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Since the referendum in 2016 set the path towards the UK’s exit from the

European Union, the post-financial-crisis economy has operated in a climate

of continuous uncertainty. At times during 2020 this reality has seemed trivial in

comparison to the scale of the public health and economic crisis caused by the

Covid-19 pandemic. Yet as the end of year deadline for the UK’s exit from the

transition agreement approached – which had kept the UK within the EU’s

customs union and single market after formally leaving EU institutions at the

beginning of 2020 – Brexit once again gained attention, and its longer-term

implications began to be discussed. 

Simultaneously, the emergence of a more virulent strain of the virus sent daily

infections, hospital admissions and deaths towards and even above the peaks seen

in the first wave. This caused the UK government and its counterparts in the

devolved nations to reimpose restrictions approaching the severity of those

imposed in the spring of 2020, which may well last well into the spring of 2021.

The principal hope of a return to normality arises from the discovery and

regulatory approval of vaccines that are currently being rolled out. 

This chapter, written at a time when there is still great uncertainty about economic

prospects, nevertheless covers:

• The UK’s economic performance in 2020

• Economic prospects for 2021 and beyond

• Labour market impacts of economic contraction

• The effects of Brexit

• Public expenditure and austerity.

Economic performance in 2020
When Covid-19 struck, the UK economy had not fully recovered from the

aftermath of the Global Financial Crisis (GFC). As detailed in past editions of the

Review, the UK economy has not returned to the levels of growth experienced

before the financial crisis. Although record levels of employment were achieved,

earnings growth has been very weak, and productivity appears to have experienced

a structural decline.

The shock to the economy caused by Covid was even more dramatic than that

caused by the GFC. The economy contracted by one-fifth in the second quarter of

2020 as the first lockdown was introduced. To put it in perspective, this contrasts

with a contraction of 2.1 per cent in the fourth quarter of 2008, as the GFC took

effect in the aftermath of the collapse of Lehman Brothers. Whilst in 2020 the

economy made a strong recovery in the third quarter when GDP rose by 15.5 per

cent, as pent-up demand was released, it was already slowing when the second

lockdown was introduced in England in November. The OBR anticipates that the

economy will have shrunk by 11 per cent over the year as a whole. Such a

contraction is without precedent in the years since the Industrial Revolution.

Fiscal policy

Despite the policy of fiscal consolidation and austerity that was adopted after

2010, the stock of government debt was nonetheless double the level it had been

before the GFC – rising to roughly 80 per cent of GDP compared to 40 per cent.

Yet the economic contraction caused by the pandemic demanded an

unprecedented fiscal response from the government to prevent even greater

contraction and the social dislocation implied by the scale of the shock. 

Consequently, the annual budget deficit was allowed to grow to almost 20 per cent

of GDP, the highest level experienced since the Second World War. This was caused

primarily by increased public expenditure (£281 billion) rather than lower tax

receipts (£57 billion). Government debt itself grew to more than 100 per cent of

GDP, the highest level since 1959/60.1 The growth in expenditure is placed in

historic context in Figure 2.1.1.

Monetary policy

The Bank of England entered the Covid-19 crisis with interest rates that were

substantially lower (at 0.75 per cent) than they were going into the GFC (5.5 per

cent), so leaving substantially less room for manoeuvre. 

Although the Bank of England’s Monetary Policy Committee (MPC) responded

decisively, cutting interest rates by 0.5 percentage points to 0.25 per cent on March

11 and then to 0.1 per cent on March 19, marking another record low, this was
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unlikely to provide a sufficient stimulus. Consequently, as was the case after the

GFC, the MPC resorted to a programme of quantitative easing (QE) through the

creation of electronic money in order to purchase corporate and government

bonds. QE is intended to drive down yields and increase the value of assets. The

level of QE had been held steady at £445 billion since August 2016, but the

MPC had never sought to unwind the programme by selling bonds. In response

to the pandemic, QE was increased by £200 billion in March, £100 billion in

June and by a further £150 billion in November – a combined increase of £450

billion marking a more than doubling of the value of bonds purchased through

the scheme.

The Bank of England maintains that such ‘unconventional’ monetary policy is

intended to meet the Bank’s mandated duty to meet its inflation target. For

example, in November the governor of the Bank of England, Andrew Bailey,

claimed that,2

We do not... set a level of quantitative easing and asset purchases in any way related

to what the government is going to borrow.

In support of this statement, the Office for Budgetary Responsibility (OBR)

estimated the 2020 inflation rate at just 0.8 per cent – well below the two per cent

target, and for it to reach the target only in 2025 (on its central forecast). However,

a survey of investors found that most believed that the level of government bonds

being issued could not have been absorbed by the market, whilst QE also has the

effect of lowering the government’s debt service costs by exerting downward

pressure on interest rates.3 Indeed, in May 2020, the German Constitutional Court

determined that the European Central Bank’s QE programme was illegal on the

ground that it had strayed from monetary and into ‘economic’ policy, thus

assisting the financing of deficits.

