government and the Northern Ireland Executive is committed to ‘enhance

investment and agree a target for new social and affordable home starts and tackle

the maintenance backlog of the Northern Ireland Housing Executive properties.’

Agreed measures relating to housing investment, including the reclassification of

housing association finances in Northern Ireland, are discussed in more detail in

Commentary Chapter 4. 

Some potentially significant reforms to budgetary planning are also put in place by

the agreement. It envisages the establishment of an independent Fiscal Council to

be created by July 2020. The Fiscal Council would scrutinise spending plans and

revenues and facilitate the introduction of multi-year budgets where the UK

government has provided multi-year funding. 
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