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Foreword from Citi

We are delighted to be collaborating again with the IFS on the production of the Green Budget.
The IFS continues to shine a critical and objective light on the key issues facing the UK public
finances. IFS reports are essential reading for policymakers, investors and corporate leaders alike
as we all seek to chart the path forward through the latter stages of a pandemic which has left
UK public borrowing at record peacetime levels. The UK economy continues to grapple with the
economic impacts of Brexit, while healthcare, social care and the need to address climate change

create substantial additional public policy challenges.

Citi’s economists have provided two chapters for this year’s Green Budget. The first looks at the
global economic outlook. The pandemic is not over globally, and continues to pose future risks,
but economies are now more resilient and vaccination campaigns have reduced the likelihood of
significant future lockdowns. As policymakers seek to turn the initial rebound into a fuller
recovery, supply constraints will continue to impinge on growth. Together with other transitory
factors, these point to higher inflation rates for some time — though inflation risks remain two-
way. After such a deep recession, the risk of financial turbulence remains high, and so central

banks will proceed only cautiously to an exit from their extraordinary pandemic-era support.

Our second chapter reviews the UK economy where we have witnessed a sharp but incomplete
rebound. But while activity has rebounded quickly, and at a faster rate than we initially expected
at the start of 2021, a profound economic adjustment looms on the horizon. Much will depend
on the labour market. While some specific labour shortages are likely to persist, we expect
aggregate wage pressures to prove relatively subdued. Likewise, while inflation remains a major
concern, with CPI forecast to peak at 4.6% year-on-year in April 2022, the drivers here seem
relatively transitory. The focus for policy should be on securing a complete recovery — but if

inflation expectations shift up, policy must still react.

I would like to thank Christian Schulz and Benjamin Nabarro from Citi’s European Economics
team for their work in compiling the global and UK chapters, respectively. I would also like to

thank the IFS for the opportunity to collaborate again on the Green Budget.

Anchen oo

Andrew Pitt
Global Head of Research

Citi Institutional Clients Group
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Foreword from the Nuffield
Foundation

Since 1982, the Green Budget has provided a comprehensive and independent assessment of the
state of the public finances ahead of the Chancellor’s Budget and Spending Review. Its
meticulous analysis secures the foundations for a more transparent, evidence-based public
conversation about how the government may respond to the post-pandemic economic and social
challenges currently facing the UK and it enables the government’s own account to be held up to

scrutiny.

The COVID-19 pandemic has uncovered and exacerbated existing inequalities and accelerated a
debate in the UK around equity and public value. The role, responsibilities and capacity of the
State, at national, devolved and regional levels, have been brought into sharper focus. The
context for this year’s Green Budget is dominated by the uncertainties and challenges posed by
the COVID-19 recovery, Brexit and the transition to net zero. As the Chancellor prepares to set
out plans for the UK economy over the next three years, the Green Budget not only sets out the
key economic challenges faced by the Treasury, but also highlights the impact of policy choices,
the trade-offs inherent in the basic principles of good policymaking, and presents the case for a

coherent spending policy that can benefit both UK businesses and households.

The comprehensive nature of the Green Budget is another of its strengths. It tackles the systemic
challenges relating to the labour market, green taxes, health and social care, and local
government spending choices. This aids public understanding of the interrelationships between
different areas of economic policy, as well as demonstrating why such challenges are important.
In its framing of the economic outlook, the IFS shows that ultimately, the questions to be
addressed are about people’s well-being, individually and collectively, in a time of economic
uncertainty. These issues are central to the Nuffield Foundation’s work to advance social well-
being and to understand the foundations and pathways to a more just and inclusive society. We
are pleased to provide continued support to the Green Budget and thank the IFS and Citi for

providing such a timely and, as always, authoritative report.

Tim Gardam
Chief Executive
Nuffield Foundation
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Preface

Welcome to the IFS 2021 Green Budget.

For the first time in three years, this will be a Green Budget that is actually followed by an
autumn Budget. That is not to say the recent past has been short of announcements for us to
analyse. Indeed, the past few years — and in particular the past 18 months — have seen a dizzying
number of tax and spending announcements, many of which were made outside of the usual

Budget and Spending Review process.

Perhaps unsurprisingly, large parts of this year’s Green Budget are again taken up by the
economic and fiscal consequences of COVID-19. Although the picture is much improved on last
year, and there are indeed some grounds for cautious optimism, the pandemic has thrown up
enormous challenges for the public finances. In the near term, the focus should be on securing
the recovery — which remains incomplete and contorted by huge sectoral and regional
imbalances in supply and demand. A key part of that will be providing targeted support to the
labour market following the recent end to the furlough scheme. But at some point, the focus will

need to shift towards putting the public finances on a more sustainable footing.

The Chancellor has, of course, made some moves in this direction: the UK tax take is set to
reach its highest sustained level in peacetime. While tax rises may have been announced under
the cover of the pandemic, they have far more to do with the consequences of an ageing
population and pressures on health and care spending. These demographic pressures are only set

to grow, and point to a need for future tax rises, not tax cuts.

On top of those pre-existing demographic pressures, the NHS has been put under enormous
strain by the challenges of COVID-19, and the pandemic will leave a challenging legacy for the
health service. Dealing with that legacy — the most visible sign of which is a growing waiting list
for hospital care — could require substantial sums in the years ahead. Other services, too, have
been hit hard by the pandemic: local government is a case in point. But an ever-growing health
budget means that despite public services funding growing overall, the outlook for some others —
local government included — looks rather tough. The forthcoming Spending Review could
therefore prove to be a tricky one. We address all of these issues in depth in this year’s Green
Budget.

© The Institute for Fiscal Studies, October 2021
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Ahead of the COP26 summit in Glasgow this year, we also grapple with the important role of
tax policy in the UK’s transition to net zero emissions. Meeting the government’s ambitious net
zero target was always going to pose challenges, but the fiendish complexity and striking
inconsistency of current UK climate policy risk making it more costly than it needs to be. If we

are serious about getting to net zero, it is high time for long-needed reforms.

We are delighted to continue our collaboration with Citi, now in its fourth year. We are grateful
both for their financial support for the Green Budget and for their chapters on the global
economic outlook and on the (many) challenges facing the UK economy. Both provide vital

context for the rest of the Green Budget’s analysis.

We are also very grateful to the Nuffield Foundation for the funding it has provided to support
the Green Budget. Our most important aim for the Green Budget is to influence policy and
inform the public debate. It is particularly appropriate, then, that it should be supported by the

Nuffield Foundation, for which these are also central aims.

The continuing support that the Economic and Social Research Council (ESRC) provides for our
ongoing research work via the Centre for the Microeconomic Analysis of Public Policy at IFS

(ES/T014334/1) underpins all our analysis in this volume and is gratefully acknowledged.

Some analysis of Hospital Episode Statistics was carried out at the Dr Foster Unit at Imperial
College London, which is funded through a research grant from Dr Foster Intelligence (a wholly
owned subsidiary of Telstra Health). This work uses data provided by patients and collected by
the NHS as part of its care and support. The views expressed in this publication are those of the
authors and not necessarily those of the National Health Service (NHS). The authors have
approval from the Secretary of State and the Health Research Authority under Regulation 5 of
the Health Service (Control of Patient Information) Regulations 2002 to hold confidential data
and analyse them for research purposes (CAG ref 15/CAG/0005). They have approval to use
them for research and measuring quality of delivery of healthcare, including for this analysis,
from the London — South East Ethics Committee (REC ref 20/LO/0611). Data from the Labour
Force Survey (2004-21) are available from the UK Data Service, as is the Living Costs and
Food Survey. This work uses research data sets that may not exactly reproduce National
Statistics aggregates. The data owners and suppliers bear no responsibility for the interpretation
of the data in this book.

As with all IFS publications, the views expressed are those of the named chapter authors and not

of the institute — which has no corporate views — or of the funders of the research.

/ — Paul Johnson
. /w\\_—.

Director, Institute for Fiscal Studies

© The Institute for Fiscal Studies, October 2021
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Citi Research

Citi Research focuses on delivering the highest quality company, sector, economic and
geographic insights to our clients globally. The unit includes equity and fixed income
research, economic and market analysis and product-specific analysis to help individual and
institutional clients navigate a complex global marketplace. Citi Research is committed to
maintaining the highest level of independence and objectivity in its proprietary products
and insights.

Citi Bank

Citi, the leading global bank, has approximately 200 million customer accounts and does
business in more than 160 countries and jurisdictions. Citi provides consumers,
corporations, governments and institutions with a broad range of financial products and
services, including consumer banking and credit, corporate and investment banking,
securities brokerage, transaction services, and wealth management.

www.citigroup.com | @Citi

The Nuffield Foundation

The Nuffield Foundation is an independent charitable trust with a mission to advance social
well-being. It funds research that informs social policy, primarily in Education, Welfare,
and Justice. It also funds student programmes that provide opportunities for young people
to develop skills in quantitative and scientific methods. The Nuffield Foundation is the
founder and co-funder of the Nuffield Council on Bioethics, the Ada Lovelace Institute and
the Nuffield Family Justice Observatory.

The Foundation has funded this project, but the views expressed are those of the authors
and not necessarily the Foundation.

www.nuffieldfoundation.org | @NuffieldFound
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1. Global economic outlook:
from rebound to recovery

Christian Schulz (Citi)

Key findings

1 The pandemic is not over, but economies are now more resilient. Some
vulnerable areas such as international travel will remain well below normal for
some time. However, vaccination campaigns have reduced the likelihood of
future lockdowns. As households and companies adjust, the link between
mobility and economic activity is weaker.

2 The rebound can become a recovery. Globally, households and companies
have built up reserves, which they could use to spend and invest. But savings
could also end up inflating asset prices rather than boosting the real economy.
Governments should think carefully about policy levers that might encourage
these reserves to be put to productive use.

3 For the rest of 2021, supply constraints will continue to impinge on
growth. In an optimistic scenario, shortages merely delay the recovery and
trigger additional investment in the meantime. In a pessimistic scenario, lower
profits put a further dent in firms’ balance sheets and weigh on growth for
longer.

4 Supply—demand mismatch, rebuilding profit margins, hot real-estate
markets, sensitive price expectations and the green transition all point to
higher inflation rates for some time. However, globally there is still a lot of
slack visible in labour market data, which suggests that there remains both
upside and downside inflation risk.

5 The risk of a major fiscal tightening, as happened after the 2008-09
crisis, is low. Governments will phase out the extraordinary support provided
during the pandemic over the coming months. However, deficits will stay higher
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than pre-pandemic as many governments step up public investment. Longer-
term though, the debate about the need, or otherwise, to bring public debt
down is likely to return.

6 Financing conditions are likely to stay benign. After such a deep recession,
the risk of financial turbulence is high. However, central banks will proceed
cautiously towards the exit from their extraordinary monetary support during
the pandemic.

1.1 Introduction

The pandemic was worse than expected a year ago, but the
economic resilience greater

Preparations for this year’s Green Budget fell into summer months when, in large parts of
Europe, the impact of the pandemic seems to have faded and hopes for a near-complete recovery
are high. That was similar last year. However, the epidemiological outlook in the 2020 Green
Budget proved to be overly optimistic. The number of confirmed global cases rose from

30 million at the time to more than 200 million at the end of August 2021, with around 5 million
new cases globally every week. The number of casualties rose from 1 million to more than

4 million. The risk of new waves of the pandemic remains real this year as well.

Despite the pandemic following a far more severe course than we had assumed last year, our
GDP forecasts actually proved to be slightly pessimistic. In 2020, global real GDP at current
exchange rates shrank by 3.5%, less than the 3.9% drop we had feared. In advanced economies,
the initial plunge in output in the second quarter of 2020 was revised somewhat lower as more
data became available. One notable exception was the UK where growth in 2020 was slightly
lower than we had forecast. In addition, the subsequent rebound was often a bit steeper than
expected. In emerging markets, activity also fell a bit less than forecast. In some poorer
countries, reducing mobility, whether government mandated or voluntary, was not feasible as the
income losses could not be compensated. Here economic activity proved more resilient, but
health outcomes were arguably worse. Others, such as China, managed to keep the virus under

control and were able to restore a greater degree of normality domestically than in the West.

Around the world, households and firms have adapted to life with the virus. The Winter
2020-21 lockdowns were often formally as tough as those in Spring 2020, yet mobility rates
were far more resilient. And in addition, the correlation between people’s mobility and economic
activity as measured by GDP broke down (see Figure 1.1). In the early stages of the pandemic,

GDP and mobility moved almost in lockstep. But in the US, quarterly real GDP rose to exceed
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pre-pandemic levels by in 2021Q2, while mobility as measured by Google android phones’
locations was still 15% below the pre-pandemic benchmark. In Europe, too, economic activity
has recovered more quickly than mobility figures. Manufacturing and logistics were largely

unaffected by the second round of lockdowns, while office work functioned remotely.

Figure 1.1. Google mobility and real GDP: US and Eurozone (2019Q4 = 100)
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Note: Average mobility across retail/entertainment, groceries, transit and workplace. Eurozone (EZ) =
France, Germany, Italy and Spain.

Source: Google, Citi Research.

Despite ongoing risks from the pandemic, we are now more optimistic for 2021 and 2022 than
we were in last year’s Green Budget (Table 1.1). We are projecting 5.8% growth globally for
2021, up from 5.4% in last year’s Green Budget. Together with the better-than-expected
performance in 2020, these upward revisions raise our forecast 2021 GDP level by a whole
percentage point compared with our forecast last year. For 2022, we are also expecting growth to

be a percentage point higher than we did last year (4.4% instead of 3.1%).

In the remainder of this chapter, we explain the main drivers of these more optimistic forecasts.
Section 1.2 discusses downside risks from the pandemic over the next 12 months. Section 1.3
considers the build-up of savings during the pandemic, and the potential for these to fuel a self-
sustained recovery if put to productive uses in the real economy rather than financial assets.
Section 1.4 discusses the mismatch between supply and demand, and the extent to which supply
constraints might be expected to taper growth momentum in the short term. Section 1.5
considers the outlook for inflation and Section 1.6 the outlook for global fiscal policy. Section
1.7 looks at the potential for central banks to tighten policy over the forecast period. Section 1.8

concludes.
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1.2 The pandemic still poses global risks

There is no doubt that the pandemic will remain an important economic factor over the coming
year. New infections remain at very high levels in most parts of the world (see Figure 1.2).
Remaining uncertainty about the effectiveness of vaccines and vaccination campaigns, as well as
potentially new variants of the coronavirus, could still trigger further government-imposed
restrictions on people’s mobility and economic activity. And even where governments do not

take action, people may voluntarily adjust their behaviour in ways that reduce economic activity.

Figure 1.2. Seven-day COVID-19 incidence per 100k persons: US, UK, Eurozone, India and
Brazil
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Source: Johns Hopkins University and Citi Research.

The current sense of returning towards something like normality this summer, a period when
restrictions have been relaxed and mobility has recovered, could prove deceptive. Overall
vaccination rates may look similar, but they have different skews across age groups, which
means they are not similar where it counts most, among the most vulnerable. Between leading
countries such as Spain and the UK, where around 95% of the over 60/65-year-olds are fully
vaccinated, and laggards such as the US and France with around 80%, there are wide gaps
(Figure 1.3). In very intense outbreaks, these gaps are wide enough to mark the difference
between an overwhelming of hospital capacity or not. The resilience of the health system, the

authorities and the economy may yet be tested again in many countries.
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Figure 1.3. Rate of unvaccinated people among older demographics (%)
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Source: US CDC (>65-year-olds); Spain, Italy, France ECDC (>60-year-olds); Germany RKI (>60-year-
olds); UK NHS (>65-year-olds); Japan Cabinet Office (>65-year-olds); Citi Research.

Other parts of the world have entirely different problems as vaccination rates are much lower. In
large parts of the emerging world, this is a problem of resources, in terms of both vaccine
procurement and logistics. With only limited support from the state, people largely continue to
work even while caseloads are high, but without protection from a vaccine or effective test-and-
trace programmes. That leads to an overwhelming of poorly resourced health systems and many

fatalities, often unrecorded, but it limits the measurable economic damage in the short term.

In more advanced economies in Asia Pacific (such as China or Australia), authorities succeeded
in keeping case numbers persistently low for many months. This limited the economic damage.
However, the low tolerance for new outbreaks, paired with slow or less effective vaccination
campaigns, means that authorities will react to even relatively small outbreaks with fairly
draconian measures. For example, Australia, which enjoyed much lighter restrictions than
Europe and North America from October 2020 to May 2021, was suffering much tighter
restrictions over the summer of 2021 (see Figure 1.4), according to Oxford University’s COVID-

19 Government Response Tracker.

Given the widely differing strategies and health outcomes, cross-border travel continues to be
highly restricted even in economies where domestic restrictions have largely been lifted. Air
travel data highlight that international air travel remains 70% below pre-pandemic levels (Figure
1.5) even though overall air travel is ‘just’ 50% below and large domestic markets such as China

and the US are nearly back to pre-crisis levels or even above.
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Figure 1.4. Oxford University’s COVID-19 Government Response Tracker stringency index
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Source: Oxford University and Citi Research.

Figure 1.5. Global air travel (% change from 2019 baseline)
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In sum, new waves of the pandemic around the world are likely to continue to affect economic
behaviour. Some vulnerable areas such as international travel are likely to remain far away from
normal over the next year. However, vaccination campaigns have reduced the likelihood of new
lockdowns and economic adjustment means that the link between people’s mobility and social
interaction and measured economic activity is weaker than before. Hence the pandemic still
poses downside risks to the global economy, but of a lower amplitude.

1.3 The economic allure of lockdown savings

At the time of writing this Green Budget, the global economy is growing at historically strong
rates. Most western governments have considerably relaxed health measures in recent months as
new infections receded and vaccination campaigns progressed. People in most countries felt
more comfortable returning to workplaces, public transport and recreational activities. Pent-up
consumer and investment demand is kicking in and global trade has recovered to pre-pandemic
levels years more quickly than after the 2008—09 recession. China reached pre-pandemic levels
of output in 2020Q2, and the US followed one year later in 2021Q2. Most other advanced
economies will probably follow later this year or, for example in the case of the UK, in 2022
(see Figure 1.6). It took the world less than half the time to recover to pre-crisis levels than after
the 2008 crisis.

Figure 1.6. Real GDP in selected economies: 2008-09 recession and COVID-19 pandemic
compared (2019Q4 and 2007Q4 = 100)
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Source: ONS, Eurostat, BEA, CAO, CNBS and Citi Research.
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Figure 1.7. Cumulative change in gross household saving in selected economies, as a
percentage of 2019 disposable income, 2020Q1-2021Q2
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All percentages denote the change relative to 2019 average levels as a % of 2019 total disposable income,
i.e. we do not adjust for different pre-pandemic trends.

Source: Eurostat, Bundesbank, INSEE, ONS, ISTAT, BEA, ABS and Citi Research.

The key driver of both downturn and rebound was and is private consumption. Where shops and
restaurants were closed and travel heavily restricted during lockdowns, households’ spending
opportunities vanished. While some of the spending was diverted to home office equipment,
food orders or movie streaming, aggregate consumer spending fell sharply and is now returning

to normal.

At the same time as consumer spending plunged, government support schemes such as
furloughing, beefed-up unemployment benefits, and grants for the self-employed and business
owners secured incomes. This led to large increases in overall household saving across advanced
economies (Figure 1.7). However, there are striking differences in the sources of saving: while
in the UK and continental Europe households were broadly able to maintain their disposable
incomes at 2019 levels, spending plunged, resulting in cumulative household saving which
amounts to 8-9% of the 2019 disposable income in continental Europe and even 13% in the UK.
US and Australian households were able to save as much as their UK counterparts, but a much

smaller part was achieved by actually cutting spending. Most occurred because income went up.

Not just households but also the corporate sector accumulated reserves during the crisis out of an

abundance of caution. However, unlike households, the counterpart of companies’ accumulation
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of reserves was a surge in borrowing at the start of the pandemic. That suggests that rather than
higher incomes or lower spending, liquidity hoarding was the driver, often in government-
subsidised and guaranteed bank loan schemes. Those firms which survive the pandemic now
have to decide whether to return it to lenders, or whether to invest. Traditionally, in some
economies, businesses’ accumulation of deposits tends to lead economic activity by around three
quarters and currently points to strong growth well into 2022. Figure 1.8 shows this for the
Eurozone: faster year-on-year growth in deposits (as measured by real-terms M1) is associated
with faster year-on-year GDP growth three quarters later. In other economies such as the US or

the UK, this relationship is not as stable, but nonetheless plausible in these circumstances.

Figure 1.8. Real M1 (3Q forward) versus GDP growth (YY %): Eurozone
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Note: Real M1 = growth rate of short-term deposits of households, firms, governments and ‘other financial
institutions’ (i.e. non-banks), adjusted for consumer price inflation.

Source: Eurostat, ECB and Citi Research.

If households and firms deploy their excess reserves to spend and invest, chances would be good
that the losses in consumption and investment during the pandemic can be recovered swiftly. In
particular in Europe, households have forgone a lot of spending which they may now want to
make up for. That would reduce scarring and could snowball into a self-sustained recovery. It
could even push trend growth above pre-pandemic levels, which would make the additional

public debt burden, which is the other side of the reserve build-up (see Section 1.6), easier to
carry.

However, there are also reasons to be cautious on the chances that these reserves will be

deployed for more consumption and investment. For firms, the unusual accumulation via
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borrowing suggests a high chance that they will simply be unwound via repaying loans. And for
household savings, which in Europe were accumulated almost entirely by cutting spending,
those who spent most disproportionately saved the most. Most of the savings therefore accrued
to wealthier households with a low propensity to consume (Citi Research, 2021). Of course,
there may be scope for some extra, delayed spending, but since social spending (restaurants,
theatres, travel) was cut the most, it will be difficult to recover it all. That is different in the US,
where savings were accumulated mainly via generous unemployment benefits and checks, which

accrued to all households evenly.

So in Europe especially, instead of going on more extensive travel or buying bigger cars,
households may invest excess savings in financial assets and real estate, driving up asset prices
rather than real economic activity. Likewise, companies may return excess reserves to their
creditors or shareholders, or engage in mergers and acquisitions rather than invest. Putting the
excess savings, which were ultimately taxpayer funded, to a productive use is one of the key

challenges for economic policymaking in the post-COVID era.

Policies to encourage such an outcome could include redistribution towards where the
propensity to spend is the highest — for example, by raising taxes on wealth, inheritances or
profits to fund public investment, as the current administration is trying to in the US and the IMF
is recommending (International Monetary Fund, 2021). It could also be policies that encourage
spending, such as steeper depreciation schedules for investment in tax law, or temporary VAT
cuts, or policies that discourage saving, such as strengthening welfare nets. Low interest rates
should discourage saving, too. Conversely, policies that encourage saving could be
counterproductive. These include incentives to invest in real estate or financial assets or tax cuts

for those with higher incomes and wealth.

We stress that all of these policies could have unwanted side effects. For example, low interest
rates could be ineffective if savers simply respond by saving into riskier products. There is some
evidence that negative interest rates even encourage rather than discourage saving if households
have certain saving targets, such as a particular retirement income, which is harder to reach with
low interest rates. The optimal mix of policies will differ from economy to economy depending
on the starting point. In economies with strong welfare systems but high debt, Ricardian effects
could be strong, so strengthening fiscal sustainability by cutting back future state spending may

be more effective in reducing private sector savings.

In sum, there is a chance that the rebound in activity post-lockdowns can morph into a genuine,
self-sustained recovery. Households and companies have built up reserves which they can use to
spend and invest. Even higher trend growth than before the pandemic is possible, if savings flow
into the real economy rather than financial assets. Governments should carefully consider

policies that could make this desirable outcome more likely.
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1.4 Hitting supply constraints

Demand is evidently returning, especially in global goods trade. Trade volumes recovered to
pre-crisis levels years faster than after the global financial crisis. Factory orders in the US and
Germany have been running at 10% above pre-pandemic levels for nearly a year now as demand
rotated away from services to goods (see Figure 1.9). However, the post-COVID rebound would
have been a lot stronger and faster if supply had been more able to keep up with demand. There
is by now pervasive evidence in the data that supply constraints are holding back activity and
snowballing into fading confidence. This is easily visible, for example, in the widening gap

between factory orders and production in the US and Germany (Figure 1.9).

Figure 1.9. Factory orders and manufacturing output: US and Germany (real terms, February
2020 = 100)
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Source: Destatis, Census Bureau, Federal Reserve and Citi Research.

Shortages of specific products, such as certain semiconductor components for cars, pose
particular problems, as do directly pandemic-related disruptions, such as port closures.
Disruptions and capacity shortages in global shipping are visible in the extraordinary rise in
container freight rates (Figure 1.10), which have risen fivefold since early 2020 and are now

double the previous high seen this millennium, in 2005.
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Figure 1.10. Harper Petersen freight rates (January 2001 = 1,000)
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Source: Harper Petersen and Citi Research.

But it is not just the direct impact of the pandemic (such as containers in the wrong places, ports
in lockdowns and computer chip manufacturers switching production from car supplies to
consumer electronics during the lockdown) which explain the massive supply chain disruptions.
Global manufacturing had already entered the pandemic in a state of recession and years of
capacity reduction, following China’s slowdown, US trade wars and Brexit. Capacity was
probably below normal demand already and would have required new investment. This capacity
repair was further delayed by the pandemic. As a result, global manufacturing and logistics are

being hit by a double whammy of sharp spikes in demand paired with reduced capacity.

Supply shortages and supply chain disruptions show, for example, in lengthening supplier lead
times in global purchasing manager surveys. In the US (Figure 1.11) and elsewhere, delays in
delivery are spreading at a record pace. Another sign of supply—demand mismatch is in the
depletion of manufacturers’ inventories of finished goods, which are at all-time lows (see Figure
1.12 for the German example). A recent survey of German manufacturing firms by the Ifo
Institute found that in response to unreliable supply chains, especially smaller and medium-sized
firms are increasing warehousing at every step of the supply chain, which aggravates the
shortages in the build-up phase (Flach et al., 2021). This affects production, and contributes to
the struggles of supply to keep pace with rising demand.
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Figure 1.11. ISM manufacturing supplier lead times: US (50 = neutral)
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Figure 1.12. Manufacturers’ assessment of finished goods inventories: Germany (% balance)
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Unfortunately, this supply—demand mismatch looks set to continue for some time. Many global
manufacturing firms are currently advising that production levels are unlikely to advance much
beyond those achieved in the first half of the year, due to the supply shortages. Significant
improvements will only be possible in 2022. On the one hand, this creates downside risks with
ripple effects to other parts of the economy. On the other hand, companies will have to invest in
capacity, resilient supply chains and restocked inventories, which should support a strong global

manufacturing and trade upswing for several years.

In sum, in the second half of this year, supply constraints in manufacturing are likely to taper the
growth momentum. In an optimistic scenario, this merely delays the recovery and triggers
additional investment in the meantime. In a negative scenario, lower profits leave a sustained

mark in firms’ balance sheets and weigh on growth for a longer period.

1.5 Inflation is overshooting

In the meantime, inflation is making headlines, with prices rising at rates that are high by the
subdued standards of this millennium (so far). Consumer price inflation is above 5% in the US
and above 3% in the Eurozone and the UK. To a large degree, these high rates reflect base
effects (that is, the mere fact that many prices were exceptionally low last year) and price
normalisation, as well as the above-mentioned temporary supply shortages. Price normalisation
still potentially has a long way to go. Globally, consumer prices remain about 2% below where

they would have been at this stage had the pre-pandemic trend continued (Figure 1.13).

High inflation is usually not a prime concern following a deep recession. A legacy of high
unemployment and broader slack in the economy tends to take time to be absorbed and instead
weighs on wages and thus prices in the meantime. In principle, this is no different after the
COVID crisis, although the rise in unemployment is so far somewhat concealed. If we combine
those who became unemployed, those who remain on government furlough programmes and
those who left the labour market altogether since the start of the pandemic, ‘shadow’
unemployment rates in the summer of 2021 are still between 2 (Spain) and 13 percentage points
(UK) above their December 2019 levels in major western industrialised economies (Figure
1.14).

We expect these measures of slack to come down quickly over the coming months if the
pandemic remains broadly under control. Indeed, in some economies and some sectors, there are
signs of labour shortages as the economy reopens. In the US and the UK, for example, overall
vacancies not just recovered but jumped more than 30% above pre-pandemic levels this summer
(Figure 1.15), even though especially the latter still has a far smaller economy than before the

pandemic. In continental Europe, there are fewer reports of shortages, but vacancies have also
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returned to pre-pandemic levels. Clearly, stronger wage growth due to shortages would

constitute an upside risk to inflation.

Figure 1.13. Consumer price index: US, Eurozone and China (seasonally adjusted, 2019 =
100)
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Figure 1.14. ‘Shadow’ unemployment rates, Summer 2021
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Figure 1.15. Job vacancy indices (2019 = 100)
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A full absorption of all the ‘unemployed’ workers is likely to take time as long as economies
operate below pre-crisis levels overall and due to economic reconfiguration, especially in
economies with less flexible labour markets, such as in continental Europe. In the US and the
UK, there are signs of vacancies levelling off as labour market support programmes are wound
down and workers return to the labour market. We expect furloughing to fade and participation
to recover (indeed, the breakthrough for teleworking during the pandemic has a huge potential to
increase labour supply globally and to do to western services what globalisation has done to its
goods production). With economies still below pre-crisis trends, formal unemployment is likely

to rise or to not come down further. This should weigh on wage growth for some time.

Even if the labour market does not generate sustained wage pressure, we cannot rule out that the
COVID crisis will leave a less disinflationary environment than ‘normal’ recessions, mainly
because it was such an asymmetric shock to supply. This implies quite different risks at least in
the short term and conceivably also in the long term. Relative to our fairly subdued inflation

forecasts, these risks are probably skewed to the upside for a number of reasons:

= Unlike in 2008—09, house price growth has surged during the pandemic (Figure 1.16)
which could feed back into higher consumer prices. This reflects a number of factors such as
fiscal support (e.g. UK stamp duty holiday), low interest rates, people seeking more space

due to teleworking and increased savings (see Section 1.3) and is likely to continue for a
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while. Higher house prices affect some inflation measures directly and others indirectly — for

example, via costs for associated goods and services.

Figure 1.16. House prices: US, UK and Eurozone (YY %)
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Figure 1.17. Households’ one-year inflation expectations: US, UK and Eurozone
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= Inflation expectations could perpetuate the current surge. Periods of high inflation, even
if driven by temporary factors, can perpetuate themselves if households and companies
revise up their inflation expectations. In the US and to a lesser degree in Europe,
households’ short-term inflation expectations have been rising sharply, driven by higher
observed inflation (Figure 1.17). While short-term inflation expectations tend to lag actual
inflation, they do lead to wage growth, so the rise could have an effect on wage demands as
well as firms’ perceived pricing power. Both could lead to permanently stronger price
dynamics. However, so far there is less evidence of rising long-term inflation expectations.
We also note that purchasing intentions remain subdued in the UK and German GfK
consumer confidence surveys, which we would not expect if households expected the

current price hikes to persist.

= The green transition could drive up many prices. A major event, with potentially
important economic and inflationary consequences, will be the COP26 meeting in Glasgow
in November. A summer of extreme weather events globally has once again made clear the
challenge the world is facing in slowing climate change and the potential costs if it fails to
achieve this. In our view, the pandemic has helped bring the vulnerability of the world to
environmental challenges up the agenda, which will now benefit the fight against climate
change. However, to ensure that it can continue to prosper in the long run, the global
economy will have to internalise the damage current activity is doing to future prospects.
The EU Commission has warned, for example, that its 27 member states will have to invest
an extra 2% of GDP every year until 2030 to cut greenhouse gas emissions by 40%
compared with 1990. This extra spending will need to be offset by higher taxes and cuts
elsewhere. We expect higher carbon prices and other indirect taxes to play a major role in
reducing emissions. Already, Europe’s traded carbon price, which only applies to
manufacturing, power companies and airlines, has doubled during the pandemic (Figure
1.18), reflecting high demand but also anticipation of future cuts in supply. Germany this
year extended carbon pricing to the energy sector, introducing a €25 per tonne price in
January which increased overall CPI inflation by 0.3-0.5 percentage points and is scheduled
to rise to €55 by 2025 (and probably earlier if the Greens take office following the recent
election). The EU is currently considering a carbon border adjustment tax, which would
increase the price of imported goods from non-compliant countries (for a discussion in a UK
context, see Chapter 8). We can expect carbon pricing to play a major role in the global
response to the climate crisis and directly drive up consumer prices. (Carbon pricing and

other issues around green taxes in a UK context are discussed in Chapter 8.)
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Figure 1.18. EU Emissions Trading System carbon price (euros per tonne)
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To a degree, higher inflation is welcome in advanced economies. Where central banks have been
struggling to fight off deflation threats, higher inflation expectations increase the effectiveness of
their policy tools by lowering real rates for any level of nominal rates. However, the tipping
point from welcome higher inflation to an unwelcome challenge to macro-stability could come
earlier than people expect. Inflation is a tax on consumption which hits hardest those households
which consume the most relative to their incomes, i.e. poorer people. Central banks may react

with higher interest rates, which would cut the recovery short.