Economic prospects for 2021 and beyond
In its Economic and Fiscal Outlook published at the time of the government’s

spending review in November, the OBR presented three ‘scenarios’ (rather than

forecasts), a relatively optimistic ‘upside’ scenario, a relatively pessimistic

‘downside’ scenario, and a ‘central’ forecast:

• Upside: This scenario assumes that the November lockdown succeeds in

bringing the second wave of the virus under control and vaccine enables output

to return to pre-virus level by late in 2021. Growth therefore returns to its pre-

virus trajectory.

• Central: Under this scenario, restrictive public health measures need to be kept

in place until spring 2021 and vaccines are rolled out more slowly. The

economy would return to pre-virus levels of activity at end of 2022, whilst

output permanently fell by three per cent.

• Downside: Under this scenario, lockdown has to be extended and vaccines

prove ineffective. The size of the economy would not return to pre-virus levels

of activity until the end of 2024. Output would be permanently lowered by six

per cent.

Figure 2.1.1 Government expenditure as a share of GDP 1900-2021
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Since the OBR issued these scenarios, the more virulent strain of the virus has

caused infections and hospital admissions to rise with such pace that in January a

period of restrictions similar to (though not quite so severe as) the initial

lockdown was introduced. Although the vaccination programme is underway, it

seems likely that extensive restrictions will be in place at least until April, and will

then be lifted only gradually. Assuming that the vaccines are effective, then we

might expect something akin to the OBR ‘central’ scenario to be experienced. This

assumes annual growth rates in 2021 and 2022 in excess of five per cent, which

were last achieved in the 1980s. 

This assessment accords with a survey of economists conducted by the Financial

Times, which found that almost two-thirds of them expected the economy to reach

its pre-pandemic level of output in the third quarter of 2022 or beyond.4

Labour market impacts of economic contraction
The impacts of an economic contraction on the scale inflicted by Covid-19 would

normally be expected to result in a huge rise in unemployment. However, due to

the very extensive government interventions (notably the furlough scheme) the rise

in unemployment has been limited. Unemployment in August-October 2020 was

1.2 percentage points higher than in the same period in 2019, and 0.7 percentage

points higher than in the previous quarter.5 The impact of the recession was much

greater among younger people: the unemployment rate for 18-24 year olds was

13.1 per cent.6 However, analysis of ONS statistics by the Centre for Ageing Better

found that older workers (people aged over 50) who lose their jobs find it much

more difficult to find employment, so experience twice the rate of long-term

unemployment as 18-24 year olds.7

The Coronavirus Job Retention Scheme was introduced in April 2020 and

guaranteed 80 per cent of furloughed workers’ salaries up to £2,500 per month,

with the government meeting three-quarters of the cost. The scheme was generally

then closed for workers who had not already been furloughed for the period 1 July

– 1 October, and the government envisaged that it would be able to wind down

the scheme from the autumn onwards, but then reverted to the original scheme

when the second lockdown in England was announced in November; in December

it was announced that it would be retained until the end of April 2021.

The numbers of furloughed workers peaked at 8.8 million in May 2020, but had

declined to 2.4 million by the end of October (the most recently available

statistics) as restrictions were eased over the summer. By mid-December, almost

ten million jobs had been furloughed at some point, with 1.2 million employers

taking advantage of the scheme. Its cumulative cost was £46.4 billion by mid-

December.8 Some two million self-employed people took advantage of the 

Self-Employment Income Support Scheme by the end of August at a cost of 

£5.1 billion.9 The November English national lockdown is thought to have had

less severe impacts on the labour market than the first one, but the one introduced

across the UK in January 2021 is almost certainly going to be more far-reaching in

its labour market impacts. 

Brexit
Brexit – or more precisely the Great Britain’s exit from the EU customs union and

single market at the end of 2020 – compounds the difficulty in assessing the future

of the UK economy caused by the pandemic. Until the last few days of the nine-

month negotiation period, it was not clear whether a trade deal would be reached

between the EU and the UK government, with both sides talking up the prospects

of ‘no deal’ from time to time until a deal was finally struck on Christmas Eve. 

The deal itself, which runs to more than 1,200 pages, fulfils the UK government’s

principal objectives of tariff-free trade in goods and the use of mechanisms other

than the European Court of Justice to resolve disputes over standards and state aid.

Thus, tariff-free trade holds only so far as the UK does not diverge too far from EU

environmental or labour standards, with a system of arbitration (‘rebalancing

mechanism’) established to allow either side to impose tariffs in the event of

unfair competition arising from lowering standards. Should the UK wish to

subsidise an industry, then it would be subject to post-hoc scrutiny by the

independent state aid authority, and either side can impose tariffs in response to

the other using state aid unfairly. 

It should be remembered that Northern Ireland in effect remains part of the EU

customs union and single market, meaning that Great Britain has moved from

being part of the world’s largest single market to a single market area that is

actually smaller than the UK state. Whilst the agreement superficially appears to
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provide for free trade between Great Britain and the EU, the extent of friction will

emerge over time. Friction includes the paperwork required for export and there are

huge complexities surrounding supply chains that cross back and forth between

Great Britain and the UK.10

The trade deal only deals with trade in key sectors, with much still to be negotiated.

