ANNEX C

Detailed Economic Commentary on Developments during Q2 2020/21
1.

Economic Background
UK

1.1 As expected, the Bank of England’s Monetary Policy Committee (MPC) kept Bank
Rate unchanged on 6th August (and subsequently 16th September). It also kept
unchanged the level of quantitative easing at £745bn. Its forecasts were optimistic in
terms of three areas:
a. The fall in GDP in the first half of 2020 was revised from 28% to 21.8%. This is still
one of the largest falls in output of any developed nation. However, it is only to be
expected as the UK economy is heavily skewed towards consumer-facing services
– an area which was particularly vulnerable to being damaged by lockdown.
b. The peak in the unemployment rate was 7½% by Q4 2020.
c. It forecast that there would be excess demand in the economy by Q3 2022 causing
CPI inflation to rise above the 2% target in Q3 2022. Nevertheless, even if the Bank
were to leave policy unchanged, inflation was still projected to be above 2% in
2023.
1.2 The MPC also stated that negative interest rates would not be used, at least in the
next six months or so. It suggested that while negative rates can work in some
circumstances, it would be “less effective as a tool to stimulate the economy” at this
time when banks are worried about future loan losses. It also has “other instruments
available”, including QE and the use of forward guidance.
1.3 The MPC expected the £300bn of quantitative easing purchases announced between
its March and June meetings to continue until the “turn of the year”. This implies that
the pace of purchases will slow further to about £4bn a week, down from £14bn a
week at the height of the crisis and £7bn more recently.
1.4 In conclusion, this would indicate that the Bank could now pause, as the economy
was recovering better than expected. However, the minutes of the meetings had
multiple references to downside risks, which were judged to persist both in the short
and medium term, including second waves of the virus. However, rather than a
national lockdown, as in March, any spikes in virus infections are now likely to be dealt
with by localised measures and this should limit the amount of economic damage
caused. In addition, Brexit uncertainties ahead of the year-end deadline are likely to
be a drag on recovery. The wind down of the initial furlough scheme through to the
end of October is another development that could cause the Bank to review the need
for more support for the economy later in the year.
1.5 Overall, the pace of recovery is not expected to be in the form of a rapid V shape, but
a more elongated and prolonged one after a sharp recovery in June through to August
which left the economy 11.7% smaller than in February. The last three months of 2020
are now likely to show no growth as consumers will probably remain cautious in
spending and uncertainty over the outcome of the UK/EU trade negotiations
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concluding at the end of the year. If the Bank felt it did need to provide further support
to recovery, then it is likely that the tool of choice would be more QE.

1.6 There is also likely to be a reversal of globalisation as this crisis has shown up how
vulnerable long-distance supply chains are. On the other hand, digital services are
one area that has already seen huge growth.
1.7 The Financial Policy Committee (FPC) report on 6th August revised down their
expected credit losses for the banking sector to “somewhat less than £80bn”. It stated
that in its assessment “banks have buffers of capital more than sufficient to absorb
the losses that are likely to arise under the MPC’s central projection”. The FPC stated
that for real stress in the sector, the economic output would need to be twice as bad
as the MPC’s projection, with unemployment rising to above 15%.
USA
1.8 Performance of the US Economy was stronger than expected. With the number of
new daily coronavirus infections beginning to abate, recovery from its contraction this
year should continue over the coming months and employment growth should also
pick up again. However, growth will be dampened by continuing outbreaks of the virus
in some states leading to fresh localised restrictions. At its end of August meeting, the
Fed amended its inflation target to maintaining an average of 2% over an unspecified
time period. This change is aimed to provide more stimulus for economic growth and
higher levels of employment and to avoid the danger of getting caught in a deflationary
“trap” like Japan. It is to be noted that inflation has actually been under the 2% target
significantly for most of the last decade so financial markets took note that higher
levels of inflation are likely to be in the pipeline. The Fed also called on Congress to
end its political disagreement over providing more support for the unemployed as
there is a limit to what monetary policy can do compared to more directed central
government fiscal policy. The FOMC’s updated economic and rate projections in midSeptember showed that officials expect to leave the fed funds rate at near-zero until
at least end-2023 and probably for another year or two beyond that.

EUROZONE
1.9 The economy was recovering well towards the end of Q2 after a sharp drop in GDP.
However, the second wave of the virus affecting some countries could cause a
significant slowdown in the pace of recovery, especially in countries more dependent
on tourism. The fiscal support package, agreed by the EU after prolonged
disagreement between various countries, is unlikely to provide significant support and
quickly enough to make an appreciable difference in weaker countries. The ECB has
been struggling to get inflation up to its 2% target and it is therefore expected that it
will have to provide more monetary policy support through more quantitative easing
purchases of bonds in the absence of sufficient fiscal support.

ANNEX C
CHINA
1.10 After a concerted effort to get on top of the virus outbreak in Q1, economic recovery
was strong in Q2 and has enabled it to recover all of the contraction in Q1. However,
this was achieved by major central government funding of yet more infrastructure
spending. After years of growth having been focused on this same area, any further
spending in this area is likely to lead to increasingly weaker economic returns. This
could, therefore, lead to a further misallocation of resources which will weigh on
growth in future years.
JAPAN
1.11 There are some concerns that a second wave of the virus is gaining momentum and
could dampen economic recovery from its contraction of 8.5% in GDP. It has been
struggling to get out of a deflation trap for many years and to stimulate consistent
significant GDP growth and to get inflation up to its target of 2%, despite huge
monetary and fiscal stimulus. It is also making little progress on fundamental reform
of the economy. The resignation of Prime Minister Abe is not expected to result in any
significant change in economic policy.
WORLD GROWTH
1.12 Latin America and India are currently hotspots for virus infections. World growth will
be in recession this year. Inflation is unlikely to be a problem for some years due to
the creation of excess production capacity and depressed demand caused by the
coronavirus crisis.