In sum, supply—demand mismatch, rebuilding profit margins, hot real-estate markets, sensitive
price expectations and the green transition all point to higher inflation rates for some time.
However, as long as economies have not returned to pre-crisis trend levels of output, and labour
supply rebounds as furlough programmes end and people return from inactivity, the probability

of too-low inflation remains just as high as that of too-high inflation.
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1.6 The other side of the coin: how will
governments repair their balance sheets?

The coming 12 months are likely to be marked by a shift in fiscal policy in many, but not all,
economies. In 2021, most governments are still generously supporting businesses and workers
affected by the public health measures introduced in response to COVID-19. In fact, fiscal
support on aggregate across advanced economies has become even more generous. Budget
deficits have remained at similar levels to 2020 despite the rebound in GDP, which means in

structural terms they have even widened and provided tailwind to economies.

However, many governments are planning to phase out support measures such as furloughing
schemes, topped-up unemployment benefits and grants to business as official health restrictions
end. In addition, health expenditure is expected to recede as vaccination campaigns slow and
hospitals are no longer overwhelmed. As governments prepare their 2022 budgets, they are
generally aiming at much lower budget deficits. On our forecasts, the global fiscal impulse (i.e.
the change in government deficits adjusted for the cyclical change) will be deeply negative in all

major economies in 2022 (see Figure 1.19).

Figure 1.19. Change in structural fiscal balance (% of world GDP) for selected economies
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Despite this shift, the return to more balanced budgets is unlikely to be as abrupt as it was in
most economies after the 2008—09 financial crisis. Deficits will remain larger than pre-pandemic
although we expect output gaps to vanish. In Europe and in the US, the fiscal focus is shifting
from consumptive government expenditure to public investment and strengthening the welfare
state. Fiscal largesse is helped by the fact that, despite central banks’ policy normalisation
discussions, government borrowing costs continue to trend lower, especially in real terms. The
US government borrows for 10 years at 1.5% (40bp less than in late 2019), the UK at 1%, Italy
at 0.8%, Japan and France at 0.1% and Germany still at —0.2% at the end of September 2021.
Such low interest rates make large debt piles more easily sustainable than in the past and invite

politicians to use the extra wiggle room.

Many western governments are making use of these low borrowing costs to ramp up public
investment, not only as a cyclical macro-stabilisation tool, but also to close a perceived

structural public infrastructure gap.

Figure 1.20. EU recovery fund allocations (% of GDP)
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The EU has started disbursements from its €750 billion (in 2018 euros) NextGenerationEU
facility. This not only increases EU-level expenditure by two-thirds over the current 2021-27
budget cycle, but for the first time allows the EU to borrow and thus use the budget as an
intertemporal macro-stabiliser. Around 40% of the funds is to be allocated to the green transition
and at least a further 20% to digitalisation. Key beneficiaries of the fund will be poorer EU
member states in the south and east of the bloc (such as Croatia and Italy — see Figure 1.20), who
will also have to implement significant economic reforms as a precondition to receiving the
money. In many of the 27 member states, EU-funded investment will be accompanied by

national initiatives.

In the US, the Biden administration and the Democrats are trying to push through a $1 trillion
(0.5% of GDP) infrastructure investment package over 10 years ($550 billion in new spending)
through both houses of Congress. Chances of it passing eventually are high with significant
bipartisan support. However, a larger battle could loom for a $3.5 trillion (1.8% of GDP) social
spending package later this year.

Compared with the aftermath of the 2008—09 financial crisis, the narrative in the markets and in
global economic and financial institutions regarding public debt has changed. After the financial
crisis, large government debt was seen as a risk to financial stability and thus an impediment to
economic confidence and growth. Now, global institutions such as the IMF or OECD see a lack
of public spending and investment as a key threat to growth." Especially with central banks at
the lower bound of their policy space, fiscal policy has a greater role in macro-stabilisation than
in the past. For the coming years, that reduces the risk of a repeat of the years of austerity which
weighed on global growth between 2011 and 2014. Instead of taxpayers (via tax hikes) or
recipients of public services and transfers (via austerity), it seems most likely that the cost of the
pandemic will ultimately be borne by government creditors (via low interest rates over a very
long period of time). This is sometime referred to as ‘financial repression’ but is in the current
context arguably the most efficient solution to restore the economies’ aggregate balance sheet

without too much damage to growth.

However, the pendulum could swing back fast, at least in some economies, when fiscal rules
come back into focus. In the US, the debt ceiling requires Congress to discuss the level of public
debt periodically. In particular, if the Republicans regain control of one of the two chambers of
Congress in the 2022 mid-term elections, this could become a focal point for fiscal retrenchment
as it did in 2011. In the EU, the Stability & Growth Pact will kick back probably in 2023 and
require governments to reduce deficits below 3% and debt levels below 60%. Even stricter fiscal

rules also exist at the national level in some Eurozone member states such as Germany.

! See, for example, International Monetary Fund (2021).
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Switzerland is another country where the constitution will oblige the government to ‘pay back’
the extra debt accumulated during the crisis. Chapter 4 discusses some options for new fiscal
rules in the UK.

It should be stressed that such considerations are likely to be even more dominant in emerging
markets, where institutions do not command the same trust and credibility as in advanced
economies. There, de-anchored fiscal policy can disrupt domestic financial stability more easily
and trigger balance of payments crises. For example, in China, where the recovery is arguably
most advanced, the government has already stepped on the brakes in order to preserve financial

stability.

In sum, the risk of a fiscal backlash as after the 2008—09 crisis is low. The extraordinary support
during the pandemic will be largely phased out over the coming months. However, deficits will
stay higher than pre-pandemic as governments step up public investment. Longer-term though,
the debate about fiscal anchoring is likely to return in Europe and the US, while emerging

markets’ fiscal space is more limited anyway.

1.7 Can central banks tighten policy?

Among some central bankers, there is unease about high levels of government debt. With their
short electoral cycles, governments have an incentive to pursue inflationary policies. After
decades of interest rates falling from cycle to cycle, the fact that nominal interest rates can be
higher than the nominal growth rates, and that this would make it more challenging to keep debt
sustainable, has faded from memory. One concern is that the effective duration of government
debt has fallen, making debt more sensitive to changes in short-term, central-bank-controlled
interest rates. Indeed, central banks now own a large part of outstanding government bonds in
the advanced world (see Figure 1.21, and also Chapter 3). They have thus converted long-dated
government debt into variable-interest-rate short-term overdrafts. That could make public
balance sheets vulnerable to interest rate hikes — and indeed will do unless interest rate raises are

accompanied by improvements in the outlook for government receipts.

Some central bankers are worried they will come under political pressure in some circumstances
not to hike interest rates in order to keep government borrowing costs low, i.e. ‘fiscal
dominance’. That may influence their thinking about when and how to withdraw monetary

stimulus, to avoid getting into that situation.
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Figure 1.21. Central bank’s share of sovereign bonds outstanding: US, Japan, Eurozone and
UK
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Figure 1.22. Rolling six-month change in central bank balance sheets (US$ billion)
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Regardless of the fiscal connection, the coming 12 months will see some withdrawal of
monetary support. Initially, this will mostly be subsiding QE (quantitative easing) flows from the
Fed, the Bank of England and the European Central Bank (ECB). We expect the Fed to start
tapering purchases by $15 billion per month from December, the Bank of England to stop net
purchases altogether by the end of the year and the ECB to complete its Pandemic Emergency
Purchase Programme by March 2022 and then only continue with the much smaller pre-
pandemic Asset Purchase Programme. While the Bank of Japan with its yield curve control and
the Swiss SNB with its foreign exchange interventions might still add some liquidity, from the
fourth quarter of 2022 we should not expect much from the large central banks any more (Figure
1.22).

Global short-term interest rates will probably take a little longer to move. Some smaller central
banks, such as New Zealand’s RBNZ and Norway’s Norges Bank, will soon start or have
already started hiking rates. The Bank of England may be next (current Citi expectation for lift-
off is February 2022). However, the US Federal Reserve looks unlikely to join them before the
end of 2022. The Bank of Japan and the European Central Bank will not be in a position to hike
in the near future. In emerging markets, many central banks are expected to start hiking
gradually from this autumn, but this is likely to be offset by some prominent cuts and unlikely to
have much bearing on global financial conditions. Figure 1.23 shows, for instance, that the
global central bank policy rate is not expected to rise until the end of next year, and then only

gradually over the forecast horizon.

In sum, most central banks will proceed very cautiously towards the exit from their
extraordinary monetary support during the pandemic. Global interest rates will hardly move
from their extremely low levels until the end of next year. Still, the risk of financial turbulence is

non-negligible, especially as central banks taper asset purchases over the coming months.

Figure 1.23. Global central bank policy rate (%, US$ GDP-weighted)
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Source: Haver Analytics, IMF and Citi Research.
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1.8 Conclusion

The post-lockdown rebound momentum is past its peak. Global supply shortages and other
bottlenecks will slow growth and boost inflation for the rest of the year. Recurring waves of the
pandemic pose downside risks, although the amplitude of their economic impact should be a lot
smaller due to vaccination programmes and economic adjustment. However, once the supply
shortages are addressed, there is still a lot of pent-up demand to be met, which should support
further growth globally. The vaccination laggards should be catching up. The reserves
households and companies have accumulated during the pandemic have the potential to lift
spending and investment above pre-pandemic levels for some time. A lot will depend on
whether these reserves are diverted into the real economy instead of financial assets and real
estate. This is something that governments could assist with: by encouraging spending (by
reducing taxes on consumption, for example) and by discouraging saving (for example, by

providing stronger social security nets).

Base effects and supply—demand mismatch during reopening have driven inflation to high levels
by the standards of recent years. While there are some risks that what should be a temporary
spike becomes more permanent, we see at least as much risk that slack in the economy — in the
worst case compounded by premature withdrawal of policy support — drives inflation rates
below central bank targets again. Still, a turning point has been reached as governments’ and
central banks’ extraordinary economic support during the pandemic comes to an end. Budget
deficits will likely remain above pre-pandemic levels and central banks will tread very carefully
before raising interest rates. Overall, we expect global growth to be strong this year and next and

revert to pre-pandemic trend levels thereafter.

References

Citi Research (2021), ‘Europe’s post-Covid savings glut’, 25 June.

Flach, L., Groschl, J., Steininger, M., Teti, F. and Baur, A. (2021), ‘International value-added chains — reform

needs and opportunities’, in German, for Konrad Adenauer Foundation.

International Monetary Fund (2021), ‘IMF World Economic Outlook April 2021°.

© The Institute for Fiscal Studies, October 2021



46 The IFS Green Budget: October 2021

2. UK economic outlook: the

future isn’t what it used to
be

Ben Nabarro (Citi)

Key findings

1 The UK economy is in the midst of a sharp — but incomplete and wildly
imbalanced — recovery. A better public health outlook, easing restrictions and
the extension of fiscal support have all underpinned a faster economic
reopening in recent months than was anticipated at the start of the year.
However, the UK economy still remains one large recession short of its
pre-COVID trajectory. The rebound also remains compositionally narrow
—and contorted by sectoral and regional imbalances: demand is exceeding
supply in some (widely publicised) areas of the economy but lagging it in many
others.

2 From here, we expect accumulated household savings to provide only a limited
boost to growth. As government support is wound down, firms and households
will also feel income effects of the shortfall in activity in aggregate for the first
time. We expect a combination of lingering public health concerns,
income losses and supply impairments all to drive a further fading of
growth momentum over the winter. In our view, a sustained and complete
economic recovery remains far from secure.

3 A profound economic adjustment looms. Economic activity during the
pandemic has been characterised by astounding asymmetries. While some of
these effects have eased as the economy has reopened, many appear
increasingly persistent. Household consumption remains 10% down in
social categories, for instance. Firms in transport and storage expect sales
to be around 5% higher in the long term as a result of the pandemic, but
hospitality firms expect them to be 4% lower. Many firms now seem to be
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expecting and preparing for a different economy in the years ahead,
pointing to a protracted period of reconfiguration.

4 Brexit will compound the challenge. Adjustment before 2020 seems to have
been put off as a result of continued EU market access and the weakness in
Sterling. New-found frictions have added to supply disruption in recent months.
Early evidence also now points to the beginning of a period of acute
structural change within UK trade. Among goods, we expect the pivot away
from EU suppliers and clients to accelerate. Services remain a more notable
concern. Professional services exports into the EU have lagged in particular in
recent years: exports of professional services to the EU were around 30% of
the total in 2021Q1 versus 44% in 2016Q1. We expect these effects to worsen
in the years ahead, meaning a likely net drop in overall UK services exports.

5 The labour market is the lynchpin of the recovery. While demand has
already reconfigured sharply during the pandemic, fiscal support has precluded
similar adjustments within the labour market. Sales have shifted across sectors
at a much faster rate than has employment, with cumulative excess job
reallocation since 2020Q2 24% below the equivalent figure for sales. The
result has been an increasingly ‘contorted’ recovery. From here, we expect
some of these pressures to begin to unwind. Vacancies should ease back as
hiring associated with the economic reopening is completed. Adjustment
should now accelerate, with the end of furlough and easing uncertainty
facilitating a broader recovery in labour mobility. Our forecasts see
unemployment increasing to 5.5% in 2022Q1 as furlough unwinds and
more return to the labour force. This may fall back only slowly in the years
ahead with matching issues, a capital-intensive recovery and an increase in the
effective tax burden on labour from next April all likely to mean the labour
market lags rather than leads the recovery.

6 Recent wage growth has primarily reflected sector-specific labour
shortages, rather than economy-wide wage pressures. Record demand in
sectors such as transport and food processing have driven sectoral wage
settlements well into the double digits. However, overall pay settlements
remain broadly in line with their pre-pandemic range. For now, we continue
to think some of these pockets of upward pressure will ease back as supply
improves — but a relative revaluation of skills now seems likely. With output
forecast to lag the pre-pandemic growth path on a persistent basis, we might
expect an emergence of additional labour market slack and lower wages in the
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years ahead. We expect real household disposable income growth to fall by
0.1% in 2022-23 as living costs increase.

7 Inflation is set to increase sharply in the second half of 2021, with annual
CPI forecast to peak at 4.6% in April 2022. For now, the drivers here seem
transitory. Energy and base effects are likely to push up inflation, as are trade
disruptions and imported inflation. These effects could prove sticky, but should
ultimately dissipate. The larger risk remains a more persistent domestically
driven price surge. For now, the risks here remain more contained.
Accelerating inflation is currently being driven by just a handful of
primarily imported goods, with services inflation, in particular, more
subdued. We also do not expect the labour market to prove sufficiently tight in
aggregate to drive up costs on a more persistent basis. Elevated unit labour
costs instead seem more likely to drive job losses rather than wage
pressures.

8 However, inflation expectations are more of a concern. If these begin to
shift up, firms may be willing to accept higher wages and offer higher prices —
creating the potential for a genuine wage price spiral. Going into the
pandemic, inflation expectations were at rather than below target levels — in
contrast with both the US and Eurozone. Upwards pressures across firms,
households and financial markets are increasingly evident, and acute labour
shortages might heighten the risks. However, as transitory inflation likely gives
way to disinflation, upside risks in the coming months may also shift to the
downside in the medium term. The latter could prove even more difficult to
combat.

9 With the economy likely to reconfigure over the coming 18 months, the link
between the speed and ultimate scale of the recovery is greater than normal. A
faster recovery could see COVID-related scarring (i.e. the permanent
economic damage done by the pandemic) limited to just 1-1.5% of GDP,
versus 3% under the OBR’s March 2021 scenario. A slower recovery could
mean larger hysteresis effects and greater permanent losses. Brexit will, in our
view, continue to weigh on UK capacity. Combined with our assessment of
COVID-19 impacts, this means that we expect the economy to be 2'2%
smaller in 2024-25 than under the OBR’s pre-pandemic (March 2020)
forecast.

10 Continued policy support may yet be necessary to secure a complete
economic recovery. A simultaneous recovery in both supply and demand
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provides a basis for policy to ‘lean loose’. In this environment, supply is likely
to be more responsive to demand conditions than normal, meaning
capacity is likely a little greater than perhaps suggested in official data.
Arresting momentum in the recovery could also risk a larger permanent output
loss, given the stronger link between scarring and the speed of the recovery. In
the near term, higher inflation expectations create a risk that may subsequently
require concrete action to contain. But, for now, we think policy should err on
the side of providing more rather than less support.

11 With monetary policy space also heavily constrained, policy must now plan
for fiscal capacity to play a greater role in macroeconomic stabilisation.
This is likely key if policy is to be able to respond effectively in crises to come.

2.1 Introduction

The UK’s economic recovery from the COVID-19 pandemic has proven rapid but so far
incomplete. After a sharp rebound as the economy reopened, output stalled around 3.5% short of
2019Q4 in July, and roughly 6% short of its pre-pandemic trajectory. With COVID-19 still
likely to weigh directly on economic activity over the winter, we expect the recent loss of
momentum to prove, at least partially, persistent. We expect output in Q4 to remain around 4%
short of its pre-pandemic path — equivalent to a large recession. With fiscal support winding

down, this implies a more challenging period for firms and households ahead.

The medium-term economic recovery is likely to hinge on adjustment. Both Brexit and COVID
constitute sudden, large and likely persistent structural shocks. In some areas, insolvencies and
write-downs are likely as support is wound down. In others, strong sectoral growth is also likely
to meet imperfect supply — driving bottlenecks and shortages. Already, we have seen some
dramatic changes in the structure of demand through the rebound. This has driven some
inflationary pressures as the supply side of the economy has been held in place. We expect this
to change in the months ahead, with supply likely to recover as income support is wound down.
For now, this suggests looming inflationary pressures in the second half of 2021 should begin to
ease back. The key risk here is inflation expectations — if these shift up, there will be a

meaningful risk higher inflation could become entrenched.

Our forecast sees real GDP growing by 6.9% in 2021 and 4.4% in 2022. While near record rates,
these numbers would still suggest a persistent shortfall in activity compared with its pre-COVID
trajectory, with output only exceeding its pre-COVID level in 2022Q2. In our central forecast,
which assumes a £15 billion annual fiscal loosening beyond what is currently planned (unlike

the central forecast in Chapter 3, which assumes no such loosening), GDP in 2024-25 is set to

© The Institute for Fiscal Studies, October 2021



50 The IFS Green Budget: October 2021

be below 1.4% lower in nominal terms than under the Office for Budget Responsibility (OBR)’s
pre-pandemic (March 2020) forecast. In real terms, it is set to be 2.5% lower (Figure 2.1) —a
little more optimistic than the OBR in March, but more pessimistic than the Bank of England’s
most recent forecast (by 1.0% in 2023-24). Uncertainty here remains enormous, with output
exceeding its pre-COVID level, and remaining well below, both within a 90% probability
distribution. Under our baseline forecast, we anticipate a cumulative GDP loss of just under
£600 billion because of the pandemic between 2020 and 2025.

Below, we begin in Section 2.2 by discussing the near-term outlook for economic activity. We
then turn to some of the medium-term challenges for the recovery (Section 2.3), the outlook for
the labour market (Section 2.4) and inflation (Section 2.5). Section 2.6 looks at the potential
long-term economic legacy of COVID-19. Section 2.7 concludes and discusses the implications

for policy.

Figure 2.1. Real gross domestic product (GDP), 2008-25
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Source: ONS, Bank of England, OBR and Citi Research.
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2.2 Near-term activity

The economic recovery from COVID-19 we think is best considered as a four-episode process:
(1) lockdown adjustment; (2) a reopening ‘rebound’; (3) lingering caution; and (4) medium-term

adjustment.

The UK economy certainly rebounded strongly in the first half of 2021 as restrictions were eased
and the UK moved from stage 1 to stage 2 — growing 5.5% in Q2 (in real terms). However, GDP
remained 3.3% below its pre-pandemic (2019Q4) level’ in July and 5.5% below its pre-
pandemic trajectory — close to the peak-to-trough fall during the Great Financial Crisis (—5.9%).
While we expect some further catch-up over the forecast horizon, COVID will continue to weigh
directly on economic activity over the winter — compounding a marked slowdown in economic
momentum. Below, we begin by discussing the drivers of the rebound the UK has observed in
the first half of 2021, before moving on to discuss the lingering effects of the pandemic and the

risks as income support is wound down.

A faster rebound

Output in the first half of 2021 surprised us, as well as the UK’s official forecasters (the OBR
and Bank of England (BoE)), to the upside, with two primary reasons for this better-than-

expected performance.

First, output fell by less than expected in the first quarter of 2021. We had expected output to fall
by roughly 5% quarter-on-quarter as a result of strict nationwide lockdown measures announced
on 4 January; the BoE and OBR expected reductions of around 4%. However, output actually
fell by just 1.4% — with activity 21% higher in January 2021 than in April 2020 despite broadly
comparable restrictions. Improvement here reflected cumulative economic adjustment to life
under lockdown.” Improvements at the start of 2021 particularly reflected strong performance in
non-consumer-facing sectors that have traditionally supplied consumer-facing services, but have
adjusted to supply other sectors,® and a smaller fall in public sector output than in the first
lockdown in 2020 — particularly among health services. While welcome, it also perhaps suggests

fewer benefits to come as the economy reopens.

This figure is adjusted for the 1ppt wedge between monthly and quarterly GDP to reflect changes in the tax burden.
These have generally pulled GDP down compared with its pre-COVID level, over and above the movements in
gross value added (GVA) (Saunders, 2021).

During ‘lockdown one’, many firms — especially in manufacturing and construction — adapted to new COVID
requirements. Over the winter, further adjustment primarily reflected innovations within consumer-facing sectors
as restrictions coincided with the height of the Christmas shopping season.

The severity of the GDP hit from the first lockdown reflected the ‘downstream’ character of consumer services —
and their intensive use of output produced elsewhere. For a discussion on these characteristics, see Haskel (2021a).
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Figure 2.2. Monthly gross value added versus pre-pandemic levels (% change relative to
February 2020)
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= Production

Construction

Services — private non-traded
= Services — private traded
mmm Services — housing/finance
mmm Services — public

Note: The vertical line indicates the point at which out-turn data end and the forecast begins.

Source: ONS.

Second, the subsequent rebound in economic activity through Q2 also proved unexpectedly fast.
Rapid disbursement of the vaccines combined with surprisingly high efficacy has allowed a
more rapid easing of restrictions than expected at the start of 2021. This has been accompanied
by buoyant household and business confidence,” with the extension of fiscal support on 3 March
also likely providing some support. However, growth has remained narrow: private and public
consumption drove 6.1 percentage points (ppt) of the 5.5% GDP growth in Q2, with trade and
investment weighing in the opposite direction. That suggests that this is not yet moving to a full

cyclical pick-up. Alongside a faster reopening, some of the second-order effects of the (narrow)

GfK unemployment expectations, for example, fell back to pre COVID levels between January and April. Personal
financial expectations have reached new post-GFC records while the services PMI suggested the highest level of
business optimism for the coming 12 months through Q2 since 2006. Source: IHS Markit PMI and GfK.
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recovery also seem to have percolated through to suppliers more quickly.® This is primarily the

result of low inventories, but also implies fewer ‘reopening’ dividends to come.

Importantly, we do not think these data yet imply a more complete or sustained recovery.
Instead, the upside surprise seems indicative of a faster realisation of many of the ‘easy’ gains
associated with economic reopening. A rough analogy could be that economic output tends to be
greater on a Monday than a Sunday. We may have reached Monday a little sooner than we

expected, but this should not be taken to imply a better week ahead.

Learning to live with COVID-19

The UK’s post-COVID recovery has moved from stage 2 (a reopening rebound) to stage 3
(lingering caution) in recent months. The initial boost associated with the economic reopening
has faded sharply. GDP growth fell to a snail’s pace (0.1% MM) in July. While some re-
acceleration is likely through August and September, the faster economic data have rolled over,
indicating much weaker growth in the months ahead. In sectors such as manufacturing and
construction, record growth in work backlogs suggests binding supply constraints. These should
fade through the second half of 2021. In services though, the picture seems to have been more
balanced — with both supply and demand beginning to fade.® From here, we expect elevated

COVID cases to continue weighing on the recovery — sapping momentum over the winter.

The direct economic consequences of the pandemic depend on three factors: (1) the spread of the
virus; (2) the impact of associated non-pharmaceutical interventions; and (3) the response of
private (and public) economic actors. We condition our baseline forecasts on the assumption
widespread lockdowns are avoided through the rest of 2021 and beyond — though this will
remain a risk (see Box 2.1). However, evidence from 2020 suggests that the virus can continue
to have a notable impact via its impact on sentiment and activity. We expect these effects to

continue to weigh.

There are two points worth noting here.

® The services Purchasing Managers’ Index (PMI) exceeded levels in 2020Q3 throughout 2021Q2. These ‘diffusion
indices’ measure the breadth of sequential growth rather than the overall scale of the rebound. The fact these
exceeded their 2020Q3 level even when growth was much lower suggests to us a more widespread improvement —
suggesting these effects percolated through value chains to a greater degree. Source: [HS Markit PMI.

For example, the services PMI survey for August pointed to fading growth in outstanding work as well as output
and new work. By contrast, the manufacturing and construction PMIs have continued to note an accelerating
accumulation of new work, even as output has fallen back.

6
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Figure 2.3. Average daily contacts (% deviation from February 2020) and virus reproduction
rate (R number, % deviation from 1), 2020-21
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First, the more contagious Delta variant means that vaccines alone will likely remain insufficient
to keep case numbers contained if social and economic conditions normalise.” The ‘r0’ rate — the
reproduction rate of the virus absent any immunity and or behavioural adjustments — is now
estimated to be between 5 and 9 according to the US Centers for Disease Control and Prevention
(CDC, 2021). Recent Public Health England estimates imply a number of around 7 (Public
Health England, 2021). This would — absent any behavioural adjustments — imply around 85%
of the population need ‘blocking immunity’ to keep case numbers contained. However, recent
data on the vaccines suggest that at best these offer only around 80% blocking immunity
(SAGE, 2021Db). Natural immunity seems in general a little weaker. In other words, even if you
vaccinated an entire population, there could be enough ‘breakthrough’ infections to mean that
even this may not be sufficient to keep case numbers contained. Indeed, the widespread
vaccination evident in the UK to date seems to have been sufficient only to offset the impact of
more transmissible variants; the underlying relationship between social contact, and the

reproduction rate of the virus and case numbers otherwise seems broadly intact (see Figure 2.3).

Ty daily contact rates were to return to around 10, compared with their current range of 3-5, several SAGE
scientists have previously argued that this would likely lead to a spike in cases that is sufficiently large to put the
NHS under severe pressure (SAGE, 2021a).
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This points to a continued risk of an increase in cases in the months ahead — though rates of

severe disease should continue to fall back.

Second, current evidence suggests high case numbers will continue to drive a cautious response
among consumers and firms, weighing on the recovery. In last year’s Green Budget, we noted a
large portion of adverse economic impacts of the pandemic seem to have been the result of
voluntary social distancing rather than the restrictions themselves (for a summary, see Bricongne
and Meunier (2021)). These effects were repeated in September and then again in December and
January of last year, with mobility and consumption falling back as case numbers once again
accelerated (Van Roye and Orlik, 2020). While individual fears of contracting the disease have
fallen at the start of 2021, most survey data continue to point to lingering caution — even with the

vaccines.®

These effects could dissipate as individuals once again become more used to higher rates of
social contact. However, more likely we think is that some uncertainty will continue to weigh.
For one, the link between cases and hospitalisations has been attenuated by the vaccines, but not
eliminated — with the ‘hospitalisation rate’ now around 3% compared with 8% over the 2020/1
winter.? Further, we think there remain some key health concerns that are unlikely to be resolved
over the coming months. There remains substantial uncertainty about the long-term
consequences of contracting COVID-19 (‘long COVID’), for example (ZOE COVID Study,
2021). There is also substantial uncertainty regarding the long-term cognitive impact of the virus
(Hampshire, 2021; AAIC, 2021). Recent studies have suggested growing doubt about the
durability of the protection offered by vaccines (Pouwels et al., 2021); and while vaccination
programmes are likely to reduce the risk of future lockdowns in the UK, this is not true globally.
This chimes with the view of the Bank of England, which in August revised its modelling to
reflect its assumption that the virus is likely to weigh directly on economic activity for longer

(Bank of England, 2021f) — though we suspect views here remain somewhat optimistic.

The implication of the arguments above is that full economic normalisation is still some months
away. Instead, either some lingering caution limits economic activity (and case numbers), or

more economic activity and associated increases in cases will still weigh on sentiment and drive

The latest YouGov data continue to show 42% of the UK population remain concerned about catching COVID —
compared with 49% in the summer of 2020. ONS data also show 49% of adults remain worried about the impact of
COVID, versus 60—64% in the summer of 2020, with nearly 20% also reportedly uncomfortable leaving their
homes. Polling released by YouGov in July also suggested 70% of those who went clubbing before the pandemic
are uneasy about doing so now and 42% are uneasy about returning to the pub. While the vaccines have attenuated
some of these concerns, they have not yet been eliminated. Instead, Bank of England survey data from early June
suggested that a net balance of 15.6% of households still planned to spend less as a result of virus concerns,
compared with only 6.5% who planned to spend more overall. (See YouGov (2021), Nolsoe (2021) and ONS
(2021).)

Calculated by dividing the number of confirmed cases by the number of hospital admissions 10 days later — metric
set out by SPI-M-O (2021).
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an accelerating behavioural response. Some of these effects already came to the fore in July, as
consumer spending began to ease back as COVID cases accelerated (see Figure 2.4). The
vaccines should still mean that we can do more and that we might be able to avoid resorting to

harsh lockdowns. But lingering caution is still likely to have a notable effect.

Figure 2.4. CHAPS household spending, 2020-21 (February 2020 = 100)
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Source: ONS, Bank of England.

The duration of these effects remains subject to considerable uncertainty. Historically, influenza
pandemics have tended to be two- to three-year events (Goss, 2021), though this is primarily as
the virus has mutated into a less severe form. In the case of COVID, this risked proving a
somewhat protracted process. However, with widespread vaccination and new treatments
(including an oral anti-viral), we think this remains a reasonable guide for the UK. A majority of
households and firms expect it will take over a year until life returns to normal'® — though the
number worried about the impact of COVID day-to-day is also falling. Firms are a little more
optimistic, with the median expectation of the Bank’s Decision Maker Panel survey suggesting

COVID-related uncertainty to be resolved by June 2022. We err on the optimistic side,

19 ONS Opinions and Lifestyle Survey,
https://www.ons.gov.uk/peoplepopulationandcommunity/healthandsocialcare/healthandwellbeing/datasets/coronav
irusandthesocialimpactsongreatbritaindata; Bank of England Decision Maker Panel Survey, August,
https://www.bankofengland.co.uk/decision-maker-panel/202 1/august-2021.
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conditioning our forecasts on the assumption that these direct effects dissipate fully through the

spring and early summer of 2022.

Under our central forecast (shown in Figure 2.5), we expect real GDP growth to slow sharply
over the coming quarters as a result of these effects, with quarter-on-quarter growth of 1.5% in
Q3, 0.9% in Q4 and 0.6% in the first quarter of 2022. This would still imply a 4% gap to the pre-
pandemic growth trajectory in 2022Q1. The future path of the pandemic is of course unknown,
and this could turn out to be overly optimistic. A downside scenario, based on more pessimistic

assumptions over the future course of the virus, is discussed in Box 2.1.

Box 2.1. ‘Pessimistic’ economic scenario: a winter lockdown

Given the continued global spread of the virus, our downside scenario is based on the emergence of a
vaccine-resistant strain and the re-imposition of strict lockdown restrictions in Q4. The conditioning
assumptions would be: (1) a three-month lockdown in Q4, similar in severity to that in 2021Q1; (2)
return of furlough; (3) additional quantitative easing (QE); (4) the return of the Bounce Back Loan
Scheme (BBLS); and (5) a more gradual recovery as mRNA vaccines are once again adapted to

manage the impact of this new variant, though the risk of further such mutations would likely remain.

Figure 2.5. Real GDP in central and ‘pessimistic’ scenarios, 2008-25
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Broadly, we would expect a sharp fall in output given the scale of the rebound in Q2 and Q3 of 2021.
However, the level of output would still likely prove a little higher than in Q1 — reflecting ongoing
economic adjustment. Firm failures may be greater given balance sheet impairments to date. The
subsequent recovery may therefore prove somewhat slower — with a larger increase in unemployment. We
expect labour market hysteresis effects (i.e. lasting adverse impacts on productivity and employment)
would likely be greater. Following one vaccine escape event, the risk of further such episodes would
likely be seen as greater. This would likely drive a more protracted period of elevated uncertainty —
weighing on investment. This would also increase the risk of more extensive economic reconfiguration, as
changes in practice became more embedded. Scarring, in this scenario, would therefore likely be larger,

with more permanent damage to the UK’s capital base. (See Figure 2.5.)

