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Foreword

The Office for Budget Responsibility (OBR) was established in 2010 to examine and report on the
sustainability of the public finances. A central feature of our efforts to meet that remit has been
finding better ways to capture and communicate economic and fiscal risks. Ever since our first
Economic and fiscal outlook (EFO) in 2010, we have emphasised the degree of uncertainty around
our central economic and fiscal forecasts by showing probabilistic ranges (‘fan charts’) for the key
economic and fiscal aggregates based on historical forecast errors. Our biannual EFOs also feature
alternative scenarios and sensitivity analysis to illustrate the implications of changing key forecast
judgements. The long-term projections in our Fiscal sustainability reports (FSRs) include sensitivity
analysis to changes in key demographic, macroeconomic, and other assumptions. And we have
relied on scenario analysis more than ever over the past year to illustrate the huge uncertainties
surrounding the path of the coronavirus pandemic and the public health and fiscal policy response.

In the October 2015 update to the Charter for Budget Responsibility, Parliament required us to
produce a report on fiscal risks at least once every two years, and for the Government to respond
formally to each report within a year. We produced our first Fiscal risks report (FRR) in July 2017 and
the Government responded in Managing fiscal risks in July 2018. Our 2019 FRR reflected on the
Government’s response and extended the dialogue. We continue the series of exchanges in this
report, taking account of the Government’s understandably limited written response to our previous
report, and develop the discussion in the light of the crystallisation of one of the largest risks in
centuries, the coronavirus pandemic, and the unprecedented array of policy measures introduced to
mitigate its economic and fiscal impact.

Our previous two FRRs took an encyclopaedic approach, aiming to provide a full account of the —
mostly adverse — risks to the public finances. One of the main conclusions of both was that major
shocks to the public finances are inevitable, if unpredictable, so governments need to recognise that
they are very likely to have to confront them at some point. But while those two editions identified
more than 90 different fiscal risks, neither considered in any detail the potential economic and fiscal
consequences of a global pandemic. However, the fiscal stress test included in our first FRR did
presage the roughly 30 per cent of GDP rise in government debt resulting from the pandemic, albeit
as a result of a different combination of shocks. This underscores the value to fiscal forecasters and
policymakers of exploring, and trying to communicate to the public, the nature and scale of
potential shocks to the public finances, even if their precise nature, timing, and magnitude is
uncertain. Exploring the consequences of a global pandemic — which sat atop the Government’s
2015 National Risk Register — would of course have been more valuable still.

This FRR has been prepared in the wake of the largest fiscal risk to have crystallised in peacetime —
the coronavirus pandemic — the economic and fiscal consequences of which continue to be felt. It
therefore focusses on what we can learn from this experience to enhance our understanding, and
inform the Government’s management, of other potentially catastrophic or ‘tail risks’ facing the UK
and other countries around the world. So, this FRR departs from the encyclopaedic approach of past
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reports and shifts focus onto three sources of potentially very large fiscal risks: the coronavirus
pandemic, climate change, and the cost of public debt. It also provides updates on significant
developments regarding the specific risks highlighted in previous FRRs.

The analysis and conclusions presented in this document represent the collective view of the three
independent members of the OBR’s Budget Responsibility Committee. We take full responsibility for
the judgements that underpin them. We have been hugely supported by the staff of the OBR, to
whom we are as usual enormously grateful, particularly in the wake of a very demanding year.

We have also drawn on the help and expertise of officials across numerous government
departments and agencies, including HM Treasury, the Bank of England, Climate Change
Committee, Debt Management Office, Department for Business, Energy and Industrial Strategy, HM
Revenue and Customs, Joint Biosecurity Centre, National Infrastructure Commission and the
Scientific Pandemic Influenza Group on Modelling. We are very grateful for their insight.

In addition, we have benefitted from discussions with experts from outside government who have
spoken to us about our three main topics. In particular, we would like to thank colleagues at the
IMF, Jan Vlieghe of the Bank of England’s Monetary Policy Committee, Dimitri Zenghelis at the
Bennett Institute at Cambridge University, Kevin Daly at Goldman Sachs, Anita Charlesworth and
colleagues at the Health Foundation’s REAL centre, Paul Johnson and Carl Emmerson at the Institute
for Fiscal Studies, Andrew Scott at the London Business School, Tony Travers and Lukasz Rachel from
the London School of Economics, Bill Allen at the National Institute of Economic and Social
Research, Torsten Bell and colleagues at the Resolution Foundation, and lan Mulheirn and Tim Lord
at the Tony Blair Institute for Global Change. Finally, we are particularly grateful to Sarah Breeden
and her team at the Bank of England for sharing insight and analysis on their climate change
scenarios, which we draw on in this report. We would also emphasise that despite the valuable
assistance received, all judgments and interpretation underpinning the analysis and conclusions of
the FRR are ours alone.

We provided the Chancellor of the Exchequer with a summary of our main conclusions on 25 June.
Given the importance of the report to the Treasury in managing fiscal risks, we have engaged with
officials there regularly throughout and requested their assistance in understanding developments
since our previous report in order to enrich our analysis. We provided an advance pre-release copy
on 2 July and a full and final copy 24 hours prior to publication, in line with pre-release access
arrangements set out in the Memorandum of Understanding between the Office for Budget
Responsibility, HM Treasury, Department for Work and Pensions and HM Revenue & Customs. At no
point in the process did we come under any pressure from Ministers, special advisers or officials to
alter any of our analysis or conclusions.

Richard Hughes Sir Charles Bean Andy King

The Budget Responsibility Committee
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Executive summary

Just two decades into this century, the UK has already experienced two ‘once in a century’
economic shocks — the 2008 financial crisis and the 2020 coronavirus pandemic. These two
shocks triggered the two largest post-war recessions, accounted for successive peacetime
government borrowing records, and added over £1 trillion (50 per cent of GDP) to public
debt — taking it above 100 per cent of GDP for the first time since 1960. While these shocks
have very different origins, impacts, and likely legacies, both offer a stark reminder of the
importance of understanding risk to effective fiscal forecasting and policymaking.

As we emerge from the largest peacetime economic and fiscal shock in three centuries, our
third Fiscal risks report (FRR) departs from the encyclopaedic approach of our previous two
and shifts focus onto three sources of potentially very large fiscal risks: the coronavirus
pandemic, climate change, and the cost of government debt. These three risks are very
different in nature, but nevertheless have some important features in common. There is a
high degree of uncertainty concerning both their timing and associated costs. They are
characterised by non-linearities or ‘snowball effects’ in which costs can escalate dramatically
from the point of crystallisation. And they are global in nature, with the potential for rapid
contagion across countries. Governments seeking to manage these threats must thus weigh
the known costs of early action to mitigate these risks against the uncertain costs of dealing
with the fallout when they crystallise. They must also weigh the limited but more deliverable
benefits of acting unilaterally against the greater but more elusive gains from acting globally.

Increasing fiscal exposure to catastrophic risks

3

Chapter 1 defines what we mean by fiscal risks, outlines our approach to analysing them,
and considers whether governments are becoming more exposed to potentially catastrophic
risks. Fiscal risks are factors that lead fiscal outcomes to deviate from forecasts over the
medium term or threaten fiscal sustainability over the long term. Our FRRs tend to focus on
adverse or ‘downside’ risks. This asymmetric approach reflects the tendency for shocks to the
public finances (especially large ones) to be bad rather than good, as well as governments’
tendency to spend, rather than save, unexpected windfalls, but to absorb, rather than offset,
unexpected costs. It is, of course, a central function of government to pool and manage risks
that cannot be borne solely by individuals or firms. During normal times, governments
provide varying degrees of ‘social insurance’ for the unemployed, the sick, and the old.
During crises, in which multiple risks tend to crystallise at once, governments can and do
take on a much broader range of costs by virtue of their role as ‘insurer of last resort’.

The arrival of two major economic shocks in quick succession need not constitute a trend,

but there are reasons to believe that advanced economies may be increasingly exposed to
large, and potentially catastrophic, risks. While the threat of armed conflict between states
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(especially nuclear powers) appears to have diminished in this century, the past twenty years
have seen an increase in the frequency, severity, and cost of other maijor risk events, from
extreme weather events to infectious disease outbreaks to cyberattacks (Chart 1). And
estimates from maijor insurers and others of the amount of global GDP at risk from these
and other potentially catastrophic risks have been rising steadily. This appears to reflect a
combination of the increased frequency and severity of some anthropogenic risks (such as
climate change and cyberattacks), growing numbers of people living and working in greater
proximity to the sources of those risks (such as floodplains and isolated ecosystems), and
deepening global interconnectedness (through travel, trade, finance, and the internet).

Chart 1: Incidence of major risk events

500 4

450 -

400 +

350 H

Number of events

150

100 A

50 A

0

Source

5

300 H
250 A

200 A

B Climatological
m Geophysical

Meteorological

m Hydrological IIIIIIIIIIIIIII I I

1980 1985 1990 1995 2000 2005 2010 2015
: The Emergency Events Database

As countries’ exposure to large, and potentially catastrophic, risks increases, so do the
associated risks to their public finances. This is because such risks are not only more
disruptive to the economies that generate governments’ revenues but also because they are
more likely to overwhelm private risk management and insurance mechanisms, prompting
governments to step in as insurer of last resort. This may be particularly true in an era when
economic shocks are more severe, financial institutions and firms are more leveraged, and
monetary policy is more constrained. So knowing where risks reside and how they spread
across economies and onto government balance sheets is central to understanding the
evolution of the public finances over the past two decades and the potential threats to fiscal
sustainability over the rest of this century.

Coronavirus pandemic

6

Chapter 2 therefore looks back at the fiscal impact of the coronavirus pandemic over the
past year and ahead to its potential legacy for the public finances over the medium and long
term. It would be premature to draw definitive conclusions about the economic and fiscal
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consequences of the pandemic while the virus continues to circulate and mutate, economic
activity remains subject to public health restrictions, and extensive fiscal support remains in
place. But it is nonetheless instructive to look at the UK’s experience to date, in both historical
and international context, as a case study in potentially catastrophic fiscal risk.

Economic impact

7
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The pandemic brought about the largest and most synchronised peacetime shocks the world
economy has faced since the Great Depression of the 1930s. Global output fell by 3.3 per
cent in 2020, far greater than the 0.1 per cent fall seen during the global financial crisis in
2009. Regardless of how successfully they insulated themselves from the virus itself, few
countries escaped its economic consequences. Almost 90 per cent of economies suffered a
decline in output last year, including every advanced economy except Taiwan and Ireland
(Chart 2). While the pandemic is not yet over, countries that were able to contain the spread
of the virus early have so far typically experienced shorter and shallower downturns and
faster recoveries, on average returning to pre-pandemic levels of activity at the start of 2021.

2: Fall in real GDP in 2020 in advanced economies
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The UK suffered one of the deepest recessions among advanced economies, with UK GDP
falling by 10 per cent in 2020 as a whole, twice the advanced economy average. The
relative severity of the downturn in the UK last year compared with other advanced
economies, which is only partly reduced when looking at alternative measures that allow for
cross-country methodological differences in measuring real output,' is likely to be a
consequence of our being relatively hard hit by the virus itself (suffering among the highest

! Box 2.4 of our March Economic and fiscal outlook looked in detail at international comparisons of the economic impact of the pandemic
up to the third quarter of 2020. On the current vintages of data, the UK experienced a larger fall in output in 2020 than most other major
advanced economies, even after adjusting for differences in the measurement of government output.
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rates of infections, hospitalisations, and deaths in 2020), spending more time under stricter
public health restrictions (second only to ltaly), and being more economically vulnerable to
the pandemic due to our large share of social consumption in output (second only to Spain).

However, the economy has also proved surprisingly adaptable and resilient to the
coronavirus shock. The relationship between the stringency of public health restrictions and
levels of economic output weakened significantly over the course of the pandemic. And
economic activity rebounded quickly once those restrictions were eased. So while output after
the 2008 financial crisis did not return to its pre-crisis level for more than 4% years, our
latest forecast assumes it will regain its pre-pandemic level by the middle of next year, just
over two years since coronavirus arrived in the UK. This economic resilience is likely to reflect
the lack of any overheating of the economy going into the pandemic, coupled with the
unprecedented amount of fiscal support provided to all parts of the economy which helped
keep firms liquid and solvent and employees attached to their employers.

Fiscal impact

10

11

Reflecting its outsized impact on the UK economy, the pandemic also imparted an
extraordinary shock to the UK public finances. At the time of our March forecast we expected
it to push government borrowing to a peak of 16.9 per cent of GDP in 2020-21, the highest
since 1944-45, and for public sector net debt to reach a peak of 108.6 per cent of GDP in
2023-24, its highest level since 1958-59. The UK saw the fourth largest increase in
government borrowing among 35 advanced economies (after Canada, Norway and
Singapore) in 2020. And in contrast to what happened during the financial crisis, the bulk of
the increase in cash borrowing was the result of discretionary increases in government
spending rather than the impact of the crisis on government receipts.

The UK'’s fiscal policy response to the pandemic was large by both historical and
international standards (Chart 3). The UK'’s coronavirus rescue package cost 16.2 per cent of
GDP over 2020-21 and 2021-22, almost ten times that provided during the financial crisis
in 2008-09 and 2009-10. This was the third largest among 35 advanced economies after
the United States and New Zealand, and was also more heavily skewed toward spending on
healthcare, making up a third of total pandemic-related spending in the UK versus less than
15 per cent on average across the advanced economies. The relative size of the UK's fiscal
policy response is likely to be a consequence of several factors including the pandemic’s
outsized impacts on the economy and health services, the fact that the UK entered the
pandemic with relatively little spare capacity in the health service, and a pre-pandemic
system of working-age welfare support that replaced less of the incomes of those losing
hours or falling out of work. This extent of the overall rescue package not only protected
household and firm incomes, but also tax revenues, which fell much less than one would
expect given the dramatic fall in GDP.
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Chart 3: Fiscal rescue packages across major economies
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Pandemic rescue packages in the UK and across the advanced economies made
unprecedented use of unconventional fiscal instruments, some of which carry risks for public
finances well into the future. Advanced economy governments extended about as much in
loans, guarantees, and other forms of quasi-fiscal support in 2020 as they did in
conventional tax reliefs and subsidies. The UK made relatively active use of these
instruments, guaranteeing 16 per cent of GDP in loans and about half of all lending to small
and medium-sized businesses in 2020-21. While their ultimate cost is highly uncertain, our
latest forecast assumes that around one-third of the total value of these loans will end up
being covered by the taxpayer.

um-term fiscal legacy

A relatively rapid economic recovery (supported by the UK’s early rollout and high take-up of
vaccines) and the withdrawal of pandemic-related fiscal support should lead to a sharp fall
in borrowing this year. But there are significant risks to the Government’s medium-term fiscal
plans from the legacy of direct funding pressures that the pandemic may leave behind for
public services. Departmental spending plans make no provision for virus-related spending
beyond this financial year. Instead, spending totals from 2022-23 onwards were cut by
£144 billion a year in Spending Review 2020 and the 2021 March Budget relative to the
sustained rises in departmental spending planned pre-pandemic. At the same time, overall
public spending is still forecast to be higher as a share of GDP in the medium term than it
was pre-pandemic.
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14

15

The extent to which any additional spending to meet pandemic-legacy pressures leads to
higher departmental resource spending (RDEL) overall would depend on choices made at
future Spending Reviews, starting with the next one this Autumn. The Government might, for
example, keep total spending over the coming years unchanged and choose to allocate less
than it otherwise would have done to its pre-pandemic priorities given the changed
circumstances. Or it could choose to increase total spending, which would either require
further tax rises or put at risk the Chancellor’s aim of balancing the current budget and
getting debt falling by the middle of the decade.

In any case, these potential unfunded legacy costs of the pandemic represent a material risk
to the public spending outlook. Considering just selected pressures in three major spending
areas, the Government could face spending pressures of around £10 billion a year on
average in the next three years. These include:

e Health. Pressures on health budgets could be around £7 billion a year from the
potential need to pay for: standing test and trace and revaccination programmes; the
consequences of the pandemic for individuals’ physical and mental health; additional
spare capacity to cope with possible future outbreaks; and the pandemic-related
backlog of treatments.