Further, it focuses on trade in goods, whilst neglecting services which form by far

the largest part of the economy and is the area in which the UK enjoys a

comparative advantage, so has most to lose. Financial services are foremost in the

service sector which is not covered by the agreement, other than in a declaration.

Further, the centrality of controlling immigration to the UK government led to free

movement being ended and the mutual recognition of qualifications has been lost.

The implications for migration to the UK are discussed in Commentary Chapter 2.

Each of the OBR scenarios assumed a smooth transition to a free trade agreement

with the EU. Whilst the economic implosion that would have arisen from a ‘no

deal’ exit has been avoided, it seems most likely that Brexit will cause a shallower

but broader, longer-lasting and possibly cumulative drag on UK economic growth

compared to Covid-19. 

Public expenditure and austerity
As noted, the pandemic prompted unprecedented levels of peacetime expenditure

and borrowing. The growth in expenditure in 2020 came in a series of

announcements following the March 2020 Budget, up to and including the

spending review in late November 2020. Figure 2.1.2 shows how public

expenditure has grown progressively as the crisis has extended beyond the

government’s hopes.

The spending review in November covered only the next financial year (2021/22).

It confirms the £12 billion already set aside for the Affordable Housing Programme

(see Commentary Chapter 4), as well as £7.1 billion for the National Home

Building Fund. It notes that the cost to the (annual) benefit bill of restoring the

link between local housing allowance rates and rent (at 30 per cent of the broad

housing market area median) approached £1 billion. This equated to an average

additional payment of £600 for more than one million households. However, it

states that ‘It has now been decided that rates will be frozen in cash terms from

2021-22 onwards.’11 The Treasury estimates the cost of the stamp duty ‘holiday’ to be

£2.3 billion in 2020/21 and a further £1 billion in 2021/22.12

A return to austerity?
The key question that will arise as the UK eventually escapes from the pandemic is

how the public finances recover. Many people will be concerned that there will be a

return to the kind of austerity policies adopted from 2010 in response to the budget

deficit that arose from the global financial crisis (GFC). These included the multiple

cuts to support for housing costs, including the reduction of the LHA cap from 

50 per cent to 30 per cent of median rent and its subsequent freeze in cash terms,

the ‘bedroom tax’, the increase in the age range for the shared accommodation rate,

increases in non-dependent deductions, and, indirectly, the benefits cap. 

However, the problem with austerity policies as a means of cutting budget deficits,

is that they also have the effect of reducing economic growth and hence the size of

the economy. Since the sustainability of the deficit is often expressed in relation to

GDP, austerity can be self-defeating. 
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Figure 2.1.2 The evolving cost of the coronavirus policy response 
in 2020/21
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A crucial insight into the sustainability of the deficit is provided by the OBR. It

notes that although the UK has the highest level of debt since the late 1950s, as a

consequence of low interest rates, debt interest as a share of government revenue is

due to fall from 3.5 per cent in 2019/20 to a post-war low of 1.7 per cent in

2021/22, before moving back to 2.2 per cent in 2025/26. It had been as high as 15

per cent in the mid-1940s and was around 7-8 per cent in the mid-1990s and

around 2006/07. One note of caution should be added to this analysis, which is

that UK government debt has become more sensitive to increases in gilt rates and

short-term interest rates, partly because the stock of debt is larger, but also because

it has become shorter-term. However, the general point – that the cost of servicing

debt is very low – is the more significant one and highlights the importance of

quantitative easing that was discussed earlier.

The UK is not alone in benefiting from the low-interest-rate climate, and, in a

reversal of advice given in the aftermath of the GFC, international agencies

including the International Monetary Fund (IMF), OECD and World Bank have

indicated that advanced economies are well able to finance deficits that have risen

to 100 per cent of GDP and above. Vitor Gaspar, the IMF’s head of fiscal policy,

has said:13

We believe there is a risk of prematurely withdrawing fiscal support and policymakers

that have a choice would be well-advised to be very gradual and to maintain fiscal

support until the recovery is on a sound footing and the long-run scarring impacts

from Covid-19 are perceived to be under control.

Although austerity is not an immediate prospect, at some point some fiscal

consolidation is likely, and the question then is whether the balance will come

principally in the form of expenditure cuts or tax rises. Given the long-term

scarring impact of the post-2010 austerity programme, and the weaknesses in the

health and care services that have been exposed by the pandemic, as well as the

UK government’s pre-pandemic commitment to ending austerity and ‘levelling up’

living standards across the regions, the balance may be tilted in favour of the 

tax route. 

However, ‘ending austerity’ does not appear to mean reversing cuts made in the

post-2010 period. For example, the March 2021 Budget confirmed that the £20

uplift to universal credit and tax credits introduced to assist households through

the pandemic has been extended, but is nonetheless now due to finish at the end

of September. Further, the chancellor’s decision to freeze the pay of some 

2.6 million public sector workers echoes the policy to freeze public sector pay for

two years that was adopted by the Coalition as part of its austerity programme.

Even if the balance of consolidation is weighted further towards taxation than after

2010, any further cuts to social spending would be cutting at an already

diminished baseline.
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