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Summary

This month’s edition provides an update on the UK’s latest economic data, including the results from wave six of
the ONS Business Impact of Coronavirus Survey, and highlights April’s GDP data, retail sales and the labour
market. We also provide a special focus on the impact of COVID-19 on UK trade and its prospects for 2020.

®* The crisishascaused the UK economy to shrink by a quarter compared to pre-lockdown levels. GDP in April 2020 fell by 20.4%, the biggest monthly fall since the series began in 1997.
Combined with the decline in growth during Q1, this suggests the COVID-19 crisis has shrunk the UK economy by around 25% up to April. This was driven by a broad-based decline across all
sectors of the economy, not just sectors directly affected by lockdown.

®* The cost of the fiscal stimulus to support the economy is significant by historical standards. Public sector net debt at the end of May 2020 rose to nearly £2tn (or 100.9% of GDP), exceeding
the size of the economy for the first time since 1963. This has been driven by the level of spending on various support schemes for the economy and a 46% fall in VAT collections. The sharp rise in
public sector borrowing indicates the scale of the challenge faced by policymakers to keep the economy afloat during the crisis.

®* Labour markets have been hard hit. As of 21 June, around 9.2 million workers (more than one in four) are signed up to the Coronavirus Job Retention Scheme (CJRS), while the number of payroll
employees in May has fallen by more than 600,000 since March. May also saw a record decline in weekly hours worked, close to 9% compared to last year. Vacancies in May also declined to an all-
time low — at 476,000, there are 60% fewer vacancies compared to the same period last year.

®* There are some early signs of recovery, with businesses are beginning to emerge from lockdown. ONS business surveys show that 79% of UK businesses have remained in operation, with
a further 9.3% having either resumed trading in the last two weeks or are intending to restart in the next two weeks. Following the government’s announcement of non-essential retailers being
allowed to reopen from 15 June and further easing coming over the next few weeks, we will see more businesses resume trading in late June and beginning of July.

° UK retail sales show a marked improvement after a difficult April. The partial rebound in retail sales in May by 12% compared to April has been driven by positive growth in non-food stores as
these began to reopen as well as the growthin non-store retailing (principally online), which now accounts for one-third of all retail spend, the highest proportion on record.

®*  We have revised our projections to reflect more recent economic data. Our projections reflect recent economic data on the severity of the economic disruptionin the short-term, as indicated by
the 20% decline in monthly output in April, the first full month under lockdown. On the other hand, economic activity is likely to show improvement from May onwards as early signs of business
recovery and trading activity might suggest. We have therefore revised our estimates for GDP growth in 2020 so that the decline in output ranges from -8% to -12%. There should be a gradual
recovery later this year and in 2021, although a deeper contraction in Q2 could hold back the speed of the recovery in the UK after the initial bounce from leaving lockdown. We estimate the level of
GDP may still be around 1.5% to 7% below pre-crisis trends by the end of next year.

* UKexportsare likely to fall by around 6%-8% as a result of the global economic slowdown caused by COVID-19. Our analysis of trade flows suggests UK exports could fall by around 6.3%
(£41bn) in the ‘smooth exit’' scenario and by 8.0% (£50bn) in the ‘bumpy exit’ scenario, compared to 2019 levels. However, there is still considerable uncertainty over the prospects of UK trade in the
short-term, which will depend on the pace of the economic recowvery in the UK and its trade partners. Beyond 2020, the UK’s trade performance will depend on the free trade agreement it strikes with
the EU following the end of the transition period.

UK Economic Update 24 June 2020
PwC 3



This month’'s data




UK economy shrunk by 20.4% in April, 25% down from pre-lockdown level

GDP growth in April 2020 fell by 20.4%, the biggest monthly fall since the series began in 1997. Three-month rolling data also show a much steeper contraction than
over the financial crisis. Combined with the decline in growth during Q1, this suggests the COVID-19 crisis has shrunk the UK economy by around 25% up to April.

A 20.4% decline in GDP for the month of April is In the three months to April 2020 UK GDP fell by 10.4%, five times larger
unprecedented, but not unexpected than the steepest rate during the financial crisis (% change)
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The GDP contraction was caused by a broad-based fall in activity

The 20.4% monthly GDP contraction in April was driven by a massive fall in output in construction (40.1% smaller than last month) and manufacturing (-24.3%), which
were hit much harder than the services sector as a whole (-19.0%). The decline in services was largely driven by the fall in retail activity, accommodation and
restaurants and the education sector. More recent retail trade data show early signs of a rebound in retail sales volume in May, with an increase of 11.8%, but still

13.1% lower than its pre-lockdown level. Recent PMI data suggests that output from May onwards is likely to mark a significant improvement from April businesses
begin to resume operations.