. Education. Schools may require around £1' billion a year to enable pupils to catch
up on the estimated two to three months of education that they have lost on average
during the pandemic, in addition to the £1.4 billion that has been committed since the
Budget, with the intention of reviewing the case for further funding in the Spending
Review.

e  Transport. Around £2 billion a year may be needed to fill a 10 to 25 per cent hole in
the fare revenues of the new Great British Railways and Transport for London (TfL) if
passenger numbers do not return to pre-pandemic levels. The Government has
already provided £12.8 billion of direct support to the railways and TfL in 2020-21.
However, as of June 2021, passenger numbers on national rail and the London
Underground were still down a half on pre-pandemic levels.

Fiscal risks report 8
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Chart 4: Illustrative estimates for selected pandemic-related pressures on
departmental resource spending
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Long-term economic legacy

16

17

Beyond these direct medium-term pressures, the longer-term fiscal risks associated with the
pandemic will depend on its lasting impact on potential GDP. As set out in our last two
Economic and fiscal outlooks, we have so far assumed a ‘scarring’ effect (defined as the
shortfall of potential output relative to the pre-pandemic trajectory at the five-year forecast
horizon) of 3 per cent in our central forecast. This scarring results from lower investment,
lower labour supply, and lower total factor productivity in roughly equal proportions.

Evidence to date on the potential degree of scarring has been mixed. There has been some
upside news on the paths of both GDP and investment, but against that there has been
downside news on net outward migration over the past year. And there remains considerable
uncertainty regarding the future size of the workforce due to continuing lower net inward
migration and the effect of the pandemic on participation and hours. Some forecasters,
including the Bank of England and IMF, have lowered their estimates of scarring from the
pandemic in the light of recent developments. We should learn more about the effects of the
pandemic in the coming months as remaining public health restrictions are lifted, the
furlough and other business support schemes wind down, and borders reopen. But it is the
medium and longer-term outlook for GDP — which will reflect a combination of pandemic
effects, Brexit effects, and assumptions about underlying potential output growth — that
matters for the sustainability of the public finances.
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Climate change

18

19

Chapter 3 looks ahead to the fiscal risks presented by climate change, and the economic
and fiscal implications (both positive and negative) of alternative paths to meeting the
Government's legislated goal to reduce net greenhouse gas emissions to zero by 2050. The
fiscal risks from climate change can be split into those stemming from global warming itself
(‘physical risks’) and those relating to the move to a low-carbon economy, including the
policies to achieve that (‘transition risks’). In unmitigated climate change scenarios, the
physical risks dominate, whereas the more that is done to mitigate global warming by
reducing emissions, the more important transition risks become.

Climate change results from several market failures — most importantly that the costs of
emissions to current and future generations are not borne by those who produce them today.
This can be addressed by applying an appropriate price on carbon (for example via a tax or
an emissions trading scheme (ETS)). But there are many other policy challenges to overcome,
so the path to net zero can be expected to involve many policy levers on top of carbon taxes
and ETSs, including bans and other regulations, and public subsidies and investment. These
will all have economic and fiscal implications of one sort or another — either directly (via
taxes and spending) or indirectly (via wider economic outcomes).

The transition to net zero

20

21

By international standards, the UK has made good progress in reducing emissions over the
past 30 years, but there are greater challenges ahead. As of 2019, UK greenhouse gas
emissions were down 44 per cent relative to 1990. In particular, the source of power
generation with the highest emissions — coal — has disappeared from the energy mix thanks
to concerted policy efforts. Getting the rest of the way to net zero by 2050 will require us to
find ways of overcoming both the technological obstacles to delivering cost-effective carbon
removals at scale, and the delivery challenges associated with upgrading insulation and
installing low-carbon heating systems in more than 28 million homes.

Between now and 2050 the fiscal costs of getting to net zero in the UK could be significant,
but they are not exceptional. In net terms they will entail any direct public spending on the
cost of transition, receipts lost from existing emissions-related taxes (especially fuel duty),
receipts gained from taxing carbon more heavily, and the indirect effects of different paths
for the economy on the public finances. To construct paths for each of these, we draw on
scenarios produced by the Climate Change Committee (CCC) for whole economy costs and
savings from decarbonisation, and by the Bank of England for the price of carbon necessary
to achieve net zero and its economic implications. In the Bank’s ‘early action’ scenario
(which we use as our reference scenario), the imposition of a higher and steadily rising
carbon price weighs on economic activity, with GDP settling 1.4 per cent below its (purely
hypothetical) counterfactual path in which there are no additional climate-related headwinds.
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An early action scenario

22 The fiscal impact of achieving net zero in the early action scenario adds 21 per cent of GDP
to public sector net debt in 2050-51 (£469 billion in today’s terms). That is somewhat
smaller than the addition to net debt as a result of the pandemic. It reflects:

e Net zero public spending. The CCC puts the cumulative investment cost for the whole
economy between now and 2050, plus the operating costs of emissions removals, at
£1.4 trillion in 2019 prices. The Government has not said how much of that cost it
expects to bear. Our scenario assumes that public spending meets around a quarter of
it. When combined with savings from more energy-efficient buildings and vehicles, the
net cost to the state is £344 billion in real terms. But spread across three decades, this
represents an average of just 0.4 per cent of GDP a year.

e Net zero receipts losses. Fully electric vehicles pay no fuel duty and are exempt from
vehicle excise duty (VED), so receipts from both fall almost to zero by 2050-51. Some
smaller tax bases (air passenger duty, landfill tax, the plastic packaging tax) are hit
too. Overall, receipts worth 1.6 per cent of GDP are lost in 2050-51, with fuel duty
accounting for 76 per cent and VED for 18 per cent.

o Carbon tax revenues. Our scenario assumes all emissions are taxed, and more
heavily, from 2026-27 onwards (which could be achieved by extending the UK ETS or
imposing a uniform carbon tax in its place). Based on elements of the Bank and CCC
scenarios, the tax rate starts at £101 per tonne (in real terms) and rises steadily to
reach £187 per tonne in 2050-51. On this basis, additional carbon tax revenues raise
1.8 per cent of GDP in 2026-27, after which revenues decline steadily to 0.5 per cent
of GDP in 2050-51 as falling emissions more than outweigh the effect of the rising tax
rate. Towards the end of this time frame revenues are very uncertain, with an
increasingly narrow tax base and an increasingly high tax rate, meaning even small
differences in the pace of emissions abatement would have large revenue impacts.

. Indirect fiscal consequences. We assume that public services and non-climate-related
investment are maintained in real terms in the face of modestly lower GDP. That raises
public spending as a share of GDP by 0.3 percentage points on average.

. Debt interest costs. The higher path for debt increases debt interest spending by

increasing amounts, particularly towards the end of the period when fuel duty losses
are greatest. Additional debt interest reaches 0.7 per cent of GDP in 2050-51.

11 Fiscal risks report



Executive summary

Chart 5: Early action scenario: impact on public sector net debt
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Alternative scenarios and sensitivities

23 The economic and fiscal consequences of the transition to net zero are subject to many
sources of uncertainty. We therefore also consider alternative scenarios and sensitivities
(Chart 6). These capture the implications of:

¢ Unmitigated climate change. The fiscal risks from extreme, unmitigated climate
scenarios cannot be quantified with any precision. But to give a sense of the potential
orders of magnitude, we produce an illustrative path for debt if average UK
temperatures were to rise by around 4°C by the end of this century, relative to the
average over the 20 years to 2000. (We use this longer horizon because the UK is
relatively insulated from climate change in the next few decades.) This entails greater
economic and fiscal costs to adapt to higher temperatures, but more importantly it is
assumed to result in progressively more frequent and more costly shocks to the public
finances than have historically been the case, reflecting both extreme weather events at
home and the spillovers from even greater damages in hotter countries. Relative to a
baseline that incorporates only the historical frequency and cost of such shocks, debt
ratchets up more sharply to reach 289 per cent of GDP by the end of the century.

. Delayed action. To test assumptions about the timing and smoothness of action to
deliver the transition by 2050, we use the Bank'’s ‘late action’ scenario. Decisive steps
to cut emissions globally and in the UK are delayed until 2030, then introduced
abruptly to deliver the necessary reductions in the shorter period left to the target date,
causing economic disruption and the premature scrapping of some capital. The main
differences to the early action scenario are that GDP settles around 3 per cent lower
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still, while direct public spending costs increase by around a half. Overall, debt in
2050-51 is 23 per cent of GDP higher than in the early action scenario.

Uncertain consequences for productivity. The costs of low-carbon technologies could
fall further and faster than assumed, so an optimistic variant assumes decarbonisation
actually boosts productivity (by 0.1 percentage points a year). But equally, the costs
associated with such a major structural change over a sustained period could easily be
greater than assumed — for example, if a technology that has been heavily invested in
proves unsuccessful — so a pessimistic variant assumes it weighs more heavily on
productivity (by the same margin). In the high productivity variant, the larger economy,
and the lower path for public spending as a share of GDP that results, lowers debt by
11 per cent of GDP relative to the early action scenario by 2050-51. The results are
approximately symmetrical in the low productivity variant.

High versus low public sector share of net zero investment. Our reference early action
scenario assumes the state pays around a quarter of the total direct cost of the
transition, but the public sector’s share of investment in decarbonisation could vary
greatly. At the minimum, it will need to meet the costs associated with public sector
buildings and vehicles. At the higher end of the spectrum, it could deliver a much
greater share of net zero infrastructure, for example to overcome inertia in areas like
the domestic heating transition where progress to date has been slower. Our low
spending variant, in which the state bears around an eighth of the whole economy
costs, results in debt in 2050-51 being 5.2 per cent of GDP below the early action
scenario. In the high spending variant, in which the state bears two-fifths of the cost,
debt rises to 5.9 per cent of GDP above the early action scenario.

Potential for offsetting fiscal policy adjustments. Rather than increase total expenditure
to pay for the costs of decarbonisation, the Government could choose to allocate the
additional public investment from within its existing spending envelope. And rather
than allow existing taxes on motoring to fall to zero, the Government could maintain
the tax burden on motoring by levying other taxes such as a road-user charge. If net
zero investment were allocated from within the baseline, debt would be 8.4 per cent of
GDP lower in 2050-51 than if it were all additional (as it is in the early action
scenario). And if the tax burden on motoring were maintained (in contrast to the early
action scenario) it would be 24 per cent of GDP lower. Doing both would leave debt
32 per cent of GDP lower in 2050-51, which would actually be 12 per cent of GDP
lower than the hypothetical baseline, reflecting the gains from additional carbon tax
revenues.
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Chart 6: Climate scenarios: impact on public sector net debt in 2050-51
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Cost of public debt
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Fiscal

Chapter 4 considers the fiscal risks associated with the Government’s elevated stock of debt.
This stock is both the product of past fiscal risks having crystallised and a source of future
fiscal risks that could. The risks that this poses to the fiscal outlook depend on the future path
of interest rates and the speed with which any changes in them are reflected in the
Government’s debt servicing costs. Over the past four decades, net interest payments by the
Government have fallen fourfold from 3.8 per cent of GDP in 1980-81 to 0.9 per cent in
2020-21, despite the debt-to-GDP ratio more than doubling from 40 to 100 per cent in that
time. This reflects the downward drift in global and UK short and long-term interest rates to
historically low levels, both in absolute terms and relative to the growth in GDP.

But higher post-pandemic government debt, combined with a shorter effective debt maturity
as a by-product of quantitative easing, leaves the UK’s public finances more exposed, and
more quickly, to increases in interest rates. The Government’s current fiscal plans, which
delivered a stable medium-term outlook for underlying public sector net debt as a per cent of
GDP in our latest forecast, were conditioned on rates remaining low, in line with market
expectations. But were they to return to historically more normal levels, it would become
significantly more expensive to service a given stock of debt. The Government acknowledged
this risk by making explicit reference to monitoring debt servicing costs in the fiscal targets
that guided the current Chancellor’s 2020 Budget.

As a starting point for our evaluation of the risk of future interest rate rises, we review the
various explanations that have been put forward for the decline in the cost of government
borrowing over the past thirty years. It is likely that demographic developments have played
some role, as well as slower productivity growth and increased preference for safe assets. But
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there is considerable uncertainty about their respective contributions to the fall and their
permanence. While some of these factors are likely to remain in place in the future, justifying
our central forecast that borrowing costs will remain relatively low, others may reverse. Given
the uncertainty about the sources of the past decline, it is prudent to evaluate the risks to the
public finances were rates to rise. We therefore present several scenarios that illustrate the
consequences of assuming different future paths for borrowing costs, inflation, and GDP
growth for the public finances.

Higher global real interest rates

27

28

Our first two scenarios examine the fiscal impact of a globally driven rise in real interest
rates. In the first of these (‘higher R and G’), a gradual rise in real interest rates (‘R’) of 2.5
percentage points is associated with a similar pick-up in productivity growth (‘G’). In the
second scenario (‘higher R’), the higher interest rates occur not as a consequence of a pick-
up in productivity growth but as a consequence of a shift in investor preferences towards
riskier assets and away from government bonds.

In the first and more benign scenario, borrowing reaches 5.1 per cent of GDP in 2050-51
(versus 2.9 per cent in the baseline), pushed up by higher interest rates as net interest
payments rise to 3.3 per cent of GDP — a level last seen in 1985-86. But that is offset by
higher growth so that the debt-to-GDP ratio falls slightly below the baseline, although it
remains above pre-pandemic levels at the end of the scenario in 2050-51. In the second
and more challenging scenario, higher interest rates gradually feed through to the effective
interest rate paid on government debt, pushing borrowing up to almost 7 per cent of GDP in
2050-51. Without the offsetting gain from faster growth, debt hits 139 per cent of GDP by
2050-51, its highest level since 1954-55.

Higher inflation

29

30

Borrowing costs could rise not only because real interest rates rise but also because inflation
rises. The recent strong rebound in activity, expansionary macroeconomic policies (especially
in the US), and inflation outturns have prompted speculation of a reappearance of inflation.
We therefore consider two inflation scenarios. In the first, a burst of domestically generated
inflation of 5 per cent necessitates a temporary rise in Bank Rate to bring inflation back to
the 2 per cent target. In the second, consistent either with continued sanctioned inflation
overshoots or an increase in the target (as some commentators have advocated), inflation
runs persistently at 4 per cent, with a corresponding rise in short-term interest rates and
somewhat larger rise in long-term bond rates reflecting a higher inflation risk premium.

The fiscal implications of these scenarios demonstrate that inflation is, in fact, no longer a
very effective way to reduce the debt-to-GDP ratio, reflecting both the shortening of the
effective maturity of public debt as a by-product of quantitative easing and the relatively high
proportion of index-linked debt in the UK. The temporary burst of inflation has only a modest
impact on the debt-to-GDP ratio, which initially falls more quickly than the baseline mainly
due to primary spending being held constant in cash terms. By 2050-51, debt reaches 95
per cent of GDP, just 2 per cent of GDP below the baseline. With a persistent rise in inflation,
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there is a marginal improvement in the debt-to-GDP ratio in the first 13 years as inflation
erodes the real value of the nominal debt (though again moderated by the shortening of the
effective maturity of debt). But in the long run, the debt-to-GDP ratio actually rises to 107 per
cent of GDP by 2050-51 (10 per cent of GDP above the baseline) as a result of the extra
inflation risk premium being paid on the government’s borrowing.

A loss of investor confidence

31

32
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Our final scenario explores the extreme case of a loss of investor confidence in the UK’s
creditworthiness that causes a flight from UK government bonds. This leads to a vicious circle
where rising debt raises borrowing costs, which in turn increase the rate at which debt rises.
In this scenario, an adverse shock, similar in magnitude to that experienced in the financial
crisis, and a loss of investor confidence lead to a sterling depreciation and a rise in the risk
premium on gilts. Higher inflation and the falling pound also force the Bank of England to
raise Bank Rate to 4 per cent. The higher borrowing costs mean that growth remains weak.
The escalating crisis also forces the Government to borrow at shorter maturities so that
higher market rates feed through into debt interest costs even more quickly.