Winding down support

The UK authorities have deployed fiscal policy at an unprecedented (peacetime) scale — adding
£371 billion in additional discretionary fiscal support for 2020—-21 and 2021-22 (see Chapter 3).
While this has not protected every household or firm from losses, it has largely been sufficient
across the whole economy to plug the hole in private income resulting from the pandemic. This
can be seen in Figure 2.6: the support provided via COVID-19 income support and other public
spending has more or less matched the shortfall in private incomes. This does not mean every
household or firm has seen their income replaced. But in aggregate it has acted as a firewall
between the pandemic-induced drop in economic activity and private incomes. This has played
an important role in insulating sentiment and activity.

This supportive matrix is also now being wound down. The furlough scheme expired at the end
of September. Other measures, such as reduced VAT rates on hospitality and recreational
services, are also now being tapered away. The precise scale of some of these reductions will
depend on the extent of any further fiscal support announced in the Budget. But absent another
lockdown, any additional measures seem more likely to be focused on public services spending
— offering a less immediate backstop to private income. From Q4, aggregate incomes now look
set to internalise at least some of the economic losses associated with the shortfall in activity for
the first time since the start of the pandemic.
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Figure 2.6. Private income shortfall versus discretionary COVID-19 support
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Source: ONS, OBR.

Figure 2.7. Cumulative insolvencies (thousands), 2018-21
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In many respects, the decision to wind down pandemic income support is welcome. These
measures are largely supply rather than demand policies — supporting the existing economy but
preventing reconfiguration. Continuing with the same approach risks weighing on supply when
changes in structure now seem destined to happen (as we discuss below). However, this is
unlikely to prove painless. Output is likely to remain somewhat weak in many areas. The income
effects of the shortfall in activity will, for the first time in the pandemic, be effectively
internalised by households and businesses, rather than being replaced by government support.
Already, insolvencies have accelerated above their 2019 level in the first half of 2021 — having
lagged in 2020 (see Figure 2.7). More seem likely over the coming months. Data from Begbies
Traynor, for example, suggested 650,000 firms remain in significant financial distress in Q2
(Begbies Traynor, 2021). Important restrictions on insolvency proceedings — such as limits on
winding-up petitions — will also be removed from the end of Q3 (for discussion, see Williams
(2021)).

The question is how this may now feed back into the economic recovery. Until now, incomes
have been protected while only a subset of the pre-COVID economy has been in demand.
Dialling down some of this support is now likely to encourage reconfiguration and free up
capacity. However, the loss of income and the increase in firm insolvencies also risk weighing
on demand. The risk of simultaneous moves in both supply and demand means that the balance
of the recovery — which currently appears relatively tight — risks shifting quickly. The relatively
large share of firm liabilities accrued during the pandemic that are owed to other firms increases
the risks here — as firm failures could weaken other firms’ balance sheets as well as sentiment
(see Section 2.3).

We expect any lingering weakness to remain highly sectorally asymmetric. As support is wound

down, this poses two more specific risks:

= Effective demand failure. If liquidity is sufficiently disrupted, a growing share of firms and
households could face binding credit constraints (Woodford, 2020).

= Supply chain propagation. A highly asymmetric reduction in output can drive an outsized
impact on demand when production in more affected areas of the economy heavily
complements that in others. In this case, the shutdown of a sector also drives wider

reductions in demand (Baqaee and Farhi, 2020a).

So far, high levels of income replacement have kept both risks at bay. The potential for
something like an effective demand failure also now seems relatively low — credit conditions are

likely to remain relatively easy and future swings in output more moderate.

However, when areas not affected by COVID-19 concerns are poor substitutes for those that are,

the supply chain propagation can still mean an outsized reduction in output. These effects can
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weigh on consumer demand overall if they are thought to be temporary (Guerrieri et al., 2020).
Similar effects can also compound the hit to output via supply chains. Disruption in one part of
the economy — if a complement for others — can spill over onto other sectors and end up having

an amplified effect on overall output (Bagaee and Farhi, 2020a).

The supply chain propagation in particular may still have a role to play in the months ahead.
These sectoral linkage effects seem to have played a greater role in UK economic cycles than
previously thought. Recent research suggests these dynamics have proven common in the United
States (Cesa-Bianchi and Ferrero, 2021; Baqaee and Farhi, 2020a, 2020b). Applying the same
methodology" to the UK, we find evidence of similar effects between 1997 and 2019. Both
aggregate demand and supply shocks have rarely been composed of uniform moves across all
sectors. Supply shocks (driving output down but inflation up) have actually tended to depress
prices in around 38% of sectors — more than the 33% implied by US data. Weak supply, for

many sectors, has actually tended to mean weak demand for a period.

These sectoral linkage effects have already played an important role so far during the pandemic
(Haskel, 2021a). To the degree public health concerns remain, these have tended to weigh most
heavily on ‘downstream sectors’ that use intermediate inputs intensively. Continued weakness
among consumer services in particular therefore risks driving an outsized demand reaction.
Many of the supply disruptions that also seem to be increasingly disrupting production —
especially in areas such as road haulage and manufacturing (Kucuk et al., 2021) — also risk

similar effects. For the time being, we assume these dynamics to be a downside risk.

Summary

Taken together, these factors suggest the strong rebound in Q2 should not be taken as indicative
of a robust medium-term recovery. A better public health outlook, easing restrictions and the
extension of fiscal support have delivered a faster economic reopening than we had initially
expected at the start of 2021. But a resurgence of COVID-19 already appears to be arresting
some of this momentum, and a marked gap in output is still likely to persist as income support is

wound down. Withdrawing pandemic-era support — while sensible — will not come without risk.

"' Structural shocks are identified using the same statistical approach as in Uhlig (2005). Variables included are real
GDP and sectoral deflators. These shocks are then used as regressors within sector-specific models to see whether
output and inflation have generally moved in line with aggregate changes, or contradicted them.
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2.3 Emerging headwinds: why the recovery
may not yet be secure

COVID-19, like previous pandemics (Keogh-Brown and Smith, 2008), has had highly uneven
economic effects. Economic performance has varied dramatically across sectors and regions.
This can be seen in Figure 2.8, which shows a measure of sectoral dispersion in changes in
economic production (as measured by gross valued added, or GVA). A higher value indicates a
greater degree of dispersion across sectors. During 2020, this measure jumped to a level far
above anything seen over the 30 years previously, as some sectors shut down entirely while
some others were largely unaffected. Some of the most acute asymmetries have eased as the

economy has rebounded, but only partially.

We expect lasting changes in the composition of final demand and the way in which firms plan
to deliver it. Dispersion in firms’ sales expectations for the 12 months ahead is still around 50%
above levels seen pre-pandemic (Bank of England, 2021d). The impact of COVID on firms’
long-term growth expectations also varies sharply. We expect this will complicate the recovery,
with lasting economic reconfiguration likely to occur alongside a bumper unwind of pandemic-
era support, and a more protracted set of economic challenges. Below, we begin by discussing
four specific challenges for the economic recovery, before turning to the implications for the

labour market and inflation in Sections 2.4 and 2.5 respectively.

Figure 2.8. Sectoral dispersion: standard deviation of sectoral change in gross value added
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Note: This measure of sectoral dispersion is based on changes in the share of total output comprised of a
given SIC two-digit industry. This measures the change in a given sector’s share of total output over an
eight-quarter period, and then takes the standard deviation of the resulting changes. The implication is that
if the economy has remained compositionally identical to that eight quarters previous, this measure should
read zero.

Source: Vlieghe (2020); ONS.
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Why household saving is unlikely to save the day

Household consumption is central to the UK recovery. Having rebounded strongly as the
economy has reopened, optimism has grown that a speedy unwind of the £200 billion (9.8% of
annual GDP) in excess household savings accumulated during the pandemic may now

turbocharge the recovery. We remain sceptical. There are four factors to consider here.

The first is the degree to which elevated saving to date reflects households’ anticipation of a
better public health environment ahead. Potentially the strongest argument for a large near-term
boost is if excess household saving reflected a deferred demand effect — with households holding
onto income in anticipation of the end of the pandemic (akin to waiting for a VAT cut). These
effects — we suspect — have likely been limited by the disproportionate impact of the pandemic
on services. Consumption here is harder to substitute across time."? Indeed (aggregate demand)
downturns driven by durable goods have tended to result in stronger recoveries than services- or
non-durables-driven equivalents. In the first case, there is ‘pent-up’ demand to be made up
(Beraja and Wolf, 2021); in the latter case, there is not. In the second half of 2020, as household
expectations for the resolution of COVID-19 were gradually pushed back, consumers instead
seemed to rotate towards consumer durables and away from services. This boosted output then,

but implies a more limited deferred demand boost now and in future (Broadbent, 2020a).

The second question concerns the degree to which accumulated savings reflect a shock to
income or a boost to wealth. In the case where more of the boost to saving is perceived as an
income shock, one would usually expect more of the boost to saving to be unwound relatively
quickly, with 20-25% of accumulated savings unwound over a three-year period, five times the
equivalent figure for wealth (around 5%)."* It is harder to be definitive on this question, with the
answer likely to hinge on household perceptions. Circumstances are unprecedented and
conceptually ambiguous. But at least on a cross-national basis, the UK’s prospects may be
somewhat weaker here. In the US, for example, more of the saving reflected a genuine increase
in income. In the UK, it is more a story of reduced spending (see Figure 2.9). We think this

makes it more likely that UK savings are thought of as a shock to wealth.

12 We can observe this from differences across household consumption components in response to the 2008 cut in
VAT. This tended to boost durables consumption, while services spending in particular actually fell. Similar

effects have been observed elsewhere — see Buettner and Madzharova (2021).

13 These are indicative Citi Research estimates based on a permanent income hypothesis, and our own estimate of the

UK Euler equation. Estimates for a wealth shock are similar to those produced for the US — see Christelis et al.
(2015). For the impact of an income shock, we use a conventional Euler equation framework similar to that used
by the Bank of England in COMPASS. This would suggest between 5% and 20% of a transitory income boost
would be spent — similar to results from Kaplan and Violante (2009). However, real-world evidence has suggested
a larger effect — with studies by Shapiro and Slemrod (1995, 2003) suggesting between 22% and 40% of those
receiving the temporary tax rebate in 1992 spent it. We think 25% over a three-year horizon is a reasonable if
slightly optimistic conclusion, given the greater share of higher-income households to whom the majority of the
additional funds have been accrued.
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Figure 2.9. Household disposable income and consumption in the UK and US (index, gross
disposable income, 2015 = 100)
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Source: ONS, BEA, Vlieghe (2021).

Figure 2.10. Household saving by income decile (% net balance), 2020-21

40
35
30
25
20
15
10

Net balance (%) reporting saving
more than pre-pandemic

1st quintile 2nd quintile 3rd quintile 4th quintile 5th quintile
(lowest income) (highest income)

Income quintile
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across each income quintile, comparing the first half of 2021 with the period before the pandemic.

Source: Bank of England NMG Consulting, Franklin et al. (2021).
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Third, with saving disproportionately driven by reduced rates of social consumption, associated
savings have largely accrued to higher-income households (Figure 2.10). This reduces the
overall marginal propensity to consume. A regressive distribution also implies a smaller share of
these savings have been accrued by liquidity-constrained households. In contrast, in the US, the
increase in saving has been largest amongst lower earners (see, for example, Farrel et al. (2020)),

suggesting a larger boost in consumption to come.

Last, rapid policy normalisation may also now prove a headwind to significant dissaving. The
increase in household saving during the pandemic mirrors increases in public borrowing. In a
world of strict Ricardian equivalence, one would expect the near-term economic boost to be
zero. In reality, these effects are rarely comprehensive (Rohn, 2010). But when policymakers
signal a near-term tightening very soon after the initial shock, we think these dynamics could
have an important role to play.'* Both the UK monetary and fiscal authorities have signalled a
rapid policy normalisation in the years ahead. The implication of both steps is to increase the
average debt burden that households and firms fear may now fall due inside their planning

horizon, increasing the incentive to save.

Given all this, in our central forecast we expect 8% of accumulated saving during the pandemic
to be spent over the coming three years (the Bank of England (2021g) estimates 10%). The rest
will likely find its way into the UK housing market. The rebound here has been large, but thus
far unaccompanied by a large increase in mortgage lending — reflecting we think a higher rate of
deposit funding (Bank of England, 2021c¢). Consumption is still likely to drive the recovery,
contributing just under 3ppt of total growth in 2021 and a further 4.4ppt in 2022. However, this

primarily reflects savings rates falling back to their equilibrium level.

For the medium term, the bigger question is likely to be where this new equilibrium household
saving rate settles. The Bank NMG survey suggests many still expected to spend less, rather than
more, going forward."® Broadly, we expect some lingering caution to mean the household saving
rate stabilises at a level slightly higher than before the pandemic, but still below long-run
averages (Figure 2.11). It is worth noting that these lingering precautionary effects are likely to
be significantly less than if income support during the pandemic had been absent — with

‘consumption scarring’ limited by extensive income support (Malmendier and Shen, 2018).

4 One exception is Ascari et al. (2010), who show that under certain demographic assumptions Ricardian
equivalence can also become unstuck. See also Woodford and Xie (2020).

15 Results from July suggest a net balance of 30% planned to spend less, 9ppt of which was the result of virus
concerns (Bank of England, 2021f).
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Figure 2.11. Household saving rate (%), 2009-25
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Is the UK economy reconfiguring?

Is the UK economy converging on its pre-pandemic state or transitioning to a ‘new normal’? We
think the latter is more likely. Persistent direct pandemic effects increase the risk of more lasting
shifts, especially as support is wound down. The initial rebound from the pandemic has also

proven highly asymmetric, suggesting lasting changes to come.

As we noted above, the initial rebound from the easing of pandemic-related restrictions has been
driven largely by a recovery in household consumption. Demand here recovered sharply in the
second quarter of 2021, growing by 7.2%. However, asymmetries that had characterised
household consumption earlier in the pandemic seem to have persisted. Non-durable goods
consumption in 2021Q2, for example, remained 4.9% above levels in 2019Q4. In contrast,
discretionary services appeared to have lagged 2019Q4 levels by 31%, essential services by 9%.
This is perhaps unsurprising with the economy only partly reopened, but timelier data continue
to suggest lasting differences, after the point when restrictions have been lifted. For example, the
CHAPS card spending data continue to point to weaker social spending, with these data still
roughly 10% below February 2020 levels in mid August 2021 despite supportive seasonal
effects (see Figure 2.4). The Barclaycard data show similar changes, with dispersion in
consumption growth falling marginally as the economy has reopened (Figure 2.12). Both still

suggest sectoral dispersion at record levels.
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Figure 2.12. Barclaycard household consumption (% change year-on-year versus 2019)
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How much of this is virus driven and temporary, and what could prove more persistent? Over
the coming months, we expect pandemic-related fears to continue to weigh on travel and some
hospitality spending — in the latter case after a strong summer rebound. Seasonal effects here are
also likely to be extenuated by virus concerns — adding to dispersion. However, we also expect
some compositional shifts to outlive the direct impact of the pandemic. More persistent changes
around working from home in particular imply lasting reductions in some areas of services
spending. The latest Bank Decision Maker Panel survey suggests firms expect persistent
increases in home working following the pandemic — with the average number of days per week
increasing from 0.5 before the pandemic to an expected 1.2 in the long term."'® Commuter
transport services accounted for roughly 3.5% of total spending before the pandemic'” — with
some clothing spending also likely related to commuting. We expect spending in these areas to

emerge permanently smaller. Similar shifts could be compounded by a more persistent rotation

1® This is calculated by taking the share of firms expecting home working for different numbers of days of the week.
Data are based on Bank of England (2021b).

"7 This figure is derived by taking household spending on the purchase and operation of personal vehicles, and
spending on rail and road transport services, and discounting each by the share of journeys that are completed for
commuting purposes. Household consumption data are taken from the ONS. Rail transport use data are taken from
the Office of Rail and Road passenger rail usage statistics — which suggest around 50% of all rail journeys are
related to commuting. Vehicle spending is discounted by the share of commuting journeys measured via the
National Travel Survey.
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to online retail too. Footfall here has lagged at around 80% of pre-pandemic levels since the
April reopening, with the share of online retail sales also increasing from 19% before the

pandemic to 26% in July according to the ONS retail sales index.

As well as changes in the sectoral composition of the UK economy, a geographic shift seems
likely too. The recovery in mobility and footfall has been uneven: retail and recreational visits in
Cornwall are between 55 and 90% above normal levels, while in Greater London they are 30%
below."® Some of this may be reversed as more conventional commuting patterns, students and
international tourism return. But some other evidence we think points to more-lasting changes.
In 2020 there was a 12% increase in the number of inner London residents moving to elsewhere
in the UK, for example.'® Evidence from the housing market points to a potentially more durable
shift — with these decisions costly to reverse. The sharp rebound in housing transactions in the
second half of 2020 has been highly asymmetric — favouring larger homes outside of city centres
in particular (Partridge, 2021). Data from e.surv, for instance, show sharp divergences between
house price growth in inner versus outer London, with house prices falling 6% in the year to
April 2020 in the former, but growing 7.4% in the latter (e.surv Chartered Surveyors, 2021).
Halifax data outside of London suggest a similar story, with house price growth since March
2020 18% lower in city centres compared with surrounding areas.”’ Data on demand for public
services seem to suggest a permanent shift away from city centres, with applications for primary
school places in particular down 6.7%, 9.5% and 6.8% respectively in central London,
Birmingham and Bristol for the academic year 2021-22 (Staton, 2021). All of these trends could

of course reverse, but some changes in where (as well as what) households demand seem likely.

Looking from a firm perspective, the Bank of England Decision Maker Panel survey also
showed considerable dispersion in firms’ expectations for long-term sales. Some sectors (e.g.
finance, transport and storage) expect to emerge larger in the longer term because of the
pandemic. Others, such as hospitality and administrative support, expect to be smaller. Output is
also expected to be marginally lower in the longer term in the largest urban centres (—1.0ppt), but

2.6ppt higher in rural areas (Figure 2.13).

"8 Source: Google community mobility reports.

19 Between 2013 and 2019 on average 88,000 people moved from one area of inner London to another, while another
100,000 moved to outer London and 90,000 moved elsewhere in the UK. During 2020, these figures shifted, with
small reductions in the number moving to other parts of either central or outer London, but a 12% increase in the
number moving elsewhere in the UK (ONS Internal Migration Statistics, 2020).

20 Source: https://www.ft.com/content/5968d25¢e-12d8-4e1d-900e-18067459¢7a0?share Type=nongift.
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Figure 2.13. Expected long-term impact of COVID on sales
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Source: Bank of England Decision Maker Panel Survey, Broadbent (2021).

Firm formations also suggest many are now preparing for a different economy. Historically
these have proven a reliable indicator of future economic cycles, with increases in firm creation
a signal of improving hiring and investment (Bishop et al., 2009). This time, the appropriate
interpretation is likely different. While overall firm foundations have been very strong — between
60% and 120% above their 2019 level — these have been highly uneven — with a Herfindahl—-
Hirschman index across different sectors suggesting a sharp jump in sectoral concentration since
the start of the pandemic. They have also been falling sharply in recent months as the economy

has reopened.

Rather than reflecting an improving overall picture, we think these changes more reflect changes
in economic structure. In recent months, firm formation has been strongest in sectors such as
construction, wholesale, retail and manufacturing, and weaker in consumer services for instance.
Looking within the headline sector groups also shows substantial changes. For example, firm
registrations in the wholesale and retail sector were around 120% above March 2019 levels in
March 2021. However, registrations in ‘retail sale via mail order’ were up 365% in March 2021
versus March 2019 (Duncan et al., 2021). There were similar jumps in sports equipment and pet
care businesses. These formations could of course reflect temporary changes in demand rather
than more lasting ones. But this would require firm failures now to be concentrated in the same

subsectors that led formation and, for now at least, these data are suggesting the opposite.
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Figure 2.14. Growth in firm formation by sector, 2020-21
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Does Brexit still pose a risk to the recovery?

COVID is not the only structural shock buffeting the UK economy. The rapid transition to the
Trade and Cooperation Agreement poses some important additional challenges. Both shocks
have compounded one another in terms of their short-run adverse effect on trade. Flows with the
EU have fallen, but are unlikely to rebound sharply as conditions normalise — instead, there are
signs that further adjustment to the post-Brexit trading relationship, delayed by the pandemic, is

now beginning to crystallise.

Twin shocks to trade

Brexit and COVID have resulted in record trade disruption over the past 18 months.?’ Both
imports and exports fell by around 25% between December 2019 and April 2020 as COVID first
spread globally. In the months that followed, total UK trade also lagged the recovery in

aggregate activity. Services remain the key weak spot — with imports and exports here 21% and

21 To the degree both effects have compounded supply-side disruption, both effects may also have worsened the
demand response — increasing the incentive for consumers and firms to stockpile.

© The Institute for Fiscal Studies, October 2021



UK economic outlook: the future isn’t what it used to be 71

34% below their December 2019 levels, respectively, in July 2021. Goods trade also fell in
2020Q2, but was then bolstered by a strong global recovery and a further round of inventory
building in the run-up to the end of the transition period in December 2020. As in the run-up to
previous deadlines, these effects boosted UK imports more than exports. But both subsequently

fell sharply at the beginning of this year as the inventory cycle reversed.

Goods exports with both EU and non-EU countries have recovered since. However, both lag
international comparisons (see Figure 2.15). Research conducted by the UK Trade Policy
Observatory, which employs synthetic control methods similar to those in the 2019 Green
Budget (Nabarro and Schulz, 2019), suggests that UK exports to the EU remained 14% below a
counterfactual scenario in which the UK remained in the EU, with imports 25% down (Tamberi,
2021). At the end of August, 57.4% and 66.6% of trading firms experienced challenges with
exporting and importing respectively — the highest at any point since the start of 2021 (Business
Impact of COVID-19 Survey, wave 39). Of those firms continuing to report exporting
challenges, these effects are primarily attributed to the combined disruptive impact of Brexit and
COVID, rather than one alone (Figure 2.16).

Figure 2.15. G7 goods exports (indexed, 2017 = 100)
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Source: Various national statistical authorities and the ONS.
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Figure 2.16. Share of firms reporting exporting challenges, by reason
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Will UK trade bounce back?

We expect UK goods trade to continue to recover as more immediate disruptions dissipate. But
while Brexit stockpiling has weighed on trade at the beginning of 2021, the scale of these effects
appears to have been somewhat smaller than in the run-up to previous Brexit deadlines, with
COVID-related disruptions at the end of 2020 complicating firm preparations.”” Easing
disruption on the COVID side should allow a broader improvement. However, the implication of
the lower inventory build in late 2020 is that there are likely now fewer upside specific risks to
UK-EU trade in the months ahead.

Instead, we think the UK’s goods trade with the EU will underperform further as conditions

normalise. Eurostat data show a weaker recovery in UK goods exports to the euro area than the

N relatively large number of firms warned of low levels of preparedness right up until the final weeks. For
example, the Bank of England Decision Maker Panel Survey from December 2020 still showed only 4.9% of firms
claiming they were fully prepared, with 19.4% of firms saying they were only partially prepared. The PMI data for
December also showed a sharp increase in inventories, but a notable deterioration in supply chain efficacy.
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ONS data (Hughes, 2021). This is because the EU uses a ‘country of origin’ methodology to
account for changes in trade. This assigns imports based on the country that produced the
majority of the value added. Trade with the UK moved to this basis after the UK left the customs
union at the start of 2021. UK exports are instead still accounted for on a ‘country of dispatch’
basis — meaning that regardless of where a given item has been produced, an item dispatched
from the UK to the EU is still accounted for in UK trade. Higher UK estimates reflect flows of
goods produced elsewhere in the world into the EU via the UK. Post Brexit, these flows are
more likely to be uneconomical. In this respect, UK trade is likely to have benefited from
COVID-related disruption — with changes likely forestalled. As conditions normalise, we expect

UK trade estimates to converge on their EU equivalents.

Adjustments here are likely on the economic recovery in the years ahead. As we noted in last
year’s Green Budget, economic adjustment to Brexit was likely still largely to come at the
beginning of 2021 (Nabarro, 2020b). The 20% sterling depreciation in 2016 — without any of the
actual frictions this reflected — created a strong incentive to keep activity in the UK. As in the
case of other recent trade divergences, this had forestalled adjustment (Bank of England, 2018).

Some activity that has been sustained since 2016 is now likely to be written off.

We think there are signs that the predicted costs of Brexit are now beginning to crystallise. The
Trade and Cooperation Agreement, while securing zero tariffs, has done little beyond — adding
around 8ppt in tariff-equivalent costs to UK—EU goods trade on a long-term basis (Nabarro,
2020a). The persistence of these effects changes the way firms react compared with the largely
transitory impact of the pandemic (Koecklin, 2021). The latter generally drives broad reductions
in trade volumes, but not sharp changes in composition as firms try to hold onto market
footholds in light of better times ahead.” When disruptions are seen as more permanent, firms
may choose to exit certain markets — concentrating only in the most profitable areas. In recent
months, there has been a sharp jump in goods concentration for UK exports to the EU, but not in
goods exports to the rest of the world (see Figure 2.17). Data from the ONS’s Business Impact
of COVID-19 Survey (BICS) also point to lasting changes in the destination of UK trade, with
just under 2% of firms reporting every fortnight that they were pivoting away from exporting to
the EU since the start of 2021 with no similar moves evident in non-EU trade.? The Bank of
England’s Agents survey and the PMI surveys also point to EU consumers pivoting away from

UK suppliers.

23 The UK has historically learnt the hard way that market exit in international trade can result in long-term losses.
For example, this was a notable feature of the UK’s post-WW1 experience — see Findlay and O’Rourke (2007).
These effects also seem to have been more concentrated among smaller firms — with a larger shift among firms that
employ fewer than 50 people (BICS, wave 37).
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Figure 2.17. UK goods export concentration, EU and non-EU (index, November 2014 = 100)
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Note: Concentration is measured here using a Herfindahl-Hirschman index across items exported to both
the EU and non-EU countries.

Source: ONS.

Figure 2.18. Exports of legal, accounting, management consulting and public relations
services
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From here, services are the key area of concern. These have fallen sharply during the pandemic,
with total services exports down 23% in 2021Q2 compared with December 2019 and imports
also down 36%. The primary driver here has been COVID. This has weighed on services exports
whose provision depends on the movement of people.?” These effects continued to weigh into
August, with exports either reduced or precluded for 90% of trading education providers and
70% of travel providers according to BICS wave 37 data. These data should recover as COVID-
related fears ease through 2022 — though potentially not to their pre-pandemic level.

The bigger issue, in our view, is business and financial services. Output here has generally been
more robust during the pandemic, as many exports of this type are sold remotely. But growth has
also diverged between the EU and the rest of the world — with the latter much stronger. For
example, while insurance exports to countries outside of the EU increased by just under 20%
between 2019Q1 and 2021Q1, equivalent exports to the EU fell by 4.8%. Financial services
show a similar pattern, with export growth 4ppt lower within the EU than outside, as do
professional services, where exports to the EU fell 1.3% between 2019Q1 and 2020Q1, but grew
by 35% outside of the EU (see Figure 2.18). Among legal, accounting, management consulting
and public relations services, if exports to the EU had grown in line with their non-EU
equivalents — as was largely the case before the 2016 referendum — UK exports to the EU in

these sectors would be around double their current levels.

As we noted in 2018, the UK economy has honed a strong international position as an exporter
of high-value-added business and financial services in recent decades (Schulz, 2018). Here, the
Trade and Cooperation Agreement offered little support. Many firms here are now having to
deal not only with new EU rules, but indeed different member state rules (having previously sold
services under ‘country of origin’ provisions) (Borchert and Morita-Jaeger, 2021). Weaker
access is also now paired with fewer medium-term assurances. The dispute resolution
mechanism in particular allows both sides to reimpose tariffs unilaterally subject to an ex-post
review after 30 days. The UK has also mooted diverging with EU rules in a diverse range of
areas, from the regulation of personal data to capital requirements for insurers (Smith et al.,
2021). This increases the risk of further frictions in the years ahead. The specialised and
differentiated character of many business services means such uncertainty weighs more heavily

on competitiveness than elsewhere.

What does this mean for trade and the recovery?

We expect trade to lag rather than lead growth in the years ahead. A relatively sharp recovery in

imports is likely as domestic demand recovers. But for UK exports, we expect additional

% By this, we mean so-called mode 2 (consumption abroad) and mode 4 (foreign travel) — such as travel and
construction services.
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frictions under the Trade and Cooperation Agreement to pose a larger ongoing challenge. Most
estimates for the trade—cost elasticity (i.e. the responsiveness of trade flows to changes in trade
costs) suggest a value of between 4 and 6 (Simonovska and Waugh, 2011; Eaton and Kortum,
2004). Given the disproportionate exposure of highly specialised services, we think it is
reasonable to assume a value in the middle of this range, but also costs that accumulate more
slowly — with a high share of sunk costs likely taking many years to unwind. We assume a value
of around 5, but with three-quarters of the impact falling within our four-year forecast horizon.
Around a third of the total impact we think is also reflected in UK trade underperformance since
the beginning of 2019. By the end of 2025, we expect trade to be around 8% below the level
implied by pre-Brexit trade elasticities (and around 12% below its level in the absence of any
change in the UK—EU relationship).

For now, some of these Brexit impacts may have been masked by the scale of income support
provided during the pandemic. Looking at furlough rates across manufacturers, for example,
there seems to be a positive correlation between the furlough rates at the end of May, and the
scale of exports to the EU. As these changes begin to feed through in the second half of the year,
we expect this to slow the recovery — with the UK’s tradable sector likely to lag in growth terms
through 2022 and 2023.

In the years ahead, Brexit poses important questions concerning both growth but also economic
resilience. In recent years, a common narrative has been that trade adds to macroeconomic
volatility as countries become more sectorally specialised (Goldin and Mariathasan, 2014).
While this is certainly a risk, trade can also provide an important stabilising force by reducing
economic exposure to country-specific shocks — essentially allowing a greater degree of cross-
country diversification. Generally, the UK seems to have done relatively well in this regard
(Caselli et al., 2020). Trade with the EU has likely been instrumental here. Brexit may therefore
not only mean lower growth, but also greater macroeconomic volatility, with trade potentially
doing less to offset the impact of domestic shocks. This sits alongside other more specific

questions concerning food and energy security and the durability of capital inflows.

Are balance sheets strong enough to sustain an uneven recovery?

Cash was king during the financial crisis. Firms that secured liquidity invested more through the
crisis, and won enduring increases in market share thereafter (Joseph et al., 2019). The COVID-
19 pandemic is different. Greater systemic financial resilience and extensive monetary and fiscal
support have ensured liquidity in recent months. During the first three months of the pandemic,
large and small UK firms secured £33 billion and £20 billion in new lending from UK banks. In
the months since, small firms continued to borrow heavily, drawing on a further £24.4 billion in
net bank lending. Government guarantees have played a key role here. These were used

sparingly during the Great Financial Crisis: total lending under the ‘Enterprise Finance

© The Institute for Fiscal Studies, October 2021



UK economic outlook: the future isn’t what it used to be 77

Guarantee’ totalled just £1.8 billion. Government-backed lending during the pandemic has
totalled just under £80 billion.

With debt swelling as aggregate incomes have fallen, the key question now is solvency. Here,
damage on the private side is likely now less severe than might have been feared. Usually during
a downturn, firms first use up their own cash reserves and then move to access (more expensive)
external financing. However, during the pandemic, borrowing costs were kept low and corporate
deposits actually increased in tandem — leaving the aggregate balance sheet position unchanged.
Where (especially large) firms have also been able to secure new equity, this now leaves many

with stronger balance sheets.

The key concern now is the distribution, rather scale, of corporate debt, in our view. While
benign in aggregate, balance sheet developments vary sharply across sectors and firms. For
example, bank lending has now actually fallen to below its level at the start of the pandemic in
manufacturing (Figure 2.19). But in sectors such as hospitality and construction, net lending
remains elevated. Concerns remain higher here, especially among smaller firms. Bank of
England data show that around 4ppt more small and medium-sized firms in sectors such as
hospitality and transport were in financial distress in January 2021 than in 2020 (Bank of
England, 2021c). ONS BICS data suggest more small firms fear falling into difficulties too.?®
The Bank of England Credit Conditions and Agents surveys also suggest growing expectations
of write-downs among smaller firms in more challenged sectors (and a commensurate tightening

of lending conditions).

For now, we do not expect these challenges to weigh heavily on investment in the very near
term. While business investment remained 12.7% below its 2019Q4 level in Q2, intentions have
since recovered sharply. Bank of England Agent investment intentions have rebounded to their
highest level since 2007 in July, while the Accenture / IHS Markit business outlook survey
reported the strongest capital expenditure plans in six years. Reconfiguration in the years ahead
implies a wave of investment to facilitate structural changes in the UK’s capital base. The
composition of investment intentions points to similar shifts. Consumer services firms, for
example, exhibit record divergences between investment intentions for IT equipment (which
remain relatively strong), and land and buildings (which are relatively weak) (CBI Service
Sector Survey). Bank Decision Maker Panel and Agent survey data point to similar changes,
with firms planning to spend more on digital infrastructure, but less on physical stores and

offices. Sectors more adversely affected by the pandemic still plan to invest less too.?’

