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UK. Coronavirus. The financial year 2020/21 will go down in history as being the year of the pandemic.
The first national lockdown in late March 2020 did huge damage to an economy that was unprepared for
such an eventuality. This caused an economic downturn that exceeded the one caused by the financial crisis
of 2008/09. A short second lockdown in November did relatively little damage but by the time of the third
lockdown in January 2021, businesses and individuals had become more resilient in adapting to working in
new ways during a three month lockdown so much less damage than was caused than in the first one. The
advent of vaccines starting in November 2020, were a game changer. The way in which the UK and US have
led the world in implementing a fast programme of vaccination which promises to lead to a return to
something approaching normal life during the second half of 2021, has been instrumental in speeding
economic recovery and the reopening of the economy. In addition, the household saving rate has been
exceptionally high since the first lockdown in March 2020 and so there is plenty of pent-up demand and
purchasing power stored up for services in the still-depressed sectors like restaurants, travel and hotels
as soon as they reopen. It is therefore expected that the UK economy could recover its pre-pandemic
level of economic activity during quarter 1 of 2022.
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Both the Government and the Bank of England took rapid action in March 2020 at the height of the
crisis to provide support to financial markets to ensure their proper functioning, and to support the
economy and to protect jobs.

The Monetary Policy Committee cut Bank Rate from 0.75% to 0.25% and then to 0.10% in March 2020 and
embarked on a £200bn programme of quantitative easing QE (purchase of gilts so as to reduce borrowing
costs throughout the economy by lowering gilt yields). The MPC increased then QE by £100bn in June and
by £150bn in November to a total of £895bn. While Bank Rate remained unchanged for the rest of the year,
financial markets were concerned that the MPC could cut Bank Rate to a negative rate; this was firmly
discounted at the February 2021 MPC meeting when it was established that commercial banks would be
unable to implement negative rates for at least six months — by which time the economy was expected to
be making a strong recovery and negative rates would no longer be needed.

Average inflation targeting. This was the major change adopted by the Bank of England in terms of
implementing its inflation target of 2%. The key addition to the Bank’s forward guidance in August was a
new phrase in the policy statement, namely that “it does not intend to tighten monetary policy until there
is clear evidence that significant progress is being made in eliminating spare capacity and achieving the 2%
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target sustainably”. That seems designed to say, in effect, that even if inflation rises to 2% in a couple of
years’ time, do not expect any action from the MPC to raise Bank Rate — until they can clearly see that level
of inflation is going to be persistently above target if it takes no action to raise Bank Rate. This sets a high
bar for raising Bank Rate and no increase is expected by March 2024, and possibly for as long as five years.
Inflation has been well under 2% during 2020/21; it is expected to briefly peak at just over 2% towards the
end of 2021, but this is a temporary short lived factor and so not a concern to the MPC.

Government support. The Chancellor has implemented repeated rounds of support to businesses by way
of cheap loans and other measures, and has protected jobs by paying for workers to be placed on furlough.
This support has come at a huge cost in terms of the Government’s budget deficit ballooning in 20/21 and
21/22 so that the Debt to GDP ratio reaches around 100%. The Budget on 3rd March 2021 increased fiscal
support to the economy and employment during 2021 and 2022 followed by substantial tax rises in the
following three years to help to pay the cost for the pandemic. This will help further to strengthen the
economic recovery from the pandemic and to return the government’s finances to a balanced budget on a
current expenditure and income basis in 2025/26. This will stop the Debt to GDP ratio rising further from
100%. An area of concern, though, is that the government’s debt is now twice as sensitive to interest rate
rises as before the pandemic due to QE operations substituting fixed long-term debt for floating rate debt;
there is, therefore, much incentive for the Government to promote Bank Rate staying low e.g. by using fiscal
policy in conjunction with the monetary policy action by the Bank of England to keep inflation from rising
too high, and / or by amending the Bank’s policy mandate to allow for a higher target for inflation.

BREXIT. The final agreement on 24" December 2020 eliminated a significant downside risk for the UK
economy. The initial agreement only covered trade so there is further work to be done on the services
sector where temporary equivalence has been granted in both directions between the UK and EU; that now
needs to be formalised on a permanent basis. There was much disruption to trade in January as form filling
has proved to be a formidable barrier to trade. This appears to have eased somewhat since then but is an
area that needs further work to ease difficulties, which are still acute in some areas.
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