Borrowing increases throughout the scenario due to a worsening primary balance as the
economy shrinks, as well as escalating interest costs. Borrowing reaches 15 per cent of GDP
in 2029-30, close to its peak last year. The adverse feedback loop between higher debt and
higher gilt rates leads to steadily rising interest costs, with the debt-to-GDP ratio increasing in
every year. By 2029-30, the average gilt rate hits 10 per cent — a rate last seen in 1991. We
end the scenario in 2029-30 when the government’s interest costs reach 9.5 per cent of
GDP, above any level seen in war or peacetime.

7: Cost of public debt scenarios: public sector net debt
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Source: ONS, OBR
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Sensitivity to interest rate changes

33

These scenarios illustrate the greater sensitivity of public debt to future changes in its cost.
This is partly due to the trebling in the debt-to-GDP ratio since just prior to the financial crisis.
However, it is also the result of the shortening of the effective maturity of that debt as a by-
product of quantitative easing, which has replaced relatively long-dated gilts with (less
expensive) central bank reserves carrying an overnight rate of interest. The net result has
been a shortening of the median maturity of the consolidated liabilities of the public sector
from seven to two years since 2008 (the red line in the right panel of Chart 8). That contrasts
with the rise in the mean maturity of the total stock of gilts (in both public and private hands)
from 14 to 15 years over the same period. The proportion of debt on which interest rates
respond within a year has more than doubled over that time, which combined with the debt-
to-GDP ratio being almost three times higher, has made the first-year fiscal impact of a one
percentage point rise in interest rates six times greater than it was just before the financial
crisis, and almost twice what it was before the pandemic, just 18 months ago.

Chart 8: Sensitivity of interest payments to a rise in interest rates
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Other fiscal risks

34

While this report focuses on three large and looming threats to the public finances, the array
of other fiscal risks highlighted in previous FRRs has not evaporated. Indeed, as history warns
can happen, the pandemic has triggered the crystallisation of several of these risks,
aggravated many others, and even diminished a few. In Chapter 5 we set out how these
other risks have evolved since our previous FRR in 2019 and how our full risk assessment has
changed after factoring in both those changes, and the maijor risks discussed above.
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We have recast and consolidated some of the risks that were identified on our 2019 risk
register, so for this report we start from a total of 97 risks. Of these, we find that:

14 have crystallised including weaker productivity growth, lower net migration, and the
declining proportion of spending subject to firm DEL controls. Of these, 13 remain
active risks in future (including normal cyclical downturns, the deterioration in public
sector net worth, and cost overruns for major projects) and 1 has been removed (the
balance sheet risk relating to the classification of housing associations).

19 have increased, including those related to higher future health and social care
spending as a result of the pandemic, the longer-term sustainability of the fuel duty tax
base in light of the bringing forward of the ban on petrol-driven cars, and the
pandemic-driven increase in the non-payment of taxes due.

11 have decreased, including the tendency for fiscal policy to respond asymmetrically
to movements in our underlying forecasts following the tax rises announced in the
March Budget, the risks associated with persistent household financial deficits in light
of the savings accumulated by some during the pandemic, and the loss of revenue
from people moving to more lightly taxed forms of employment status.

29 remain unchanged, including our broad assessment around risks associated with
the financial sector which has so far weathered the coronavirus storm, clean-up costs
for nuclear plants, and those around stated policy aspirations.

3 have been resolved and removed from the register, including those around the
possibility of a ‘no deal’ Brexit and the rise in local authorities’ prudential borrowing
for commercial property purchases.

21 have been removed for other reasons including their being unquantifiable,
superseded by analysis presented in this report, or consolidated with other risks (taking
the total number of risks removed from the register to 25).

Finally, 15 risks have been added in this report, including nine arising from the coronavirus
pandemic, three associated with climate change, two relating to the cost of public debt and a
final one on the threat posed by a potential cyberattack. This takes the total number of risks
in our 2021 register to 87. Chart 9 depicts these changes as well as the number of risks that
have been affected to some extent by the pandemic.
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Chart 9: OBR fiscal risk register: changes since our 2019 report
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37 Reflecting the correlated nature of fiscal risks, of the 97 risks from 2019, 38 have been
affected to some extent by the coronavirus pandemic. This includes around half of the
economy risks, two-thirds of the public spending risks, half of the risks relating to the
Government’s balance sheet and one-third of revenue risks. These include the pandemic-
related pressures on health spending and drop in net migration described above, as well as
the interaction between pandemic-driven fluctuations in earnings growth and the state
pensions triple lock that could cost £3 billion a year relative to our March forecast.

38 However, it is notable that one major and recurrent source of fiscal risks for the UK, that of a
financial crisis, has not crystallised despite the strains of the pandemic. This reflects both the
strengthening of capital requirements and other bank regulations since the financial crisis, as
well as the extensive and pre-emptive action taken by the Government and Bank of England
that protected household incomes, kept firms liquid, and maintained the supply of credit.

39 Alongside this report we have also published an updated and comprehensive risk register on
our website, listing all the fiscal risks discussed in this report, our assessment of their size and
likelihood, and, for those identified in our 2019 report, any changes since then. Figures 1
and 2 summarise the main risks to our medium-term fiscal forecasts and to long-run
sustainability respectively, categorised by size and likelihood.
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Figure 1: Sources of fiscal risk over the medium term
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Figure 2: Sources of risk to fiscal sustainability
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Lessons for understanding fiscal risks

40 Our foregoing analysis of the experience of the pandemic, the threat posed by climate
change, and the risks to the cost of public debt, points to 10 lessons for understanding and
responding to potentially catastrophic fiscal risks:

1 Catastrophic risks are real and may have become more frequent. Just two decades
into this century, advanced economies have now experienced two ‘once in a century’
economic shocks. And increasing economic and financial interconnectedness may
make future shocks both more frequent and more severe. Putting greater emphasis on
the analysis of risks and the uncertainty surrounding our central projections will help
ensure that policymakers can incorporate these risks into their decision making and
the public understand the trade-offs being made.

2 Economic shocks affect both supply and demand. While conventional cyclical shocks
affect mainly demand, recent shocks — the financial crisis, Brexit and the pandemic —
have each hit both supply and demand. The principal focus of the Government’s
coronavirus rescue package was the preservation of supply-side capacity while
demand was deliberately suppressed. Tackling climate change requires action to
address not only the (excessive) demand for carbon but also (inadequate) supply of net
zero technologies. And understanding risks to the cost of government debt requires
investigation of the drivers of supply and demand for gilts. We need to improve our
understanding and modelling of the supply-side impacts of shocks and policies.

3  Global interconnectedness can be both an asset and a liability. The UK’s openness
exposes it to risks emanating from abroad, but it also atftracts the international talent
and investment that has made it a world leader in genomic sequencing and vaccine
research and development. Digital connectivity enabled our economy to continue to
operate through the pandemic, but also renders it vulnerable to cyberattacks. And
rising overseas demand for UK government debt has helped to keep gilt yields low, but
also exposes the public finances to sudden changes in international investor sentiment.

4 While it is difficult to predict when catastrophic risks will materialise, it is possible to
anticipate their effects. While a global pandemic topped government risk registers for
over a decade before coronavirus arrived, it attracted little attention from the
economics community. But previous epidemics and pre-pandemic modelling by official
bodies provided a clear indication of how economies might be affected. Similarly, the
tail risks associated with extreme climate change or spiralling debt servicing costs
scenarios can be quantified, even if we do not know precisely when they might occur.

5  When investing in risk prevention, governments have a tendency to ‘fight the last war’.
The regulatory response to the 2008 financial crisis helped prevent the pandemic from
triggering another financial crisis. But post-crisis fiscal consolidation also cut advanced
country expenditure on preventative health programmes. Dealing with post-pandemic
economic and fiscal pressures may hamper governments’ efforts to invest the relatively
modest sums need to avoid the much greater cost of unmitigated climate change.
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More regular and comprehensive horizon-scanning could help to identify where the
next crises could emerge and how they can be prevented or mitigated.

6  There are advantages in preventing or halting a process that involves rapidly
escalating costs early. While economic theory and practice emphasises the option
value of delaying decisions, this can be suboptimal in the face of rapidly rising costs.
Pandemics, climate change, and public debt dynamics are all subject to amplifying
feedback mechanisms and tipping points that can result in spiralling and irreversible
costs that put a premium on acting early. Countries that acted quickly to contain the
virus have so far experienced fewer deaths, shallower recessions, and faster economic
recoveries. In making the transition to net zero, delaying decisive action to tackle
carbon emissions by ten years could double the overall cost.

7  People appear willing to make sacrifices for a clearly defined public good. Levels of
compliance with public health restrictions and vaccine take-up in the UK have been
surprisingly high. In total, the UK experienced a 10 per cent loss of output and
committed 12 per cent of GDP in public funds in order to combat the pandemic in
2020. The annual economic and fiscal costs of tackling other potential catastrophic
risks, like climate change, are likely to be just a fraction of this.

8  Economies can sometimes adapt remarkably quickly to structural changes. While the
initial output loss from lockdowns was greater than many predicted, most were also
surprised by the speed at which the economy adapted and rebounded as restrictions
were lifted. Prior investments in digital infrastructure and services were critical to
enabling this transition, as was fiscal support to households and firms. The path to net
zero will also require more gradual adaptation to new technologies and changes in
behaviour. But fiscal policy could also play a role in facilitating the transition.

9  Fiscal policy can and needs to be more nimble than in the past. Across advanced
economies the fiscal policy response to the pandemic was unprecedented in its speed,
scale, and novelty (partly reflecting constraints on monetary policy). This added over
20 per cent of GDP to debt, but also prevented the much greater economic costs
associated with not intervening. Similar fiscal policy nimbleness and creativity may be
required to support an economy-wide transition to net zero. And flexibility in both
deploying, and withdrawing, fiscal support is likely to be critical if governments are to
respond to future shocks without jeopardising debt sustainability in the long run.

10 In the absence of perfect foresight, fiscal space may be the single most valuable risk
management tool. Throughout its history, the UK has relied on its ability to borrow
large sums quickly in order to respond to major economic and political threats. It was
able to do so courtesy of its relatively low levels of public indebtedness, deep and
liquid domestic capital markets, and by maintaining the confidence of international
investors in its long-run creditworthiness. In the face of an array of major economic
and fiscal risks, policymakers must trade off making significant investments in the
prevention of specific potential threats with preserving sufficient fiscal space to respond
to those risks that it did not anticipate or could not prevent.
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Introduction

Background

1.1

1.2

1.3

The UK has been a leader in the analysis of fiscal risks in recent years.' The legislation
establishing the OBR has always required us to set out the main risks that we consider to be
relevant in any report that we produce.? From our establishment in 2010, our biannual
Economic and fiscal outlooks (EFO) have regularly featured fan charts, sensitivity analysis,
and alternative scenarios to illustrate the risks around our central forecasts. The Treasury’s
September 2015 review of the OBR expanded our remit in this area by recommending that
we “produce a new report on fiscal risks, extending existing analysis and meeting the
recommendations of the International Monetary Fund'’s Fiscal Transparency Code”.?
Parliament reflected this in the October 2015 edition of the Charter for Budget
Responsibility. And the IMF’s November 2016 Fiscal Transparency Evaluation of the UK
subsequently recommended that the report should represent “a comprehensive and

quantified fiscal risk statement that includes all major risks to the fiscal position”.*

The Charter tasks us with producing a biennial report on “the main risks to the public
finances, including macroeconomic risks and specific fiscal risks”. We published our first
Fiscal risks report (FRR) in July 2017. Several countries produce regular fiscal risk
assessments, but most are undertaken by finance ministries or cabinet offices. The UK is
unusual in outsourcing it to an independent fiscal institution, thereby boosting objectivity
and transparency in the analysis of fiscal risks. And the UK is also unique in setting a legal
requirement for the Treasury to respond formally to our FRR within a year of its publication,
thereby encouraging accountability for the Government’s management of those risks.

This chapter describes our approach to analysing and reporting on fiscal risks. It starts by
defining fiscal risks and distinguishing between those risks that governments are exposed to
in normal times and the large, and potentially catastrophic, shocks that governments face
from time to time. It then considers whether the latter type of risk may be becoming more
relevant for advanced economies in the twenty-first century, and how this motivates the
content of our third FRR.

! This has been recognised by both the IMF and the OECD. See, for example, “The UK Fiscal Risk Report raises the bar on the assessment
and quantification of fiscal risks to a new level” in Stressing the public finances — the UK raises the bar, IMF Public Financial Management
blog, July 2017, and, “It is commendable that the OBR has been at the forefront of this type of analysis”, OECD, Independent Fiscal
Institutions Review of the OBR, September 2020.

2 Section 4, subsection 6(b) of the 2011 Budget Responsibility and National Audit Act.

3 HM Treasury review of the Office for Budget Responsibility, Led by Sir Dave Ramsden, Chief Economic Adviser to HM Treasury, HM
Treasury, September 2015.

4 United Kingdom: Fiscal Transparency Evaluation, IMF, November 2016.
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Our approach to analysing fiscal risks

What is a fiscal risk?

1.4 The International Monetary Fund (IMF) defines a fiscal risk as “the possibility of deviations of
fiscal outcomes from what was expected at the time of the Budget or other forecast”.> On
this basis, we would define a fiscal risk as any potential deviation from the 5-year-ahead
central forecasts for public sector spending, receipts, borrowing and debt contained in our
EFOs, and from the corresponding 50-year-ahead projections in our Fiscal sustainability
reports (FSR). We are required by Parliament to base these forecasts and projections on
currently stated Government policy, although in most cases current policy is much less
clearly defined over the long term than over the medium term. Where appropriate, we
consider policy risks — areas where government statements or past behaviour point to likely
future policy changes (as we do throughout this report).

1.5 On this definition, however, what constitutes a fiscal risk depends crucially on which
developments in the public finances are incorporated into our central projection and which
are regarded as potential deviations. Given the sensitivity of long-term projections to these
sorts of judgements, we focus on risks around our central forecast over the medium term,
but on risks to fiscal sustainability (rather than around our latest central projection) over the
longer term. This ensures that we do not end up ignoring some of the most important long-
term risks — notably pressures on health spending — simply because we already assume they
crystallise gradually over time.

1.6 Our focus on risks to sustainability also implies an asymmetry of approach — we are more
interested in potential ‘bad news’ than ‘good news’. Experience over time and across
countries suggests that shocks to the public finances (especially big ones) are more likely to
be adverse than beneficial — as the cost of the coronavirus pandemic has illustrated so
dramatically — and that governments are usually quicker to spend unexpected windfalls from
good news than they are to anticipate and provision for unexpected costs from bad news.

1.7 The definition of fiscal risk we use in this report focuses on surprises relative to forecasts and
pressures on fiscal sustainability. But it is important to remember that the purpose of much
of government activity is to pool risks that society has decided (via the political process)
would be better carried by the state than borne by individuals (either directly or through
private insurance markets). For example:

. During normal times, the state provides a degree of ‘social insurance’ to its citizens.
For example, the NHS takes on the health costs people would otherwise face when
they fall ill; state pensions put a floor under pensioners’ incomes; and universal credit
reduces the risks associated with periods of unemployment or on low pay.

e During catastrophes and other crises, states often take on a much broader range of
costs as large risks crystallise. For example, during the current pandemic the

5 IMF Fiscal Affairs Department, Fiscal risks — sources, disclosure and management, 2009.
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Government has at some point paid the salaries of over 8.7 million furloughed staff;
guaranteed loans to 1.6 million businesses; and provided grants to support the
incomes of 2.6 million self-employed people.

Our first two Fiscal risks reports

1.8

Our first two FRRs considered both sorts of risk, devoting much of their analysis to the risks
facing government in normal times while noting that periodic shocks were inevitable:

FRR 2017 attempted a comprehensive survey of the universe of risks to the public
finances, ranging from whole economy risks emanating from macroeconomic shocks
and financial crises down to the long tail of generally smaller risks to individual
components of the public finances (from the potential costs of reforming adult social
care to the potential loss of fuel duty receipts as cars become more fuel efficient). It
also included a fiscal stress test based on a severe recession scenario used by the Bank
of England to assess the financial resilience of the UK banking sector. We identified 57
issues for the Government’s response ranging across this spectrum. In its July 2018
Managing fiscal risks publication, the Government detailed its approach to these issues
and the steps it had taken in several areas to enhance its risk management.