26 ONS BICS data show 10-15% of firms with less than 50 employees still believe they are at least at moderate risk
of insolvency, compared with 5-10% among their larger counterparts.

27 The Bank of England Agents survey from Q3 noted firms adversely affected by COVID continued to restrict
investment to ‘essential repair and maintenance’.
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Figure 2.19. Net bank lending and deposits by sector since the start of the pandemic
(£ billion), 2020-21
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However, these adjustments do not yet imply a strong medium-term investment recovery in our
view, with investment also likely enjoying a temporary boost associated with the ‘130% super
deduction’. Instead, if a more persistent upswing is to come, this will depend first on the strength

of firm balance sheets and second on the robustness of the recovery.

With respect to the first, the important question is less whether balance sheets are strong now,
but whether they prove strong enough in the years ahead in the face of accumulating headwinds.
Reconfiguration implies write-offs — potentially adding to firm user cost of capital. Losses
within commercial real estate pose particular risks here — with losses sometimes feeding into
greater caution within the financial sector itself (Di Tella, 2012). Increased working capital
could also weigh on investment as supply chains shift. Traditionally, such effects have tended to
weigh more heavily when balance sheets are initially weak (Benford and Burrows, 2013). For

now, we expect balance sheets to prove sufficiently robust to manage these challenges.

Persistently strong investment will also depend on speed of recovery. Here the outlook is a little
weaker. On the one hand, sectoral changes imply a relatively capital-intensive recovery overall —
potentially providing some support.”® On the other, growing insolvencies, combined with

balance sheet impairments, could act to weigh on sentiment and add to corporate risk premiums.

28 The August 2021 Bank of England Decision Maker Panel Survey, for example, shows that many firms expect
employment to fall by more than sales and investment.
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Key here is likely to be the speed at which the economy can reconfigure. On balance, we
continue to think this will take time, weighing on demand and investment incentives in the
medium term. In recent years, larger firms in particular have tended to use stronger balance
sheets to finance financial rather than real investment. This remains a significant risk in the years

ahead if the recovery proves protracted.

24 Back to the future: the challenges facing
the UK labour market

The labour market sits at the centre of the UK’s post-COVID economic recovery. Furlough has
thus far arrested the usual recessionary dynamics of lower output, falling employment and
depressed household incomes. The question now is whether these can be avoided as the
economy reopens and fiscal support is wound down (challenges around the end of the furlough
scheme are covered in further detail in Chapter 9). If so, this could mean a complete and self-
sustaining recovery. We examine such an “upside’ scenario in Box 2.2. But if unemployment
were to increase now, this may still imply a period of subdued output and precautionary

behaviour. We continue to see downside risks here as we move into 2022.

Labour market data are currently difficult to interpret. On the one hand, UK employment
remains just under 716,000 below its pre-pandemic peak, while estimates suggest that a further
1.2—-1.3 million workers remain either fully or partially supported by furlough at the beginning
of September.?? On the other hand, vacancies are now at record levels. There are also growing
reports of labour shortages and evidence of emerging wage pressures. We place more emphasis
on a cautious interpretation for now. In particular, we think labour demand and wage pressures
currently reflect the effects of a rapid but uneven economic rebound, rather than exhausted
labour capacity. With the composition of the UK labour market also changing sharply, furlough
has also weighed temporarily on aggregate supply. As both effects fade, we expect a margin of
spare capacity to still emerge — with unemployment increasing to 5.5% by 2022Q1 and wage

growth falling back.

The key challenge here remains economic reconfiguration. This suggests a bumpier unwind of
income support in the near term. It also suggests an increase in equilibrium unemployment as

available workers prove a poor match for those areas seeking to expand. In contrast to the Great

29 These data are based on the September HMRC release of sectoral furlough rates
(https://www.gov.uk/government/statistics/coronavirus-job-retention-scheme-statistics-9-september-2021). We
have updated these data to the start of September by indexing these sectoral furlough numbers to the more timely
BICS data on furlough rates by sector
(https://www.ons.gov.uk/economy/economicoutputandproductivity/output/datasets/businessinsightsandimpactonth
eukeconomy). These data suggest only a moderate fall between late July and early September.
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Financial Crisis, we think the recovery from COVID-19 is also likely to prove relatively capital
intensive, with the labour market lagging rather than leading the recovery. This would suggest
subdued wage pressures over the coming years as labour demand softens and supply gradually
recovers. Some matching issues and changes may generate some localised offsetting wage

pressures, but we think these effects are unlikely to drive sustained aggregate wage growth.

We begin below by discussing developments in the UK labour market during the pandemic so
far, before then turning to the dynamics of the recent rebound and some of the medium-term

challenges for both employment and wage growth.

Box 2.2. ‘Optimistic’ economic scenario: complete labour market recovery

The main upside scenario we envisage is one in which demand recovers in a manner that is both
stronger and more compositionally similar to that before the pandemic — for example, if COVID-19-
related fears dissipate more quickly. This could mean a smoother end of the furlough scheme, with
more workers reabsorbed by their original jobs. We expect this would also mean resilient household
sentiment, and stronger overall levels of demand. In this scenario, we think growth would likely be
stronger in the second half of 2021 and through 2022 and 2023, with lower employment and fewer
compositional changes meaning both a faster recovery and less damage to medium term capacity (see

Figure 2.20).

Figure 2.20. Real GDP in central and ‘optimistic’ scenarios, 2008—25
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Source: ONS and Citi Research.
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The story so far

The UK labour market has so far been effectively cushioned through the pandemic. Over the
past 12 months, the conventional relationship between GDP and hours worked has remained
broadly intact. However, both the Coronavirus Job Retention Scheme (CJRS) and the Self-
Employment Income Support Scheme (SEISS) have broken the associated link to
unemployment. Hence, while hours worked fell by 19.5% between 2019Q4 and 2020Q2, LFS
unemployment increased by just 117,000. This compares with a 1.5% reduction in hours worked

in the second half of 2008 and an increase in unemployment of 323,000 (Figure 2.21).

Figure 2.21. Changes in GDP, hours worked, unemployment and inactivity in recent UK
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Furlough has instead transformed reductions in hours into an increase in numbers ‘temporarily
away from work’. These increased from 2.5 million in 2019 to just under 9 million in 2020Q2.
At its peak, HMRC data suggest the CJRS supported as many as 37% of all private sector
employees, with SEISS also cumulatively supporting 2.7 million workers through the pandemic.
A standard Okun coefficient (which captures the relationship between unemployment and GDP)
of 0.4°° would have implied unemployment hitting 14% in 2020Q2 in the absence of policy

30 Haskel, 2021b.
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support, with around 3.4 million more people unemployed: similar (proportionately) to changes
in the United States (see Chapter 1).

In a typical recession, reductions in output drive employment, income and confidence lower —
propagating the economic weakness. Furlough has arrested this adverse feedback loop. First,
both the CJRS and SEISS have instead protected household incomes. Second, both have also
meant more workers have remained attached to their current employer, facilitating a sharper
rebound in supply. Regardless of the ongoing challenges, this has likely prevented a far larger
increase in scarring that would have been likely if support had not been forthcoming. If — as we

think — unemployment peaks at just 5.5% in 2022Q1, this will be a notable policy achievement.

However, substantial slack has still opened up. Unemployment, marginal attachment and the
number of involuntary part-time workers were still 269,000, 59,000 and 105,000 above their pre-
pandemic levels, respectively, in the three months to July. Our preferred augmented measure of
labour market slack®' remains 1.1ppt above its 2019 trough, but has fallen back somewhat in
recent months. Weekly labour force survey data at the end of June also show 2.1 million still
working fewer hours than usual as a result of the pandemic, with net additional desired hours
still back into consistent positive territory for the first time since 2017. While headline
unemployment has also been relatively contained, there has been a larger fall in employment.
During the first 12 months of the Great Financial Crisis (GFC), for example, employment fell by
635,000. During the current crisis, despite furlough, the fall has totalled 831,000 — with
employment in the three months to July still 716,000 below pre-pandemic levels. This has meant
the largest drop in participation rates (—0.8ppt) since the early 1990s. Some of this has likely
been recovered and utilised — with PAYE RTI payrolls adding a further 240,000 jobs in August
since the latest Labour Force Survey (LFS) data. However, this still only brings payrolled

employees back to broadly in line with the previous equivalent LFS data from July, not above.

We do not expect reductions in participation to prove permanent. Reductions in employment
have thus far have been focused among the youngest and oldest workers. Among younger
workers, many have moved into education (+316,000 since the start of the pandemic). We
expect many of these effects to reverse in the years ahead. There is greater uncertainty
surrounding the older group. On the one hand, work by IFS researchers suggests more now plan
to retire later, with savings marginally drawn down (Crawford and Karjalainen, 2020). Among
employees aged 60 and above who were made redundant, 58% were economically inactive 6
months later during the pandemic, compared with 38% before COVID-19 (see Chapter 9),
suggesting that the path back into work may not be smooth. This chimes with historical

experience where older workers have tended to take longer to return to both the labour force and

31 This measure combines conventional unemployment with those who are either marginally attached or are
involuntarily working only part time. This is similar to the ‘U-6" measure of broad unemployment used in the US.
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employment following redundancy.*” Time out of the labour force has also tended to mean
larger earnings impairments for older workers (HM Treasury, 2000). Strong house prices and a

higher proportion of owner-occupiers increase the risk to participation.*

However, downside risks here are balanced with upside ones elsewhere. In particular, there has
been a sharp fall in the number of women who are economically inactive owing to home care
responsibilities during the pandemic. Similarly, there seems to have been an improvement in
participation rates among groups that have previously identified as sick. In part, both effects may
reflect a smaller inflow into these categories, with affected workers instead self-selecting into
furlough (Adams-Prassl et al., 2020). However, flexible working arrangements could underpin a
more persistent increase here. By cutting commuting time, this may also drive an increase in net

desired hours.

Reductions in the working population are also likely less than initially feared. The suspension of
the International Passenger Survey during the pandemic created substantial uncertainty here.
O’Connor and Portes (2021) initially estimated as many as 1.3 million immigrants may have left
the country as a result of the pandemic. For now, the reality suggests that fewer have left than
these early estimates had suggested. Looking just at existing respondents, the actual losses
during the early period of the pandemic seem to have been around 500,000 (Thwaites, 2021;
Sumption, 2021). In the months since, the ONS (2021) has complemented previous survey data
with PAYE tax records which now suggest the number of foreign-born in the UK has actually
increased marginally, with moves in EU and non-EU migrants offsetting one another (Figure
2.22). On balance, we err towards thinking net losses here should be relatively limited. There
have also now been 5.6 million immigration applications from EU nationals — versus 6.8 million
EU nationals who were issued with National Insurance cards cumulatively between 2000 and
2019. We think this implies a relatively large share of EU nationals are likely to retain the option
to work in the UK if they wish, even if they are not necessarily here now.** We currently expect

a permanent net loss of between 100,000-200,000 EU nationals owing to the pandemic.

32 Between 2008 and 2020, 74% of 16~ to 29-year-olds and 72% of 30- to 49-year-olds had returned to employment
two quarters after becoming unemployed, compared with 62% of those aged 50+ (Cominetti, 2021). Similar
dynamics have been observed elsewhere — for the US, see Johnson and Butrica (2012).

33 Historically, higher levels of household mortgage debt have tended to mean households increase their labour
supply in the face of an income shock, rather than reducing it. They have also tended to mean some households
increase their labour supply in the face of an increase in interest rates (Bunn et al., 2021).

3 These and other differences between population estimates and the EU Settlement Scheme applications are
discussed by Lindop (2021).
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Figure 2.22. Measures of LFS population subgroups (million), 2018-20
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Source: ONS.

The implication of both of these arguments is that permanent reductions in labour supply as a
result of the pandemic for now appear contained. There is substantial uncertainty here, not least
because of the challenges the ONS has faced in collecting labour market data in recent months.
However, these risk understating labour market slack as much as overstating capacity. It has
proved difficult — for example — to collect responses from renting households, including many of
the younger workers who have been most adversely affected by the pandemic (ONS, 2020;
Cribb et al., 2021). This may have also been an initial factor in the underestimation of the

migrant population — with the ONS struggling to find new responses from this group.

A contorted rebound

Labour demand rebounded strongly as the economy reopened. In January, total vacancies stood
at just 611,000 — 25% below pre-pandemic levels. In the months since, these have recovered to
953,000 in the second quarter of 2021 — more than 10% above their 2019 peak. Vacancies in the
three months to August show total job openings exceeding 1 million for the first time on record,
with timelier data suggesting continued strength in the first two months of Q3 (Figure 2.23). The
KPMG-REC survey for August, for example, showed the second-highest level of labour
demand on record (the highest was in July). The Adzuna and indeed.com data have also been

broadly stable at 30% above pre-pandemic levels in recent weeks.
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Figure 2.23. Vacancies (thousands), 2018-23
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Vacancies have traditionally been a relatively good guide to labour market prospects in the UK.
A ‘search and matching’ model would — on current trends — imply a gradual erosion in
unemployment as job matching exceeded job separations. Just as in the Bank of England’s
current forecast, unemployment would have likely peaked. In fact, according to the post-GFC
Beveridge curve, this would suggest UK unemployment should gradually converge on levels as
low as 3-3.5%.

In current circumstances, however, we think such thinking is likely misleading. First, current
levels of labour demand are likely to prove only temporary. Vacancies reflect the rate of
economic growth and the degree of labour market ‘churn.” The economic rebound in the first
half of the year has seen many firms scrambling to rebuild capacity simultaneously. This, we
think, has driven a transitory spike in job openings. One important factor here has likely been the
surge in firm formation we noted above. With the economy still heavily disrupted over the

winter, we think many have only begun to trade in more recent months.** With as much as 35%

%5 New VAT reporters only began to pick up from the end of the first quarter of 2021. In recent weeks, these have
begun to ease back. Data reported at
https://www.ons.gov.uk/economy/economicoutputandproductivity/output/bulletins/economicactivityandsocialchan
geintheukrealtimeindicators/30september2021. For discussion on the moves in the series, see Nabarro (2021b).
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of all job creation in normal times driven by firm foundation, we think this has given labour

demand a specific one-off boost.

The key question here is whether the overall scale of this ‘one-off” demand boost is sufficient to
exhaust spare capacity. Traditional signs of labour market tightness have increased in recent
months. Bank of England Agents series of recruitment difficulties are currently 1.7 standard
deviations above their long-run mean, the KPMG-REC labour availability index is 1.5 below.
For now, we think these data reflect the rate at which demand has recovered, rather than the
scale. When many are seeking to hire simultaneously, this invariably places the labour market
under immediate pressure. However, this does not necessarily mean a tight labour market on a

persistent basis.

Instead, looking first in aggregate, the recent surge in labour demand does not yet seem
sufficient alone to exhaust labour market slack. Based on the gap between current output and its
pre-pandemic trajectory, we think ‘underlying’ vacancy levels are likely a little closer to
600,000. This is the level of vacancies that would ordinarily be associated with this level of
economic activity — abstracting away from the low initial employment level and the impact of
elevated sectoral shifts.*® The fact there are currently around 1 million vacancies would therefore
suggest there are around 400,000 additional jobs that now need to be filled on a ‘one-off” basis.
Even looking just at readily available labour slack (before furlough), numbers here remain
largely sufficient. Roughly 350,000 people are now newly unemployed or marginally attached.
There is also evidence that many workers beyond the scope of the furlough scheme are
continuing to work fewer hours than they would ideally like to — with around 2 million still
working fewer hours owing to the pandemic in the last weeks of July. These vacancies could be
filled (on aggregate, at least) without necessitating a very tight labour market. For now, jobs are

still being filled at a record rate.

Of course, if labour demand were to prove persistently stronger, this could underpin a tight
labour market. But prospects here do not appear particularly strong. Activity growth has begun
to slow. On a structural basis, vacancies may shift up compared with pre-pandemic levels owing
to the shift towards lower-cost online advertising,®” and a move away from self-employment.
However, neither of these factors would mean a more complete recovery in employment.
Instead, we expect underlying labour demand to fall back — with vacancies expected to fall to
around 900,000 in 2021Q4.

%6 These data are derived by taking the shortfall in GDP compared with its pre-pandemic trajectory, using an Okun
law to translate this into a level of unemployment and then using a Beveridge curve to translate this into a level of
vacancies. We use an Okun coefficient of 0.4 for this calculation, and the pre-COVID, post-GFC Beveridge curve.

37 This may encourage so-called ‘fishing’ where firms speculatively put out job adverts but searching intensity is
actually relatively low. This pushes out the Beveridge curve. See Gavazza, Mongey and Violante (2016).
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Figure 2.24. Firm and sectoral dispersion in annual vacancy growth, 2019-21
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Figure 2.25. Index of labour market ‘mismatch’, 2001-21
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Source: ONS, HMRC, Sahin et al. (2014).
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Of course, these aggregate comparisons abstract from whether additional labour market slack is
a good match for the jobs that are emerging. And here we think there are greater challenges. As
the composition of output has shifted, labour demand has followed. Timelier data suggest a rapid
increase in dispersion in sectoral and regional labour demand (see Figure 2.24), indicative of an
uneven recovery. Recent work by IFS researchers suggests that while aggregate vacancies have
recovered to pre-pandemic levels, for a quarter of workers available job opportunities remain
more than 10% down (Costa Dias et al., 2021). This helps to explain how vacancies have
recovered so strongly in recent months, even as furlough rates have remained elevated. Sectoral
discrepancies between labour demand (measured via vacancies) and labour market slack
(unemployment and furlough) have remained at record levels in recent months — if falling

somewhat through the rebound (see Figure 2.25).

We expect matching challenges to cast a persistent shadow over the medium-term recovery (see
below). However, some of the most acute issues here may also ease relatively quickly. Job
searching should recover as mobility improves and uncertainty falls. Similarly, acute ‘crowding’
effects that have thus far been weighing on job matching rates should also begin to dissipate.
These, we think, are likely to have been notable in recent months. With many moving to slightly
different roles, this has made skills matching more resource intensive. The implication is it can
be harder for the labour market to manage a particularly large surge of demand at any one

time.*®

The unwind of furlough support may also play an important role here. Furlough numbers have
proven persistently stubborn in recent months, with the latest data suggesting as many as

1.3 million workers remained on either full or partial furlough at the start of September —
significantly above Bank of England estimates from August.*®> With the furlough scheme
supporting many unviable pre-pandemic jobs, this has deprived new and growing areas of the
economy of capacity. Our interpretation of the data suggests the unwind of this support will
therefore facilitate a recovery in labour supply. In recent months, the share of LFS workers
looking for a second job has fallen rather than increased — suggesting that many of these workers
had not yet found gainful employment elsewhere.*’ As long as demand remains weak —
especially in those most affected subsectors — sustained reabsorption of these workers into their

previous jobs seems unlikely. Instead we expect more redundancies.

8 Usually, search and matching models assume constant returns to scale. Blanchard et al. (1989) do not find evidence
for persistent departures from such an assumption. However, in current circumstances, we think there are good
reasons to temporarily assume diminishing returns, at least for a period.

39 The Bank of England (2021f) has assumed just 500,000 workers were either partly or fully supported by furlough
on average through Q3.

40 previous survey data have also suggested a relatively high 60% of furloughed workers have actually been working

some hours for their employer during the first lockdown, though this has likely fallen since. See Adams-Prassl et
al. (2020).
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Figure 2.26. Three-year sales and employment ‘excess’ reallocation, 2018-21
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Note: Excess reallocation is the amount of cross-firm sales and job reallocation in excess of what is
required by aggregate changes. This is calculated in a similar fashion to Davis and Haltiwanger (1992).

Source: Bank of England.

Reconfiguration in sales has progressed strongly in recent months. Changes in the labour market
have proven more protracted as fiscal support has kept pre-COVID capacities in place (see
Figure 2.26). The implication has been a heavily contorted rebound. With the latter now winding
down, we expect labour market reconfiguration to catch up. Our forecasts assume the unwind of
furlough will drive around 500,000 job losses and 200,000-250,000 in additional
unemployment. Some of these effects may not all occur immediately. With labour market
conditions starting relatively tight, financing accommodative, and demand uncertain, some firms
may decide to hold onto staff initially and push to expand their market share — only refocusing
on profitability after several months. But a gradual increase is still likely — we expect
unemployment to increase to 5.5% in 2022Q1 (1.9 million). Alongside furlough, this assumes
around 325,000 to return to the labour market over the next six months, with the rest of the
reduction in the economically active population spread evenly over 2022 and 2023. Importantly,
as labour market conditions begin to normalise, we think many of the sector-specific bottlenecks

that have thus far choked the recovery should now begin to ease.

The medium-term recovery

Spare capacity freed up at the end of furlough may be eaten up relatively quickly where labour
demand remains high — for example, in construction and manufacturing. However, in other areas

we expect higher unemployment to prove more persistent.
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Figure 2.27. Hours worked by broad sector group (% change from 2019)
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There are two notable issues here.

First, we expect labour demand is likely to lag rather than lead the recovery from COVID. As we
explained above, recent evidence continues to point to lasting changes in the UK’s economic
structure, with traded services and finance likely to emerge a little smaller while manufacturing
and finance may prove a little larger. We expect similar shifts to feed through into the UK labour
market, with permanent compositional changes in the number of hours worked (see Figure 2.27).
These compositional shifts seem to be biased towards capital-intensive sectors. Bank of England
Decision Maker Panel evidence also suggests many firms plan to increase the capital intensity of
production. For example, the wholesale and retail sectors now expect employment in the sector
to be around 4.8% below what it would have been otherwise as a result of the pandemic, but
investment to be 5.7% above. Combining both intra- and inter-sectoral effects, we expect the
labour share of income to fall by around 2—2.5ppt compared with its 2019Q4 level, weighing on

the labour market recovery.

Changes here risk being compounded by recent changes in UK tax policy. The IR35 ruling is
likely to push many self-employed workers into formal employee relationships. While welcome
in many respects, this is still likely to mean a 10—15ppt increase in the marginal tax wedge for

several hundred thousand workers. The further 2.5ppt increase in the marginal tax ‘wedge’
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associated with the National Insurance contribution uplift from April 2022 is likely to compound

these effects. Both risk intensifying substitution away from labour in the years ahead.

Second, economic reconfiguration increases the risk of more persistent matching issues. We
expect these to drive medium-term equilibrium unemployment upwards. While the UK labour
market has historically proven relatively flexible, the current crisis seems to be driving
reconfiguration along dimensions in which the UK has historically struggled. As we noted
above, regional dispersion in vacancies seems to have grown. Historically, this has tended to
weigh on job matching rates in the UK (e.g. Barnichon and Figura, 2011; Sandbrook, 2012;
Pizzinelli and Speigner, 2017). Shifts in the skill composition of labour demand may also pose
challenges. ONS BICS data show 8-9% of firms demanding more advanced digital skills, 10—
15% basic digital skills and 15-20% demanding more high-level managerial skills. The rate of
‘upskilling” job moves has fallen sharply since 2015 (Nabarro, 2021b).

We expect matching challenges to weigh on aggregate supply by roughly 0.3ppt in 2022. We
expect these effects to ease back through 2023 and 2024. Policy support to help workers retrain

and move could yet alleviate some of these effects.

The outlook for wage growth

An important question for policy is what this might all mean for the balance between labour
supply and demand and (subsequently) for wages. While matching issues are likely to weigh on
supply, we continue to think labour demand will prove marginally weaker in aggregate. This
implies soft wage growth in the years ahead. This aggregate picture may be considerably
distorted by heterogeneous wage developments across sectors. In some areas, persistent

shortages may drive revaluations of different skills.

The UK wage data have been difficult to interpret since the start of the pandemic. Headline
‘average weekly earnings’ is compiled by dividing overall wage bills by the number of
employees (Athow, 2021). During the first lockdown, these data were heavily depressed by
widespread furlough that reduced aggregate wage costs. In the period since, these data have also
been affected by a skew in redundancies towards lower-paid workers. This ‘compositional
effect’ became the more preponderant in the second half of 2020, inflating wage growth overall.
In the months since, annual growth has also been inflated by statistical base effects owing to
furlough-driven weakness in the second quarter of 2020. Abstracting from both, we think
underlying pay growth is broadly now back at pre-pandemic levels — around 3.9% per year in

nominal terms (Figure 2.28).
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Figure 2.28. Measures of pay growth (3M %YY), 2018-21
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Note: Compositional effects estimated using age, occupation, education, industry and tenure, following
Broadbent (2015). Base effects estimated using two-year rates. Underlying pay growth estimates also
employ both median pay PAYE estimates and KPMG—REC survey data. Measure reflects pay growth

between average levels over the past three months versus the corresponding three-month period in the
previous year. AWE is average weekly earnings.

Source: ONS, HMRC, KPMG-REC, Bank of England and Citi.

There are clear signs of upward wage pressure in some sectors. HGV drivers, skilled
construction and higher-paid manufacturing jobs all seem in excess demand. These sectors have
generally benefited from COVID-related increases in demand — increases which are expected to

persist. They have also been affected by reduced rates of EU immigration. (See Chapter 9.)

We expect wage growth in many of these areas to remain high over the coming years. Bank of
England Agents currently show wage settlements increasing by between 10% and 40% in some
of these sectors (Bank of England, 2021a). However, we expect these effects to be offset by
growing wage reductions elsewhere in the economy. Data from indeed.com show strong wage
growth in some areas is juxtaposed with weakness in white-collar work and some consumer
services, for example. While Agents’ data suggest some sectors have seen settlements in the

double digits, overall these remain just at their pre-pandemic level (around 2—-3%).

As adjustment progresses, these disinflationary effects may become more pronounced. In recent
months, we think the impact of lower demand on wages has been truncated by a combination of
efficiency wage effects (as more people worked from home) and extensive income support. As
furlough support is dialled down and firms grapple with lower demand, we expect

disinflationary pressure will increasingly come through. Combined, we expect a moderation of
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wage pressures into 2022-23, with annual wage growth falling back to 3.2%. Underlying wage
pressures, we think, are likely to prove a little weaker than these headline figures would suggest,
with a skew in the recovery towards higher-paid and more capital-intensive sectors likely

meaning some positive compositional effects.*’

Moderating growth is likely to feed back into weaker consumption in 2022. Household energy
prices are now set to increase by around 35% cumulatively between September 2021 and April
2022. This is likely to weigh on real household disposable income (post utility bills) by between
Ippt and 1.5ppt. With headline CPI inflation also set to accelerate to 4.5% Y'Y through the first
half of 2022 (see below), real purchasing power is likely to be eroded. The NICs increase, the
cuts to universal credit and the potential for higher mortgage rates all add to the pressure here.
Overall, we now expect real annual household disposable income growth (post utility bills) in
2022-23 to contract at a similar rate to 2008—09. Higher household savings could help
households smooth through the shock. However, as we noted above, the distribution of savings
suggests these will at best offer only a partial offset to households that now risk being most
affected (Handscomb, 2021).

Figure 2.29. Impact of positive aggregate demand and adverse labour matching shock on
quarterly wage growth (percentage points)
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Note: Structural shocks are identified using the statistical approach of Uhlig (2005). Variables included are
real GDP, unemployment, wage growth, consumer confidence and CPI inflation. Sign restrictions for
positive demand shock are: GDP (+), unemployment (), wage growth (+) and inflation (+). Sign restrictions
for adverse labour supply (matching) shock are: GDP(-), unemployment (+) and wages (+). Sample period
is 1991-2019. Shaded areas reflect median estimate +1 standard error.

Source: ONS and Citi Research.

! This is in contrast to the post-GFC period — see Broadbent (2015).
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Clearly, uncertainty here is enormous. On the one hand, the economic recovery could prove
stronger. Equally, matching issues could be more extensive, adding to equilibrium
unemployment and weighing on supply. In both cases, wage growth could prove stronger over
the coming 12 months than we currently expect. However, only in the first scenario would we
expect these pressures to be more sustained, based on historical experience (see Figure 2.29). In
a case of elevated mismatch, higher wages have tended to be only temporary, with increases in

unemployment (regardless of the cause) usually weighing on sentiment and demand.

2.5 What are the risks of another ‘great
inflation’?

The initial pickup in inflation has thus far proven stronger. This reflects a combination of
statistical base effects and a sharp bounce in energy commodity prices — both of which should
prove temporary. However, changes in the composition of household consumption are also
driving inflation higher. In some cases, these have compounded the impact of external supply
disruption. In others, challenges reallocating capacity across sectors have resulted in ‘convexity’

effects — driving unit costs up across the economy.

While these themes have further to run (we expect CPI inflation to peak at 4.6% year on year in
April 2022), we still expect inflation to ease back sharply thereafter. Price increases so far have
been concentrated in a few specific sectors. In some cases, these reflect some notable but likely
transitory bottlenecks. In others, they reflect one-off changes in relative prices. Neither trend yet
constitutes a persistent inflation shock. And while unit costs remain elevated, we continue to

think this is more likely to be resolved via lower earnings, rather than higher prices.

The key risk in our view remains inflation expectations. In contrast to many other economies,
the UK went into the pandemic with inflation expectations at target-consistent levels, rather than
below. A period of monetary disorder within living memory also potentially leaves UK inflation
expectations a little more vulnerable to upside surprises. For now, the risks here seem large but
balanced — with near-term risks of an upward shift balanced against medium-term risks of a

disinflationary one. However, in the near term, an upside move will be the risk to watch.

Striking resilience: inflation during the pandemic

Inflation has proven unexpectedly resilient through the pandemic. In 2020Q2, we had expected
headline CPI inflation to trough at 0.2% year on year in Q3. The Bank of England was
somewhat bolder — expecting inflation to trough at 0.0% year on year in 2021Q1. Instead,
inflation troughed at 0.6%, despite a large fall in energy prices and cuts to VAT on hospitality

and recreational services. On one measure of ‘core’ CPI inflation, UK prices are growing faster
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in 2021 than in 2020, and at a faster rate than many other G7 countries despite a larger drop in

output — with only US inflation trending higher.
Underlying resilience here reflects three factors.

First, acute changes in the structure of final demand have acted to push up inflation. In a context
where reallocation has lagged, production in ‘in demand’ sectors has quickly come up against
diminishing marginal return constraints. Firms in ‘out of demand’ sectors are also saddled with
large fixed capacities. These effects reflect the supply-side impact of rapid reconfiguration in
demand, and therefore should ease as factor mobility recovers. But with demand unlikely to

return to its pre-pandemic shape, we expect these effects to persist for some months yet.

Second, those areas that have suffered the largest reductions in demand have also generally had
depressed incentives to pass these on into prices. This is in contrast to those areas enjoying the
largest boost — where a combination of higher costs and strong demand have meant strong
‘passthrough’. In part, this reflects structural features of affected sectors. For example, services
inflation rates in general have often been less cyclical than equivalents in non-energy industrial
goods. However, a particularly large reduction in demand (Linde and Trabandt, 2019), cash
concerns (Gilchrist et al., 2017) and high uncertainty (Woodford, 2008) may have all had an
additional effect. With demand depressed by health rather than price issues, the usual incentive

to cut prices may have simply not applied.

Figure 2.30. CBI Distributed Trends Survey: retail stocks versus demand (% balance), 2007—-
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Third, trade disruption and associated increases in import costs have also driven inflation higher.
Import prices have jumped in recent months. These have fed through into higher CPI more
quickly than is usually the case.*” This may reflect depleted domestic inventory levels within the
UKs distribution sector (Figure 2.30). Through the pandemic inflation has been heavily
concentrated in areas that have seen higher demand but have also been exposed to external

supply disruption. Many of these effects likely have further to run.

Inflation through the rebound: a sharp acceleration

As the UK economy has reopened, headline inflation has accelerated sharply. We currently
expect CPI inflation to increase to 4.5% year on year in December — subsequently averaging
4.2% in the first half of 2022. However, inflation is likely to fall back sharply in the period
thereafter. And while inflation may be high, we ultimately expect transitory inflation to collapse

into disinflation in the period thereafter.

The drivers of inflation here are best split into three: those that are temporary, those that are

transitory (but ‘sticky’) and those that risk proving more persistent.

First, the temporary. A combination of base effects and energy price inflation is likely to
continue to add to headline inflation over the coming 12 months. Inflation fell during the early
part of the pandemic as a result of widespread energy price reductions and price imputation. We
expect the associated base effects to add 0.5ppt in 2021Q4 and 2022Q1. The unwind of the
temporary reduction in the VAT rate for hospitality services should also add to inflation over the
coming 12 months — with the largest positive effect likely in 2022Q3. Household energy prices
are likely to prove the largest near-term boost, however. A new Ofgem price cap from October
will likely see household energy prices increase by 12% compared with levels in September.
Bankruptcies within the sector may add a further 0.5ppt. Sharp increases on wholesale gas and
electricity prices now also imply a further 19% MM increase in April 2022. We expect these
effects to drive inflation above 4% year on year for six of the seven months from November
2021 to May 2022 (Figure 2.31).

