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Economic and fiscal outlook — November 2020
Coronavirus pushes the budget deficit to almost £400 billion

The coronavirus pandemic has delivered the largest peacetime shock to the global economy
on record. It has required the imposition of severe restrictions on economic and social life;
driven unprecedented falls in national income; fuelled rises in public deficits and debt
surpassed only in wartime; and created considerable uncertainty about the future. The UK
economy has been hit relatively hard by the virus and by the public health restrictions
required to control it.

During the first wave of infections, the UK locked down later and for longer than some of its
European neighbours and experienced a deeper fall and slower recovery in economic
activity. A resurgence of infections is now in progress across Europe and North America,
prompting the tightening of public health restrictions and reimposition of national
lockdowns and taking the wind out of an already flagging recovery. That includes the UK,
where GDP is set to fall by 11 per cent this year — the largest drop in annual output since
the Great Frost of 1709.

The virus has also exacted a heavy and mounting toll on the public finances. In our central
forecast, receipts this year are set to be £57 billion lower, and spending £281 billion
higher, than last year. The Government has committed huge sums to treat the infected,
control the spread of the virus, and cushion its financial impact on households and
businesses. As support has been expanded and extended, including in the wake of the
second wave of infections, its total cost this year has risen from £181 billion at the time of
the Summer Economic Update, to £218 billion at the time of the Winter Economy Plan, to
£280 billion in this forecast.

In our central forecast, the combined impact of the virus on the economy and the
Government's fiscal policy response pushes the deficit this year to £394 billion (19 per cent
of GDP), its highest level since 1944-45, and debt to 105 per cent of GDP, its highest level
since 1959-60 (Chart 1.1). Borrowing falls back to around £102 billion (3.9 per cent of
GDP) by 2025-26, but even on the loosest conventional definition of balancing the books, a
fiscal adjustment of £27 billion (1 per cent of GDP) would be required to match day-to-day
spending fo receipts by the end of the five-year forecast period.



Chart 1.1: Public sector net borrowing: central forecast and scenarios
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The support provided to households and businesses has prevented an even more dramatic
fall in output and attenuated the likely longer-term adverse effects of the pandemic on the
economy’s supply capacity. And the Government’s furlough scheme has prevented a larger

rise in unemployment. Grants, loans, and tax holidays and reliefs to businesses have helped

them to hold onto workers, keep up to date with their taxes, and avoid insolvencies.
Nonetheless, we anticipate a significant rise in unemployment —to 7.5 per cent in our
central forecast — as this support is withdrawn in the spring.

1.6 The economic outlook remains highly uncertain and depends upon the future path of the
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virus, the stringency of public health restrictions, the timing and effectiveness of vaccines,
and the reactions of households and businesses to all of these. It also depends on the
outcome of the continuing Brexit negotiations. In such circumstances, the value of a single
‘central’ forecast is limited.

We therefore present three scenarios for the virus: an upside scenario, in which lockdown
succeeds in bringing the second wave of infections under control and the rapid rollout of
effective vaccines enables output to return to its pre-virus level late next year; a central one,
in which restrictive public health measures need to be kept in place until the spring and
vaccines are rolled out more slowly, leading to a slower return to pre-virus levels of activity

at the end of 2022; and a downside one, in which lockdown has to be extended, vaccines

prove ineffective in keeping the virus in check, and a more substantial and lasting economic
adjustment is required with economic activity only recovering to its pre-virus level at the end
of 2024 (Chart 1.2). In the upside scenario, output eventually returns to its pre-virus

trajectory, but output is left permanently scarred by the pandemic in the other two scenarios,

by 3 and 6 per cent respectively. All three assume a smooth transition to a free-trade

agreement with the EU in the new year. But we also describe an alternative scenario in
which the Brexit negotiations end without a deal. This would further reduce output by 2 per
cent initially and by 12 per cent at the forecast horizon.



Chart 1.2: Real GDP: central forecast and alternative scenarios
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The same uncertainty clouds the fiscal outlook. Our virus scenarios suggest the deficit this
year will peak at between £353 and £440 billion (17 to 22 per cent of GDP). Depending on
the damage to potential output in the medium term, the deficit settles at between 1.7 and
6.1 per cent of GDP by the forecast horizon in 2025-26. Public debt (excluding the uneven
effects of Bank of England schemes) continues to rise as a share of GDP over the next five
years in all but the upside scenario.