FRR 2019 reviewed the risks we had previously identified and the Government’s
response, which allowed us to assess the degree to which risks had intensified or
abated. We also looked more deeply into several key risks that had been covered in
less depth, or not at all, in our first report, including: fiscal policy risks, the ‘growth-
corrected interest rate’, and climate change. The report included another fiscal stress
test, this time based on an IMF no-deal Brexit scenario. Our report again raised a set
of issues for the Government to consider in its response, but this was overtaken by the
exigencies of the pandemic. As such, the Government’s formal response to our 2019
FRR in July 2020 understandably constituted a brief written statement to Parliament.

This Fiscal risks report

1.9

Unlike previous editions, this third FRR focuses not on the risks that the government faces in
normal times but the exceptional, systemic shocks that can potentially lead to economic and
fiscal crises. The reasons for doing so are self-evident. The coronavirus pandemic has
provided a stark reminder that such ‘catastrophic’ risks, while inherently more difficult to
anticipate and analyse, are real. These include financial crises, severe recessions, extreme
weather events, destructive cyberattacks, pandemics, and major armed conflicts. While most
advanced economies have been largely spared such catastrophic risks in the latter half of
the twentieth century (and certainly by comparison with the first half),” there are several

6 Chancellor of the Exchequer, OBR 2020 Fiscal Sustainability Report and response to the OBR 2019 Fiscal Risks Report, 15 July 2020.

7 This is not to say that advanced economies did not experience any shocks in the second half of the twentieth century. The Korean War in
the late 1940s and early 50s; the Vietnam War in the 1960s and 70s; the oil shocks of the 1970s; the bursting of the Japanese bubble in
the late 1980s; Black Wednesday in the UK, and the Scandinavian and Asian financial crises of the 1990s, all had significant adverse
economic and fiscal impacts on the economies most directly affected. But none of these matched either the 2008 financial crisis or 2020
coronavirus pandemic in the depth of the fall in global output or number of countries adversely affected.
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reasons to believe that they are increasingly susceptible to large and disruptive economic
and fiscal shocks in the twenty-first. The next section explores why this might be so.

1.10  This edition of the FRR does not include a new scenario-based fiscal stress test, but the
discussion of the fiscal impact of the pandemic in Chapter 2, and the more severe climate
change and debt scenarios in Chapters 3 and 4, serve the purpose that stress tests have in
our previous FRRs. And the update on other fiscal risks in Chapter 5 underscores one of the
central insights that those stress tests provided — that fiscal risks are highly correlated and
governments can face a cascade of crystallising risks when hit by large shocks.

Is the world becoming a riskier place?

1.11  So far this century, the UK has been hit by two ‘once in a century’ economic shocks in the
form of the 2008 financial crisis and 2020 coronavirus pandemic. While two observations
do not constitute a trend, these events raise important questions for fiscal forecasters and
policymakers about the nature of risk in the twenty-first century and how to respond to them
— specifically: Are catastrophic risks becoming more likely2 Are catastrophic risks becoming
more severe? Are countries becoming more exposed to catastrophes happening elsewhere?

Incidence of catastrophic risks

1.12  The first two decades of this century have shown that major shocks to advanced economies
can emanate from a variety of sources. The incidence of some of these shocks, like the
earthquakes in Japan and New Zealand, depend on natural forces outside human control.
The incidence of other maijor risks, such as cyberattacks, are entirely the product of human
action. For many risks, such as pandemics and climate change, the incidence of shocks is a
product of the interaction of people with their environment. Compared to the previous
century, at least one important source of potentially catastrophic risk, that of armed conflict
between states (especially nuclear powers and their close allies), appears to have
diminished (Chart 1.1).% That said, deaths from civil conflicts within states (including with
foreign state intervention) have remained significant throughout the first two decades of this
century.” And such conflicts can put pressure on advanced economies by generating large
refugee flows and providing havens for international terrorist groups.'°

8 Compared with the first half of the twentieth century, the decline in deaths due to inter-state conflicts is of course much greater. Indeed,
more battle-related deaths were recorded during the two World Wars than were recorded in the entire period since 1946.

? Deaths have been largely concentrated in the Middle East in the past decade.

19 HM Government, National Risk Register, 2020 Edition, 2020.
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Chart 1.1: Battle-related deaths in state-based conflicts
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1.13 At the same time, recent surveys of systemic risks to the global economy point to growing
threats from other sources. Even before the coronavirus pandemic, the ‘global risks index’
produced by Cambridge University’s Centre for Risks Studies pointed to a steady increase in
the amount of ‘GDP at risk’ from a range of sources, putting the total at $577 billion (1.6
per cent of world GDP) in 2019."" Their most recent report identified financial crises,
interstate conflicts, climate change, human pandemics, and cyberattacks among the top
threats (largely echoing the Government’s own assessment as set out in the 2020 edition of
its National Risk Register'?). This partly reflects a rise in the frequency of risks materialising,
especially in the case of severe weather events and human infectious disease outbreaks,
where the numbers of reported incidents have doubled and trebled respectively since the
1990s (Chart 1.2). This may partly be a function of increased surveillance and reporting of
incidents. However, it is also likely to be driven by the growing numbers of people living
closer to the sources of risks such as flood plains and isolated ecosystems.'

" University of Cambridge Judge Business School, Cambridge Global Risk Index 2019, 2019. ‘GDP-at-risk’ sums estimates across 279
major cities around the world (covering 41 per cent of world GDP) that are based on their economic output, their exposure to particular
threats related to their geography and type of economy, offset by their estimated resilience in recovering from shocks.

2 HM Government, National Risk Register, 2020 Edition, 2020.

13 Gavi, How has our urban world made pandemics more likely2, 2020.

27 Fiscal risks report



Introduction

Chart 1.2: Numbers of international disasters and infectious disease outbreaks
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Severity of catastrophic risks

1.14  The rise in the amount of global GDP at risk from catastrophes also reflects an increase in
the severity of some of those incidents when they materialise. For example, hurricanes have
not only become more frequent in the North Atlantic over the past fifty years, with 2020
seeing the highest ever number of named storms at 29, but also more destructive as global
temperatures rise.' In the case of risks emanating from the economy, studies of business
cycles among major economies suggest that, while periods of economic expansion among
G7 economies have become smoother and longer, economic contractions have become
larger and more severe than preceding expansions. This implies that risks arising from
macroeconomic volatility have become increasingly skewed toward the downside with
longer periods of steady economic expansion punctuated by deeper recessions.'® This partly
reflects greater financial integration both within and across countries, which allows for
longer credit cycles but also gives rise to more disruptive credit ‘shake-outs’.

Transmission of catastrophic risks

1.15  Related to the above, a final reason why the world may be becoming riskier is the increase
in global interconnectedness. The past forty years has witnessed a seven-fold increase in air
passenger numbers,'® twenty-five-fold increase in international capital flows,'” and a six-fold
increase in the volume of international trade.'® So even in areas where the incidence and
severity of risks has stayed the same or declined, the potential for those risks to be
transmitted between countries has risen, increasing the risk exposure for any given
country.'? This is especially relevant for countries like the UK which, according to one index
of cross-border economic linkages compiled by DHL, is the ninth most globally connected
country in the world (Chart 1.3).%°

i, L., and Chakraborty, P., Slower decay of landfalling hurricanes in a warming world, Nature, Vol. 587, 2020.

15 Jensen, H., et al, Leverage and Deepening Business-Cycle Skewness, American Economic Journal: Macroeconomics, Vol. 12, No.1, 2020.
16 World Bank, Air Transport, passengers carried, 2021.

7 IMF, Balance of Payments and International Investment Position Statistics, June 2021.

18 World Bank, Exports of goods and services (constant 2010 US$), 2021.

19 Ferguson, N. Doom: The Politics of catastrophe, 2021.

20 DHL, Global Connectedness Index 2018: The State of Globalisation in a Fragile World, 2018.
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Chart 1.3: Global connectedness

HETop 10

m11-25

m26-50
51-75
76-100
101-125
126-150
151+

Source: DHL

Are governments more exposed to catastrophic risks?

Government as ‘insurer of last resort’

1.16  As advanced economies’ exposure to potentially catastrophic risks increases, so do the
associated risks to the public finances. This is not only because of the disruptive effects of
the associated economic shocks on government revenues and non-discretionary spending.
Governments are also more directly exposed because catastrophic risks are, by their nature,
difficult or impossible to price or insure against. This means that the private sector cannot
manage them without active government intervention. Government is therefore in effect
obliged to step in to act as an ‘insurer of last resort’. This was the topic of a timely Treasury
report published in March 2020, which set out a series of proposals for improving the
management of government guarantees and other contingent liabilities.?'

1.17  However, the experience of the past two decades has highlighted that government’s exercise
of its insurer of last resort function goes beyond just the issuance of guarantees and other
explicit forms of insurance. During the financial crisis, advanced economy governments
stepped in to acquire or underwrite the assets of their largest banks in order to prevent an
even greater credit crunch. During the coronavirus pandemic, governments stepped in to
provide grants to businesses and help pay the wages of individuals hit hardest by the
pandemic. These and other interventions in the economy dramatically increased
government cash outlays at the same time as output and revenues were squeezed.

21 HM Treasury, Government as insurer of last resort: managing contingent liabilities in the public sector, 2020.
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Increased resort to the ‘last resort’

1.18  The fiscal risk associated with governments’ propensity to ‘socialise’ costs in the event of
major shocks may be increasing over time. This partly reflects the more disruptive nature of
recessions in an era of deeper financial integration and greater financial leverage, as
discussed above. Significant government interventions in asset and credit markets are
therefore required to prevent widespread bankruptcies or to avoid disorderly workouts of
corporate and household debts. More recently, it reflects the limitations on the ability of
monetary policy to support the economy imposed by the effective lower bound on interest
rates. It is also due to the idiosyncratic nature of the coronavirus shock, which required the
kind of targeted intervention in the most affected sectors that only fiscal policy can provide.

Challenges for fiscal policymakers

1.19  The fact that fiscal risks may be becoming more frequent, severe, and contagious,
combined with increasing expectations that government will bear the immediate costs of
shocks, poses important challenges for those managing the government finances. Both the
financial crisis and the pandemic have required governments around the world to exercise
their insurer of last resort function with dramatic and lasting consequences for government
borrowing and debt. Policymakers face a difficult trade-off in deciding how much to spend
today to reduce the odds of these potentially catastrophic risks from materialising versus
how much ‘fiscal space’ to hold in reserve to mitigate their effects when they do. That
judgement is further complicated by the challenge of assessing quite how much fiscal space
is available to policymakers (Box 1.1).

Box 1.1: Assessing ‘fiscal space’

Maijor fiscal shocks are by their nature varied, hard to predict, and difficult or very expensive to
mitigate entirely. Because no two shocks are the same, responding to them when they crystallise
typically requires the rapid and innovative deployment of government resources on a large scale
to support households, businesses, and public services. So maintaining sufficient ‘fiscal space’ —
defined by the IMF as “the room for undertaking discretionary fiscal policy relative to existing
plans without endangering market access and debt sustainability
risks. But how can this be translated into a practical guide for policy makers?

na

— is central to managing fiscal

In its 2018 Managing fiscal risks report, the Treasury employed an OECD framework® to review
estimates of public debt ‘limits’, ‘thresholds’ and ‘targets’ for the UK (Chart A). But these metrics
generally do not allow for more granular factors that also determine a country’s fiscal room for
manoeuvre such as average debt maturities, share of inflation-linked debt, currency of debt
issuance, whether bondholders are mostly domestic or foreign, holdings of off-setting liquid
assets, extent of non-debt or contingent liabilities, and capacity to adjust fiscal policy to
accommodate rising interest costs. Indeed, the IMF has adopted a multi-faceted approach in
which many factors are considered, estimates are allowed to vary across country and time, but
which yields only a qualitative assessment.© This reflects the importance of taking a broad view of
the factors determining fiscal space, the challenges in quantifying some of them, and difficult
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judgements required in assigning relative weights to those factors for the purpose of coming up
with an overall quantified assessment of fiscal space.

Chart A: Estimates of government debt limits, thresholds, and targets
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However, for many determinants of fiscal space the sign of the impact is clear even if the scale is
uncertain. All else equal, fiscal space increases with: lower levels of debt (so the past decade has
diminished space in the UK); more borrowing in one’s own currency (a strength for the UK); a
longer maturity of debt (also a strength, although one complicated by the effects of quantitative
easing, as discussed in Chapter 4); holdings of high quality liquid assets; lower non-debt
liabilities such as unfunded pension obligations and contingent liabilities such as guarantees; a
capacity to rapidly adjust fiscal policy in response to shocks; and a track record of meeting debt
obligations (another UK strength). All these factors can vary over time and across countries.

The availability of fiscal space will also depend on the nature of the shock to which policymakers
are responding. For a common shock, such as the pandemic, countries with an established
reputation for meeting their obligations and whose bonds are traded in deep and liquid markets
can benefit from being seen as a ‘safe haven’. Beyond some initial market instability in March
2020, this was the UK’s experience during the pandemic, in which all advanced economies were
affected. For governments whose debt is considered a safe haven, fiscal space can be highly
elastic — as risk appetite shrinks, the demand for relatively safe assets increases and so too does
the availability of willing lenders to those safe havens, which increases their fiscal space to
borrow and respond to the shock.

But continued safe-haven status cannot be guaranteed and the cost of losing it can be
significant. In the face of an idiosyncratic shock, governments — particularly those reliant on
foreign investors — can see funds drain away into safer assets in unaffected countries, resulting in
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higher borrowing costs and a reduction in fiscal space at precisely the moment the government
most needs it.

The IMF's latest assessment of fiscal space in the UK was made in December 2020. It concluded
that the UK has “some fiscal space”, but that a “credible medium-term fiscal framework and a
credible fiscal consolidation plan” would be needed.

? IMF, “United Kingdom: 2020 Article IV Consultation-Press Release; Staff Report; Staff Supplement; and Statement by the Executive
Director for the United Kingdom.”

b Elilou Fall, Debra Bloch, Jean-Marc Fournier and Peter Hoeller. 2015. “Prudent debt targets and fiscal frameworks.” OECD
Economic Policy Paper Number 15.

€ IMF. 2016. “Assessing fiscal space — an initial consistent set of considerations.” IMF Staff Paper. IMF. 2018. “Assessing fiscal space:
an update and stocktaking.” IMF Policy Paper.

Challenges for fiscal forecasters

1.20  Governments’ growing financial exposure to potentially catastrophic risks also raises
challenges for fiscal forecasters such as the OBR. This challenge can be illustrated by
looking at the path of public sector net debt in the UK since the turn of the century. Debt
stood at a historically low 27 per cent of GDP in 2000-01 but is expected to reach 107.4
per cent of GDP in 2021-22 in our latest forecast. Of that 80 per cent of GDP increase,
two-thirds (just over 50 per cent of GDP) occurred in just four years — at the height of the
financial crisis in 2008-09 and 2009-10 and at the height of the pandemic in 2020-21 and
2021-22 (Chart 1.4). Unsurprisingly, neither of these shocks were anticipated in either the

pre-OBR forecast prepared by the Treasury in March 2008 or our pre-pandemic forecast in
March 2020.

Chart 1.4: Public sector net debt
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The tendency to significantly under-forecast debt is by no means a UK-specific
phenomenon. A review of IMF and Economist Intelligent Unit projections for 147 countries
over the past two decades found that these independent forecasters on average
underpredicted the level of debt five years ahead by about 10 per cent of GDP. Consistent
with the UK'’s experience, the underprediction of debt in advanced economies was
associated with surprise recessions in the forecast horizon.?> Occasional large or
catastrophic risks present a particular problem for forecasters, as it would make no sense to
assume they are always just about to happen, as most of the time they do not. But they do
crystallise sometimes and moreover on an unpredictable basis. That means that the analysis
and communication of risks, rather than just central forecasts, is key to providing a
complete view of economic and fiscal prospects.

