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A double-dip recession interrupted the UK’s recovery in late 2020 and early 2021. Economic activity
plummeted by one-quarter between January and April 2020, recovered four-fifths of that downturn through
October, and then a second recession began in November (See Chart 1). The UK’s monthly GDP index fell 3%
from October 2020, its recovery-to-date high, through February 2021, and real GDP in February 2021 was
still 8% below the 2019 pre-crisis peak.
Two new shocks interrupted the UK’s recovery and started the double dip in late 2020. The first was a
second lockdown imposed in November as the pandemic worsened, and maintained through the spring. Like
the first lockdown, it caused a sharp contraction of service sector activity, concentrated in high-contact
industries like hospitality. The second shock was Brexit. UK-EU trade plummeted at the turn of the year as
post-Brexit trading rules came into force. This is partly because businesses built up inventories ahead of the
rule change to hedge against supply chain disruptions, and partly because Brexit will permanently reduce
UK-EU trade. Goods exports plunged 13% in January and February from the fourth quarter on a 26% collapse
of exports to the EU, and goods imports fell 7% with imports from the EU down 23%. Services exports were
down 21% from their October 2019 peak in January and February 2021.
The second downturn will give way to a robust recovery by mid-2021. Classrooms reopened in March, and
restrictions on nonessential businesses began to ease in April. Service sector activity will recover rapidly
from the second quarter of the year as the UK’s vaccination drive—one-half of all adults had received at
least a first dose by mid-March—allows the government to lift remaining containment measures. The service
sector accounts for four-fifths of the economy, so its reopening will propel a rapid recovery in real GDP in
the second and third quarters of 2021; output will return to the pre-crisis level before year-end. Exports will
lag the recovery due to Brexit’s higher trade barriers and the slow recovery of international travel.
The highly expansionary fiscal and monetary policies that are supporting the UK’s economy in 2021 will start
to normalize in 2022. The UK government’s 2021-22 budget anticipates a fiscal deficit of 11% of GDP, down
from 17% last year but still much more expansionary than the fiscal deficits of 2% to 3% run between 2017
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and 2019. The UK budget anticipates corporate tax hikes in 2022 and 2023 that will tighten fiscal policy as
the recovery matures, lowering the budget deficit further to 5% of GDP in 2022 and 4% in 2023.
The Bank of England (BoE) looks set to begin normalizing monetary policy in late 2021 or early 2022. Like the
Federal Reserve, the BoE flooded financial markets with liquidity during the turmoil of early 2020, then
launched a quantitative easing program to support the recovery in mid-2020. The BoE’s QE program has
bought government bonds at an annual rate of 10% of GDP since the second half of 2020, faster than the
Fed’s purchases of 7% of U.S. GDP. At its March monetary policy decision, the BoE committed to wait until
“significant progress” has been made toward closing the output gap and raising inflation “sustainably” to
their 2% target before tightening monetary policy. While recognizing the UK’s good recovery prospects, the
BoE plans a slow and cautious withdrawal of stimulus, believing that “policy should lean strongly against
downside risks to the outlook” because of “risk management considerations.” That is to say, the potential
cost of renewed crisis is larger than that of the economy overheating. Even so, if tail risks are not realized
and the recovery proceeds as expected, the BoE will probably slow its asset purchases in late 2021 and begin
to raise the policy Bank Rate in the first half of 2023. This outlook is reflected in financial markets, which are
pricing in a quarter percentage point increase in the Bank Rate by mid-2023.
Brexit will change the structure of the UK’s labor market and complicate the Bank of England’s withdrawal of
stimulus. Between the end of the 2008-09 recession and the 2016 Brexit referendum, EU nationals
accounted for 40% of British employment growth despite comprising 5% of all workers. Immigration from
the EU slowed between the referendum and the UK’s official exit from the EU in early 2020. Then after the
pandemic struck, the UK saw an historic exodus of EU workers and outmigration of EU nationals back to the
continent (See Chart 2). It is impossible to know what share of these workers will return to the UK workforce
in the recovery, but it will not be all of them—the pandemic and Brexit have permanently reduced the UK’s
potential labor force, and new immigration restrictions will slow its growth in coming years. This means the
output gap will be smaller during the recovery than it otherwise would be, but also that trend growth will
slow substantially after the economy returns to full employment. Slower-growing economies tend to have
lower inflation and real interest rates, so interest rates will likely be lower in the UK in coming years than
they were pre-Brexit. The Bank of England will likely make a 15 basis point hike in the Bank Rate to 0.25% in
early 2023, but this might actually end the BoE’s rate hiking cycle—the Bank Rate averaged just 0.50%
between 2010 and 2020.
After averaging $1.29 per pound sterling between the Brexit referendum and the end of 2020, pound
sterling strengthened and averaged $1.38 in the first quarter of 2021 as political uncertainty lifted and the
vaccination drive boosted economic recovery prospects. PNC’s forecast is for the pound sterling to weaken
through year-end 2021, and average $1.34 in 2022 as financial markets price in the UK’s diminished growth
potential. Political tensions from the Scottish independence movement and Irish nationalist movement are
risks to monitor in 2021 and 2022; 10% of the UK’s population lives in Scotland and Northern Ireland.
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Visit http://www.pnc.com/economicreports to view the full listing of economic reports published by PNC’s economists.
Disclaimer: The material presented is of a general nature and does not constitute the provision of investment or economic advice to
any person, or a recommendation to buy or sell any security or adopt any investment strategy. Opinions and forecasts expressed
herein are subject to change without notice. Relevant information was obtained from sources deemed reliable. Such information is
not guaranteed as to its accuracy. You should seek the advice of an investment professional to tailor a financial plan to your particular
needs. © 2021 The PNC Financial Services Group, Inc. All rights reserved.