Second, persistent supply chain disruption is also likely to add to inflation over the coming
months. These effects are likely to be transitory, but ‘stickier’. We expect non-energy industrial
goods inflation to increase as a result — adding 1.2ppt to headline inflation in 2022Q1 versus
2021Q1. The key question is how persistent these impacts prove to be. The key factors here are

likely external: (1) the degree to which global production and trade recover over the coming

42 5 rough rule of thumb usually suggests a 5% increase in import prices adds 0.8ppt to CPI inflation after four
quarters (and 1.6ppt after three years). During the recent crisis, the two seem to have moved with a lag of just a
month or two. See Forbes (2015) and Saunders (2021).
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winter; (2) the degree to which logistics and manufacturers can alleviate current bottlenecks; and

(3) the degree to which global goods demand eases.

We condition our forecasts on the assumption that the global pivot towards durable goods
gradually eases back. We also assume global supply chains avoid another widespread shutdown
over the winter. The key challenge is likely to be freight, where prices have continued to
accelerate in recent months (see Chapter 1). We judge that the passthrough from input into retail
prices will be relatively quick, owing to low inventory levels and strong demand. This implies a
peak in inflation through the Christmas shopping season. If demand remains strong, some of
these pressures could take some time to dissipate. However, we expect the headwinds to
household consumption in the first half of next year to mean a sharp peak is accompanied by a

relatively sharp fall as cost pressures begin to dissipate (Figure 2.32).

Third and finally, what could drive higher inflation on a more persistent basis? Largely it is these
effects that policy has to worry about — with monetary policy only affecting inflation over an

18—24-month horizon.

Figure 2.31. CPl inflation (%YY), 2019-24
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Source: ONS, Citi.
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Figure 2.32. Indicators of goods price pressures (deviation from long-run average), 2010-22
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Source: BoE, CBI, ONS, BCC, HIS Markit, GfK.

For now, despite the large acceleration in headline inflation, the risks here appear better
contained. The recent jump in inflation has been driven largely by a small number of specific
and more volatile elements. For example, while aggregate CPIX** was 0.7 standard deviations
above its long-run average in August, if the index was instead reweighed by ‘persistence’ (the
degree to which inflation now is a good indicator of inflation in the months ahead), inflation is
only just back to its long-term average. Core services inflation is still below the threshold
identified in 2019 by the Monetary Policy Committee (MPC) as the floor of the target-consistent
range (see Figure 2.33). In part, weakness here reflects changes in the composition of consumer
demand away from services and towards goods. However, domestically generated inflation

pressures still appear contained.

In a context of economic reconfiguration, the balance of risks here will remain difficult to judge
through the recovery. Two factors matter. The first is the relative speed at which demand and
supply are changing. When demand is changing more rapidly, this tends to weigh on supply and
add to unit costs. This has been the pattern so far. For now, we expect the speed of demand

reconfiguration to slow, and supply changes in 2021 to accelerate. The second factor is how

43 CPIX is CPI excluding energy, housing services, education and financial services.
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adjustment feeds back into incomes and demand. Reconfiguration does not occur in a vacuum.
As we noted above with respect to the labour market, we expect wages to ease back in the
months ahead as labour market slack emerges. With lower-income people generally at greater

risk, we suspect this will feed through into aggregate demand and price growth.

To the degree domestic inflationary pressures have been evident in recent months, we expect
many to ease back. Unit labour costs (labour costs per unit of output) are currently elevated, but
for now this seems to be the result of reductions in hours worked, rather than more persistent
changes in output. Similarly, to the degree these have increased, these effects seem to be
concentrated in sectors that are suffering weaker rather than stronger demand — such as transport.
This makes it more likely in our view that higher unit costs are resolved via the shedding of
capacity, rather than by an increase in prices. We see the risks as similarly contained when it
comes to so-called ‘second-round’ effects when higher inflation increases wage demands and
prices. These effects have traditionally been less profound in the UK in recent decades — with the
absence of strong trade unions impeding the ability of workers to ‘pass up’ prices to their firms.
Now, as then, we do not expect increases in consumer prices to drive a much stronger wage
outlook (Giani et al., 2021).

Figure 2.33. Trimmed measures of domestic CPI inflation (%YY), 2000-21
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Note: Core services inflation excludes education, air transport and package holidays. Core adjusted
services is core services inflation also excluding transport insurance and rents. Median services inflation is
the median of year-on-year inflation rates across 64 categories included in services inflation. MPC ‘floor’
derived from January 2020 MPC minutes.

Source: ONS, BoE and Citi Research.
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Even if wages do begin to increase on a one-off basis in the months ahead, we expect the
passthrough to prices would be limited. This reflects the operation of well-anchored inflation
expectations. When firms expect the Bank of England will return inflation to target in a timely
manner, their incentive to pass on large price increases is more limited — and high wage demands

also tend to encounter greater resistance.

However, if inflation expectations begin to shift up, higher inflation could become more
entrenched. This is now the key risk in the UK, especially given the large post-pandemic
overhang of household deposits. If inflation expectations began to shift up and policy failed to

react, these could now prove a destabilising accelerant.

Inflation expectations are the key risk ahead

The risks around inflation expectations remain notable. Household inflation expectations tend to
be driven more by fuel, food and goods than by services (Rowe, 2016). These areas are likely to
see a strong increase in prices over the coming months. Acute shortages could also affect
inflation expectations, while strong house prices also imply further upward pressure. For now at
least, inflation expectations seem well anchored (Figure 2.34). However, upward pressure is
beginning to grow. Our own household inflation survey — conducted in conjunction with
YouGov — saw long-term inflation expectations increase to 3.8% in September — their highest
level since 2013 (Table 2.1). Financial market expectations show a similar trend. With CPI
expected to accelerate to 4.6% year on year in April 2022, upside risks here will continue to

require careful management.

However, upside risks now are also juxtaposed with downside risks further out. We expect at
least some of the inflationary drivers today to collapse subsequently, leading to CPI inflation
falling to 1.5% in 2023. While the economic consequences of COVID have been putting
inflation expectations under some upward pressure in recent months, the main impact has been
to flatten the distribution of inflation expectations. We expect this to prove a lasting legacy
(Meeks and Monti, 2019). This suggests greater risk that inflation expectations could become
de-anchored to the upside in the months ahead, but also de-anchored to the downside in the years
ahead. Such a shift would also be costly. With monetary policy near its effective lower bound,
such a move carries a particular risk of a ‘disinflationary trap’ where limited policy space and
downward moves in inflation expectations compound one another (Krugman, 1998; Broadbent,
2020b). UK inflation has averaged target levels in the last decade, but this has only been with the

support of two record sterling depreciations.
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Figure 2.34. Distribution of inflation pressures across subcomponents (% total, categorised
by standardised inflation rates), 1989-2021
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Note: The categories reflect the number of CPI items by their position on a normalised distribution of
inflation rates of a given subcomponent since 1990. The measure is based on two-year rather than one-
year inflation rates.

Source: ONS.

Table 2.1. Various measures of inflation expectations

12 months ahead

Households
BOE/TNS (%) 2.7 2.8 3.2 2.7
Citi/'YouGov (%) 4.1 25 25 2.5
Firms
CBI Distributed Trends (% balance) 72.0 40.3 34.0 23.9

5-10 years ahead

Households
BOE/TNS 3.0 3.3 3.3 -
Citi/'YouGov 3.8 3.0 3.2 3.4
Markets
5Y 5Y RPI swaps 3.8 3.4 3.4 3.4

Source: Bank of England/TNS, YouGov, CBI, Bloomberg.
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2.6 What are the long-term effects of
COVID?

The aftermath of both Brexit and COVID-19 is likely to require substantial economic
adjustment. This is unlikely to be painless, and carries risks to economic potential. Some capital
will be written down as the specific activity to which it applied becomes less valuable. In other
areas, some workers and capacity will need to adjust. Historically, the longer this process tends
to take, the greater the long-run damage. There is, then, greater interdependence between the
speed and scale of the recovery.** In the longer term, we do not expect COVID-19 to have an
impact on long-term potential growth rates, though we continue to think potential growth is

likely to remain a little weaker (1.5% per year) than currently forecast by the OBR (1.7%).

Reductions in output through the pandemic have almost exclusively come through a reduction in
hours worked — in many cases supported by the furlough scheme. Productivity within sectors has
fallen marginally on average. But the overall impact on output per hour worked has been offset
by disproportionate reductions in working hours among lower value-added sectors. Measured

productivity, overall, has therefore increased.
From here, the longer-term impact of COVID-19 on potential output depends on two questions.

Hours worked

First, is the number of hours worked in the UK economy likely to be permanently smaller (or
larger) as a result of the pandemic? We expect only a limited impact here. The total working-age
population seems to have been more resilient than initially feared (discussed in Section 2.4). The
key question here is the scale of net emigration. Despite considerable sector-specific challenges,
we think the recent data have been suggestive of only relatively small changes. We assume a net
employment loss totalling 130,000 as a result of one-off net emigration effects, weighing on

output by 0.2ppt.

Limited losses here are likely to be complemented by only a limited fall in participation too. As
we noted above, the risks here likely offset one another. A long period out of work, a large pay
penalty and strong house prices increase the risk older workers choose to leave the labour force
in the aftermath of the pandemic. However, there is little evidence yet that many more now plan
to retire early. Downside risks here may also be offset by the positive impact on participation of

a move towards more flexible working.

4 This point has been made by others. In her annual report to the Treasury Select Committee, for example, Silvana
Tenreyro noted ‘The faster that output and employment can return towards their pre Covid trends, the less likely
that temporary reductions in supply translate into more persistent scarring’ (Tenreyro, 2021).
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Instead, we think employment is likely the more persistent risk. As we noted above, medium-
term equilibrium unemployment is likely to increase in the aftermath of the pandemic: we
currently expect a 0.6ppt increase between 2022 and 2023, weighing on aggregate supply by
roughly 0.3ppt. In our forecasts, these effects ease relatively quickly into 2024. However, more
protracted adjustment could pose some notable risks. Persistent unemployment has been shown
to weigh on both the probability of attaining work and the prospect of better-paid work (Wilson
et al., 2020). These effects also seem to be particularly profound among younger people (Cribb
et al., 2017). Policy already faces an uphill challenge managing some of these risks, with the

number out of work for over six months increasing by 251,000.

We expect labour supply scarring to total just over 0.3% of GDP — primarily as a result of net
emigration during the pandemic and a slightly higher long-term equilibrium unemployment rate.
We also estimate that the loss of experience to date is likely to mean a 0.2ppt drop in
productivity, with the loss of one year’s work experienced estimated to weigh by 3% on
individual earnings, all else equal (Buhai et al., 2014). These effects could be larger if the

recovery proves lacklustre, and hysteresis effects have more time to take hold.

Productivity

The second question concerns productivity — specifically, is output per hour worked likely to be
permanently lower compared with what could have reasonably been expected before the
pandemic? The picture is here somewhat more complicated. The sharp drop in aggregate
investment during the pandemic is likely to prove a net drag here, as is capital scrapping as
reconfiguration progresses. On the other hand, heavy investment in intangible assets — and

innovative ways of delivering output — could also add to productivity on a persistent basis.

On balance, we assign more weight to the first set of arguments. Write-offs to tangible capital in
particular seem likely to weigh on long-term productivity. Here the main issue is likely to be
capital scrapping as the economy adjusts. We estimate these effects using capacity utilisation
rates in 2020Q4, discounted to reflect the impact of the rebound earlier in 2021. We then apply a
‘redeployability’ score based on the approach of Kim and Kung (2017).** Combined, we think
this suggests total tangible capital scrapping of roughly 3%, translating into a hit to GDP of
0.7ppt. Here we have discounted write-downs to commercial property. More home working
constitutes an activation of ‘potential capital’ that previously fell outside of the production

boundary (Eberly et al., 2021), offsetting some of the impact.

By contrast, the outlook for intangible capital seems relatively strong. Investment here has

already proven somewhat stronger during the pandemic. Changes in practice are also now likely

45 This approach was taken in the Bank of England’s November 2020 Monetary Policy Report.
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to mean not just a more capital-intensive recovery, but an intangible-intensive one too.
Investment here not only adds to the UK’s private asset base, but also total factor productivity
(TFP) (Haskel, 2021b). We currently expect total intangible capital services to end 2025 around
0.5% above their pre-COVID trajectory, implying a direct GDP boost of 0.2%. Depending on
the scale of the feedback effect to TFP, however, this could prove greater. For now, we assume

the latter to remain somewhat depressed by reconfiguration challenges.

Taken together, we think these factors imply total scarring of 1.4% of GDP as a result of the
pandemic — significantly less than initially feared and notably less than the OBR’s latest
assumption of 3.0%, but a little more pessimistic than the Bank of England’s latest assumption
of 1.0% (see Table 2.2). While significantly less than for other recent downturns — and in
particular the financial crisis — this is not necessarily strong in comparison with previous
pandemics where full economic recoveries have been possible (Dahl et al., 2020), if not the

norm, and now seem likely in other economies such as the United States.

However, we still expect output to lag the OBR’s pre-COVID trajectory by roughly 2.5ppt.
Brexit remains the notable additional concern. While a strong recovery from the pandemic is
possible, we continue to expect additional trade frictions will weigh heavily on output in the
years ahead. Alongside the OBR, we have adjusted our population estimates to use the ONS’s
zero migration scenario to model labour supply growth. The key question is the impact on
productivity. In March, the OBR reaffirmed its previous assumption that Brexit would weigh on
the UK overall by roughly 4%, with around 40% of the productivity impact already reflected in
the impact of Brexit-related uncertainty between 2016 and 2020. The rest, it seems, is assumed

to accumulate gradually over the coming 15 years.

Table 2.2. Comparison of COVID-19 scarring assumptions (% of real GDP)

Total scarring 3.0 1.4 1.0
of which:
Hourly productivity 2.0 1.2
Capital scrapping 0.8 0.7
Total factor productivity 1.2 0.4
Labour supply 1.0 0.3
Population 0.2 0.2
Participation 0.5 0.0
Equilibrium unemployment 0.3 0.1

Source: Bank of England, OBR and Citi Research.
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We see it slightly differently. First, we expect the long-term impact of the move to the Trade and
Cooperation Agreement to be a little higher — with a net 12% drop in trade likely to mean an
aggregate productivity loss of a little below 8%. This reflects a larger trade production elasticity,
but one more in keeping with recent literature”® and the exposure of sectors that tend to exhibit
increasing returns to scale.”” We think around a third of these costs have already materialised.
Alongside our view expressed above that there is more near-term Brexit-related adjustment to
come, we expect a greater portion of these effects to now also prove front-loaded. Hence, while
OBR estimates would suggest an aggregate Brexit impact of roughly 0.5ppt over the coming

three years, we expect something closer to 1.6ppt.

Hence, we still expect total output to be around 2.5ppt below March 2020 OBR forecasts —
despite the downward revision to our own COVID scarring assumptions. Beyond the current
forecast horizon, adjustment here in the longer term also implies a potential growth rate roughly

0.2ppt below the OBR’s. We therefore expect long-term growth of roughly 1.5%.

2.7 Conclusion: what is policy to do?

The economic outlook we have outlined above suggests the UK faces a tricky recovery in the
years ahead. Uncertainty remains high, as reflected in the elevated spread between our two
alternative scenarios (in Boxes 2.1 and 2.2). But the initial economic rebound does seem to have
increasingly proven incomplete. With the broader economic recovery contorted by large sectoral

and regional imbalances, we think a protracted period of adjustment likely lies ahead.

For policy, these effects suggest a distinct profile to the recovery. Rather than demand
fluctuating around fixed supply, demand and supply are likely to recover simultaneously —
though not in lockstep, with demand exceeding supply in some parts of the economy and lagging
it in others. In this environment, traditional measures of the output gap are likely an imperfect
guide for policy. For example, we noted in Section 2.4 that older workers may return to the
labour market only slowly. A stronger recovery may speed this process along. This could also
mean more investment, and a greater incentive to reapply different assets. These considerations

apply in normal times to some degree (Fornaro and Wolf, 2021), but in a context of economic

46 Many official forecasters, including the Bank of England, have assumed a trade production elasticity of 0.25 based
on Freyer’s (2009) study of the 1970s closure of the Suez Canal. We base our value on a 2013 study by Felbermayr
and Groschl (2013) looking at more recent impacts of natural disasters — this suggests an elasticity of 0.74.

7 n this case, the productivity impact of a drop in trade tends to be extenuated — see OBR (2018). See also Melitz
(2003).
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reconfiguration we think they have the potential to be more extensive.*® For policy, this means

recognising the potential for supply to be more responsive to changes in demand.

This provides a good reason for policy to remain patient. In a context of extreme uncertainty,
policy should be focused on a spectrum of risks, not a single objective. Currently, we think this
leans in favour of keeping policy accommodative for longer. Tightening prematurely could mean
not only a slower recovery, but ultimately a less complete one too. While the long-term
‘scarring’ effects of COVID need not be as dramatic as we might have feared, they could turn
out to be if the recovery proves underwhelming — as we discussed above. These effects apply on
top of more established risk management concerns (Evans et al., 2015). The latter still hold some
weight in our view. With rates near zero and the Bank of England currently holding over 40% of
all outstanding gilts, if inflation began to undershoot, it is not clear the Bank of England now has

the means to stimulate a path back.

These risks now have to be weighed up against very real concerns surrounding rising inflation
expectations. The ultimate constraint on any monetary or fiscal policy today remains the UK’s
external deficit. Domestically, the most important factor in ensuring continued access to
international capital markets is the credibility of the Bank of England. A perceived threat to the
pre-eminence of price stability, especially for a large dual deficit economy like the UK, could be
hugely and immediately damaging. With inflation now set to accelerate to above 4% for six of
the seven months between November 2021 to May 2022, the challenges here are clear. Upside
pressure is already evident in longer-term financial and household inflation expectations. These
began the crisis in line with target levels, not below. If these were to consistently shift up,
monetary policy would have to act to reaffirm its commitment to price stability in order to avoid

fears of a further departure from its mandate.

However, from here, policymakers do likely have room to manage many of these risks. If policy
does prove too accommodative and inflation expectations begin to edge up, monetary
policymakers would also still likely have scope to react without triggering financial ruin. Doing
so would be costlier than if inflation expectations had been stable, but this need not result in
large-scale financial instability. The UK’s 1970s experience shows that it was not inflation
expectations shifting up that drove accelerating monetary disorder, but the lack of a timely and
sufficiently aggressive policy response (Barnett et al., 2010; Broadbent, 2020b, 2020c). As long
as the Bank feels it has the tools and political backing to react to shut down these pressures if

expectations increase, the risk of an initial increase in inflation expectations should not

8 We think there is greater potential for multiple long-term macroeconomic equilibria in the aftermath of the
pandemic. For a discussion of the drivers here, see Vines and Willis (2021), Nabarro (2021a) and Krugman (2003).
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necessarily be prohibitive ex ante. Instead, this provides a firm rationale for reacting in a timely

fashion ex post.

For now, we would emphasise that the UK economy remains a large recession off its pre-
pandemic trajectory. There are over 1 million UK workers who until very recently were
supported either in full or in part by furlough. While bottlenecks and supply disruption are likely
to take time to ease, one has to be very pessimistic about the supply side of the economy to
assume we are already ‘running hot’. Some parts of the economy may be seeing high demand,
but others are also seeing depressed demand and disinflation. For now, this looks more like
reconfiguration than a complete, sustained and broad recovery. In our view, this suggests many
of the current cost pressures are more likely to prove temporary. The risk of a persistent

domestically driven inflationary surge still seems contained.

Instead, we think the focus for policy should be on sustaining a level of demand such that it errs
on the side of pulling the recovery in supply, rather than acting as a fetter. With the recovery in
capacity likely more responsive than usual to a strong cyclical recovery in demand, this is likely
the best way to ensure minimal long-term scarring from the pandemic. In the near term, this
could pose some additional inflationary risks. But just as allowing inflation to overshoot in
perpetuity would pose a threat to the UK economy, there are also risks in overreacting
unnecessarily. This would weigh on the real economic recovery in the long term, and could also
pose risks to monetary stability if, as we expect, transitory inflation does give way to a

subsequent period of disinflation in 2023.

The UK economic authorities do not currently appear to share our view. The Bank of England
has repeatedly signalled an intention to normalise policy relatively quickly in the years ahead —
and is now considering increasing Bank Rate before the end of the current asset purchase
scheme in mid December (Bank of England, 2021e, para. 65). We condition our forecasts on a
first hike to Bank Rate in February, and again in the autumn of 2022 — triggering a passive
unwind of the balance sheet. However, we do not expect the economic recovery to prove
sufficient to drive a genuine rate-hiking cycle. The Treasury has already legislated for tax
increases from April 2022 (see Chapter 3). This increases the downside risks to the recovery in

both the medium and longer term.

What is also clear going forward is that fiscal policy must be ready to take on responsibility for
macroeconomic stabilisation. Without this, a lack of monetary policy space increases the risks of
persistent disinflation if the recovery begins to soften. For now, UK fiscal policy seems a long

way from ready. We think this leaves the UK extremely exposed.
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3. Outlook for the public
finances

Carl Emmerson and Isabel Stockton (IFS)

Key findings

1 The economic and fiscal outlook for this year has improved hugely since
the March Budget: our central projection is for borrowing in 2021-22 to be
£180 billion, over £50 billion below the March Budget forecast. This striking
reduction is driven by a boost to revenues from higher growth, alongside our
assumption that departments will underspend by even more than the Office for
Budget Responsibility (OBR) expects. Nevertheless, at 7.7% of national
income, borrowing would remain extraordinarily high: since the Second World
War, that level has only been reached during the financial crisis — and last
year.

2 Stronger economic performance is expected to be only partly persistent:
by the middle of the decade, Citi’s forecast is for the economy to have returned
closer to the path forecast in the March Budget, with the boost to real-terms
growth fading out entirely. But assuming that large tax rises announced in
March and September go ahead and current spending plans are not
topped up, they appear sufficient for borrowing to continue to run at least
£20 billion a year below the March 2021 Budget forecast, and for the
current budget to be in surplus from 2023—-24. Under our central scenario,
borrowing in 2024-25 is £5 billion lower than forecast pre-pandemic as the tax
rises announced in the March 2021 Budget more than offset the enduring
economic impact of the pandemic on revenues.

3 Uncertainty around this central scenario continues to be extraordinarily high: in
Citi’s optimistic scenario, where there is no long-term economic damage,
we would expect the overall budget deficit to be eliminated for the first
time since the turn of the millennium. This would be driven by the
Chancellor’s relatively tight set of spending plans, combined with large tax rises
and higher inflation. Even a more moderately optimistic scenario based on the
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Bank of England’s growth forecast could lead to borrowing in 2023—-24 being as
low as 1.7% of national income (or £44 billion), some 0.8% of national income
(£19 billion) lower than our central scenario. Under these more optimistic
scenarios, some of the planned tax rises would be less likely to go ahead, and
spending plans would be more likely to be topped up.

4 In a pessimistic scenario where a vaccine-resistant COVID variant forces
further lockdowns, borrowing is forecast to still be 5.1% of national
income by 2024-25, more than twice the level forecast pre-pandemic. It
would only take growth from now until 2025-26 to average around 3.2% a
year, rather than the 3.7% a year in our central forecast, for there to be a
£10 billion deficit on the current budget at the end of that period. Further tax
rises and/or continued squeeze on some public spending would be likely to
follow at some point if scenarios such as these came to pass.

5 Under Citi's central scenario, the tax rises set out by the Chancellor would, if
implemented in full, be enough to prevent debt from rising further beyond
2023-24 — but it would only start to fall very slowly and, at 89% of
national income, would be 17% of national income higher in 2025-26 than
it was pre-pandemic. This additional debt has been effectively financed by
increased deposits from commercial banks held by the Bank of England. This
depresses debt interest spending, but also increases the exposure of debt
interest spending to rises in interest rates.

6 Interest rates on government bonds have risen this year, with yields on 30-year
bonds averaging 1.13% in September 2021 having averaged just 0.86% in
January 2021. Alongside this, RPI inflation — which feeds directly into interest
payments on index-linked debt — has risen from just 1.4% in the year to
January 2021 to 4.8% in the year to August 2021. This has pushed up debt
interest spending such that we expect it will be around £15 billion a year
higher than forecast in March.

7 Long-term challenges that were known prior to the pandemic are putting
additional pressure on the public finances and will continue to grow over
the longer term. Were increasing costs for healthcare, adult social care and
state pensions accommodated through higher borrowing, debt would be on an
increasing, and indeed accelerating, path. The estimated direct fiscal impact of
transitioning to a net-zero economy by 2050 makes this increase even steeper
in the late 2020s, 2030s and 2040s, but that impact is expected to decrease
over time. It seems unlikely that those pressures will be met by another dose of
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austerity for other public services. Given this, and the risks from much
elevated debt, there will therefore be a strong case for further sizeable —
and permanent — tax rises to be implemented in the second half of this
decade.

8 These long-term pressures, rather than the immediate consequences of the
pandemic, are the drivers behind the tax rises announced by the Prime
Minister last month. If the new health and social care levy is to rise to meet
future health and social care pressures then we estimate that its rate will
need to more than double from 1.25% to 3.15% by the end of this decade.

3.1 Introduction

Since the easing of the latest nationwide lockdown, the early economic data have been
encouraging. There are signs of a strong recovery in consumer spending and the labour
market, and with them government revenues. However, there remains substantial uncertainty
over the speed and, more importantly in the longer term, the completeness of the recovery.
Most forecasters continue to expect some degree of long-term economic damage, as some
who lost their jobs do not find equally productive alternative employment (see Chapter 9 for
a discussion of developments in the labour market), some firms that would otherwise have
survived go to the wall, while other firms do not fully make up for investment decisions
delayed during the pandemic. The severe disruption to face-to-face education and to exams
will also have enduring impacts. As government support, including business loan
programmes and the Coronavirus Job Retention Scheme (better known as furlough) are
withdrawn, the extent of economic restructuring required, and the ease with which it can be

achieved, will become more apparent.

The ‘central’ Citi/IFS forecast, which assumes that the government’s tax and spending plans
are kept to (unlike the scenarios in Chapter 2 which assume a further fiscal loosening),
underlies the analysis in this chapter. It is more optimistic about growth, especially this year,
than official forecasts at the time of the March Budget. This is partly a matter of timing: the
boost to real-terms growth fades away by the end of the forecast period in 2025-26. But the
large boost to nominal growth, which matters for the public finances, especially while income
tax thresholds are frozen, is somewhat more persistent. While this is partly countervailed by
higher debt interest spending — up by £14 billion this year relative to the March 2021 Budget
forecast — we would expect the deficit to be £54 billion lower this year, and between

£21 billion and £24 billion lower in subsequent forecast years.
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To illustrate the extraordinarily wide range of uncertainty around this central forecast, Citi
has presented two illustrative alternative scenarios. We describe and contextualise these
scenarios in Section 3.2, and then set out in Section 3.3 what they would imply for the path of

borrowing under current tax and spending plans.

In Section 3.4, we move on to consider the trajectory of debt under the three scenarios and
examine the impact of recent increases in interest rates on government bonds on debt interest
spending. To the extent that these reflect the improved growth outlook, they are far
outweighed by higher tax revenues. However, further sizeable increases in interest rates

would prove a challenge if not accompanied by stronger growth in the economy.

In Section 3.5, we look beyond the COVID-19 crisis and immediate recovery, at debt
dynamics over the next 45 years, and the impact of rising costs of healthcare, adult social
care and state pensions, as well as the estimated direct fiscal impact of the transition to net

zero by 2050. Section 3.6 concludes.

3.2 A faster recovery

With most restrictions on social contact and economic activity now lifted, most early
economic indicators have painted a relatively optimistic picture of the recovery (see Chapter
2). Consistent with these encouraging early data, the central forecast has much higher growth
in the short term in both real (Figure 3.1) and nominal (Figure 3.2) terms than the official
Budget forecast back in March. In addition to the impact of good news on the economy’s
post-lockdown recovery since March, the difference between the Budget forecast and Citi’s
central scenario also reflects differences in their judgements of a range of other economic

factors, such as the impact of Brexit.

The ‘central’ Citi forecast suggests that the economy will return to its real-terms pre-
pandemic size by the spring of 2022, as did official forecasts at the time of the March Budget.
The Bank of England’s latest forecast is more optimistic and suggests that threshold will
already be crossed by the end of this year.

But none of these central forecasts sees the economy returning to its pre-pandemic growth
path. In other words, under each of these central forecasts, some of the growth lost during the
pandemic is not recovered and the productive capacity of the economy is permanently
smaller than it might have been, had the pandemic never happened. Indeed, it would be
surprising if the enormous hit to activity through the pandemic did not lead to at least some
persistent damage to economic output. In Citi’s central scenario, despite the early

improvement in growth, by 2025-26 the economy is expected to be the same size in real
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terms as forecast by the Office for Budget Responsibility (OBR) at the time of the March
Budget.

Figure 3.1. Forecasts for quarterly national income in real terms
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Note: Four-quarter rolling averages are shown. Dashed lines indicate Citi’s optimistic and pessimistic
scenarios. Bank of England includes backcast.

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Bank of England’s
Monetary Policy Report August 2021; Citi forecasts.

Figure 3.2. Forecasts for quarterly national income in nominal terms
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scenarios.

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts.
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But while real-terms growth is a better measure of overall economic well-being, nominal
growth matters more for the public finances. This is driven by the fact that taxes are levied on
nominal incomes (which is especially important when income tax thresholds, such as the
personal allowance, higher-rate threshold and additional-rate threshold, are all set to be fixed
in cash terms for several years) and on nominal consumer spending. At the same time,
departmental spending plans are typically fixed in cash terms, although higher inflation can
create pressure for these plans to be revised upwards. In consequence, higher nominal growth
tends to improve the public finances whether or not it is underpinned by faster real-terms

growth, because tax revenues tend to rise in response while departmental spending might not.

In nominal terms, the improvement in growth under Citi’s forecast only partially fades away,
leaving the cash size of the economy about 1/2% bigger by 2025-26 in Citi’s central scenario
than forecast at the Budget in March. This implies the economy running just under 3%
smaller in real terms than the official pre-pandemic forecast, with the gap in nominal terms
just under 2%2%.

Public finance forecasts are always subject to uncertainty, but this continues to be heightened by
the pandemic. Huge uncertainty remains around the future trajectory of the virus in the UK and
globally, as well as the extent to which changed patterns of work, consumption and investment
will persist into the post-COVID future. How swiftly and smoothly the economy adjusts to these

changes will be of crucial importance.

The wide range between Citi’s two alternative scenarios illustrates this: in its optimistic
scenario, where economic confidence is restored quickly and little or no restructuring is
required, the real size of the economy does return to its pre-COVID growth path — and in
nominal terms, which matters most for the public finances, it grows by even more than forecast
pre-pandemic (due to higher economy-wide inflation). This may, unfortunately, not be likely to
emerge, but is useful as a best-case benchmark. In contrast, in Citi’s pessimistic scenario, a
vaccine-resistant strain and renewed restrictions cause further damage to an economy which will
need to adjust in a much more significant way to long-term changes in consumers’ and firms’
behaviour and, in the process, falls further behind the pre-pandemic growth path. Such a
scenario may also be unlikely and we should certainly hope that it does not occur. But it will be

prudent for policymakers to prepare for what action they would take were it to emerge.

3.3 Outlook for borrowing

In 2020-21, the latest out-turn data suggest that borrowing was £325.1 billion, which is
£30 billion lower than the £354.6 billion forecast by the OBR in the March Budget. The

improved outlook for the nominal size of the economy in the central and optimistic scenarios
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translates into higher revenues and lower borrowing going forwards." Under Citi’s central
forecast, we expect borrowing to be £54 billion lower than in the March Budget this year, and
between £21 billion and £24 billion lower (in cash terms) in subsequent forecast years. As
long as spending plans are not topped up further, the large tax rises announced in March and
September 2021 would be enough, under the central scenario, to outweigh ongoing weakness
in the economy and higher debt interest spending, and push borrowing to £5 billion below the

pre-pandemic forecast in 2024-25.

The key development that reduces borrowing relative to the March Budget forecast is that
recent improvements in the economic outlook push up revenues (see Table 3.1). In addition,
after departments underspent against planned limits by some £34 billion in 2020-21, we
assume that the £55 billion ‘COVID-19 Reserve’ set aside for the current financial year will
also only partially be spent, contributing to an additional £10 billion of underspend this year
(on top of the £11 billion general underspend, and £4 billion additional COVID-related
underspend already assumed by the OBR). Spending on the furlough scheme, and the Self-
Employment Income Support Scheme, has also been substantially lower than forecast in the
first few months of the financial year, which will contribute to lower spending over the year
as a whole (although of course the scope for additional underspends ends with the expiry of

these schemes).

Table 3.1. Changes in the borrowing forecast for 2021-22 (£ billion)

Public sector net borrowing 234 180 -54
Revenues 819 873 53
Spending 1,053 1,053 -0.3
Of which:
Debt interest 25 38 14
Underspend 15 25 10

Note: Debt interest is central government debt interest net of income from the Asset Purchase Facility.