As a further contribution in this area, we therefore hope to enhance the presentation of
uncertainty in future EFOs through the use of stochastic simulations. These involve
producing multiple scenarios that are driven by randomly selected shocks of the sort that
have been experienced in the past, so highlighting the distribution of risks around our
central forecast. This approach is employed by a number of organisations, including the
IMF as part of their ‘Article IV' assessments of countries’ public debt sustainability. We will
set out our own intended approach in a forthcoming working paper.

Structure of this report

1.23

1.24

Against this background, our third FRR shifts the focus of our analysis onto three larger, and
potentially catastrophic, sources of fiscal risk: the coronavirus pandemic, climate change,
and the cost of government debt. These three risks emanate from different sources and have
their own unique drivers, but they also share some commonalities:

e there is a significant degree of uncertainty concerning both the timing and the scale of
their associated costs;

e they are characterised by non-linearities or ‘snowball effects’ in which costs can
escalate dramatically from the point of crystallisation, with potentially catastrophic
consequences for economies and public finances; and

e  they may be global in nature with high potential for rapid contagion of risk across
countries.

Governments seeking to manage these threats must therefore weigh the known costs of
early action to mitigate these risks against the uncertain costs of dealing with them if they
crystallise. And they need to weigh the limited but more deliverable benefits of acting
unilaterally against the much greater but more elusive gains from acting globally.

22 CEPR Discussion Paper No. DP16108, Worse than You Think: Public Debt Forecast Errors in Advances and Developing Economies, 2021.
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1.25

1.26

1.27

1.28

1.29

The coronavirus pandemic

Neither we, nor most other fiscal analysts, saw the enormous economic and fiscal
consequences of a global pandemic coming. Our 2017 FRR noted that the Cabinet Office’s
2015 National Register of Civil Emergencies had identified an influenza pandemic as “the
most significant civil emergency risk” and the risk that such an event might pose to health
spending, but we did not attempt to quantify the broader fiscal risk that it might pose. The
US Congressional Budget Office did look at such risks back in 2005 (in a paper produced
at the behest of a Senator with a background in medicine®®). It focused on an outbreak of
avian influenza and drew on the 1918 flu pandemic to calibrate scenarios that have proved
remarkably accurate in anticipating the costs of the coronavirus pandemic.

The economic and fiscal shock associated with the pandemic provides a classic example of
a ‘tail risk” crystallising — one whose impact is so large and whose likelihood in any given
year is so small that it sits in the very tail of the distribution of possible bad outcomes. The
shock to the UK’s economy was the largest in over three centuries, since the Great Frost of
1709, and the resulting fiscal deficit was the largest the UK has witnessed in peacetime.

As a case study in the crystallisation of a catastrophic risk, Chapter 2 therefore explores: the
impact of the pandemic on the UK economy and public finances in historical and
international context; the economic and fiscal support extended by governments in response
to the pandemic; the legacy risks that the pandemic poses for the public finances over the
medium term; the potential longer-term implications of the pandemic for the economy and
public finances; and the lessons that the pandemic carries for understanding other
potentially catastrophic risks.

Climate change

Looking ahead, the catastrophic threat posed by unmitigated global warming and climate
change is clear. Governments around the world have recognised this and signed up to the
2015 Paris Agreement that seeks to limit global warming to well below 2 (preferably to 1.5)
degrees Celsius above pre-industrial levels. In the UK, the Government has since legislated
to achieve net zero greenhouse gas emissions by 2050.

The UK alone cannot affect the path of global warming to a material extent — we accounted
for just 1 per cent of global emissions in 2019. So the catastrophic fiscal risks associated
with a global failure to meet the Paris targets are beyond the UK Government’s control. But
with the world’s largest emitters — the US, China and the EU — all setting objectives to get to
net zero emissions, we can focus more narrowly on the fiscal risks posed by different paths
to net zero in the UK. Reflecting on the similarities and differences between the response to
both climate change and the pandemic prompted one study to conclude that “The climate

emergency is like the COVID-19 emergency, just in slow motion and much graver.”**

23 R. Arnold, J. De Sa, T. Gronniger, A. Percy and J. Somers, A Potential Influenza Pandemic: Possible Macroeconomic Effects and Policy
Issues, US Congressional Budget Office, December 2005 (revised July 2006).

24 Will COVID-19 fiscal recovery packages accelerate or retard progress on climate change2, Cameron Hepburn, Brian O’Callaghan,
Nicholas Stern, Joseph Stiglitz, Dimitri Zenghelis, Oxford Review of Economic Policy, May 2020.
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1.30  In Chapter 3 we therefore consider the potential economic and fiscal consequences of:
unmitigated global warming; the array of policy levers available to support the
decarbonising of the UK economy; and different scenarios for meeting the Government’s
target for bringing greenhouse gas emissions in the UK down to net zero by 2050.

Cost of public debt

1.31  The pandemic has caused public debt to jump in the UK and around the world. On
average, the IMF expects advanced economies to see gross debt to GDP ratios at the end of
the 2021 that are 18.7 percentage points higher than on the eve of the pandemic in
2019.?° We forecast public sector net debt to rise from 80.4 per cent of GDP at the end of
2018-19 to 107.4 per cent of GDP at the end of 2021-22. Despite that increase in the stock
of debt, debt interest spending is expected to fall from £37.5 billion in 2018-19 to £24.8
billion in 2021-22 (from 1.7 to 1.1 per cent of GDP) thanks to falls in interest rates and the
near-doubling of quantitative easing.

1.32  Financial market participants currently expect interest rates to remain very low for the
foreseeable future, so at face value the stock of debt is cheaper to service despite the large
increase due to the pandemic. But higher debt also increases the sensitivity of the public
finances to movements in interest rates, so fiscal risks associated with the public debt have
risen. These risks are not so much that of a default on government debt — the UK
government borrows in its own currency, has an independent central bank, and has an
enviable track record of honouring its debts. Rather, as Kenneth Rogoff has put it, “the
problem of carrying very high public debt is not sustainability, but loss of flexibility in
responding to unforeseen shocks.”?*® Having experienced two ‘once in a century’ shocks in a
little over a decade, it is clear that medium- and longer-term fiscal prospects are contingent
on the ability of the Government to respond flexibly as and when shocks hit.

1.33  In Chapter 4 we therefore: look at the historical drivers of debt levels and interest rates;
assess the sensitivity of the public finances to alternative scenarios for the future path of
interest rates, inflation, and growth; and explore the fiscal consequences in the more
extreme scenario of a loss of investor confidence in UK government debt.

Update on other fiscal risks

1.34  Finally, the crystallisation of one major risk does not mean others have evaporated. Indeed
economic shocks can trigger the crystallisation of other fiscal risks. In Chapter 5 we look
back at the 98 risks that were identified in our 2019 FRR. We describe where and why our
assessment has changed, including the role the pandemic has played in those changes. We
then add those risks identified in this FRR to the 2021 edition of our fiscal risks register.

25 IMF, World Economic Outlook, April 2021.
26 |s Higher Debt an (Almost) Free Lunch2, Kenneth Rogoff, Harvard University, paper for the European Fiscal Board, February 2021.
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Coronavirus pandemic

Introduction

2.1

2.2

In addition to being the most acute public health crisis the world has faced in over a
century, the coronavirus pandemic resulted in the largest economic shock that the UK has
experienced in three centuries.! The Government’s efforts to mitigate its impact on
businesses, households, and public services also prompted the most dramatic expansion in
the size and scope of government activity and the largest budget deficit in peacetime. The
global pandemic is still far from over, with worldwide coronavirus cases still averaging over
300,000 a day and economies continuing to face potential risks from new and more
vaccine-resistant variants.? And even after the immediate public health risks have abated,
the pandemic may leave behind a legacy of medium-term pressures on public services and
long-term scars on the economy. However, eighteen months on from the start of the
pandemic, one can begin to draw some preliminary lessons from UK and international
experience of the pandemic for how to understand and manage other potentially
catastrophic fiscal risks such as those explored in other chapters of this report.

This chapter therefore explores:

e the economic and fiscal impact of the pandemic, setting it in both historical and
international context;

e the role played by fiscal policy in mitigating the immediate impact of the pandemic on
the economy and public finances;

e  the direct medium-term fiscal pressures left behind by the pandemic and the
government’s policy response;

e the indirect longer-term fiscal risks that could arise from the impact of the pandemic
on the supply side of the economy; and

e some initial economic and fiscal lessons from the pandemic for how economic
forecasters and policymakers should approach other potentially catastrophic risks.

' The coronavirus pandemic has resulted in just under 4 million deaths in 18 months and has been the most disruptive to the global
economy over the past century, but it is not the most deadly over this period. HIV/AIDS has killed 30-35 million people and smallpox —
eradicated in 1980 — is estimated to have caused around 300-500 million deaths over a century. The 1918 flu pandemic a little over a
century ago is estimated to have killed around 50 million people worldwide.

2 Daily new confirmed COVID-19 cases, World, Our world in data, 28 June 2021.
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Economic and fiscal impact of the pandemic

2.3 The coronavirus pandemic was different from any other shock that the UK economy and
public finances have faced in peacetime. Unlike previous major economic downturns, the
source of the disturbance lay outside the economy and its management, and its resolution in
the first instance required public health interventions rather than any change in economic
policy. Indeed, rather than seeking to stimulate economic activity, the aim of government
public health policy was to suppress it (and the social contact it involved) as a means of
controlling the spread of the virus until a vaccine was available. The focus of economic
policy at the height of the pandemic was to protect the incomes of households and the
survival of businesses while a significant part of the economy was closed. The closest
peacetime analogue for a shock of this nature to the UK economy was the more deadly
1918 flu pandemic. The economic impact of this earlier pandemic is, however, difficult to
disentangle from the effects of post-World War | demobilisation and its fiscal impact was
muted by the fact that both public health systems and the welfare state were in their infancy.

2.4 The coronavirus pandemic has affected not only the UK but nearly every country around the
world, bringing about the largest and most synchronised peacetime shock to the global
economy since the Great Depression of the 1930s. Global output fell by 3.3 per cent in
2020, far greater than the 0.1 per cent fall seen at the height of the global financial crisis in
2009. And regardless of how successfully they insulated themselves from the global spread
of the virus, few countries escaped its economic consequences, as shown in Chart 2.1.
Almost 90 per cent of economies suffered a decline in output last year, including every
advanced economy except Ireland and Taiwan.? By contrast, 2009 saw output fall in only
half of all economies, while only a fifth suffered a decline in output in 1999, in the
aftermath of the Asian financial crisis and subsequent Russian debt default, and a third saw
falls in 1993, in the midst of a period that included the continuing effects of the Japanese
and Scandinavian financial crises, as well as Black Wednesday in the UK.

3 For Ireland, falls in domestic activity were more than offset by strong growth in activity in the multinational company sector (especially
pharmaceuticals and the ICT sector, which directly and indirectly benefitted from the pandemic despite the overall drop in global
demand). Quarterly National Accounts Quarter 4 2020, Ireland’s Central Statistics Office, 5 March 2021.
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Chart 2.1: World GDP growth and the proportion of economies with falling output
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It would be premature to draw definitive conclusions about the economic and fiscal
implications of the pandemic while the virus continues to circulate widely, economic activity
remains subject to public health restrictions, and extensive fiscal support remains in place.
Some economies that were spared the worst effects in the early phases of the pandemic
have suffered greatly in recent months. And the risks posed by new, vaccine-resistant
variants threaten even the vigorous economic recoveries seen in countries whose vaccination
programmes are furthest advanced.

However, as the largest peacetime shock to the UK economy and public finances in modern
memory, it is instructive to consider the UK’s economic and fiscal experience of the
pandemic in both historical and international context. By comparing it to the last major
economic shock, the 2008 financial crisis, we can identify both commonalities and contrasts
in the way in which the UK economy and public finances respond to different sources of
stress. By comparing the UK’s experience during the pandemic with those of other countries,
we can better understand our sources of relative fiscal vulnerability and resilience.

Impact of the pandemic on the economy

2.7

Economic impact in historical context

The UK suffered its largest annual economic contraction in over three centuries as a result of
the coronavirus pandemic (Chart 2.2). The 9.8 per cent fall in real GDP in 2020 was over
twice as severe as the fall during the global financial crisis and over five times greater than
the average post-war recession. The economic shock resulted partly from voluntary social
distancing on the part of individuals trying to avoid contracting the virus and partly as a
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result of government deliberately closing large sections of the economy.* At the peak of the
first national lockdown in April 2020, economic output fell by 25 per cent relative to pre-
pandemic levels, while trips to retail and recreation areas fell by 78 per cent, transit levels
were down by around three quarters, and workplace attendance was down 70 per cent.

Chart 2.2: Annual GDP growth since 1701
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2.8 The coronavirus shock differed from previous UK recessions not only in its severity but also
in its degree of sectoral differentiation. While the financial crisis also saw declines in almost
every sector, the variation across sectors has been much greater during the pandemic, with
accommodation and food services falling by around 90 per cent while financial sector
output fell only 5 per cent. Over half of sectors saw declines of over 25 per cent in 2020,
while just one sector (mining and quarrying) saw a decline of that magnitude after the 2008
crash, with most sectors seeing falls of between 5 and 20 per cent. Output in the
accommodation and food services sector was still down 40 per cent in April 2021.

4 See, for example, Chapter 2 of the IMF’s October 2020 World Economic Outlook, ‘Dissecting the Economic Effects’.
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Chart 2.3: Sectoral peak-to-trough falls in 2008 and 2020
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2.9 Once businesses and consumers came to terms with the initial shock, the economy then
demonstrated a surprising degree of adaptability to each new round of public health
restrictions over the course of the pandemic. Following the sharp 25 per cent decline in
output under the first lockdown in Spring 2020, economic activity began to recover even
before public health restrictions were substantially eased. And subsequent lockdowns in
November 2020 and January 2021 saw smaller shortfalls relative to pre-pandemic activity
of 7 per cent and 9 per cent respectively, with the relationship between the stringency of
public health restrictions and economic output weakening over time (Chart 2.4). The rapid
IT-enabled shift to more people working remotely (with the proportion of workers working
from home rising from 27 per cent in 2019 to 47 per cent in April 2020) and more goods
and services being purchased online (with the share of total retail sales conducted online
rising from 20 per cent in January 2020 to 36 per cent in January 2021) greatly facilitated
this adaptation.>¢

5 Coronavirus and homeworking in the UK: April 2020, ONS, July 2020
6 Homeworking hours, rewards and opportunities in the UK: 2011 to 2020, ONS, April 2021.
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Chart 2.4: The UK economy has adapted over successive lockdowns
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2.10  Economic activity also proved surprisingly resilient once public health restrictions were lifted.
At the corresponding stage of the global financial crisis, 15 months following the initial fall
in monthly output, output was still close to its lowest point of 7.0 per cent below the pre-
crisis level and did not regain that level for another 40 months. By contrast, output was only
4.0 per cent below its pre-pandemic level by April 2021, with 84 per cent of the drop in
output at the start of the pandemic having been made up. Our March 2021 forecast
assumed that activity would regain its pre-pandemic level within a further 12 months, more
than twice as fast as occurred following the 2008 financial crisis. Recoveries in output from
lockdowns have typically been sharper than we and various others predicted, driven by a
combination of stronger rebounds in both private and public sector activity.
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Chart 2.5: UK GDP recoveries: pandemic outturn versus forecast and financial crisis
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Economic impact in international context

2.11  While the pandemic led to the most synchronised global economic shock in modern history,
its impact differed in severity across countries. Countries that were able to contain the
spread of virus early have so far typically experienced shorter and shallower downturns and
faster recoveries, on average returning to pre-pandemic levels of activity at the start of
2021.” Among the advanced economies in 2020, European countries generally suffered the
most economically, followed by those in North America and Japan, with other parts of Asia
and Australasia experiencing the least damage. But a striking feature of the pandemic has
been how much even those countries that did manage to contain the virus last year still
suffered economically, underscoring the spillovers that result from the open nature of
advanced economies and the consequences of global interconnectedness.