Unlike in previous recessions, the greater portion of the fiscal cost of the virus arises from
the Government’s discretionary policy response rather than the hit to the economy caused
by the virus. Of the £339 billion upward revision to borrowing between our March and
November central forecasts, roughly three quarters is due to policy measures (in particular
additional spending on the health service and the furlough scheme) and the rest is due to
lower economic activity (mostly due to lower tax receipts) (Chart 1.3). Moreover, the
connection between the public health restrictions and the levels of support offered to
workers and businesses underscores the importance of controlling the virus to containing
the longer-run cost of the pandemic.



Chart 1.3: Change in net borrowing in 2020-21
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1.10  Under our central forecast, the pandemic leaves the public finances in a weaker position in

the medium term and significantly adrift from any definition of balance contained in
previous fiscal frameworks. Headline borrowing remains close to 4 per cent of GDP and the
current budget remains in deficit by 1 per cent of GDP by the end of the forecast, missing
the Government’s Budget 2020 target to balance it by 2023-24. The Government meets the
other two targets included in its manifesto: net investment remains below 3 per cent of GDP
on average and the ratio of debt interest spending to revenue reaches a new historical low
of 1.7 per cent on the back of further falls in interest rates. The latter reflects investors’
continuing trust in the safety of UK government debt, as well as the support provided by the
Bank of England’s gilt purchases in pursuit of its inflation target. But that trust rests on
investors’ confidence that responsible fiscal and monetary policies will be maintained. So
long as these conditions hold, a debt-to-GDP ratio over 100 per cent should not prove
particularly onerous by historical standards.

The increase in borrowing does, however, render the public finances more vulnerable to
changes in financing conditions and other future shocks. This heightened vulnerability is
compounded by the shortening of the effective maturity of that debt as a result of both a
greater focus on short-term debt issuance by the Treasury and further Bank of England
purchases of longer-dated gilts financed through the creation of floating rate reserves.
Taken together, these leave debt interest spending twice as sensitive to changes in short-
term interest rates than prior to the pandemic. Arresting the continued rise in public debt is
likely to require some fiscal adjustment once the virus has run its course. Only in our upside
scenario, in which the pandemic is swiftly ended and there is little lasting damage to activity,
does borrowing fall below the level required to stabilise the debt-to-GDP ratio by the
forecast horizon. In our central forecast and downside scenario, tax rises or spending cuts of
between £21 billion and £46 billion (between 0.8 and 1.8 per cent of GDP) would be
required merely to stop debt rising relative to GDP.



Table 1.1: Summary of virus scenarios

Virus scenarios

Upside
Public health assumptions

Lockdown ends 2 December

Central

2 December

Downside

2 December

Test, trace and isolate Effective Partly effective Ineffective
Public health restrictions: lockdown to vaccine' Medium-low High-medium Very high?
Vaccines widely available From Spring 2021 From mid-2021 Ineffective
Economic effects (per cent, unless otherwise stated)

Real GDP growth in 2020 -10.6 -11.3 -12.0
Return to pre-virus peak (2019Q4) 2021Q4 2022Q4 2024Q4
Peak unemployment rate 5.1 7.5 11.0
Long-term GDP scarring 0.0 3.0 6.0
Fiscal effects (per cent)

Public sector net borrowing in 2020-21 16.7 19.0 21.7
Public sector net borrowing in 2025-26 1.7 3.9 6.1
Public sector net debt in 2025-26 90.5 104.7 123.1
Budget 2020 fiscal targets

Current budget balance in 2023-24 Met Not Met Not Met
Net investment below 3 per cent of GDP Met Met Not Met
Debt inferest to revenue ratio below 6 per cent Met Met Met

"Low, medium and high are broadly equivalent to October 2020 tiers 1, 2 and 3 in England. Very high is between October 2020 tier

3 and November 2020 lockdown in England.
2 Restrictions to ease to low by end of 2021.

Notes

1. The OBR is the UK’s independent fiscal watchdog. We produce forecasts for the economy and the public finances,
assess progress against the Government’s fiscal targets, and report on long-term fiscal sustainability.

2. All the documents and supporting material published today is available on our website: http://obr.uk/

3. Questions about the Economic and fiscal outlook should be sent to OBR.Press@obr.uk
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