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts; authors’
calculations.

We decompose the change in the fiscal forecast between the March 2020 and March 2021 Economic and Fiscal
Outlooks into changes due to nominal GDP, the stock market, debt interest and discretionary policy measures and
scale these impacts according to Citi’s current macroeconomic forecast and changed interest rate expectations. For
more details, see box 4.1 of Emmerson and Stockton (2020).
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In the current financial year (2021—-22), we would expect revenues to reach £873 billion in
the central scenario, just 4.2% below the pre-pandemic Budget forecast, compared with

£819 billion, or 10% below the pre-pandemic forecast, that the OBR forecast back in March.
In the optimistic scenario, revenues even reach £902 billion, shrinking the gap with the pre-
pandemic forecast further to just 0.9%. In contrast, in the pessimistic scenario, more lingering
economic damage depresses revenues to £810 billion, 11% below the pre-pandemic forecast
and similar to the OBR’s March Budget forecast.

Pushing borrowing up instead of down, debt interest spending is now forecast to be

£14 billion higher in 2021-22 than forecast in the March 2021 Budget. This is driven by the
increases in interest rates on government bonds seen since the Budget was finalised. If
correct, this would make debt interest spending £1 billion higher than under the pre-pandemic
forecast for 2021-22, and would be despite it coming in £11 billion lower than forecast pre-
pandemic in the previous financial year. Compared with the large improvements in the fiscal
position from stronger nominal GDP, greater underspend, and stronger-than-expected growth

in revenues since April, this would be a more modest change.

Figure 3.3. Forecasts for borrowing (% of national income)
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Note: Dashed lines indicate Citi's optimistic and pessimistic scenarios.

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts; authors’
calculations.
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Table 3.2. Forecasts for borrowing (£ billion)

2019-20 47.4 57.1 57.1 57.1 57.1
2020-21 54.8 354.6 325.1 325.1 325.1
2021-22 66.7 233.9 180.2 151.2 246.3
2022-23 61.5 106.9 82.4 22.9 168.4
2023-24 60.2 85.3 63.2 1.4 138.4
2024-25 57.9 74.4 53.1 -1.2 125.2
2025-26 73.7 50.7 1.6 1214

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts; authors’
calculations.

Figure 3.3 shows the forecasts for borrowing pre-pandemic, at March 2021’°s Budget and in
Citi’s three scenarios. The equivalent £ billion figures are shown in Table 3.2. In all three
scenarios, borrowing falls sharply over the next three years from last year’s peacetime record. In
the central scenario, borrowing in 202425 falls £5 billion below the level forecast pre-
pandemic, 0.9% of national income — or £21 billion — below that forecast in the March 2021
Budget.

This is despite some lingering weakness in the economy — though less than in the Budget
forecast back in March — weighing on borrowing, along with higher debt interest spending.
These factors are outweighed by the consolidation measures announced by the Chancellor in the
last year — in particular in the March 2021 Budget. The package of measures announced in
September raises spending on health and social care by an average of £14 billion a year, whilst
increasing National Insurance contributions — in the form of the new health and social care levy
— and dividend tax by around the same amount, and is thus borrowing-neutral. Additionally, the
announcement made later on the same day — that the triple lock on pensions would for one year
be suspended and temporarily replaced by a double lock”? — reduces spending on state pensions

by an estimated £2 billion relative to having retained the triple lock.

Table 3.3 sets out the estimated total impact of discretionary policy measures since March 2020

on borrowing — both the large loosening through the pandemic, and the subsequent

2 Under the triple lock, state pensions increase by the highest of 2'4%, inflation and the growth in average earnings.
Under the double lock, this list excludes earnings growth, which is elevated by average earnings bouncing back
post-pandemic, especially with many employees coming off the furlough scheme and returning to full pay.
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consolidation. The emergency fiscal response to the pandemic was heavily skewed towards
spending, with a total of £329 billion committed across 2019-20, 2020-21 and 2021-22 to
support businesses, households and public services. Tax cuts played, in relative terms, a minor
role in the emergency response, peaking at £25 billion of cuts in 2021-22. At least on current
plans, none of this additional spending is to be permanent. Indeed, even after additional spending
on health and social care was announced in September, departments’ day-to-day spending totals
in 2023—24 and 2024-25 are still set to be around £3 billion lower than what was planned pre-

pandemic.

From April 2023, large tax rises are also planned. The March 2021 Budget was the biggest tax-
raising Budget since Lord Lamont’s Spring Budget of 1993. An increase in the main rate of
corporation tax from 19% to 25% in April 2023 is expected by the government to raise around
£17 billion by 2025—26. And on income tax, a four-year cash freeze in both the personal
allowance and the higher-rate threshold is expected to raise £8 billion by 2025-26.

Under the central scenario, these tax rises and cuts to previous spending plans (assuming they
are delivered) are sufficient to outweigh the impact of the ongoing weakness in the economy and
higher debt interest spending. This would deliver a modest but growing current budget surplus
by 2023-24 (Figure 3.4 and Table 3.4), whilst the March Budget forecast that the current budget
deficit would only be brought close to zero two years later. This is chiefly thanks to the enduring
improvement in the forecast for nominal growth. This would mean that this year, the Chancellor
could meet the previous fiscal target of forecast current budget balance three years into the

future, with some headroom. For a discussion of fiscal targets, see Chapter 4.

Table 3.3. Borrowing and the impact of measures announced since March 2020 (£ billion)

2019-20 57 2 0 0 0
2020-21 325 250 19 2 0
2021-22 180 77 25 3 8
2022-23 82 13 9 14 14
2023-24 63 10 1 17 24
2024-25 53 12 1 18 37

Note: Direct effects only, nominal terms. Where an increase and cut are reported for the same year, these
happened at separate fiscal events/announcements.

Source: OBR’s Economic and Fiscal Outlook, March 2020, November 2020 and March 2021.
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Figure 3.4. Forecasts for the current budget deficit (% of national income)
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Note: Dashed lines indicate Citi’s optimistic and pessimistic scenarios.

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts; authors’
calculations.

Table 3.4. Forecasts for the current budget deficit (£ billion)

2019-20 1.7 14.0 14.0 14.0 14.0
2020-21 —4.9 278.8 243.0 243.0 243.0
2021-22 2.7 171.8 118.0 89.0 184.1
2022-23 -11.7 40.0 15.5 —44.0 101.5
2023-24 -16.7 15.2 -7.0 —68.7 68.2
2024-25 -21.2 3.2 -18.1 —72.4 53.9
2025-26 0.9 —22.1 —71.2 48.6

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts; authors’
calculations.

© The Institute for Fiscal Studies, October 2021



Outlook for the public finances 129

Risks from alternative economic scenarios

As with growth, the range of uncertainty around the central scenario (as illustrated by the two
alternative scenarios) is very wide. In the optimistic scenario, a combination of a very strong
economic recovery especially in nominal terms, tight spending plans and substantial tax rises
pushes forecast borrowing in 202425 2.2% of national income below what had been forecast
pre-pandemic (Figure 3.3). This would be sufficient to eliminate the overall deficit for the first
time since 2000-01. That said, were such a scenario to emerge, we might well expect some of

the planned tax rises not to go ahead and for spending plans to be topped up.

Even if real-terms growth followed the Bank of England’s August forecast —i.e. if the growth
rate fell between those in the central and optimistic scenarios — with no other changes, borrowing
would be forecast to be running 1.2% of national income lower than in the central scenario in
2022-23 and 0.8% lower in 2023-24, and 2.3% and 1.7% of national income below the March

2021 Budget forecast in those same two years.

In sharp contrast, in the pessimistic scenario, a very incomplete recovery would keep borrowing
elevated at around 5% of national income in the middle of this decade: twice the post-war
average. Borrowing could not be sustained at that level indefinitely: a further combination of tax
rises and spending cuts at some point would be required. It would only take average growth to
average around 3.2% a year over the next five years, rather than the 3.7% a year in our central
forecast, for there to be a £10 billion deficit on the current budget in 2025-26.

Looking at the current budget, in the optimistic scenario under current stated policy, we would
expect a substantial surplus of at least 2.6% of national income from 2023-24 (which would be
the largest since 1971-72), and a deficit of 2.9% dropping to 2.2% in 2024-25 and 1.9% in
2025-26 in the pessimistic one. But again, were a scenario similar to the optimistic one to
emerge, we might expect some planned tax rises to be cancelled and/or spending plans to be
topped up. Indeed, under the optimistic scenario, all of the tax rises announced in the March
2021 Budget could be reversed and we would still be on course for a substantial current budget
surplus from 2023-24 onwards. Conversely, under the pessimistic scenario, the £28 billion
package of tax rises would need to be nearly tripled for a current budget surplus to be forecast
for 2025-26.

Risks from policy change

Our forecasts — and the Citi economic forecasts used in this chapter — make a number of
assumptions about government policy. In particular, they assume that stated tax policies are
implemented and that the totals announced for the Spending Review are kept to. In practice,

there are risks around both of these assumptions.
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On the revenue side, our forecasts — following the OBR — take the government’s stated policy
of uprating fuel duty in line with inflation as given. However, fuel duty has now been frozen
for 11 successive years, casting serious doubt on the seriousness of the commitment to return
to indexation after just one more year. If rates of fuel duties are frozen for a further four
years, this would reduce revenues by around £3 billion, and bring the total cost of cuts and
freezes to fuel duties since 2010, relative to an alternative of RPI indexation, up to £14 billion

a year.

A further risk relates to the tax rises announced in the March 2021 Budget. As stated above,
the rise in corporation tax from 19% to 25% in April 2023 is forecast to raise £17 billion by
2025-26. On income tax, a four-year cash freeze in both the personal allowance and the
higher-rate threshold is expected to raise £8 billion by 2025-26. Were, for example, the
freezes in the income tax personal allowance and higher-rate threshold to run for three rather
than four years, this would reduce revenues by around £2 billion a year from April 2025

onwards.

On the spending side, there are a number of risks related to NHS spending and to public service
spending more generally. These are addressed in detail in other chapters: Chapter 6 shows that
the NHS may be facing a funding shortfall of £5 billion by 2024-25, while Chapter 5 puts
pandemic-related spending pressures on education and public transport at around £3 billion a
year over the next three years and also shows that day-to-day departmental spending is still

£3 billion below pre-pandemic plans in 2024-25.

There will be pressure on overseas aid spending as well. In the November 2020 Spending
Review, the government reduced the overseas aid budget from 0.7% of national income to 0.5%.
However, it has also claimed that ‘this is a temporary measure and the Government are
committed to the 2015 Act and to spending 0.7% of GNI on ODA once the fiscal situation
allows’ and that a return to spending 0.7% of national income will happen when ‘on a
sustainable basis, we are not borrowing for day-to-day spending and underlying debt is falling’.?
In our central scenario, the current budget deficit is eliminated by 2023-24. By the following
year, the surplus would be sufficient to return to spending 0.7% of national income on overseas
aid, spending roughly an additional £5 billion. However, with debt still elevated, it could be that
the government would hold off increasing aid spending until a later year. And, were aid
spending to be increased, it is also unclear whether that would add to borrowing or whether it

would be met from within existing spending totals.

3 For more details, see https://www.gov.uk/government/news/changes-to-the-uks-aid-budget-in-the-spending-review
and https://hansard.parliament.uk/commons/2021-07-12/debates/c8f3bb2c-50f2-4b61-9cf2-
3af0b47ed89a/WrittenStatements.
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2026-27 £3.2bn £0.5bn £3.7bn 0.4
2027-28 £6.5bn £1.0bn £7.5bn 0.7
2028-29 £9.9bn £1.3bn £11.2bn 1.1
2029-30 £13.3bn £1.7bn £15.0bn 1.5
2030-31 £16.8bn £1.9bn £18.7bn 1.9

Note: Costs in today’s (2021-22) terms on top of their level in 2025—-26. Levy increase assumes public
sector employers are compensated for the increase in employer contributions, as was the case in the initial
package announced in September 2021, and that revenues from the levy grow in line with long-run
average earnings growth.

Source: Authors’ calculations using OBR’s Fiscal Sustainability Report, July 2020, and HM
Government’s ‘Building back better: our plan for health and social care’, September 2021.

Finally, the costs of funding health and adult social care are projected to continue to increase as
the population ages and increasing numbers of people live with multiple chronic conditions. The
longer-run projections on this are set out in Section 3.5. But this is not just a problem for the
distant future: these pressures are growing now, and are expected to continue to do so over the
rest of this decade. Table 3.5 shows that by 203031, these additional pressures are estimated to
total about £18% billion on top of their level in 2025-26. Again, it is not clear whether these are
to be met and, if they are, how they are to be financed. One option might be for the new health
and social care levy to rise to meet these costs. If this is to happen, and assuming (as was the
case in the September 2021 announcement) that it is also increased by enough to compensate
other public services, then this would imply a further increase of 1.9 percentage points in the
health and social care levy (and on dividend tax), more than doubling the total levy on
employees, employers and the self-employed from its currently planned rate of 1.25% to 3.15%
by 2030-31.

3.4 Outlook for debt and debt interest
spending

Comparing the Citi central scenario with the March 2021 Budget forecast, the improvement in
the economic outlook leads to a lower level of underlying net debt throughout the forecast
period. However, the economic improvement is insufficient to reduce debt quickly as a share of

national income whilst debt interest spending also becomes more burdensome. Debt is forecast
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to peak at 90% of national income in 2023—-24, but to fall only gently in the following two years,
by a total of 1.2 percentage points of national income (Figure 3.5). The COVID crisis would thus
have added 17% of national income to debt. While large, this is much less than the 39% of

national income increase (from 34% to 73%) that occurred over the course of four years between

2008 and 2012, during and immediately following the financial crisis.

Box 3.1. The Bank of England’s contribution to public sector net debt

When politicians and analysts talk about fiscal policy, they will often refer to “underlying’ debt. This
usually means debt excluding the contribution of the Bank of England.

The Bank of England’s activities contribute to public sector net debt through its purchases of

government gilts and (to a much smaller extent) corporate bonds in the context of quantitative easing,
and through its two Term Funding Schemes which offer loans to firms to support the economy in the
wake of the 2016 referendum (the TFS) and the COVID-19 pandemic (the TFSME, or Term Funding

Scheme for small and medium enterprises).

Through its programme of quantitative easing, the Bank of England buys gilts — essentially IOUs
issued by the government — from financial institutions and in return credits them with central bank
reserves. Reserves are deposits on which interest is paid at Bank Rate that commercial banks hold at
the Bank of England.

Any difference between the value of the reserves issued to purchase the gilts (the gilts’ market value) and
their redemption value (the amount the government promises to pay) contributes to public sector debt.
Since this part of public sector debt is not the direct result of the government’s choices around spending
and tax, it is often appropriate to focus on debt excluding the Bank of England when evaluating the fiscal

situation.

For the central scenario, Figure 3.6 decomposes the increase in the debt-to-GDP ratio in 2024—
25" between the pre-pandemic Budget forecast and the current central scenario into policy
measures, the impact of lower economic growth throughout the period, and other factors. Three-
fifths of the increase — 11.6% of national income — is explained by the large emergency
measures last year and this, with only 2.8% counterweighed by tax rises in the later years of the
forecast (shown by the blue bar). Over a third of the increase is explained by lower growth
adding to borrowing through lower revenues (and, to a lesser extent, higher spending — e.g. on

benefits), with smaller parts explained by the denominator effect (i.e. the fact that the same cash

4 We choose that year since it is the last one for which an official pre-pandemic forecast is available to allow for a
direct comparison.
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debt in 202425 will represent a larger share of a smaller national income) and additional debt

interest spending.

Figure 3.5. Forecasts for debt
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Note: Dashed lines indicate Citi’s optimistic and pessimistic scenarios. Debt is net debt excluding the
Bank of England.

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts; authors’
calculations.

Figure 3.6. Sources of increased debt-to-GDP ratio in 2024-25
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The pattern shown in Figure 3.6 contrasts with the large increase in public sector net debt arising
as a result of the financial crisis and associated recession, where much less of the increase in
debt was due to the fiscal stimulus package and much more of the increase was due to the
denominator effect (Chote, Emmerson and Tetlow, 2009, figure 3.4). There are two key drivers
of this difference. First, the emergency fiscal support since March 2020 has been much bigger
than what was implemented in response to the financial crisis, in part due to substantial increases
in day-to-day spending on public services — most obviously the NHS — but also because of a
bigger increase in spending on working-age benefits (Emmerson, 2020; IFS Taxlab, 2021).
Second, the financial crisis was associated with both weak real growth and much lower-than-
expected inflation, whereas higher inflation following the pandemic means the drop in nominal

national income (the denominator) is less than the drop in real output.

How is government debt financed?

Public sector debt is held in the form of government bonds, or gilts. Figure 3.7 shows that
overseas investors (including foreign central banks) and insurance and pension funds have
steadily increased their holdings of gilts since 2009. The Bank of England’s holdings have also
increased gradually during that period. They then increased sharply during the COVID-19 crisis,
when the Bank essentially absorbed all newly issued UK government debt: between March 2020
and May 2021, the Debt Management Office issued £431 billion of debt, net of redemptions,
while the Bank of England voted to purchase an additional £460 billion of gilts via quantitative

easing.

At the same time that the government was accumulating a large amount of debt to fund the
COVID-19 emergency response, the cost of servicing that debt fell to record lows. This was a
continuation of a long-term trend that has seen interest rates on UK government debt — and that
of governments in other advanced economies around the world — fall across short, medium and
long durations (Figure 3.8). These are rates on conventional gilts, i.e. ones that are not indexed
to inflation. The UK’s Debt Management Office (DMO) also issues index-linked gilts that pay
out interest relative to the growth in the Retail Prices Index (RPI). Yields on these gilts have also
been running at extremely low levels. For example, on 22 September 2021, the DMO auctioned
£350 million of gilts that run to 2056 at a yield of RPI minus 2.3%.”

5 Source: https://www.dmo.gov.uk/data/gilt-market/.
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Figure 3.7. Holders of gilts over time
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Figure 3.8. UK gilt rates over time
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Note: Simple averages of the close-of-business redemption yields for each month of the prevailing
benchmark gilts.

Source: Debt Management Office, historical average daily conventional gilt yields.
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Figure 3.9. Debt interest spending over time
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Source: Office for National Statistics, series NMFX and MU74; OBR’s Economic and Fiscal Outlook,
March 2020.

In addition to worldwide falls in interest rates on safe assets, the expansion of quantitative easing
led to a further reduction in debt interest spending. This is because quantitative easing
effectively allows the government to borrow at the interest rate paid on central bank reserves,
which is set at the contemporaneous Bank Rate (currently 0.1%) and is even lower than the
interest rates on government bonds, which — as shown above — are themselves already at

historically low levels.

This means that despite the huge amounts that the government has borrowed during the
pandemic, and despite the fact that underlying government debt rose by 17% of national income
between 2018-19 and 2020-21, the UK government spent /ess on debt interest over the last two
years than it spent in 2018—19 and than had been forecast under pre-pandemic plans (Figure 3.9).
We should not lose sight of this astonishing fact.

However, things are changing. Alongside an improvement in the near-term economic outlook,
interest rates have started to rise since the beginning of 2021. For example, in January 2021, the
average gilt yield on a five-year gilt was —0.05% while even on a 30-year gilt it was just 0.86%.
By September 2021, these had risen to 0.47% and 1.13%, as shown in Figure 3.8. Alongside
this, RPI inflation — which feeds directly through to debt interest spending through the 28% of
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UK government bonds that are index-linked — has also picked up.® In the year to January 2021
the RPI grew by just 1.4%, while over the year to August 2021 this had risen sharply to 4.8%.
This rise in the RPI has been a key driver of debt interest spending over the first six months of
2021-22 running £4.7 billion (20.5%) above that forecast for this period by the OBR in the
March 2021 Budget.”

In Citi’s central scenario, debt interest spending in the current financial year, to next March, will
be £1 billion higher than anticipated in the pre-pandemic forecast in March 2020, and £14 billion
higher than forecast at the March 2021 Budget. But it is worth stressing that this increase is far
outweighed by a £53 billion improvement in revenues: an increase in interest rates that
accompanies an improvement in the growth outlook is always likely to be associated with an

overall reduction in government borrowing.

In addition to making government debt cheaper to finance, quantitative easing also shortens the
delay between any increase in interest rates, and a noticeable increase in debt interest spending by
the government. UK government gilts have an average remaining duration of around 15 years,
which is a long average duration by international comparison (OECD, 2021). This means that, in

principle, debt will only mature — and need to be refinanced — slowly.

However, the effective cost of financing gilts held by the Bank of England through quantitative
easing is not the interest rate on the bond, but the cost of the reserves the Bank creates to fund its
purchases. This cost is Bank Rate, which can — and does — change with immediate effect. As
shown in Figure 3.10, our calculations suggest that prior to the pandemic (in February 2020) the
impact of this was effectively to reduce the average remaining duration of gilts by 24% from
15.6 years to 11.8 years. However, as of April 2021, the expansion of the programme of

quantitative easing has increased this reduction to 32%, from 15.2 years to 10.3 years.

While Bank Rate is low, the Bank of England could choose not to pay interest — or pay a lower
interest rate than Bank Rate — on some or all of the reserves that commercial banks hold
(‘tiering’), as has been suggested by some commentators. This is currently done by the European
Central Bank and the Bank of Japan. As demand for reserves is high, this could be done while
still being able to finance the asset purchases set by the programme of quantitative easing. This
might no longer be the case in a situation where Bank Rate needed to rise. If Bank Rate were to
rise before the quantitative easing programme had been unwound, this could mean that it would

not be possible to have a policy of paying lower than Bank Rate on some reserves.

® This 28% figure is for 2019—-20. Note that the index-linked share of gilts not owned by the Bank of England is

greater, because it only purchases conventional (non-index-linked) gilts.
Source: https://obr.uk/docs/September-202 1-PSF-commentary.pdf.
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Figure 3.10. Estimated impact of quantitative easing on the effective duration of gilts over
time
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Figure 3.11. Sensitivity of debt interest spending to borrowing and rate rises
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Another way to show the extent to which the government is able to borrow cheaply at the
moment, but that debt interest spending is also more sensitive to changes in interest rates, is to
show how the OBR’s ready reckoners for debt interest spending have changed over time. This is
shown in Figure 3.11. In December 2012 — when gilt rates were higher (as was shown in Figure
3.8) — £25 billion of extra borrowing each year would push up debt interest spending after four
years by an estimated 0.17% of national income (£4.0 billion in today’s terms). By March 2020
this had fallen by three-quarters to just 0.04% of national income (£0.9 billion), and by March
2021 it had fallen slightly further to just 0.03% (£0.7 billion). In other words, debt interest
spending has become less sensitive to additional borrowing over time, as you would expect

when interest rates had fallen.

Turning to the sensitivity of debt interest spending to increases in rates of borrowing, back in
December 2012 a permanent 1 percentage point (or 100 basis points) increase in rates would
push up debt interest spending in four years’ time by 0.16% of national income (£3.7 billion in
today’s terms). By March 2020 this had increased slightly to 0.23% of national income

(£5.4 billion). But by March 2021 this had risen to 0.45% of national income (£10.5 billion) — an
increase of 180% on the responsiveness estimated in December 2012. Debt interest spending has

thus become much more sensitive to changes in interest rates.

An increase in interest rates that is not accompanied by an improved outlook for growth would
be much more burdensome for the public finances. In our central scenario, debt interest spending
is forecast to be £14 billion higher than in the March 2021 Budget forecast. This is still more
than compensated for by £53 billion higher revenues. But if interest rates increased further,
without a corresponding increase in growth and revenues, the outlook for the public finances

would be much more challenging.

3.5 The long-run trajectory of debt

When considering the UK’s long-term fiscal situation, the one-off increase in debt during the
COVID-19 crisis is less significant than the future trajectories of growth and interest rates, and
the policy choices the government makes around taxes and spending. These choices will need to
be made in response both to unexpected challenges that arise and to known ones (where perhaps

the most obvious are population ageing and the transition to a net-zero economy).

Figure 3.12 shows different illustrative trajectories for debt. For each of them, the starting point
is the central scenario set out above. We use a set of broad-brush assumptions: that the effective
interest rate on government debt remains unchanged from 2025-26 onwards, and that growth in
nominal national income is constant at the 3.9% per year projected by the OBR in its July 2020

Fiscal Sustainability Report. This would be slightly better than the very muted growth
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performance after the financial crisis and before the onset of COVID-19, but still much lower
than the longer-term post-war average. Of course, in reality, growth and interest rates will not
stay constant. However, these trajectories are not intended to be precise forecasts. Instead, they
illustrate the underlying dynamics of debt given today’s starting point, and the scale of long-term

challenges.

Figure 3.12. lllustrative long-term debt trajectories with and without cost pressures of ageing
and the net zero transition
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increases in spending on healthcare, adult social care and state pensions are fully accommodated through
higher borrowing. ‘With cost of ageing and net zero by 2050’ additionally uses the OBR’s ‘central’ public
sector share scenario for spending, plus its net revenue effects.

Source: OBR’s Fiscal Sustainability Report (July 2020) and Fiscal Risks Report (July 2021); authors’
calculations.

The green line shows projected debt under the assumption that primary borrowing (i.e.
borrowing before net debt interest spending) remains constant beyond 2025-26, at 0.4% of
national income. One way to think of this scenario is that it is what might be expected were
future governments to meet the costs of any pressures on revenues or spending with tax rises or
spending cuts elsewhere. In this scenario, debt is on a falling path and returns to its pre-COVID
level in the early 2030s, but only comes close to the level seen before the financial crisis (34% of

national income in 2007-08) at the very end of the forecast horizon.

A key challenge in the decades covered by this projection are the rising costs of health and adult
social care, and state pensions. One important driver of increasing costs is the ageing of the

population through rising life expectancy at older ages, reductions in the birth rate and lower
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immigration. On average, people need more healthcare and social care at older ages, and the
healthcare they need also tends to be more expensive. In addition to this, healthcare costs have
tended to rise over time independently of demographic change. One reason is that new medical
technologies and drugs — while of course delivering many benefits — are often expensive, at least
initially. Another reason is that more people are being treated for chronic conditions (notably
diabetes and dementia), with an especially sharp increase in the number of people being treated
for multiple chronic conditions at the same time. These are all trends that are expected to

continue, and to continue to drive up care costs (Charlesworth and Johnson, 2018).

The green line effectively assumes that the rising cost of healthcare, adult social care and state
pensions either is simply not accommodated at all (e.g. state pension indexation is made less
generous or rising care needs go unmet by the state) or is offset by tax rises or spending cuts in
other areas. If, in contrast, the government chose to meet those pressures and fund them through
higher borrowing, the yellow line in Figure 3.12 shows that debt would be on a rising — and even
accelerating — path. In practice, such a scenario would be unlikely to be allowed to emerge, as
tax rises or spending cuts would be needed to demonstrate prudent stewardship of the public
finances and prevent a loss of confidence in the UK as a borrower, with a corresponding

unwelcome increase in the cost of borrowing.

We now turn to the direct fiscal cost of the transition to net zero,® a challenge with very different
dynamics over the period from those of the rising costs of healthcare, social care and pensions
just discussed. The illustrative trajectory shown by the blue line in Figure 3.12 combines the
fiscal impact of both of these long-term challenges. In addition to the rising cost of healthcare,
social care and pensions just discussed, this includes two aspects of the fiscal impact of the
transition to net zero. The first is the negative impact of decarbonisation on some tax bases — for
example, revenues from fuel duties will dry up as fewer and fewer vehicles with combustion
engines remain on the roads. In addition, this debt trajectory assumes that the government
shoulders a share of the cost of transitioning to net zero in different sectors. This share is based
on the OBR’s ‘central’ public sector share scenario (Office for Budget Responsibility, July 2021,
table 3.2). For example, this would see the government bearing just 6% of the costs of the
decarbonisation of cars, but 44% of the cost of decarbonising residential buildings and 64% of
carbon emissions removals during the 2020s, 2030s and 2040s. Over time, these costs to the
public sector are increasingly countervailed by increasing revenues from carbon taxation,
reducing the direct fiscal impact of the transition. But without offsetting tax rises or spending
cuts, this would lead to debt rising even faster over the next 30 years, with the net zero transition

adding more than 12% of national income to debt in the late 2030s.

® The full fiscal impact of the net zero transition will depend crucially on its effects on the trajectory of national

income until 2050 and beyond, which is a fascinating question entirely beyond the scope of this chapter.
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Clearly, this scenario represents only one of a wide range of possible ways of funding the net
zero transition. Policymakers may choose to fund a greater or smaller share of transition costs, at
different points in time. In the OBR’s ‘high’ public sector share scenario, the state shoulders a
greater share of these costs, especially towards the end of the transition, with the impact on
government spending nearly 70% greater than in the central scenario in the late 2040s. Under
proposals recently set out by Labour (Reeves, 2021), the government would spend an additional
£28 billion a year for eight years on investment related to environmental protection, which is
more than the amount the OBR assumes would be spent in 2025 even under the ‘high’ public
sector share scenario. This might imply that the state takes an even more active role in funding
the net zero transition. In contrast, in the OBR’s ‘low’ public sector share scenario, the private
sector is assumed to shoulder more of the costs of transition. As a result, spending is more than
60% lower than in the central scenario in the early 2040s. Similarly, the impact on carbon-
related tax bases is uncertain and its size and timing may differ from the broad-brush, central

scenario presented in Figure 3.12.

Of course, even in ‘normal’ times — absent large shocks such as pandemics and financial crises —
economic growth is not smooth, as the illustrative trajectories in Figure 3.12 suggest. Instead,
cyclical recessions happen irregularly but frequently, with the OBR estimating that the chance of
a recession in any five-year period is about one in two.’ Recessions can have a ‘ratchet effect’ on
debt, in that the debt burden rises by more, relative to trend, during and immediately after a
recession than it falls during an expansion. The economic downturns of the early 1980s, 1990s
and 2000s added between 4 and 10 percentage points to the ratio of debt to national income
within two years, compared with a continuation of the trend before that. This suggests that if
policymakers aim to reduce debt over the long run in order to preserve ‘fiscal space’ — the
capacity to sharply increase debt to respond to a crisis such as the COVID-19 pandemic — a more
rapid pace of consolidation during economic expansions is required. As discussed in Chapter 4,
this would require having lower borrowing (or bigger surpluses) in good, and potentially just

normal, years.

3.6 Conclusion

The success of the vaccine roll-out in the UK and encouraging early indicators on the
recovery in consumer spending, the labour market and government revenues have led to an
upwards revision in most economic forecasts. In the short term, our analysis (based on Citi’s

central forecast used for our public finance calculations which assumes that the government’s

® In its most recent Fiscal Risk Report, the OBR cautions that ‘the world may in fact be becoming riskier’ and this
probability and/or the typical impact of recessions may have increased (Office for Budget Responsibility, July
2021, p. 212).
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tax and spending plans are kept to — unlike the scenarios in Chapter 2 which assume a further
fiscal loosening) suggests that borrowing this financial year could be 2.6% of national
income (£54 billion) lower than official forecasts suggested at the time of the March Budget
— a very large improvement in such a small space of time. In this context, however, it is worth
noting that the latest estimate is that borrowing in the last financial year (2020-21) is almost
£30 billion lower than was forecast in the March 2021 Budget.

Some of this ‘windfall’ for the Chancellor looks likely to prove temporary: in the latter part
of the forecast, the improvement in economic performance vis-a-vis the March forecast is
smaller. Our forecast is that borrowing in 2024-25 will be 0.9% of national income, or

£21 billion in cash terms, below the March 2021 Budget — and £5 billion /ower than forecast
pre-pandemic as the tax rises announced in that Budget more than offset the enduring
economic impact of the pandemic on revenues. However, as shown in Table 3.6, it is
noticeable that the central forecast is for both revenues and spending to be slightly higher

than forecast pre-pandemic.

Uncertainty around this central forecast remains even more substantial than is typically the
case. Delivering current budget balance by the end of the forecast period will depend on
something close to our central scenario (or better) materialising. Under currently stated plans
for taxes and spending, the Chancellor could deliver a modest but growing current budget
surplus in the latter three years of the forecast. However, this would require that substantial
increases in income tax and corporation tax that have been announced are actually
implemented. Uncertainty in the economic outlook means it is possible that growth and, with
it, revenues come in much more strongly than under our central scenario. Though were this to
emerge it might be more likely that some of the planned tax rises are not actually

implemented.

Table 3.6. Forecast for receipts, spending and borrowing in 2024-25 (£ billion)

Current 1,022 994 1,037 1,084 981
receipts

Total 1,080 1,069 1,091 1,082 1,106
managed

expenditure

Borrowing 57.9 74.4 53.1 -1.2 125.2

Source: OBR’s Economic and Fiscal Outlook, March 2020 and March 2021; Citi forecasts; authors’
calculations.
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The new spending totals, once you account for higher spending on health and social care after
September’s announcement, appear relatively tight. They make no allowance for pandemic-
related spending pressures on areas other than the NHS, and leave little headroom to deal
with negative economic surprises or the spending pressures that existed prior to the
pandemic. Were the economy to recover much more strongly than under our central scenario,
it would not be surprising if spending plans were topped up. A return to current budget
balance, and falling public sector net debt, is also — at least under stated government policy —
intended to trigger a return to spending 0.7% of national income on overseas aid, which
would be an increase of around £5 billion a year on top of the current spend of 0.5% of

national income.