2.12  The UK experienced one of the deepest recessions among advanced economies last year,
with UK GDP falling by twice the advanced economy average in 2020.% Only Spain, where
output contracted by 11 per cent, suffered a sharper fall among advanced economies (top
left panel of Chart 2.6).° The relative severity of the downturn in the UK, which remains even
after allowing for cross-country methodological differences in the measurement of

7 See for example, SARS-CoV-2 elimination, not mitigation, creates best outcomes for health, the economy, and civil liberties, Barton et al,
The Lancet (2021), The 12-month stretch, Where the Government has delivered — and where it has failed — during the Covid-19 crisis,
Resolution Foundation, March 2021, COVID-19: Lockdowns, Fatality Rates and GDP Growth, Kénig and Winkler, Intereconomics Vol 56
Number 1, 2021, Cross-country effects and policy responses to COVID-19 in 2020: The Nordic countries, Gordon et al, Economic Analysis
and Policy Volume 71, September 2021.

8 Box 2.4 of our March EFO looked in detail at international comparisons of the economic impact of the pandemic up to the third quarter
of 2020. On the current vintages of data, the UK experienced a larger fall in output in 2020 than most other major advanced economies,
even after adjusting for differences in the measurement of government output.

? World Economic Outlook, IMF, April 2021.
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government output, is likely to be a consequence of several factors.'® These include the fact
that the UK:

e  suffered high rates of coronavirus infections, hospitalisations and deaths among
advanced economies in 2020 (top right panel of Chart 2.6);

e spent more time under stricter public health restrictions than most other advanced
economies (second only to ltaly among major advanced economies) (bottom left); and

e was more economically vulnerable to the pandemic by virtue of its relatively high share
of social consumption in output (second only to Spain among major advanced
economies) (bottom right).

Chart 2.6: Real GDP loss versus contributing factors: cross-country comparisons
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19 For a more complete discussion of cross-country differences in the measurement of output, see Box 2.4 ‘International comparisons of
the economic impact of the pandemic’ in our March 2021 Economic and fiscal outlook.
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Impact of the pandemic on the public finances

Fiscal impact in historical context

2.13  The pandemic also imparted the largest peacetime shock to the UK’s public finances. Public
sector net borrowing rose to 15.6 per cent of GDP in 2020-21,"" the largest deficit since
1944-45 and around one and a half times larger than the previous peacetime peak of 10.1
per cent of GDP reached in 2009-10 in the wake of the financial crisis. As was the case
after the two world wars — but unlike after the financial crisis — borrowing is forecast to fall
back quickly to near its pre-pandemic level within a few years. And the medium-term tax
rises and spending cuts the Government has announced are sufficient to eliminate all but a
£0.9 billion (0.03 per cent of GDP) current budget deficit in 2025-26. As a result of the
pandemic, public sector net debt is set to rise by over 20 per cent of GDP, but by
substantially less than the total increase in debt following the financial crisis, to peak at
109.7 per cent of GDP in 2023-24, its highest level since 1958-59.

Chart 2.7: Public sector net borrowing and net debt since 1900
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2.14  The fiscal shock from the pandemic differed from previous recessions not only in its scale

and profile but also in its composition. The rise in borrowing in 2020-21 of 13 per cent of
GDP was driven almost entirely by an unprecedented discretionary increase in government
spending, rather than by the lower tax receipts we would usually expect to arise from
depressed economic activity (Chart 2.8). Higher spending on public services and support for
households and businesses was offset slightly by a fall in interest costs, thanks in large part
to the simultaneous expansion of the Bank of England’s quantitative easing programme and
cuts in Bank Rate. The rapid fall in borrowing from 2021-22 onwards primarily reflects the

" This figure is based on the latest ONS estimate of PSNB in 2020-21 of £299.2 billion (released on 22 June), plus our March 2021 EFO
estimate that spending associated with loan guarantees will add £27.2 billion to borrowing in 2020-21. The ONS plans fo reach its own
estimate of those write-offs to be incorporated in the official statistics later this year. Nominal GDP in 2020-21 is based on the ONS
estimate released on 22 June. The figure of 15.6 per cent of GDP is below the 16.9 per cent we estimated in our March 2021 EFO,
largely due to pandemic-related departmental spending coming in considerably lower than expected. In this section we use this estimate
of 2020-21 outturn when discussing the rise in borrowing due to the pandemic, but use our March 2021 forecast as it stood when
discussing the composition of the government’s rescue package, the deficit reduction that follows, and the degree of fiscal policy
tightening in the medium term. This reflects both the provisional nature of the latest 2020-21 outturn and that some of the detail we need
to analyse the future path of borrowing is not yet available.
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one-off nature of coronavirus rescue spending, which the Government’s plans assume will
be fully withdrawn over 2021-22. We discuss the risks around this deficit reduction path
later in the chapter.

Chart 2.8: Pandemic borrowing was driven more by spending than receipts
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Fiscal impact in international context

2.15  The UK saw the fourth largest increase in government borrowing as a per cent of GDP in
2020 among the 35 advanced economies (after Canada, Norway, and Singapore).'? The
outsized fiscal impact of the pandemic in the UK is attributable to four main factors
distinguishing it from other advanced economies:

. First, the UK had a deeper recession than most other countries, for the reasons
highlighted above. This both raised the automatic element of the fiscal response,
increasing headline borrowing, and reduced the denominator (GDP).

e  Second, the UK was hit harder by the pandemic itself, which put greater pressure on
health services.'?

e  Third, the UK entered the pandemic with relatively low levels of spare capacity in its
health system.' This can be seen in the UK’s below average levels of acute and ICU
beds, nurses, and physicians compared to its peers (Chart 2.10)."> Additional health-
related spending amounted to 5.3 per cent of GDP in the UK, around three times as
large as the 1.8 per cent of GDP average across advanced economies. Vaccine

12 Fiscal Monitor, IMF, April 2021.
13 Comparing G7 countries: are excess deaths an objective measure of pandemic performance?2, Health Foundation, June 2021.

4 Did hospital capacity affect mortality during the pandemic’s first wave?, Health Foundation, November 2020.
5 OECD Health indicators, 2019.
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development and purchases, by contrast, accounted for a relatively small share of
additional spending in the UK and elsewhere.

. Fourth, the UK also started off with a working-age welfare system that offered lower
income replacement for those facing reduced hours or falling out of work than systems
in other large advanced economies.’® An additional temporary income protection
system that also covered better-paid employees and the self-employed (in the form of
the CJRS and SEISS) was therefore created from scratch, whereas such support was
already provided for in some other countries.

Chart 2.9: Increases in government borrowing in selected advanced economies in
2020
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16 The UK has lower replacement ratios for those falling out of work than other large advanced economies, both on average and for most
groups. However, the UK is close to the advanced economy average in terms of overall net social expenditure, and non-pensioner cash
benefits, as a proportion of GDP. After shocks, Financial resilience before and during the Covid-19 crisis, Resolution Foundation, April
2021; Net replacement rate in unemployment, OECD, data extracted on 29 Jun 2021; Social expenditure database, OECD, data
extracted on 29 June 2021; The shifting shape of social security, Charting the changing size and shape of the British welfare system,
Resolution Foundation, November 2019.
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Chart 2.10: International comparisons of health system capacity
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Fiscal policy response
Fiscal policy response in historical and international context

2.16  The UK's fiscal policy response to the pandemic was very large by both historical and
international standards:

. Relative to the financial crisis, our March forecast estimated that the UK’s coronavirus
rescue package cost 16.2 per cent of GDP over 2020-21 and 2021-22, which is
almost ten times the 1.7 per cent of GDP in fiscal support provided in 2008-09 and
2009-10 in response to the financial crisis.

. Relative to other advanced economies, the IMF estimates that the UK’s fiscal policy
response to the pandemic was the third largest among 35 advanced economies in per
cent of GDP terms after the United States and New Zealand.'’

2.17  The unprecedented scale of the fiscal policy response was partly a function of the limits on
what monetary policy could do given the nature of the pandemic shock and constraints on
conventional monetary policy instruments. Interest rates in the UK were already close to all-
time lows on the eve of the pandemic at 0.75 per cent but were reduced further to 0.1 per
cent in early 2020, while the amount of gilt purchases under quantitative easing was almost
doubled. Only fiscal policy could deliver the targeted support necessary during a pandemic,
focused on the households, businesses, and public services hit hardest by the pandemic and
associated public health restrictions. Broad-based demand stimulus provided by monetary

7 These figures use estimates from the IMF Fiscal Monitor, April 2021.
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policy could only ever have played a secondary role in these circumstances where economic
activity was being deliberately restrained by government policy.

Reflecting the proficiency with which it can be targeted, the fiscal policy measures deployed
in the UK and other advanced economies were heavily tilted toward spending rather than
revenue. The UK’s coronavirus rescue package was over 90 per cent spending and less than
10 per cent revenue. That contrasts with the more modest fiscal stimulus during the financial
crisis, which was about one quarter spending and three-quarters revenue (as the main rate
of VAT was temporarily cut). Across advanced economies, pandemic rescue packages were
similarly weighted toward spending as opposed to revenue (Chart 2.12).

The UK'’s fiscal policy response was significantly more focused on health spending than
other countries, with around one-third of total fiscal support accounted for by health-related
costs (Chart 2.11). This was more than twice the average proportion of health spending in
other countries’ rescue packages, which tended to be dominated by support to either
households, employment, or firms. Countries such as the US and Canada spent relatively
more on household support, partly reflecting their decision to channel support initially
through out-of-work benefits rather than through employment subsidies — though of course
both approaches ultimately support household incomes. The low share of public works
spending in the UK partly reflects the large increases that were announced in the March
2020 Budget, on the eve of the pandemic hitting the UK, which are therefore not counted as
part of the rescue package in the UK.

Chart 2.11: Fiscal support by recipient for selected advanced economies
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The policy response to the pandemic was also marked by extensive use of unconventional
fiscal instruments, which can expose governments to fiscal risks for many years after they
have been deployed. These included loans, guarantees, equity injections, and quasi-fiscal

49 Fiscal risks report



Coronavirus pandemic

support provided through state-owned development banks and other public corporations.'®
Chart 2.12 shows that use of these unconventional instruments matched, and in some cases
exceeded, more conventional tax and spending measures. Such unconventional support was
used most extensively in ltaly, with targeted government guarantees for both firms and
households, in Germany, through increased lending by its state-owned development bank,
and in Japan, through lending by publicly-owned financial institutions. The UK also made
relatively extensive use of government-guaranteed loans to support large, medium, and
small businesses in the form of the Coronavirus Large Business Interruption Loan Scheme,
Coronavirus Business Interruption Loan Scheme, and Bounce Back Loan Scheme. Total
exposure under these guarantees totalled 16.1 per cent of GDP, making the UK’s package
of unconventional fiscal support the fourth largest among 35 advanced economies.

Chart 2.12: Fiscal support by instrument for selected advanced economies
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2.21  Comparisons of the scale of unconventional measures are based on total exposures, which
may not be a good guide to their ultimate fiscal cost. As discussed later in this chapter, that
depends on the terms of the guarantees and other instruments and how recipients of them
fare over the lifetime of the support, which in turn will determine the extent to which
guarantees are called, or loans and equity investments are written off (or written down). The
true direct fiscal cost of these interventions will therefore not be known with any certainty for
several years.

The impact of fiscal policy in supporting revenues

2.22  The provision of fiscal support on an unprecedented scale helped to avert much worse
consequences for private sector incomes during the pandemic, and almost certainly for

'8 Quasi-fiscal support through state-owned entities is captured as either public spending or lending in the UK’s public-sector-wide fiscal
statistics, but comes from outside the general government boundary that forms the basis for the IMF’s cross-country analysis.
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longer-term economic scarring beyond it, than would have resulted had the Government
not intervened. Estimating economic and fiscal costs of doing nothing would require an
exercise in counterfactual catastrophising that would stretch credulity. However, as discussed
above, one of the striking features of the coronavirus shock from a fiscal perspective has
been how much tax revenues have held up despite the dramatic contraction in output during
the pandemic (Chart 2.8).'” While overall, nominal GDP fell by 5.3 per cent in 2020-21,
receipts only fell by 4.1 per cent despite tax cuts that on their own would have left receipts
down 3.0 per cent and the dramatic falls in receipts from tax bases hit by public health
restrictions (with fuel duty down 24.2 per cent and air passenger duty down 90 per cent).
Much of the resilience of receipts is likely to be attributable to the extensive fiscal support
provided to protect household incomes and facilitate the survival of viable businesses.

Chart 2.13: Percentage change in different tax streams from 2019-20 to 2020-21
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2.23  As an illustration of the extent to which fiscal support measures also supported receipts, we
can compare the actual fall in receipts witnessed last year of £34 billion against a simple
baseline in which they fell in line with nominal GDP and the cost of tax cuts. That baseline
fall would have been £69 billion (with the 5.3 per cent fall in nominal GDP explaining £44
billion and tax cuts the remaining £25 billion). Tax receipts typically fall slightly faster than
nominal GDP in recessions due to the effects of fiscal drag going into reverse and sharper
falls in taxes linked to asset prices, which themselves vary more than one-for-one with GDP
— so even this baseline could somewhat understate the relative strength of receipts last year.

7 How did COVID affect government revenues, spending, borrowing and debt2, IFS, June 2021
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2.24  Chart 2.14 shows the sources of the £35 billion (1.7 per cent of GDP) outperformance of
receipts relative to this baseline:

o Taxes on incomes and profits (income tax, National Insurance contributions, and
corporation taxes) held up much better than would have been expected given the fall
in nominal GDP. For personal income taxes, that reflects the fact that wages and
salaries grew by 1.4 per cent despite the fall in output thanks in particular to the £58
billion of support provided through the CIRS. For corporation tax, it reflects the support
for taxable profits relative to sales delivered by the £16.3 billion of grants and £10.4
billion of business rates relief that were provided in 2020-21. Overall, strength of the
PAYE income tax and NICs tax base and corporation tax combined explain three-
quarters of the receipts outperformance relative to the baseline (£26 billion).

e  Taxes on consumption (dominated by VAT) fell broadly in line with output. For VAT,
that reflected the main component of the tax base — consumer spending — falling more
sharply than nominal GDP (which on its own would have taken receipts down a further
£9 billion), but receipts holding up relative to that thanks to the almost fully offsetting
impact of VAT paid on higher government procurement, little of which was refundable,
and strength in other components of the tax base (such as the financial sector and
home improvements). The performance of other consumption taxes varied, with
alcohol duties particularly strong (up £1.6 billion relative to baseline).

e  Taxes on transport-related activity (fuel and air passenger duties) fell much more
sharply than GDP due to the effects of public health restrictions, but also account for a
much smaller share of total revenues in normal times.

e Other receipts also outperformed the baseline. In part that reflects real-world
outperformance — as with council tax, where the tax base is relatively fixed, or alcohol
duties — but in part it reflects how some components of receipts are measured (for
example, much of public sector gross operating surplus simply equals depreciation,
which is linked to the public capital stock and is therefore invariant to GDP).
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Chart 2.14: Contributions to the strength of receipts in 2020-21
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Post-pandemic fiscal plans in historical and international context

2.25  With the sharp rise in the deficit due almost entirely to temporary policy interventions, a
sharp fall in borrowing is forecast once the pandemic ends and this support is withdrawn.?
The fall in borrowing implied by the Government'’s latest plans for the next five years would
be the largest and the fastest in peacetime. But there are risks to this planned reduction in
the deficit over the medium term, in particular from a potential legacy of additional
spending pressures that the pandemic and associated lockdowns could leave for public
services. In the face of such pressures, the Government’s response to date has been to cut
around £14 billion (0.6 per cent of GDP) a year from Departmental Expenditure Limits
(DELs) from 2022-23 onwards relative to its pre-pandemic plans, which contributes to the 2
per cent of GDP in medium-term fiscal consolidation relative to those plans that was
announced in the November Spending Review and the March 2021 Budget.