Since the beginning of the year, interest rates on government bonds have started to rise, with
yields on 30-year bonds averaging 1.13% in September 2021 having averaged just 0.86% in
January 2021. Alongside this, RPI inflation — which feeds directly into interest payments on
index-linked debt — has risen from just 1.4% in the year to January 2021 to 4.8% in the year
to August 2021. Although interest rates remain very low by historical standards, these
changes are set to have a non-trivial impact on debt interest spending over the forecast
period, with our central forecasts suggesting it will be around £15 billion a year higher than
forecast in March. This increase in interest rates reflects growing optimism about the
economic recovery, and since the same improvement in the economic outlook that drives up
interest rates also drives up government revenues, the net effect is to reduce borrowing.
However, further increases in interest rates not accompanied by a stronger outlook for growth
and revenues remain a risk, especially while debt is high and, owing to the large share held
by the Bank of England via its quantitative easing programme, while interest rate rises feed

through to spending quickly.

Difficult decisions loom not just on the immediate COVID recovery, but also when it comes to
facing pre-existing long-term challenges. Notably, if increases in the cost of healthcare, adult
social care and state pensions over the next decades are not funded through tax rises or cuts to
other spending, debt would be on an increasing and accelerating path that would at some point
prove unsustainable. Even in the near future, meeting rising health and social care costs through
further increases in the health and social care levy would require this to more than double from
its planned rate of 1.25% to 3.15% by 2030.

While the fiscal impact of the transition to a net-zero economy, at least on current plans and
commitments, has a very different trajectory — public sector costs occur primarily in the near
future, and in the longer term are increasingly outweighed by revenues from carbon taxation —
both developments combined will put significant pressure on the public finances in the 2030s
and 2040s, even if the COVID crisis leaves few economic or fiscal scars. Given the risks from

much elevated debt, and the known future pressures on the public finances, once the economic
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recovery is secured then, absent a willingness to deliver another dose of austerity for many
public services, there will likely be a strong case for further sizeable tax rises to come in the
second half of this decade.
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4. Rewriting the fiscal rules

Carl Emmerson and Isabel Stockton (IFS)

1

Key findings

In principle, well-designed fiscal rules could make it easier for
governments to borrow for good reasons while making it hard to borrow
for bad reasons. Borrowing during periods of temporary weakness or to
finance spending that delivers future benefits can be appropriate, but simply
borrowing in order to defer announcing or implementing measures that involve
difficult trade-offs is not.

Successive Chancellors have been too quick to announce poorly
designed fiscal targets: in total, 11 have been announced in the last
seven years, with most of them being missed before being dropped. The
Chancellor was right to suspend and review the government’s fiscal targets —
and to allow borrowing to rise sharply — when the pandemic hit. The manifesto
commitment to reduce debt over this parliament was always badly conceived
and Rishi Sunak is right not to attempt to meet it.

Indications are that both the Conservative Government and the Labour
Opposition remain in favour of setting policy so that a current budget
balance (or better) is forecast for the medium term. This has much to
commend it: it allows borrowing for investment purposes and gives some time
for policy to adjust to shocks. But the split between capital and current
spending will not always align with what spending does and does not benefit
future generations. There is also a judgement to be made about the timescale
over which a forecast current budget balance should be aimed for: too short
and it could necessitate inappropriately sharp adjustments to policy; too long
and governments may have more scope to promise future tax rises or
spending cuts that they do not intend — or are perhaps unable — to implement.

The combined legacy of the COVID-19 pandemic and the global financial crisis
(GFC) has been to elevate debt to levels not seen in recent UK history. Debt
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interest payments are, however, lower than prior to the GFC as interest rates
have fallen sharply. Indeed, they are lower as a share of revenue than at any
time since 1700. This does not mean additional debt has been costless: the
public finances are now much more exposed to increases in interest rates. This
has been exacerbated by the fact that the increase in debt since the start of the
pandemic has been effectively financed by increased deposits of commercial
banks at the Bank of England. There remains a strong case for gilt
issuance to be tilted more towards long-dated index-linked gilts in order
to lock in the current low real cost of more debt.

5 There is a case for setting policy so that over the long term, debt is reduced as
a share of national income. This could help reduce future debt interest
spending and could create ‘fiscal space’ so that debt could be increased again
when the next severe adverse shock strikes. Reducing debt from its newly
elevated level will be made harder by known pressures facing the public
finances. The Office for Budget Responsibility estimates that the rising
costs of healthcare, adult social care and state pensions will total 6.1% of
national income by 2050-51, while costs associated with the transition to
net zero are estimated to peak much sooner, in 2026-27, at 2.2% of
national income.

6 The International Monetary Fund estimates that UK general government net
worth is the lowest of 24 advanced economies. A clear risk with a narrow
focus on debt is that public sector assets are inappropriately sold — or
are not acquired — to help keep headline debt down. Whatever its merits,
measurement challenges mean that a formal target for public sector net worth
may not be sensible. While there are advantages to reducing debt over the
longer term, both the Treasury and the Labour Opposition should retain their
welcome focus on the broader public sector balance sheet.

7 A clear lesson from the last 25 years is that, rather than having firm and fixed
fiscal rules, it would be better for these to be considered rough rules of thumb
that Chancellors should strive to keep to in most periods. This should be
communicated from the outset. We should not pretend that any fiscal
target, however carefully designed, will be sacrosanct for evermore.
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4.1 Introduction

The COVID-19 pandemic led to UK government borrowing reaching its highest level since the
Second World War and has pushed public sector net debt to a share of national income not seen
since the early 1960s. Such a response is appropriate: governments should borrow more during

periods of crisis in order to support households, businesses and public services.

To allow for borrowing on this scale in response to the crisis, the Chancellor Rishi Sunak
sensibly suspended the government’s fiscal rules. These rules were never designed for the
current situation: it is hard to imagine any set of fiscal targets that would be usefully
constraining during most periods but flexible enough to allow the increase in borrowing and debt
that we have seen during the pandemic. Mr Sunak’s first Budget in March 2020 initiated a
review of the fiscal rules, stating that this would conclude by a Budget that following autumn.
That Budget was then pushed back to the spring of this year, at which point it was announced
that the review of the fiscal framework was continuing and that new fiscal rules would be set out
in the Autumn 2021 Budget.

With this in mind, this chapter discusses the design of fiscal rules. It starts in Section 4.2 by
asking why fiscal rules might be useful in helping the stewardship of the public finances in the
first place. Section 4.3 provides a brief history of the experience of such rules in the UK over the
last 25 years. Section 4.4 sets out the key features of a well-designed set of fiscal targets and

makes some recommendations for the UK. Section 4.5 concludes.

4.2 Why fiscal targets at all?

It is common for governments — both in the UK and elsewhere — to raise less in revenue than
they spend: in other words, to borrow. As shown in Figure 4.1, in the UK there has not been an
overall budget surplus for over 20 years (the last one was in 2000-01), and since the start of the
20™ century on average four out of every five years has seen spending exceed total revenues (98
out of 121 times).

There are often good reasons for governments to borrow, some of which apply in some
temporary circumstances and some of which can justify planning to borrow on an ongoing basis.
But governments might, at least in some circumstances, be tempted to borrow more than is
appropriate from an economic point of view. And while debt can — and indeed should — grow
faster than the size of the economy in some circumstances, it cannot continually increase as a
share of national income forever; at some point, a combination of tax rises or spending cuts
would be required to prevent debt interest costs and inflation from spiralling out of control.

Excessive government borrowing can thus risk substantial costs. The key argument for fiscal
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Figure 4.1. Public sector net borrowing since the start of the 20™ century
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targets is therefore that they can make it harder for governments to borrow for inappropriate

reasons, but still allow borrowing when it is felicitous.

Good and bad reasons for governments to borrow

As has been discussed in previous Green Budgets (see, for example, Crawford et al. (2016)),

there are at least five good principles for allowing governments to borrow:

= Intergenerational fairness. Where spending now delivers benefits in the future — either
financial or non-financial — it is arguably fair that future generations share in the cost of
financing this spending. The alternative, where such spending is financed from taxes levied
on the current population, risks only doing spending that has reasonably immediate benefits.
This could, for example, mean that investment projects with large up-front construction
costs but more valuable benefits over a long period of time would not be commissioned.
Such projects should go ahead where the benefits exceed the costs of financing them, even if
the benefits only accrue slowly. This also has the implication that the lower the interest rate
on government borrowing then, all else equal, the greater the amount of spending that
delivers future benefits that should go ahead.

= Qutput stabilisation. When adverse shocks hit the economy, there will be temporary
reductions in tax revenues and additional demands on spending, as indubitably demonstrated
since the outbreak of the pandemic. The government should have the flexibility to increase

borrowing (or to reduce any surplus) during adverse shocks in order to support households,
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businesses and public services and to help stabilise the macroeconomy. Attempting to
maintain borrowing at its previous level following an adverse economic shock would require
a combination of tax rises and spending cuts, which would risk worsening the harm done
and causing long-term economic damage. This is especially true when the role of monetary
policy is limited, which could occur if it was not possible to reduce interest rates (e.g.
because they are already near zero or if exchange rates are fixed and there is a non-common
shock).

= Gradual adjustment. When tax rises or spending cuts are needed — for example, when the
longer-term outlook for future economic performance is revised down — it may make sense
to adjust taxes and spending gradually rather than all at once. Rapid adjustments could have
unwanted impacts on aggregate demand in the economy that monetary policy may be unable
to offset. Making changes quickly — in particular, cuts to day-to-day spending on public
services — could also mean less efficient changes being made than would be possible over a
longer timescale.

= Tax-rate smoothing. Rather than trying to smooth tax revenues over time, economic theory
suggests that it is better to smooth tax rafes over time. Stability in tax rates could also help
individuals and businesses with saving and investment decisions.

= Forecast errors. Even in the very short run, there is considerable uncertainty around total
public spending and total tax revenues (in fact, the estimated amount borrowed in a given
recent year will be subsequently revised, and sometimes substantially so). This means that
even if a government produced unbiased fiscal forecasts, there would be a (roughly) 50:50
chance of borrowing being greater than planned. But any unexpected borrowing should, over

time, be balanced out by years in which borrowing turned out lower than had been planned.

Governments might be tempted to borrow more than is appropriate, a phenomenon known as
deficit bias. This could occur because governments (unsurprisingly) find it easier to increase
spending and to cut taxes than to cut spending and to increase taxes. Particularly in the run-up to
a general election, a Chancellor might be tempted to defer difficult decisions to a later Budget
when either they have been returned to office and may not face a general election for a number
of years or, in the event of an election defeat, the challenges can become the problem of a
political opponent. Indeed, the history of recent UK fiscal events has shown a tendency for large
tax increases to be much more likely to be announced in the 12 months following a general
election than in other years (with the year following the 1992, 1997, 2001, 2005, 2010 and 2015

general elections all showing this pattern).

The fact that politicians might be tempted to borrow more than is appropriate has implications
for the design of the fiscal framework and associated fiscal rules. It means that there needs to be
a political cost to an unjustified breach of fiscal rules: otherwise the rules will be, and will be
seen to be, meaningless. Similarly, the rules need to be carefully designed so that they cannot be

easily gamed: otherwise, rather than trying to comply with the principles behind a rule, there
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may in some circumstances be a temptation for a Chancellor to attempt to meet the letter of the

rules — for example, by inappropriately distorting policy, delivery or measurement.

Potential benefits of well-designed fiscal rules

There are a number of related reasons why a Chancellor might decide to implement a fiscal
framework and fiscal rules that constrain their behaviour. Most obviously, and as stated above, a
fiscal framework and fiscal rules that are well designed, credible and understood by
policymakers, voters and others who are trying to hold the government to account can lead to
better policy outcomes as they make it easier for governments to borrow for good reasons and
harder for governments to borrow for bad ones. Second, fiscal rules might help the government
explain to voters and to those lending the government money what it is trying to achieve. This
could help persuade voters and financial market participants that the public finances are going to
be kept on a sustainable path and that tax and spending choices would not impose an unfair
financial burden on future generations. This could help keep the UK risk premium low and
therefore debt financing costs down. Third, one potential benefit — from the perspective of the
Treasury or finance ministry, at least — is that fiscal rules that are constraining might help the

Chancellor win arguments with cabinet colleagues in Spending Review negotiations.

Features of well-designed fiscal rules

The good reasons for government borrowing set out above have several implications for any

fiscal rules that we might wish to adopt.

= First, we should certainly not want to constrain the government to running an overall budget
surplus in each and every year, which was a mistaken commitment made by George Osborne
when he was Chancellor. But in most circumstances, and certainly in ‘good’ economic
times, we might think tax revenues paid by the current generation should cover all spending
from which it benefits.

= Second, higher borrowing (or lower surpluses) should be allowed during periods of crisis,
when the economy is temporarily underperforming. This will be particularly important when
it is not possible, or not appropriate, for monetary policy to be loosened further. Conversely,
borrowing should be lower (or surpluses larger) during unsustainable economic booms. But
even outside of a boom, we may want lower borrowing in order to create the fiscal space to
allow borrowing to rise when future adverse shocks occur.

= Third, borrowing should be allowed to finance spending that benefits future generations. For
example, borrowing increased enormously during the Second World War and it might be
considered right that subsequent generations share in this cost. But we might also want to
put a limit on the extent to which we pre-commit the spending of future generations as they
might value greater flexibility, not least as their preferences might be different. Therefore we

might want to borrow more for purposes that deliver future benefits when the interest rate on
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government borrowing is low and when future growth is expected to be high. We should
also bear in mind that if borrowing is done at short durations then future increases in interest
rates would lead to higher debt interest costs when borrowing is refinanced.

= Fourth, revenue streams or spending pressures will vary over time and, where changes are
known in advance, governments should consider adjusting before they happen. For example,
there is a case for increasing taxes and/or cutting spending, and therefore reducing debt
relative to what it otherwise would have been, ahead of future spending pressures from
demographic change. Equivalently, were a new revenue source — for example, from the
discovery of a new tax-rich natural resource — to be on the horizon, this could justify cutting
taxes and/or increasing spending, and therefore increasing debt relative to what it would
have been, in advance of the new revenues actually materialising. Doing this will help to

smooth tax rates over time and should aid the efficient implementation of decisions.

These implications make designing a good set of fiscal rules extremely challenging. Rules need
to be flexible enough to allow more borrowing in temporary periods of economic weakness and
especially so when monetary policy is constrained. They need to distinguish between whether or
not borrowing is being used to finance spending that will benefit future generations. They need
to look forwards, considering not just known future pressures on revenue and spending but also
unexpected crises that will — at some point — doubtlessly occur (as the global financial crisis and
the COVID-19 pandemic have comprehensively demonstrated). Yet to have the benefits of fiscal
rules set out above, they need to be widely known and understood, which suggests a need for

simple rules and — ideally — rules that are relatively stable over time.

In many cases, there is a trade-off between introducing greater flexibility to allow additional
borrowing for good reasons in particular circumstances (most obviously temporary weakness in
the economy or the financing of spending that benefits future generations) and the increased cost
of opening the rules up to the possibility that they will be gamed. More flexible rules may also

be more complicated and therefore harder to communicate and to be understood.

With these considerations in mind, we now turn to look at the UK’s experience of fiscal rules

over the period since 1997.

4.3 A brief history of UK fiscal targets

The pre-COVID targets

The Conservative Party’s 2019 general election manifesto — and associated policy costings

document — committed to three fiscal rules (Conservative Party, 2019a, 2019b). These are:

= to have the current budget in balance no later than the third year of the forecast period;
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Figure 4.2. Current budget deficit since 1948
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= to limit public sector net investment to 3% of national income; and
= toreassess plans in the event of a pronounced rise in interest rates taking interest costs above

6% of government revenue.

The manifesto also confidently asserted that ‘debt will be lower at the end of the Parliament’.

The three fiscal rules relate closely to many of the features of well-designed rules set out in the
previous section. The first — aiming for a current budget balance within three years — commits to
collecting sufficient revenue from the current generation to pay for all non-investment spending.
As shown in Figure 4.2, over the period since 1975 it has been more common for there to be a
deficit than a surplus on the current budget, or in other words for the government to borrow
more in a year than it spends on public sector net investment. The average current budget deficit

over this period has been 2% of national income.

By relating to the third year of the forecast horizon, the rule has a forward-looking element. This
allows forecast errors or periods of economic weakness to lead to current budget deficits as long
as these are not too long-lived. However, as can be seen in Figure 4.2, the big increases in the

current budget deficit that were seen in the early 1990s and the late 2000s took much longer than

three years to unwind.

The second rule places a limit on public sector net investment. As shown in Figure 4.3, allowing

investment spending to run at 3% of national income is consistent with a level of investment

© The Institute for Fiscal Studies, October 2021



Rewriting the fiscal rules 155

spending that had not been sustained in the UK since the late 1970s. This rule therefore gave the
government scope, which it said it wanted, to increase investment spending quite substantially.
When combined with the target for current budget balance, it also provided a ceiling on the
amount of total borrowing the government could aim for by the third year of the forecast
horizon, of 3% of national income. By UK historical standards, this would not be a particularly
low level of borrowing: on average over the 74 years from 194647 to 2019-20, UK

government borrowing averaged 2.5% of national income (see Figure 4.1).

Figure 4.3. Public sector net investment
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The third rule states that the rules would be re-evaluated were debt interest costs to rise above
6% of government revenues. A logic behind this was that the 3% ceiling on investment spending
had been chosen in the light of the low cost of government borrowing. As stated above, there is a
case for doing more investment spending if it can be done well and can be financed more
cheaply. Equivalently, were debt interest costs to rise, this would justify investment plans being

revisited and projects with lower benefits potentially being abandoned.

A ceiling on debt interest payments alongside a ceiling on total borrowing also (at least in part)
provides a limit on the extent to which the national income of future generations is being pre-
committed which, again as stated above, might be considered desirable. However, it would have
been more appropriate to state the cap on debt interest spending as a share of national income
rather than as a share of government revenues. While the latter is sometimes used in assessing
the fiscal sustainability of developing countries, this is justified by concerns about their capacity

to tax.

A measure of debt interest spending, both as a share of national income (left-hand axis) and as a

share of government revenues (right-hand axis) is shown in Figure 4.4. Relative to both national
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income and government revenues, debt interest spending has tended to fall since the mid 1980s.
The Conservative manifesto target, as interpreted by the Office for Budget Responsibility
(OBR), uses a wider measure of debt interest, which includes interest payments by and to the
wider public sector." This measure is typically lower than the measure shown in Figure 4.4, and
is less closely related to the cost of financing the national debt. When the Conservatives set their
fiscal rules, debt interest spending was running at 4.6% of revenues (or 4.1% on their own
measure) in 2018-19, again suggesting the fiscal target provided a bit of flexibility against the
6% ceiling. In fact, debt interest spending fell further as a share of revenues over the next two
years as the effective interest rate on government borrowing fell sharply — although recent

months have seen this start to reverse.

The three rules set out by the Conservatives therefore did share many of the features of well-
designed fiscal rules. They also appeared to give the government some flexibility. One striking

thing about them is, taken together, they did not place any limit on public sector net debt. With

Figure 4.4. Spending on debt interest
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Source: Office for National Statistics, series NMFX, MU74, JW20 and YBHA; Bank of England, A
Millennium of Macroeconomic Data, tables A9, A27 and A28.

The target is for public sector net debt interest as a share of non-interest receipts, whereas we focus on central
government debt interest net of interest income from the Asset Purchase Facility measured as a share of total
receipts. Since fiscal targets are intended to constrain central government borrowing, it is arguable whether interest
income of the wider public sector should be netted off the numerator.
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debt at around 80% of national income prior to the pandemic, borrowing of 3% of national
income would lead to debt rising as a share of national income unless nominal growth in the
economy was more than 3%%. For comparison, the OBR’s March 2020 (i.e. pre-pandemic)
Budget forecast was for growth to average 3/2% a year over the six years from 2018-19 to
2024-25.

Despite this, the manifesto was firm that ‘debt will be lower at the end of the Parliament’. This is
a very poorly designed fiscal target. While there are good reasons to want, over the longer term,
to reduce debt from the level it was at in 2019, the target gave very little flexibility in the event
of an adverse shock — as illustrated by the pandemic, but a much smaller and more mundane
event could equally have made it unachievable, depending on when it occurred. Were a
government to be on course to miss the target marginally, it could provide a temptation to sell
assets purely to reduce debt at the time of the next general election (see Section 4.4 for further
discussion of balance sheet issues). It is also the case that by stating that debt at the time of the
next general election should be lower than at the start of the parliament, it raised the possibility
that how hard the target would be to meet would depend on the timing of the next general

election.

In his first Budget speech in March 2020, as the implications of the COVID-19 pandemic for the
UK were only starting to become clear, Mr Sunak stressed that he was meeting these fiscal rules
and that debt was forecast to fall over the parliament. But he also announced that the fiscal
framework was to be reviewed — despite the rules having only just been committed to in the
December 2019 general election manifesto — with a wide consultation of experts, and that he

would report back in the autumn.

The Autumn 2020 Budget was then cancelled. The following March 2021 Budget document
stated:

The current level of uncertainty means it is not yet the right
time to set new medium-term fiscal rules and many
countries around the world have suspended their fiscal
rules. The fiscal framework remains under review, and the
government intends to set out new fiscal rules later in the
year, providing economic uncertainty recedes further.

HM Treasury, 2021a

Suspending the rules was the right decision by Mr Sunak. They were not designed with a crisis
like the pandemic in mind. Had these rules not been suspended at this point then the requirement
to have a current budget balance by at least the third year of the forecast horizon would have
been breached (the Budget 2021 forecast for the current budget in 2023-24 is for a deficit of
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0.6% of national income). However, the 3% of national income ceiling for public sector net
investment would not have been breached, and debt interest spending remained — and was

forecast to remain — well below 6% of government revenues.

Public sector net debt, however, is forecast to rise over the course of the parliament. As shown in
Figure 4.5, having been 84.4% of national income in 2019-20 (the year in which the December
2019 general election fell), it climbed sharply to 97.2% of national income in 2020-21. While
the future path of public sector net debt is highly uncertain, we can be extremely confident that it
will not fall back below 84.4% of national income before the date of the next general election.

So the manifesto commitment to reduce debt will be broken.

Figure 4.5. Public sector net debt
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And before that there was ...

Over the last 25 years, it has been common for UK Chancellors to set themselves fiscal rules.
This is in line with the trend seen across advanced economies. The IMF’s Fiscal Rules Database
suggests that out of 33 advanced economies, the number with a fiscal rule in place rose from 4 to
31 between 1985 and 2015.? On taking office in 1997, the then Chancellor Gordon Brown

committed to meet his ‘golden rule’ (to ensure revenues covered day-to-day spending over the

2 Authors’ calculations using International Monetary Fund (2017). A fiscal rule is defined there as having in place a
numerical limit on a budgetary aggregate.
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economic cycle) and his ‘sustainable investment rule’ (to keep public sector net debt below 40%
of national income). Successive Chancellors — Alistair Darling, George Osborne, Philip
Hammond and Sajid Javid — have all implemented new fiscal targets. So they have now been a
feature of Labour, Coalition and Conservative Governments. But while Mr Brown’s two fiscal
targets lasted for 12 years before the financial crisis led to them sensibly being dropped, the
period since 2009 has seen rapid churn in new fiscal targets. In particular, since Mr Osborne set
out his second set of three fiscal targets in 2014, we have seen a total of 11 fiscal targets

announced in just 7 years, as shown in Figure 4.6.

Many of these fiscal targets were not well designed and many have been missed; and in many
cases the poor design means that missing them was the appropriate thing to do. The latest set of
fiscal targets have even been announced, and then dropped, before they were formally legislated.
This means that the Office for Budget Responsibility remains legally required to assess whether
the Budget plans are compliant with Mr Hammond’s chosen fiscal targets as set out in the
January 2017 Charter for Budget Responsibility (HM Treasury, 2017). These relate to borrowing
in 2020-21 (missed), debt in 2020-21 (missed) and a measure of welfare spending (missed).

Of course, extreme adverse shocks — such as the global financial crisis and the COVID-19
pandemic — are likely to lead to fiscal rules being suspended and, in many cases, abandoned. It
would be very difficult to design a set of fiscal rules that were suitably constraining in the run-up
to those events but flexible enough to allow the increase in borrowing that was appropriate once
they arrived. And simply reactivating the previous set of fiscal rules once a crisis has passed may
often not be appropriate either. Most obviously, the legacy of a crisis will affect the appropriate
path of debt going forwards. Other changes — for example, to long-run interest rates — might also

lead to fiscal rules needing to be reconsidered.

Changing fiscal rules is not, however, costless, as many of the benefits of fiscal rules are
unlikely to materialise if they are not consistent over time. The high frequency with which the
UK has gone through successive sets of fiscal rules since the financial crisis — and in particular
since 2014 — makes it far more difficult for them to be understood or for their presence to be
taken seriously as an indicator of the government’s commitment to the careful stewardship of the
public finances. It seems unlikely that many voters — or even, for that matter, gilt traders and
foreign investors who lend to the UK government — have been keeping up with the changing
details of fiscal targets. Even if a well-designed set of fiscal rules were now implemented, one
would have to question whether it was likely they would actually prevent borrowing from being
inappropriately high, or whether it is more likely that the Chancellor would simply choose to

fudge or abandon them.
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Figure 4.6. A history of UK fiscal rules in one graph
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One potential reason so many rules have been abandoned in recent years is that they were too
quickly announced and, as a result, badly designed, and therefore dropping them swiftly then
became the best course of action. For example, Mr Osborne’s legal commitment to run an
overall budget surplus in 2019-20 (and beyond) was inflexible and abandoned immediately after
the 2016 EU referendum result. The eventual deficit in that year was £57 billion. But his
successor, Mr Hammond, failed to learn sufficiently from this experience: while his commitment
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to keep borrowing below 2% of national income in 2020-21 did allow an adjustment for the
economic cycle, it was still extremely inflexible and was swiftly scrapped by his successor, Mr
Javid, even before the pandemic hit. The latest OBR estimate is that (cyclically adjusted)
borrowing in that year exceeded Mr Hammond’s 2% of national income ceiling in 2020-21 by
almost £250 billion. One clear lesson from this is that setting rules that refer to a fixed near-term
year risks being very inflexible. Another is that we should not rush to implement a new set of

fiscal targets.

Despite these clear lessons, in his 2020 Party Conference Speech Mr Sunak said ‘this
Conservative government will always balance the books’. This risked yet another swiftly
implemented and poorly designed fiscal target. And if by ‘always balance the books’ the
Chancellor was referring to an overall budget surplus being run every year by the current
Conservative Government, then a more likely accurate statement would be that the current

Conservative Government will ‘never balance the books’.

A new hope?

Much more sensibly, in his March 2021 Budget Speech Mr Sunak stated:

This Budget is not the time to set detailed fiscal rules, with
precise targets and dates to achieve them by — | don’t
believe that would be sensible. But | do want to be honest
about what | mean by sustainable public finances, and how
| plan to achieve them. Our fiscal decisions are guided by
three principles.

First, while it is right to help people and businesses
through an acute crisis like this one, in normal times the
state should not be borrowing to pay for everyday public
spending. Second, over the medium term, we cannot allow
our debt to keep rising, and, given how high our debt now
is, we need to pay close attention to its affordability. And
third, it is sensible to take advantage of lower interest rates
to invest in capital projects that can drive our future
growth.

HM Treasury, 2021b

Waiting before setting a new set of fiscal rules is a good call by the Chancellor. The previous set
of rules (aside from the supposed commitment to have debt lower as a share of national income

at the end of the parliament than at the start) had much to commend them. It could be that
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returning to those targets would make sense. If a further delay until beyond the coming Budget
resulted in a better-designed set of rules ultimately emerging, then this too would be welcome.
As well as allowing more time to refine the rules, a delay would also mean that more of the
heightened uncertainty in the outlook for the public finances arising from the pandemic should
have dissipated. This means that further delay could well make it easier to set rules that strike a
good balance between being suitably constraining while allowing sufficient flexibility to borrow

more when that is appropriate. There is no rush.

The quote from the Chancellor above also reveals quite a lot about his fiscal principles which,
presumably, will underpin any fiscal targets that he ultimately announces and commits to. These
principles have much in common with the good and bad reasons for borrowing set out in
previous Green Budgets and summarised in Section 4.2. They also have much in common with
the fiscal targets that Mr Sunak inherited from Mr Javid, and actually have a reasonable amount
of common ground with fiscal targets introduced by Mr Brown and Mr Osborne — and those
committed to by the then shadow Chancellor, John McDonnell, in the Labour Party manifestos
of 2017 and 2019.

So, there is much here that does not appear to be economically or politically controversial. In
line with this, recent reports suggest that the government’s new fiscal targets and the ones that
Labour will commit to may well have much in common. On 16 September, the Financial Times
reported that Mr Sunak’s new rules will ‘commit him to stop borrowing to fund day-to-day
spending within three years .... [and] also require underlying debt to start falling by 2024-25".%
The first of these would be identical to the rule set out in the Conservatives’ 2019 General

Election manifesto.

Ten days later, on 26 September, the same paper reported that Rachel Reeves, the Shadow
Chancellor, will ‘pledge to balance the current budget in the medium term, ensuring that tax
revenues at least match day-to-day public expenditure, and that the burden of public debt is on a
downward trajectory of national income’.* The piece on Labour’s rules reported that alongside a
set of rules, there would also be a number of principles, including an intention to ‘look at public
sector assets as well as liabilities’ and a ‘mechanism for suspending the rules if the economy was
hit by an exceptional shock’ — we turn to these issues in Section 4.4. There are close similarities
between Ms Reeves’s reported rules (which are themselves similar to those proposed by the
Conservatives) and those in Labour’s 2019 General Election manifesto. This pledged ‘to
eliminate the current budget deficit by the end of the rolling five-year forecast period’ and ‘to

improve the strength of the Government’s balance sheet (Public Sector Net Worth)’ and also

3 https://www.ft.com/content/eb23375d-7219-4b22-a8a7-3060cd848163.
4 https://www.ft.com/content/5dcfa73d-5a39-4195-b8b3-b706b19239ce.
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proposed a ‘knock-out” when monetary policy was unable to support demand sufficiently
(Labour Party, 2019).

This might make us hopeful that a new set of fiscal targets could emerge that have some
attractive features, have broad political support, and are able to last a reasonable amount of time
— at least to make it to the two-year mark that most of those rules announced since 2014 have

failed to do. We now turn to examine what a well-designed set of targets could look like.

4.4 What should new fiscal targets be?

The principles set out in Section 4.2 suggest that to be well designed, fiscal rules need to:

= be forward-looking;

= look through temporary factors that can depress or flatter headline measures of the public
finances;

* help ensure fairness for different generations;

= Dbe credible; and

* be communicable and, ideally, stable.

This section sets out what a well-designed target for borrowing might look like. It then turns to
debt, where the task of balancing appropriate flexibility with a target that is constraining is more
challenging. It then considers whether the Chancellor should set out in advance circumstances
under which the rules would be suspended and whether, given all these challenges, the

Chancellor should be setting formal fiscal targets at all.

A fiscal rule for borrowing

As argued in Section 4.2, it might be considered fair that the costs of financing spending should
be shared across the generations that benefit from it, and that this might also help to improve the
efficiency of spending decisions. A reasonable proxy for this might be considered to be to aim
for a current budget surplus. This would ensure that revenues were expected to be at least as
great as day-to-day spending and it could allow borrowing to finance investment spending. Mr
Sunak’s first fiscal principle, stated above — that ‘in normal times the state should not be

borrowing to pay for everyday public spending’ — would suggest that he agrees.

Precisely this type of target would have much to commend it, and as such it has been advocated

in past editions of the IFS Green Budget.® By setting policy to ensure a forecast current budget

® This was first proposed by IFS researchers in section 2.6 of Chote and Emmerson (2005), with the argument
refined and repeated in subsequent Green Budgets.
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surplus a few years into the future, this allows time for the public finances to recover from any
temporary adverse shocks, such as those caused by a cyclical downturn. (For this reason it
makes more sense to target the headline current budget, rather than one that attempts to adjust
for the estimated impact of the ups and downs of the economic cycle, which is extremely
difficult to do with any accuracy in real time.) And it would avoid the situation where a one-off

forecast error could lead to the rule bring breached.

What spending should count as ‘everyday’?