20 This section is based entirely on our March 2021 forecast, so does not reflect the lower initial ONS outturns for 2020-21.
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Chart 2.15: The UK'’s deficit reduction in historical context
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As the economy reopens and emergency fiscal support is withdrawn, government borrowing
is forecast to fall from a peacetime high of 16.9 per cent of GDP in 2020-21 to 2.8 per cent
of GDP in 2025-26. Of this 14 per cent of GDP in deficit reduction, 12 percentage points
comes from the unwinding of pandemic-related support to households, firms, and public
services, with the remainder explained by the recovery of the economy and the tax rises
announced in the March Budget, which together raise the tax burden to its highest level
since the late 1960s. Abstracting from pandemic-related spending, total public spending is
broadly flat as a share of GDP between 2020-21 and 2025-26, with modest falls in
working-age welfare spending offsetting further rises in investment spending in line with
pre-pandemic plans.

Viewed relative to pre-pandemic medium-term plans, 2 per cent of GDP of fiscal tightening
has been announced, reflecting both discretionary spending cuts and tax rises introduced
since the start of the pandemic. Of this, 60 per cent of the consolidation comes from taxes,
principally the increase in the corporation tax rate from 19 to 25 per cent alongside freezes
in the personal allowance and higher rate threshold for income tax, while the remaining 40
per cent comes from unspecified reductions in the envelope for departmental spending. This
compares with a post-2008 financial crisis consolidation in which the Coalition Government
planned for and delivered a 20/80 split between tax and spending, although over a
considerably longer timeframe than initially envisaged.?'

2! Table 1.1 of the Codlition’s June 2010 Budget documents that the new consolidation measures announced in that Budget were split
precisely 20/80 tax and spending by 2014-15, while the overall discretionary consolidation — including the measures inherited from the
outgoing Labour Government — were split 23/77 tax and spending by 2015-16. The IFS estimates that in outturn spending contributed
between 80 and 90 per cent of the total post-financial crisis consolidation (Fiscal response to the crisis, IFS).
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The net effect of the sustained increases in departmental spending planned in the March
2020 Budget and the cuts to those totals announced since then is to leave both total and
departmental spending higher in the medium term than they were in 2019-20 — in cash
terms, real terms and as a share of GDP. Table 2.1 breaks down the rise in spending as a
share of GDP between 2019-20 and 2024-25 (the final year of our March 2020 forecast)
into contributions from: pre-pandemic spending plans and forecasts; the effect of nominal
GDP being weaker in the medium term; and the effect of changes in cash spending since
the March 2020 Budget. It shows that between 2019-20 and 2024-25:

Total managed expenditure (TME) rises by 2.1 per cent of GDP, thanks entirely to
higher departmental resource and capital spending. This increase in TME is 1.2 per
cent of GDP larger than we forecast in March 2020. This difference is more than
explained by weaker nominal GDP (adding 1.6 per cent of GDP), partly offset by the
£12 billion downward revision to cash spending in 2024-25 (subtracting 0.4 per cent).

Departmental resource spending (RDEL) rises by 1.0 per cent of GDP, 0.2 per cent of
GDP less than it did based on March 2020 Budget plans. On unchanged cash totals,
the weaker outlook for nominal GDP would have added 0.8 per cent of GDP to the
rise in spending over the medium term, but the £16 billion cut to RDEL totals in 2024-
25 announced since the March 2020 Budget offsets most of that (subtracting 0.6 per
cent of GDP when combined with the effect of spending in 2019-20 having been
revised up).

Departmental capital spending (CDEL) rises by 1.1 per cent of GDP, 0.2 per cent of
GDP more than it did on March 2020 Budget plans. This upward revision is split
equally between weaker nominal GDP and modestly faster growth in cash spending
(as unchanged 2024-25 plans are compared to downwardly revised 2019-20
outturn).

Other spending is flat. Our March 2020 forecast predicted a significant fall of 1.2 per
cent of GDP, but that has been lost to the effects of weaker nominal GDP (explaining
0.8 per cent of GDP) and higher cash spending (explaining 0.3 per cent of GDP). The
£4.1 billion upward revision to annually managed expenditure in 2024-25 is more
than explained by a £5.1 billion upward revision to welfare spending.

Table 2.1: Change in spending between 2019-20 and 2024-25

Per cent of GDP

Difference from Effect of

March 2021 March 2020 of  Effect of lower changes in cash

forecast forecast which nominal GDP spending

Total managed expenditure 2.1 1.2 1.6 -0.4
of which

Departmental resource spending 1.0 -0.2 0.6 -0.8

Departmental capital spending 1.1 0.2 0.1 0.1

Other spending 0.0 1.2 0.8 0.3
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2.29  The post-pandemic path of public expenditure and its allocation between competing
pressures and priorities will be the subject of the 2021 Spending Review, whose conclusions
are expected in the autumn. Ahead of those decisions, this section considers the potential
legacy of direct fiscal pressures that the pandemic could leave behind. To the extent that
these pressures are accommodated by increasing the total level of spending, this constitutes
a risk to the borrowing outlook and the Chancellor’s principles of balancing the current
budget and getting underlying debt to fall as a share of GDP. To the extent that they are
accommodated within the spending envelope inherited from the March 2021 Budget, they
would imply reductions in the real spending power of ‘unprotected’ departments whose
budgets are not covered by a pre-existing commitment to spend a particular sum of money.

Unwinding the pandemic rescue package

2.30  The Government'’s plans for rapidly shrinking the deficit over the next five years depend
crucially on ending pandemic-related support to individuals, businesses and public services
by the end of the 2021-22 fiscal year. lts ability to do so clearly depends on the future
course of the pandemic, progress in lifting of remaining public health restrictions, and
prospects for a full recovery in different sectors of the economy. The emergence of the delta
variant of the virus, and the resulting rise case numbers and hospitalisations, have already
prompted the lifting of the final set of public health restrictions in England to be postponed
from 21 June to 19 July.

2.31  However, even if the reopening proceeds as now planned in July, there remain significant
risks associated with the winding down of support to firms and individuals. Those associated
with guaranteed loans to business and support to public services (principally health,
education, and transport) are discussed below. Risks associated with the unwinding of the
CJRS (furlough) scheme are considered alongside longer-term prospects for the labour
market in the next section. The planned withdrawal of the temporary £1,000 a year uplift to
the standard allowance in universal credit from October, which will reduce the cash incomes
of millions of families when it takes effect, is noted as welfare spending risk in Chapter 5.

Government-guaranteed loans

2.32  The Government’s coronavirus-related guarantees on business loans present a material
source of fiscal risk over the medium term. Through a variety of schemes, the Government
has provided a mix of full and partial guarantees against potential losses incurred by
creditors worth up to £69 billion (3.1 per cent of GDP).? These include:

e £46.5 billion of exposure to potential losses through the Bounce Back Loan Scheme

(BBLS) for small businesses, which provides full compensation for losses on loans worth
between £2,000 and £50,000;

e  £18.6 billion through the Coronavirus Business Interruption Loan Scheme (CBILS) for
small and medium-sized organisations, which provides 80 per cent indemnification for
losses on loans worth between £50,000 and £5 million; and

22 HM Treasury coronavirus (COVID-19) business loan scheme statistics.
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e £4.2 billion through the Coronavirus Large Business Interruption Loan Scheme
(CLBILS) for medium-sized and large businesses, which provides 80 per cent
indemnification for losses on loans up to £200 million.

Chart 2.16: Loans issued under the pandemic-related loan guarantee schemes
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2.33

2.34

2.35

Through these three schemes, the Government guaranteed nearly half of all lending to
small and medium-sized businesses in 2020-21. This government-supported lending helped
to keep businesses afloat and avoid the kind of credit crunch that occurred during the
financial crisis. This is a different approach than was witnessed during the financial crisis. At
that time, the Government intervened to prevent the collapse of financial institutions
themselves, effectively providing compensation after the fact for losses that had already
crystallised. In this case, the Government acted early, guaranteeing individual lending
exposure and effectively providing insurance on losses before the fact.

As such, the Government’s extensive guarantee programme exposes it to potentially
significant cash costs in the event of firms defaulting on the underlying loans. For the largest
scheme, the BBLS, arrears have so far not arisen because none of these loans have fallen
due for repayments. Our forecasts assume future default rates on the loans that try to reflect
the inherent riskiness of each of the instruments. As shown in Chart 2.17, the expected cost
borne by the public sector is arrived at after taking off cash recovered from the borrower
and losses covered by the lender. These expected fiscal costs are reflected in the measure of
public sector net borrowing in the year the guarantees were extended (2020-21).

For CLBILS, aimed at medium and large businesses, which are more resilient to negative
shocks, we assumed only 10 per cent of guarantees would be called. For CBILS, aimed at
smaller businesses, we assumed 17.5 per cent. For both schemes, lenders bear a fifth of the
associated costs. But for BBLS, we assumed 45 per cent of guarantees would be called,
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reflecting the greater riskiness of these borrowers — with smaller businesses having a higher
likelihood of not repaying their loans — and in the nature of the guarantee scheme — with
BBLS guaranteeing all the amounts loaned out, whereas for CLBILS and CBILS only partial
guarantees were issued. Our latest estimated cost for lifetime claims on these three
schemes, published in our March 2021 EFO, is £26.1 billion.

Chart 2.17: Loans approved and expected fiscal costs of loan guarantees
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2.36

2.37

The ONS determined that expected losses on these schemes should be recorded upfront in
the public finances when the loans covered by the guarantees were provided. In our
forecasts and scenarios over the past year, we have included our best estimate of the size of
those expected losses in our PSNB figures. The ONS has not yet included them in the public
sector finances statistics it publishes every month. We have estimated these costs based on
analysis of similar past loan schemes, but the ONS will come to a view once the British
Business Bank's estimates compliant with the financial reporting requirements become
available.

There is, therefore, considerable uncertainty around the £26.1 billion expected loss on these
schemes reflected in our estimate of 2020-21 borrowing. The financial health of the
businesses that have taken out loans will depend on how the economy recovers as well as
risks at the individual company level. There is little evidence to date that would allow us to
gauge whether the probability of default implicit in our expected loss assumptions is too
high or low given the forbearance measures still in place — including the recent extension of
protection for commercial tenants in rent arrears. As of May 2021, company insolvencies
were still down 25 per cent on May 2019 (pre-pandemic) and were up only 7 per cent from
the very subdued levels of May 2020. In addition to uncertainty around the extent of
company failures, it is not yet known the extent to which loans were drawn down
fraudulently by those taking advantage of the generous support on offer.

Fiscal risks report 58



Coronavirus pandemic

2.38  Future policy changes also pose a risk. The terms of BBLS loans have already been relaxed
even before any repayments had to be made, when the Treasury announced the ‘pay as
you grow’ scheme. This allows businesses borrowing under the scheme to extend the term
of the loan from six to ten years; to make interest-only payments for six months (up to three
times); and to take a full repayment holiday of six months. And while BBLS, CBILS and
CLBILS were only in place for 2020-21, the Treasury announced a successor scheme — the
Recovery Loan Scheme — in the March 2021 Budget. These actions point to the risk of
further forbearance on existing loans and further extensions or successor schemes in future
as repayments start to come due.

2.39  The Government’s balance sheet is also exposed to risks around its growing portfolio of
equity investments. This has been formalised through the Future Fund, which allows
companies to apply for equity-convertible loans of up to £5 million. The Treasury
progressively increased the amount it was willing to allocate to the convertible loans under
the scheme, from an initial £250 million to £1.1 billion for all applications approved by 21
February.? Our forecast assumes a 30 per cent loss rate over three years, but even on that
basis write-off costs would be small relative to those associated with the larger loan
guarantee schemes. It is, however, indicative of the Government’s increasing willingness to
make active use of its balance sheet to support non-financial corporations, mirroring the
approach taken with financial institutions in the wake of 2008-09 crisis. Estimates by
Beauhurst?* point to at least 25 (out of 1,236) loans to companies having already been
converted to equity, leaving the Government with stakes in varied companies such as a low-
flush toilet maker, a broadband provider, a reusable packaging producer and a satellite
company. We asked the Treasury to provide us with the latest position and they told us “HM
Government has not published data on the amount of conversions awarded by the Future
Fund, but has regularly published data including value of convertible loans awarded and the
diversity statistics of the funding from the scheme”.

Post-pandemic pressures on public services

2.40  Another key source of direct pressure on the public finances comes from the legacy the
pandemic leaves behind for a range of public services. The very large sums allocated to
fight the virus mean that departmental resource spending (RDEL) was expected to have risen
by up to 39 per cent or £124 billion in 2020-21 in our March 2021 forecast. A smaller £56
billion (equivalent to a 15 per cent increase on pre-pandemic RDEL plans) has been added
to fund virus-related activities in 2021-22, but no provision for virus-related spending has
been made in 2022-23 and beyond. Instead, core spending totals from 2022-23 onwards
were cut by around £14"2 billion a year in the November 2020 Spending Review and the
March 2021 Budget relative to plans set out in the March 2020 Budget. At the same time,
as shown in Table 2.1 above, both total spending and departmental spending is still
expected to be higher in 2024-25 than in the year before the pandemic in 2019-20.

23 Applications closed on 31 January 2021, but processing is still ongoing for those submitted before closure.
24 Beauhurst, “Future Fund data: what we know so far...”; Financial Times, “UK government becomes shareholder in toilet maker”.
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2.41

The scale of potential post-pandemic departmental spending pressures, which amount to
around £12 billion next year and decline to around £9 billion after three years, are
considered in more detail in this section. These unfunded pressures are comprised of
approximately £7 billion a year in pressures on the health service, £14 billion a year in
education, and declining amounts that average £2 billion a year in transport (Chart 2.18).
These figures are subject to varying degrees of uncertainty and represent only a subset of
the universe of pandemic legacy spending risks for Government departments, but we
consider them to be reasonable estimates of some of the larger potential post-pandemic
pressures on DEL. They largely draw on external sources in the absence of detailed
estimates from the Government. And, in keeping with this report’s focus on adverse risks,
we have not attempted a comprehensive assessment of potential savings that might stem
from the pandemic. Nor has the Government proposed any. Because of the Government’s
decision to suspend multi-year budget planning and revert to annual spending rounds for
most departments in recent years, whether and how the Government chooses to respond to
these pressures is not yet known.

Chart 2.18: lllustrative estimates for selected pandemic-related pressures on
departmental resource spending
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2.42  Pandemic-related pressures on health spending could amount to £7 billion a year on

average over the next three years, with pressures likely to be greatest in the near term. The
larger sources of potential pressure include: maintaining a standing capacity for test and
trace and vaccinations; addressing the backlog of elective treatments built up during the
pandemic; and the implications for NHS productivity of building in greater resilience and
the greater capacity for infection control than was allowed for in pre-pandemic plans.
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The most direct virus-related risks to the Government’s plans are the health costs associated
with coronavirus itself. The Department of Health and Social Care’s (DHSC's) ‘core’ non-
virus budget in 2021-22 was set at £147.1 billion in the 2020 Spending Review. While an
additional £63 billion was added in 2020-21 and £29 billion was added in 2021-22, there
have been no additions to its pre-pandemic multi-year settlement thereafter. There are
several potential additional demand pressures as a direct result of the pandemic, including:

Controlling the virus as it continues to circulate. So long as the virus remains prevalent
in the UK, there are likely to be ongoing costs from NHS Test and Trace, for which the
Treasury has allocated £15 billion in 2021-22. With vaccinations providing some
degree of protection against infection, it is very unlikely that ongoing costs would be
anywhere near as high as they have been to date — and they might also be expected to
become more concentrated in winters rather than spread throughout the year. If we
therefore assume that Test and Trace spending will be required for three months a
year, but at a monthly cost that halves each year (reflecting some combination of fewer
tests being administered and/or unit costs falling), this might cost £2 billion next year,

falling to £1 billion in 2023-24 and £'2 a billion in 2024-25.

Ongoing costs from vaccinations and revaccinations. The Government noted in its
February Roadmap that “vaccinations — including revaccination... is likely to become a
regular part of managing COVID-19" and the NHS is planning “a revaccination
campaign, which is likely to run later this year in autumn or winter... on the basis that
[the NHS] will need to run COVID-19 and seasonal flu vaccination campaigns in
parallel.”?® The relatively low unit cost of purchasing and administering vaccines
(around £10 per dose)? means that providing two ‘booster’ doses a year to each adult
in the UK (at a take-up rate of 95 per cent) would cost just over £1 billion a year.

Greater-than-assumed spending as a result of ‘long Covid’ cases. Around 1million
individuals in the latest ONS survey self-reported long-Covid symptoms in May 2021,
with 376,000 reporting symptoms more than a year after they had had the virus.?” A
more recent DHSC study suggests that the number of people reporting long-Covid
symptoms was higher still at over 2 million.?® Whether and how these cases might
subsequently translate into any additional costs for the health (or welfare) system is
unknown at this stage. We therefore do not include a long-Covid-related estimate in
our summary of pandemic-related pressures on health spending.

The consequences for mental health arising from the pandemic and the lockdowns.
The Health Foundation REAL Centre projected that referrals to dedicated mental health
services for adults and children could increase by an average of 11 per cent in the
aftermath of the pandemic. Absorbing this increase in caseload could cost the health
service £1.1 billion next year, rising to £1.4 billion by 2024-25.%° There may also

25 NHSCOVID-19 vaccine deployment, NHS England and NHS Improvement Board meetings, March 2021.

26 COVID-19: Planning for the vaccine (part 1) Inquiry, NAO, 2021.

27 Prevalence of ongoing symptoms following coronavirus (COVID-19) infection in the UK: 4 June 2021, ONS.

28 New research shows 2 million people may have had long COVID, DHSC, June 2021.

29 Spending Review 2020: Priorities for the NHS, social care and the nation’s health, Health Foundation REAL Centre, November 2020.
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2.44

2.45

knock-on impacts on future welfare spending (which we do not capture) if the doubling
in self-reported prevalence of depression fed through to higher numbers of GP
diagnoses as services return to normality and subsequent inflows to universal credit
and disability benefits.*

In addition to these direct demands on the health service, the Government stated in the
Roadmap that it is “committed to building resilience for any future pandemics, both
domestically and on the international stage.” This could require building greater spare
capacity in the health service so that it is more resilient to sudden surges in demand of the
type experienced over the past year. As discussed above, in comparison to other advanced
economies, the UK entered the pandemic with relatively low per capita numbers of critical
care beds and relatively high levels of bed occupancy. The NHS estate might also need to
be reconfigured so that managing large numbers of infectious patients and segregating
them from the non-infected population does not routinely disrupt other treatments. (Health
sector output fell by 15 per cent in 2020 as hospitals redesigned infection prevention and
control to address the new coronavirus risks.?') The Health Foundation notes that continued
social distancing and infection control measures could reduce NHS productivity relative to
pre-crisis assumptions, calculating that every percentage point of productivity lost could
generate £1.4 billion to £1.7 billion a year of spending pressure.*? If NHS productivity were
to suffer a hit of 1.2 per cent — in line with our economy-wide TFP scarring assumption — this
would imply around £1.8 billion a year in additional cost pressures.

In addition to these virus-related pressures, there may be costs associated with clearing the
backlog of non-virus-related treatments in the NHS. Between April 2020 and May 2021
there were 3.5 million fewer elective procedures and over 22 million fewer outpatient
attendances in England than over the same period in 2019-20.% At least some of those
people not seen last year will need treatment eventually, which can be expected to add to
the 5.1 million already on a waiting list for NHS care. Delayed treatment might also mean
that their health is now worse and that the cost of treatment will be higher. Waiting times
have already risen: the latest figures show that 385,000 people have been on NHS waiting
lists for more than a year, compared to just over 1,500 before the pandemic.®* The Health
Foundation estimated that tackling the backlog of demand for elective care and restoring
waiting times to pre-pandemic standards would cost £1.9 billion a year over three years
(while also warning that the level of increased activity required to do so might not be

achievable due to staffing constraints).3

30 Are we facing a mental health pandemic2, ONS, May 2021.

31 UK Economic Accounts: main aggregates, ONS, 31 March 2021.

32 Spending Review 2020: Managing uncertainty, COVID-19 and the NHS long term plan, Health Foundation, November 2020.

33 Pressure points in the NHS, British Medical Association, June 2021.

34 Consultant-led Referral to Treatment Waiting Times Data 2021-22, NHS England, June 2021.

35 The Health Foundation’s estimate of clearing the backlog was made prior to the third national lockdown. A more recent estimate
factoring in additional elective treatments postponed this year could therefore be higher still. Its estimate was based on the then “4.7
million fewer patient referrals compared with the same months in 2019. Assuming that 75 per cent [of these ‘missing patients’] still need
treatment and are referred by the end of 2020/21 [means] the waiting list would grow to 9.7 million by 2023. Clearing this backlog over 3
years, while treating the expected normal growth in referrals by 2023/24, would require treating 1.5 million more patients a year beyond
the long-term plan assumptions, at an additional cost of £1.9bn per year”.
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Chart 2.19: NHS waiting lists
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Education

2.46  The closure of schools and other education establishments for extended periods over the
past year has significantly reduced the number of teaching hours received by the current
cohort of school-aged children. The Government’s Roadmap highlights “studies suggesting
the total loss in face-to-face learning could amount to around half a school year”. The Prime
Minister has stated that “no child will be left behind as a result of the pandemic” and the
Government’s intention to “develop a long-term plan to make sure pupils have the chance to
make up their learning over the course of this Parliament.” Sir Kevan Collins was appointed
as an Education Recovery Commissioner in February 2021 “to oversee a comprehensive
programme of recovery aimed at young people who have lost out on learning due to the
pandemic”. He resigned in June 2021 and no such programme has been forthcoming.

2.47 At the time of our March forecast, the Government had already committed £1.7 billion to
catch-up education spending. Since then, it has announced a further £1.4 billion to fund
extra tuition for some pupils.*® The Prime Minister subsequently described this as being “just

"3 and the Government has said that education recovery will be reviewed further

for starters
at this year’s Spending Review. The extent of further pressures this could pose are highly
uncertain given the different types of intervention that could be pursued. In addition to extra
tuition the Education Policy Institute estimated that allocating £3.2 billion over the next three
years for extended school hours would be sufficient to recover two months’ lost learning.®
At a cost of £600 per pupil per year, this would imply a pressure of around £1 billion a year

over the next three years in addition to the amounts already announced.

36 Huge expansion of tutoring in next step of education recovery, Department for Education, June 2021.
37 Prime Minister’s Questions, 9 June 2021.
38 Education recovery and resilience in England, Phase one report, Education Policy Institute, May 2021.

63 Fiscal risks report



Coronavirus pandemic

Transport

2.48  The pandemic has also significantly disrupted domestic and international transport and
generated calls for substantial and lasting fiscal support to the sector. The Government has
already intervened in the past year with direct support to the railways and to Transport for
London at a cost of £12.8 billion in 2020-21. The National Infrastructure Commission has
presented a range of possible scenarios for the enduring impact of the pandemic on public
transport numbers out to 2055.%” These included ‘a more flexible future’ scenario involving
up to 10 per cent fewer public transport trips up to ‘a virtual local reality’ scenario in which
they were 25 per cent lower. As of 28 June, use of the railways remained down 55 per cent
relative to pre-pandemic levels and use of London Underground was still down 54 per
cent.*® Given rail income of around £11.6 billion in 2019-20,*" and accounting for
inflation, assuming a 25 per cent shortfall in 2022-23 (in line with the ‘virtual local reality’
scenario) that eases to 10 per cent by 2024-25 (in line with the ‘more flexible future’
scenario) would imply revenue losses and thus a spending pressure of £3.0 billion in 2022-
23 that would diminish to £1.2 billion a year by 2024-25.

2.49  Public and private providers have typically relied on relatively better-off commuters with
limited choice travelling at peak hours to pay the bulk of fares while in effect subsidising the
travel of off-peak travellers. Transit on trains, buses and urban metros fell across the world,
but it is striking that usage in the UK has stayed lower for longer than other comparator
countries, and is currently more than half as much again below pre-pandemic levels as in
these countries. The shift to working from home for sections of the economy could threaten
this decades-old funding model — first through lower traffic in total, but also through
reducing the concentration of passenger numbers at particular times of the day that allows
providers to charge higher prices during predictable periods of peak demand.

39 Behaviour change and infrastructure beyond Covid-19, National Infrastructure Commission, May 2021.
40 Transport use during the coronavirus (COVID-19) pandemic, Department for Transport, June 2021
41 Rail Industry Finance (UK) 2019-20, Office of Rail and Road, November 2020.
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Chart 2.20: Changes in public transport mobility during the pandemic
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Other potential pressures on departmental spending

2.50

The estimates presented above cover some of the larger pandemic-related pressures, but
they do not represent a comprehensive assessment of such pressures — or indeed potential
savings, for example from greater delivery of public services online. Nor do they cover other
pressures that are less directly related to the pandemic. These issues would include:

Any pressures from ‘long Covid’, which as noted above are currently unknown.

Prospective reforms to adult social care, which have been under consideration by
successive governments for the past decade, and where the current Government’s
2019 manifesto stating that it would “urgently seek a cross-party consensus in order to
bring forward the necessary proposal and legislation for long-term reform”.

The cost of addressing pandemic-related backlogs in the justice system on the Ministry
of Justice’s RDEL budget, which was £9.3 billion in 2021-22.

The cost of restoring Official Development Assistance spending to the legislated target
of 0.7 per cent of GNI from the 0.5 per cent it was temporarily reduced to in Spending
Review 2020. 0.2 per cent of GNI is equal to £4.7 billion a year in 2022-23, rising to
£5.2 billion a year in 2025-26 thanks to continuing economic growth.
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Long-term economic legacy of the pandemic

2.51  Beyond any direct medium-term pressures, the longer-term fiscal risks associated with the
pandemic will depend on its lasting impact on potential GDP and demographic trends. As
set out in our last two EFOs, we have so far assumed in our central forecast a ‘scarring’
effect (defined as the shortfall in potential output relative to its pre-pandemic trajectory at
the five-year forecast horizon) of 3 per cent. But given the extreme uncertainty about the size
of this effect, we also presented two alternative scenarios: an upside path with no long-term
scarring on output; and a downside path assuming long-term scarring of 6 per cent.

2.52  This range of scarring estimates was broadly in line with external estimates for the UK
economy and official forecasts for other European countries. The range was based on top-
down judgement rather than precise bottom-up modelling and did not presume a
mechanical connection to specific near-term policies or developments. That
notwithstanding, in our November EFO, we presented a putative decomposition of our 3 per
cent central scarring assumption:

. Lower investment during the pandemic and subsequent recovery lessening the amount
of capital available per worker and so reducing productivity growth (‘capital
shallowing’). This accounted for 0.8 percentage points.

e  Lower total factor productivity (TFP) reflecting reduced investment in R&D during the
pandemic, together with the assumption that the ongoing presence of the virus would
require some businesses to adopt less efficient ways of operating (such as more
distancing within workplaces). Higher business debt and firm failures should also
weigh on future innovation. This accounted for 1.2 percentage points.*?

e Lower labour supply, accounting for 1 percentage point. Within this, half was down to
lower participation, reflecting the longer-run health consequences for some of those
contracting the virus and a decision by some older workers to retire earlier. The
remainder was split roughly equally between modestly higher unemployment (as
workers moved across jobs, sectors and occupations) and a smaller population (as a
result of lower net migration). Average hours worked per person was assumed to
return to their pre-pandemic trajectory, so did not contribute to labour market scarring.

2.53  Over the longer term, the loss of face-to-face education by students would also be expected
to have an adverse impact on their subsequent productivity and be reflected in lower lifetime
earnings.*®> We did not consider this channel for our medium-term forecast as the effect
would mostly occur beyond our forecast horizon.

2 |n reality, some of the TFP shortfall would also reflect capital scrapping as a result of business failures or faster depreciation of the
remaining capital stock due to the adoption of new — and less efficient — modes of operation as result of the virus. But effects of this sort
are unlikely to be picked up in the official capital stock statistics, so would instead show up in measures of TFP.

43 Costs of lost schooling could amount to hundreds of billions in the long-run, IFS, February 2021.
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Recent data and analysis

2.54  Data and analysis released since we made our original judgements paint a mixed and
incomplete picture on scarring:

e  The ONS has revised up its estimates of business investment. At the time of our
November 2020 forecast, business investment in the second quarter of 2020 was
estimated to have been 27 per cent below its level in the fourth quarter of 2019 before
recovering to be 20 per cent below in the third quarter (Chart 2.21). These figures
have since been revised up to 23 per cent and 13 per cent respectively. Data for the
fourth quarter of 2020 and the first quarter of 2021 also point to smaller shortfalls
than assumed in our November 2020 forecast — at 7 and 17 per cent rather than 26
and 22 per cent respectively. This suggests the impact of the capital shallowing
channel might be less than we originally thought.

Chart 2.21: Business investment during the pandemic
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e  There is little new information regarding the impact on TFP, but external analysis of the
Bank of England’s Decision Makers Panel (DMP) survey that was published between
our November and March forecasts suggests that the pandemic could reduce private
sector TFP by around 1 per cent in the medium term.** While the successful vaccine
rollout has facilitated a faster recovery in output in recent months than we expected
and might be consistent with a better financial position for firms, the additional
lockdown at the start of this year will have led to a further deterioration for some
businesses and might lead to the loss of firm-specific knowledge from more firm
failures, while additional debt incurred might weigh on future innovation.

44 N Bloom et al. The Impact of Covid-19 on Productivity, NBER Working Paper 28233, December 2020.
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. Analysis of labour market data, discussed in Chapter 2 of our March 2021 EFO,
suggested that the working-age population may be substantially smaller than
incorporated into the official statistics. This would be the result of significant numbers
of foreign-born nationals returning home during the pandemic and lower levels of
immigration than pre-pandemic projections assumed. The ONS has subsequently
released new analysis and has set out plans to improve the evidence base in this
area.” Initial experimental modelling by the ONS suggests that net migration fell
during the initial phase of the pandemic, to a net outflow of around 67,000 between
March and June 2020.%¢ ONS analysis of HMRC's real-time information (RTI) from the
PAYE tax system suggests that the population in the fourth quarter of 2020 could be
around 2 per cent smaller than currently incorporated into labour market data.*” This
analysis implies that the impact of the population scarring channel might be greater
than we originally expected.

e  The official Labour Force Survey (LFS) suggests that the unemployment rate has been
lower than we expected at 4.8 per cent in the first quarter of 2021 compared to 5.1
per cent in our November forecast. RTl data are consistent with a somewhat higher
unemployment rate of around 5.5 per cent (with the gap relative to the LFS having
narrowed slightly as the number of payrolled employees picked up in April and May).
There were also still around 2.6 million people on furlough in May (about 8 per cent
of the labour force), some of whom are likely to flow into unemployment over the
coming months.

e  The participation rate was 63.4 per cent in the first quarter of 2021 compared to 63.7
per cent in our November forecast, and is down 0.8 percentage points relative to the
first quarter of 2020. The pandemic has so far had a larger impact on labour market
participation among both older workers and younger workers relative to those in
middle of their working lives (Chart 2.22)*® While the latest statistics show that the
change in participation levels is mainly driven by the young, a significant number of
people over 65 have also left the labour market, halting the recent trend of increasing
participation for this age group. This could be indicative of older workers taking earlier
retirement following the pandemic, which would lower overall participation relative to
pre-pandemic assumptions. Relatively few forecasters have included a participation
channel in assumptions about medium-term scarring.

45 ONS, Population and migration statistics system transformation — overview, April 2021 and June 2021.
4 ONS, Using statistical modelling to estimate UK international migration, April 2021.

47 ONS, Labour Force Survey weighting methodology, May 2021.

48 N. Comminetti, U-Shaped Crisis, April 2021.
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Chart 2.22: Contributions to change in participation between 2020Q1 and 2021Q1
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e Our putative breakdown did not include an average hours effect, but the pandemic
could have lasting consequences on working patterns. It has accelerated the
movement towards working from home, with the proportion of the workforce who did
some work at home rising to 35.9 per cent in 2020, up 9.4 percentage points from
2019. Recent data from the ONS BICs survey suggest around a quarter of businesses
plan to continue increased home working. The consequence of this for average hours
is presently unclear. One the one hand, full-time workers who mainly work from home
tend to work more hours on average than those who never work from home. But on
the other, those who mainly work from home are more likely to work part ti