Targeting the current budget would not be a perfect proxy for ensuring each generation pays for
itself. There is no guarantee that the timing of the stream of interest payments resulting from a
decision to borrow to invest will match the timing of the stream of benefits from that investment
having occurred. More fundamentally, some day-to-day spending — most obviously, spending on
education and training — will be expected to deliver future benefits. Similarly, it is arguable
whether the cost of day-to-day spending that mitigates past carbon emissions going back
multiple generations should be borne entirely by the current generation. Working in the other
direction, payment of pay-as-you-go public sector pensions, while benefiting recipients now,
would better be considered as a payment for services delivered to previous taxpayers rather than
being day-to-day spending benefiting the current generation. And while investment spending
should deliver benefits to future taxpayers, some poorly chosen and/or badly managed

investment projects could fail to do that.

In principle, though, one could imagine attempting to define comprehensively which spending
was benefiting the current generation. The risk with such approach is that it would then
doubtless divert attention of spending departments towards arguing that their activities should
not be classified as being for the current generation — most likely on the basis that they deliver
future benefits — in the hope that this would make it easier to secure a more generous budget
settlement. A Chancellor might also be tempted to indulge in such reclassifications in order to
make a fiscal target defined in this way easier to meet. While far from perfect, using the
distinction of ‘current spending’ and ‘public sector net investment’ spending as defined by the
Office for National Statistics (ONS) has the advantage of being based on an independent body’s

assessment of how spending should be classified on the basis of international accounting rules.

What is the right time horizon?

A key decision would need to be made over how many years into the future to aim to deliver a
current budget balance. The right answer to this will depend in part on how far from current
budget balance we are at any point in time — in situations where there was a sizeable structural
current budget deficit, it would seem reasonable to take longer to get back to balance than when
there was only a modest deficit to begin with. This has perhaps been seen in practice. Mr
Osborne’s version of this rule — which came into force in 2010 when there was a sizeable, and

structural, current budget deficit — targeted the current budget five years out. In contrast, Mr
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Javid’s rule, which was in the Conservative Party’s 2019 general election manifesto, was set
when there was already a surplus on the current budget and instead targeted the current budget
three years out. Indeed, official forecasts from December 2014 until March 2020 (inclusive)
were for a current budget surplus by the third year of the forecast horizon. The COVID-19
pandemic led to the two most recent official forecasts (November 2020 and March 2021)
forecasting a current budget deficit three years hence (2023—24). However, the improved outlook
for the economy (see Chapter 2), and the rolling nature of the target, are very likely to lead to a
current budget surplus being forecast for three years hence (now 2024-25) in the October 2021
Budget (see Chapter 3).

The right time frame will also depend on the likely frequency and scale of adverse shocks that
might hit the economy and the extent to which these lead to — or necessitate — an increase in
government borrowing. If sizeable adverse shocks are common then this would point to having a
longer time horizon than if adverse shocks typically only had a modest and short-lived impact on

the public finances.

Taken together, in most periods, it could be deemed appropriate to target the current budget
three years hence. During particularly adverse situations, it will be appropriate to extend the
period; the Chancellor should make clear in advance that there is nothing economically
sacrosanct about three years and that the horizon would be extended in the event of that being
deemed the right response to the occurrence of another severe and somewhat persistent adverse

economic shock.

Changing defaults to strengthen the automatic stabilisers?

The extent to which periods of temporary economic weakness automatically lead to higher
borrowing will depend in part on the automatic stabilisers, i.e. the extent to which tax revenues
are reduced — for example, from taxes on incomes, spending and profits — and public spending is

increased — for example, on benefits paid to low-income working-age families.

These stabilisers have not been optimised so as to best manage the needs of the economy over
the ups and downs of the economic cycle. Rather, they result from decisions made by successive
governments over the progressivity of the tax and benefit system and, specifically, a trade-off
between a desire to redistribute to those on lower incomes, a desire to preserve financial
incentives to increase income and a desire to keep public spending down. But this may not be a
problem: if deemed appropriate, discretionary fiscal policy giveaways could be implemented to

provide greater support to the economy.

Within the UK’s current macroeconomic framework, such discretionary fiscal stimulus packages
will be more likely in downturns where it is deemed that a response solely through looser

monetary policy is poorly suited to, or unable to meet, the task at hand. Indeed, discretionary
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temporary tax cuts and spending increases were made by the then Labour Government in the
financial crisis and to a much greater extent by the current Conservative Government in the
COVID-19 crisis (Emmerson, 2021). Some have called for these automatic stabilisers to be
strengthened so that borrowing is automatically more counter-cyclical: for example, by
economists at the OECD (Caldera et al., 2021) and, for the United States, by Orszag, Rubin and
Stiglitz (2021) and, for the United Kingdom, by the Resolution Foundation (Smith et al., 2019).

One challenge with this approach is that no two recessions will be the same and therefore the
size of the policy response should differ. But we might think that the costs of too big a stimulus
are smaller than the costs of too small a stimulus. While the former could lead to an overheating
economy and high inflation, this could be calmed with tighter monetary policy. Having too small
a stimulus could lead to the economy underperforming for longer than necessary and risk greater

harmful economic scarring, particularly when monetary policy cannot effectively be loosened.

The type of economic stabilisation policies that should be adopted in response will also vary by
the type of downturn. In principle, a given set of automatic stabilisers could be too weak for
some downturns and too strong for others. In terms of the policy mix, a cut to the main rate of
VAT to boost consumer spending might be a good policy in a financial crisis (as was
implemented for 13 months from December 2008) but a bad one during a pandemic lockdown
where the cause of the recession is the need to reduce virus transmission and where job furlough

schemes would instead make more sense (as were implemented during COVID-19).

The trade-off between redistribution and incentives will vary over the economic cycle, with
reduced concerns over the impact of diminished work incentives during periods of weak labour
demand. This is one argument in support of the temporary £20 per week boost to universal credit
that was in place between April 2020 and September 2021. We could imagine setting a system
where universal credit was automatically set at a higher level during periods when vacancies are
scarce and set at a less generous level in other periods. This would be primarily for reasons of

efficient redistribution, but may also promote macroeconomic stabilisation.

In the US context where the system of government and resulting political structure makes
legislating swift changes to fiscal policy difficult, there may be a particularly strong case for
increasing the extent to which economic downturns automatically boost spending and/or reduce
government revenues. While swiftly implementing measures that were precisely targeted at the
specific nature of the downturn would in principle be a better outcome, in practice it may be
preferable to have a stronger automatic response than the possibility of only a limited

discretionary package that might not be implemented in a timely way.

In the UK context, the argument seems far less clear-cut. The UK system of government and

resulting political structure means that decisions can be made and legislated very quickly — as
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with the temporary boost to universal credit described above. So a better approach to
macroeconomic management in the UK context might well be to manage the public finances so
that there should be scope to loosen policy substantially if needed — that is, to create fiscal space
to react. As the OBR puts it, ‘In the absence of perfect foresight, fiscal space may be the single
most valuable risk management tool” (Office for Budget Responsibility, 2021). Alongside this,
operational conditions need to be in place so that, once legislated, well-targeted policies can be

swiftly implemented. These could include having:

= Information databases that are kept up to date so policies can be well targeted. This was a
particular challenge when designing a furlough scheme for the self-employed (Cribb,
Delestre and Johnson, 2021).

= Flexible computer systems so that cuts to taxes or increases in the generosity of working-age
benefits can be done quickly. The March 2020 decision to boost working-age benefits led
very impressively to universal credit increasing just two weeks later. But equivalent
increases to legacy benefits were not made, with both the Permanent Secretary and the
Secretary of State at the Department for Work and Pensions suggesting that a key reason
was that it was simply not possible to increase those benefits that quickly (Mackley, Hobson
and Mclnnes, 2021).

= Investment projects ready-to-roll for when a downturn hits, to ensure that any injection of

stimulus via this channel is timely.

One place where changing policy defaults in the UK could lead to better fiscal policy outcomes
could be around how the public finances adjust to long-run pressures such as an ageing
population. One such measure that has already been put in place is that the state pension age is
linked to rises in life expectancy. Rises in the state pension age help offset the pressures of an
ageing population through reduced spending on state and public service pensions and increased
tax receipts. There may be other parameters in the tax and benefit system that could be explicitly
related, by default, to pressures on the public finances, easing the management of these

pressurcs.

Vulnerable to a St Augustinian approach?

A final concern over a forward-looking target for the current budget (or indeed for any measure
of borrowing) is that it could be met by stating that policies would be pursued, despite a
government not having the willingness or (perhaps) ability to implement them in practice. This
might be considered St Augustine’s approach to the public finances — ‘Lord, make me pure but
not yet’. For example, just as an individual might promise to improve their health by quitting
smoking, improving their diet and frequently going to the gym from next month and never
actually do it, a Chancellor could claim that they would reduce borrowing in future years
through spending plans or tax changes that, in reality, they would not implement when the

moment came. Provisional spending totals are often revised up before a Spending Review is
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actually conducted — as we saw in Mr Javid’s Spending Round 2019 (HM Treasury, 2019) and
frequently during Mr Brown’s time as Chancellor (Crawford, Johnson and Zaranko, 2018). And
on the tax side, every year since 2011 has seen a freeze or cut in the rates of fuel duties despite
formal policy remaining that, in future years, rates will increase in line with the Retail Prices
Index (RPI). As it is the formal policy position, the OBR continues to incorporate the
assumption of RPI indexation into its supposedly ‘central’ revenue forecasts, despite also
acknowledging it considers there to be a less than 10% chance that this will actually happen (see
figure 1 of Office for Budget Responsibility (2021)).

Preventing such gaming is difficult. But the fact that the fiscal forecasts are produced by the
OBR means Chancellors have to be explicit about the policy settings that underpin the official
forecasts, and the OBR is admirably transparent about these. This allows bodies outside of
government — such as IFS — to point out clearly when they consider policy settings to be
unrealistic, to quantify the impact of a perhaps more realistic scenario and also to highlight when
previously announced spending cuts or tax rises are repeatedly deferred. For example, if — as
seems more plausible than continued RPI indexation — rates of fuel duties are frozen for a further
four years, this would reduce revenues by around £3 billion a year relative to the latest forecast
and bring the total cost of cuts and freezes to fuel duties since 2010, relative to an alternative of

RPI indexation, up to £14 billion a year.

A fiscal rule for debt

By not restricting borrowing for investment purposes, a target for the current budget would not,
on its own, place any constraint on the debt that can be accumulated. Prior to the financial crisis,
Mr Brown’s sustainable investment rule made the commitment that public sector net debt would
be below 40% of national income which was, very roughly speaking, the level of debt
bequeathed to him by the previous Conservative Government.® As was shown in Figure 4.5, both
the global financial crisis and the COVID-19 pandemic have pushed debt up considerably and it
is now running close to 100% of national income. This is a level not seen in the UK since the
early 1960s. But while high by recent historical standards, it is not high relative to a longer
swathe of history: over the 263 years from 1699 to 1961 (inclusive), debt was higher than 100%

of national income in more years than it was below it (142 years above it, 121 years below it).

Debt high, but debt interest not high?

There is no consensus over the right level of debt, or the levels at which it would become

particularly problematic. These will depend on many factors, some of which will change over

® Public sector net debt in 1996-97 is now estimated to have been 36.7% of national income. Earlier estimates were
higher, as methodological changes have increased measured GDP. For example, in the March 1999 Budget, public
sector net debt in 1996-97 was estimated to have been 44.3% and falling over time.

© The Institute for Fiscal Studies, October 2021



Rewriting the fiscal rules 169

time. The continued fall in interest rates — including long-term interest rates — over the last
decade has led to a general view that advanced economies can live with more debt than was
previously thought (see, for example, Blanchard (2019)). Figure 4.7 shows how the yields on 10-
year government bonds in the UK compare with those in the Eurozone, Japan and the US over
the period from 1999 to 2021. For all these currency zones, yields on government debt have
fallen over most of this period, although there have been some increases — most notably in the
UK and US - since the end of 2020. Despite this, rates in the UK, the Eurozone and the US are
now closer to the extremely low rates that have become typical for Japan. At the same time, over
the period from 1999 to 2019, debt rose by 103% of national income in Japan, 59% in the US,
and between 7% and 49% in Germany, Italy and France, major Eurozone economies.’ This
combination of falling interest rates and rising debt suggests that lenders were not very

concerned that these higher debt levels were unsustainable.

Where countries are borrowing at low long-term interest rates, they can indeed use this as a good
justification for having more debt. There are two obvious reasons for this. First, it could mean

that more policies offer a return greater than the cost of financing them. The obvious candidates

Figure 4.7. Yields on 10-year government bonds for selected economic areas
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" General government debt, a measure which is available on an internationally comparable basis. It is different from
the broader public sector net debt measure, which we focus on in our UK analysis.
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will include potential investment projects. Figure 4.3 showed that the current government’s
previous ceiling on investment spending of 3% of national income gave scope for a much higher
level of investment than has been sustained over the last 40 years. But doing this investment

spending well requires policymakers to:

= have access to well-done cost—benefit analyses that consider all relevant factors — including
the extent to which private sector spending may be crowded out or leveraged in by the
project;

= be able to choose the right projects to pursue; and

= be able to ensure that they are delivered well.

A second reason for choosing to have higher debt when borrowing at low interest rates is that
more debt could be accumulated before the same share of future national income was pre-
committed to debt interest spending, alleviating concerns that we were inappropriately pre-
committing the spending decisions of future generations. For example, the March 2008 Budget,
produced prior to the global financial crisis, forecast that public sector net debt would remain
below 40% of national income and that public sector net debt interest payments would be
running at 1.7% of national income in 2012-13. Thirteen years later, the March 2021 Budget
forecasts public sector net debt running at around 100% of national income but that by 2025-26
public sector net debt interest payments will be just 0.9% of national income. So, at least for
now, lower interest rates have meant that, despite much higher debt, there is a much lower share

of national income being devoted to spending on debt interest.

Debt interest spending more exposed to increased interest rates

That is not to say that the increase in debt since March 2008 has been costless. Higher debt also
increases the sensitivity of debt interest spending to the average interest rate that is paid on that
debt. This will be less of an issue when those interest rates have been locked in for a long time.
However, the additional borrowing done since the start of the pandemic is of a similar scale to
the expansion of the Bank of England’s programme of quantitative easing over the same period.
This means that elevated public sector debt has effectively been financed through increased
deposits of commercial banks at the Bank of England, on which interest is paid at the
contemporaneous Bank Rate.® Overall quantitative easing now reduces the average overall
duration of government borrowing from 15 years to 10 years (see Figure 3.10). So debt interest
spending over the next few years, while lower in 2020-21 than had been forecast prior to the
pandemic despite debt being much higher, is now more exposed to increases in interest rates (see
Figure 3.9).

8 Chapter 5 of last year’s Green Budget contains a more detailed explanation (Emmerson, Miles and Stockton,
2020).
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Last year’s Green Budget argued that there was a strong case for tilting gilt issuance more
towards long-dated index-linked debt (Emmerson, Miles and Stockton, 2020). Since then, long-
run interest rates on RPI-indexed UK government bonds have remained extraordinarily low. For
example, on 22 September the Debt Management Office auctioned £350 million of gilts that run
to 2056 at a yield of RPI minus 2.3%. The case for a greater share of government financing to
be done on long-term inflation-linked terms to lock in the real cost of debt servicing remains
strong. Though there will be limits to the extent to which this will reduce the sensitivity of debt

interest spending to interest rate changes.

With elevated debt — and in particular elevated debt financed on a short duration — it becomes
much more important that interest rates remain low (or, more precisely, the relationship between
interest rates and growth in the economy remains benign). The interest rate at which the UK
government can borrow at will be determined by the international interest rate on safe assets —
which has been falling for many years — and the risk premium that investors attach to the UK
relative to other governments. The former is outside the control of anything that the UK does."’
But the latter is not. Specifically, this highlights the importance of maintaining the confidence of
international investors who are lending to the UK government but often have alternative
governments they could lend to instead were the UK to start to look relatively less attractive.
Ensuring confidence in the UK’s institutions — the independent OBR producing the economic
and fiscal forecasts, and the independent Monetary Policy Committee of the Bank of England
setting monetary policy to meet the publicly stated target for inflation — is an important
component of this, as is the rest of the fiscal and monetary framework. Carefully communicating
the fiscal strategy and having well-designed fiscal targets that are clearly explained may help to
support this. Having badly designed, poorly understood, non-credible fiscal targets could make

maintaining this confidence more difficult.

What to target?

Setting a fiscal target for debt is difficult as the lack of consensus over the right level of debt,
and the fact that it is a stock rather than a flow variable, mean that it does not lend itself easily to
a forward-looking target. There is a very strong case for allowing debt to rise during periods of
economic weakness — and indeed it would often prove futile to attempt to prevent this. But, as
set out in Section 4.2, there is a good case for the debt to national income ratio to be reduced at
least over the very long run — it certainly cannot be allowed to increase for evermore. Reducing
debt in advance of the next severe adverse shock would be advantageous, and there are known

sizeable future pressures on spending on health and social care, including from the ageing

9 https://www.dmo.gov.uk/data/gilt-market/.

1% For a recent summary of academic studies into the factors behind the fall in global real interest rates see Chart 4.7
of Office for Budget Responsibility (2021).
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population, for which smaller tax rises (or spending cuts) in place for longer might be preferable

to having larger ones in place for less long.

One concern with debt targets is that they can inappropriately incentivise governments to sell
assets solely to reduce debt. For example, in its recent Balance Sheet Review, the Treasury
admits that the accounting treatment of student loans was a driver of its earlier attempt to sell the
student loan book (HM Treasury, 2020). The broader concern is that any target for public sector
net debt will inappropriately incentivise asset sales to reduce debt at particular points in time.
Equivalently, it could discourage the public sector from issuing debt to purchase assets even
when doing so would lead to the nation’s assets being better managed. For example, regardless
of the merits — or otherwise — of the programme of nationalisation proposed in the 2019 Labour
Party manifesto, this would not have been consistent with a desire to reduce headline debt
(Crossman, Emmerson and Kraftman, 2019). Both public sector assets and public sector debt
would have been increased substantially as the substantial assets and liabilities of those

organisations being nationalised became part of the public sector’s balance sheet.

This has led to some — including Richard Hughes, Chair of the OBR, in his former role at the
Resolution Foundation — arguing that rather than targeting public sector net debt, there should
instead be a target for public sector net worth (Hughes et al., 2019). Public sector net worth is
essentially an estimate of the value of all of the assets of government (both financial and
physical) net of the value of all its liabilities (such as gilts in issuance). In principle, this would
be attractive since while, for example, purchasing or selling a physical asset for what it is worth
would have an impact on public sector net debt, it would leave public sector net worth
unchanged. This would allow proposals such as nationalisation programmes to be considered
under more appropriate tests — most obviously whether society would be better off if the assets
in question were managed by the public or private sector — rather than by looking at the impact

on just one side of the public sector balance sheet.

The idea of measuring public sector net worth is not new. Arguably, an early attempt was made
by William the Conqueror in the Domesday Book of 1086. A more recent example came after

the Labour Government took office in 1997:

On arrival in office in 1997 the Government was faced with
a large structural fiscal deficit, low net investment, rising
public debt and falling public sector net worth. Urgent
action was needed.

HM Treasury, 1999

This led to the Treasury publishing estimates of, and forecasts for, public sector net worth. This

was never formally targeted — at the time, there were concerns about the reliability of the
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measure — but figures were contained in Budget documents for several years. These showed
public sector net worth rising as debt was falling while additional investment spending increased
the valuation of public sector assets. The financial crisis then led to forecast debt rising sharply
and part of the then Labour Government’s medium-term fiscal response was to cut back on
planned investment spending. Combined, this led to forecast public sector net worth falling and

turning negative, and the measure was quickly — and quietly — dropped.

Interest in the measure has reignited recently. The ONS produced two separate estimates of
public sector net worth, using different methodologies, and is currently working on a new
measure that will be fully consistent with the other public finance statistics that it produces
(Office for National Statistics, 2021). Alongside its forecasts for public sector net debt, the OBR
now routinely produces forecasts for public sector net financial liabilities, which nets off not just
short-term financial assets but also long-term financial assets (such as the value of the student
loan book) from public sector net debt. The OBR has also said that it will explore methodologies

for forecasting public sector net worth in future.

There are, however, big measurement challenges with valuing the public sector’s assets — for
example, what is the value of the UK road network? On the other side of the public sector’s
balance sheet, the valuation of long-run liabilities — such as the costs of meeting obligations
made to pay public sector pensions and nuclear decommissioning costs — is both uncertain and
hugely sensitive to the discount rate used. For example, nuclear decommissioning costs are
projected to run until 2137 and the scale and timing of these costs are understandably uncertain.
The government’s Whole of Government Accounts include a provision for these costs. Between
2017-18 and 2018-19, it fell from £263.4 billion to £152.2 billion, with £96.0 billion of the

£111.2 billion drop being attributed to a rise in the assumed discount rate.

Improvements to the measurement of the public sector balance sheet, an increased focus by the
government, and the commitment from Ms Reeves to ‘look at public sector assets as well as
liabilities’"" are welcome, and especially so if they lead to better management of public sector
assets and liabilities and a more consistent approach across the public sector. This is particularly
the case given that while the UK’s debt is certainly not the highest among advanced economies,
the International Monetary Fund estimates that its general government net worth is the lowest of
24 advanced economies. This is shown in Figure 4.8. The Office for Budget Responsibility
(2021) puts this down to the UK having ‘relatively high debt stock, significant public sector

pension liabilities, and paucity of financial and non-financial assets’.

1 https://www.ft.com/content/5dcfa73d-5a39-4195-b8b3-b706b19239ce.
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Figure 4.8. General government net worth for selected advanced economies
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Source: Chart 4.17 of Office for Budget Responsibility (2021) using data from the IMF.

Rather than striving for a consistent approach to managing public sector assets and liabilities, the
Treasury Balance Sheet Review unfortunately seems to embed status quo bias by favouring gilt
financing unless assets are currently held. Specifically, on page 34 it celebrates the funding of
the local government pension scheme being ‘in a strong position ... with a 98% funding level ...
Long term investment performance has been generally good with thirty year returns at 8.4%’. In
contrast, on the very next page, it rejects funding the Nuclear Liabilities Fund (NLF): ‘investing
funds in the private sector in order to meet future liabilities is deemed to be an unnecessary risk
and not a financially efficient use of funds’. There may be good arguments for having a different
funding approach to the two sets of liabilities, but the fact that increasing the extent to which the
liabilities of the NLF were backed by holdings of private sector assets would have ‘worsened

PSND [public sector net debt]’ is not a good one.

The substantial measurement challenges around public sector net worth are important for the
appropriateness of setting a fiscal target based on it. Changes to the methodology, or changes to
assumptions about (for example) discount rates, could lead to big movements in public sector net
worth. In some cases the right response might be to adjust fiscal policy, while in others the right
response might be to leave policy unchanged. But would a symmetric fiscal response be
followed? A clear risk is that a Chancellor could respond to a technical change that increased
measured net worth with a set of tax cuts or spending rises whereas, had they been faced with
the equivalent change in the opposite direction, they might have chosen not to adjust policy. In
isolation, either response might (depending on the details) be justifiable — and even the right
thing to do — but an asymmetric response would mean that, over time, methodical changes could

lead to a weakening of the public finances.
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One partial remedy might be to target public sector net financial liabilities, rather than public
sector net debt. This would have the advantage of considering the value of long-term financial
assets of government where the measurement issues are likely less severe. But it would not be

going anywhere near as far as including the value of the public sector’s non-financial assets.

Even if challenges related to the measurement of the value of assets owned by the public sector
could eventually be overcome, it should be remembered that the most substantial public sector
asset is its ability to levy taxes. And its biggest liabilities will be the implicit promise to provide
public services, social security benefits and state pensions in future years. None of these will be
included in the public sector balance sheet — but obviously the good management of both taxes
and spending is crucial to the country’s well-being. The New Zealand Treasury now incorporates
estimates of ‘fiscal net worth’ — that is, the present value of expected future revenues less
expected future spending — in its measure of ‘comprehensive net worth’. The broadness of public
sector net worth as a summary measure of the overall health of the public finances should

therefore not be overstated.

Considering the substantial methodological challenges, it might well be better for any fiscal rule
to remain related to public sector net debt (or potentially public sector net financial liabilities) —
while being aware of its limitations in judging decisions around buying or selling assets.
Specifically, a forward-looking desired path for public sector net debt could be stated. Under a
given outlook for nominal growth in the economy, this would translate into a forward-looking
desired average level of borrowing. When combined with a forward-looking target for the
current budget — as suggested earlier — this would also translate into a forward-looking target for

public sector net investment.

The trade-off between borrowing and the eventual debt level is illustrated in Table 4.1. This
shows the projected ratio of debt to national income under different scenarios for average
nominal growth in the economy and for the average deficit. For example, if public sector net
borrowing runs at an average of 2% a year, and nominal growth averages the OBR’s long-run
projection of 3.9% a year, then in 2050 the UK’s debt would fall to 69% of national income, i.e.

below the share it was at before the outbreak of the pandemic.

Were borrowing instead to average 3% a year — the maximum consistent with the government’s
previous set of fiscal rules (current budget balance and spending 3% of national income on
public sector net investment) — then public sector net debt would still fall as a share of national
income from its current elevated level. So Mr Sunak might be able to run deficits of this size and
still meet his reported desire to have debt falling as a share of national income. Labour has set
out plans to spend an additional £28 billion a year over the next eight years on green investments
(Reeves, 2021) — our calculations suggest that, at least over the next few years, it might be

possible to do this and still just about meet its reported objective to have debt on a downward
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path. However, as Table 4.1 shows, continuing to borrow an average of 3% of national income
each year would, at least under the OBR’s central growth assumption, still have debt in 2050
above its pre-pandemic (2018—19) share of 80%.

Even under this scenario, while debt would remain elevated as a share of national income, were
the average effective interest rate on government debt to remain low at its forecast level for
2025-26 the share of national income that would have to be devoted to debt interest spending in
2050 would be just 1.3%. This is lower than the 1.6% of national income spent prior to the

pandemic in 2018-19.

The table also highlights how — for a given size of average deficit — higher growth would
contribute to a faster fall in the ratio of debt to national income, while lower growth would lead

to it being higher.

The challenge of running deficits of a given average size will be made harder by known
pressures on — and adverse shocks that hit — the public finances. The known pressures include
the rising cost of healthcare, adult social care and state pensions in an ageing society, which is
estimated by the OBR to build over time to an additional 6.1% of national income between now
and 2050-51. Other expected costs include those associated with the transition to net zero
which, at its peak in 2026-27, the OBR puts at 2.2% of national income. "

Table 4.1. Debt in 2050-51 as a share of national income under different assumptions for
average deficit and for growth

Debt

2018-19 2025-26
80.4% 97.9%

Note: Long-run nominal growth rate from 2025-26 to 2050-51. 3.9% is the OBR’s long-run growth
assumption in its Fiscal Sustainability Report (Office for Budget Responsibility, 2020). Debt in 2025-26 is
assumed to be at 97.9% of national income from our ‘central’ scenario in Chapter 3.

12 This is based on the OBR’s “central’ government share scenario. The government may decide it is appropriate for
the private sector to instead shoulder a greater or a smaller share of the cost of the transition.
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Given the lack of consensus over what the right level of public sector net debt should be, it is not
possible to say what path of debt, or equivalently (for a given growth path) what level of
borrowing, we should be aiming for. The right path will depend on the importance placed on a

number of factors, including:

= building ‘fiscal space’ in advance of the next adverse shock;

= the risk that higher borrowing costs push up debt interest spending without a corresponding
boost to the outlook for revenues (though, as described above, this is a risk that could also be
reduced by issuing a greater proportion of long-dated index-linked debt);

= whether investment spending — or any other spending that is intended to deliver benefits to

future generations — will actually be able to deliver the hoped-for returns.

A similar trade-off would result were we instead to target public sector net financial liabilities, as

might be preferable.

When should rules be broken?

A clear lesson from the UK’s recent history of fiscal rules is that there will be periods of time
when they will need to be broken or suspended or both. This will be particularly true of badly
designed rules or — to be kinder — rules that have attempted to be more constraining and, as a
result, less flexible (such as those that prescribe a particular level of borrowing or debt in a
single specific year). This indicates that any rules should be more flexible than many of those
seen in recent years. It has also been argued that, when setting rules, the Chancellor should go
further and explicitly set out in advance the situations in which they would automatically

suspend or abandon their rule.

This was a feature of Mr Osborne’s commitment to eliminate the overall budget deficit from
2019-20: the rule had a clause stating it would be suspended were growth over four quarters to
be less than 1% (either in out-turn or forecast; HM Treasury, 2015). It has also been reported
that Labour’s fiscal targets would include a ‘mechanism for suspending the rules if the economy
was hit by an exceptional shock’."* This raises the question of how such a mechanism might be
designed. In their proposals for UK fiscal targets, Portes and Wren-Lewis (2015) propose that
fiscal rules should contain a ‘knock-out’ where the rules are immediately suspended when
interest rates hit their zero lower bound (ZLB) and that debt should instead be increased at that

point so that interest rates can rise. They then add that:

13 https://www.ft.com/content/5dcfa73d-5a39-4195-b8b3-b706b19239ce.
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This increase in debt will almost certainly mean that
previous fiscal targets will become outdated, and so it
makes sense for the government to say at the same time
how they think the fiscal rule will change once the ZLB
constraint no longer operates. Indeed it would be positively
desirable for it to do so. Raising the level of debt to help
counteract a recession must imply that taxes will be higher
and/or government spending will be lower once the
recession is over.

Portes and Wren-Lewis, 2015

So this would explicitly be allowing more borrowing and debt during downturns where interest
rates reach their zero lower bound than might otherwise be allowed by a set of fiscal rules. And
it also makes clear that if the economy is supported through lower taxes and higher spending

then it implies that taxes will be higher or spending lower at some subsequent point.

This type of knock-out makes sense. Since there will not always be a consensus as to whether or
not we are at the ZLB, one could imagine the Monetary Policy Committee of the Bank of
England being asked to rule when the scope for interest rate cuts, or looser monetary policy, was
exhausted. This mechanism was proposed by Labour in its 2019 General Election manifesto,
alongside an additional knock-out whenever ‘unconventional monetary policy operations’ are
expanded by the Bank of England. But there might well be other circumstances in which the
right thing to do would be to jettison the fiscal targets that were in place, and other situations
where fiscal targets should be refined rather than abandoned altogether. For the example, in the
event of a severe adverse shock, from which recovery is expected to take several years, the right
response might be to extend the time frame for getting forecast borrowing back on track from,
say, three years to five years hence. This would be the case regardless of whether or not the

scope for looser monetary policy was exhausted at this time.

This suggests that rather than having fiscal rules that are to be firm and fixed unless specific
circumstances are met, it might be better for the Chancellor to consider fiscal targets to be rough
rules of thumb that they should be keeping to in most periods. The Chancellor should be clear
from the outset that this is the case, and that effective and appropriate scrutiny through the
parliamentary process, by the OBR and by credible outside institutions cannot be easily
substituted by comprehensive ‘knock-out’ clauses. Carefully communicated, this could allow
flexibility to achieve better policy outcomes and avoid the pitfall of fiscal rules being
inappropriately followed or great efforts of policymakers being inappropriately put to ensuring
the letter of a specific fiscal rule is being met regardless of the underlying principle behind the

rule.
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4.5 Conclusion

A well-designed set of fiscal targets could help to improve policy outcomes. But this is not easy
to achieve. Targets need to be forward-looking, they need to account for any temporary factors
that may be depressing or flattering the public finances, and they should help ensure fairness
across generations. This might point to some rather complex measures that consider many
factors. But they also need to be communicable, credible and, ideally, stable. The Chancellor
was right to suspend the current set of fiscal targets during the pandemic, and he is also right to
take time to consider what a good set of post-pandemic targets will look like. Having announced
11 fiscal targets in the last seven years, there is no point in rushing to implement another set of

poorly designed targets.

There appears to be a reasonable amount of consensus across several Chancellors and Shadow
Chancellors in their chosen fiscal targets. Specifically, several — Mr Brown, Mr Osborne prior to
2014, Mr McDonnell, Mr Javid, Mr Sunak and Ms Reeves — have set rules with the desire to
raise sufficient revenues to pay for spending that is of benefit now, while being content to
borrow to finance spending that delivers future benefits. And, with the exception of Mr Brown,
all have followed the advice of previous IFS Green Budgets and operationalised this with a
target for the forecast current budget. Such a target is far from perfect, but it does have many
desirable features and, unlike many of the targets set in the last decade, was flexible enough to
cope with the shocks hitting the public finances until the onset of COVID-19.

Far harder is setting an appropriate target for debt. While a near-term target for debt would risk
being insufficiently flexible, there are good reasons to set fiscal policy so that debt will decline
as a share of national income over the longer term. Achieving this could help keep future debt
interest payments down and could create ‘fiscal space’ so that, if appropriate, debt can be
increased again when the next severe adverse shock strikes. But reducing debt will not be easy in
the face of growing pressures from the rising costs of healthcare, social care, state pensions and
the transition to net zero. And it will be important for policymakers not to respond to a debt
target by selling public sector assets, or not acquiring them even when they would be better

managed in the public sector.

A clear lesson from the last 25 years is that, rather than having f