The contractionin GDP in April 2020 was caused by a broad-
based reduction in economic activity

Percentage change (%) Compared to March Compared to pre- » The Services sector fell by 24% compared to pre-lockdown, which was mainly driven by
2020 lockdown levels (Feb wholesale and retail trade and repair of motor vehicles and motorcycles (-87.3%, accounts
2020) for 3.5% of the negative monthly growth). Other senices that have also been hit hard,
unsurprisingly, were air transport (-92.8%) and travel and tourism (-89.2%)
GDP growth 20.4 251 + The Index of Production is 23.7% smaller than its pre-lockdown level. All but one of the
. 13 sub-sectors saw downward contributions, in particular the fall in the auto and transport
Index of Services -19.0 -24.0 equipment manufacturing (car manufacturing activity fell by a record 90.3%). The shutdown
in car plants led this industry to nearly halve in size and new engine production is below 1%
Index of Production -20.3 -23.7 of what it was pre-|ockdown_
. « The fall in construction output was mainly driven by the contraction in private and
Manufacturing -24.3 -27.8 commercial new building (-59.2% and -39.7%, respectively), and private housing repair and
X maintenance (-54.3%).
Construction -40.1 -43.6
Source: ONS
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Most services sectors have shrunk in lockdown, with hospitality hit the hardest

The services sectors that have been mostimpacted include those directly impacted by the lockdown, such as hotels and restaurants, the arts, entertainment and
cultural sector, and the transport sector. The education sector was also hard hit, as a result of school closures during March and April. The impact on the wholesale and
retail sector was less serious, as the increase in essential retail activity may have partially offset the fall in activity in non-essential retail. This picture should also

improve gradually as lockdown restrictions ease.

Almost all sectors experienced unprecedented contractions comparedto pre-lockdown

(Apr vs. Feb, % change)
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Accommodation and food service activities
Other services

Arts, entertainment and recreation
Education

Transportation and storage

Administrative and support service actitivies
Wholesale retail and motor trades

Activities of households as employers
Human health and social work activities
Professional, scientific and technical activities
Information and communication

Financial and insurance actitivies

Real estate

Public administration and defence

%

Breaking down the 24% reduction in Index of Services
compared to pre-lockdown levels of actiity,
accommodation and food services was hardest hit
(which wiped out the vast majority of activity in that
sector, -92%), followed by other senices and the arts,
entertainment and recreation sector, both experiencing a
50% decline in activity.

Education and transport were also badly impacted by the
pandemic (output fell by -43% and -38%, respectively)
but may gradually improwve in the coming weeks as
schools reopen and as more and more people return to
work.

The fall in wholesale and retail trade activity also
captures the plunge in car sales, predominantly driven
by a reduction in new car registrations.

The only sub-sector that did not see a decline was public
administration and defence, which remained flat in April.
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Public sector debt exceeded 100% of GDP in May

Public sector net debt (excluding public sector banks) at the end of May 2020 stood at nearly £2tn. This is equivalent to 100.9% of GDP, exceeding the size of the
economy for the first time since 1963. Contributing to this figure is the £29bn spending on various support schemes for the economy and a 46% fall in VAT collections
due to the fall in retail sales. In the month of May alone, the amount of cash borrowed by the government surged to £62.7bn, more than the total for the whole of the
2019-2020 financial year. While these figures are subject to uncertainty, the sharp rise in public sector borrowing indicates the scale of the challenge faced by
policymakers to keep the economy afloat during the crisis.

UK public sector net debt as a percentage of GDP, 1993-2020
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One-fifth of UK household spending has been held back in lockdown

The lockdown has meant households have fewer outlets to spend their income, as discretionary spend categories such as travel, holidays and meals out have become
more restricted. ONS data suggests more than one-fifth of usual household expenditure has been largely held back, which amounts to £182 pent-up cash per week (or
21.9% of an average weekly budget).1 However, younger people, renters and those living in London are the least likely to be able to cut back on spending, because
they spend a lower proportion of their budget (between 17% and 20%) on non-essential goods and services.

Younger people, renters and those living in London are the least likely to be able to

- e .
cut back on spending (% weekly household expenditure) . People under 30 years old spend the highest proportion

of their weekly budget on essentials (58%) and only 19%
on goods and sernvices that is unavailable during
lockdown, compared to 43% and 29% in the group aged
65-74. This suggests young people are less able to cut
back on spending.

less than 30 Rent paid - furnished

Social rented from registered

30 to 49 social landlord

Rent paid - unfurnished Renters spend more on essentials (between 52% and
64%) compared to home owners and rent-free
households (between 42% and 57%).2 Renters are also
among the groups most wilnerable to falling behind with

housing payments during lockdown. This is because

50 to 64 Owned (bought with mortgage)

65to 74 Social rented from council L they are more likely to be wilnerable to the loss of
_ income from unemployment, and are also less likely to
Owned outright [ receive rental payment holidays.3

75 or over * In London, where property prices and rental rates are
Rent free [ highest, households spend the greatest proportion of

o . . their weekly budget on essentials, such as food and
0% 50% 100% 0% 20% 40% 60% 80% 100% housing costs, and the lowest proportion on activities

m Non-discretionary & no payment holiday available Non-discretionary & payment holiday available such as holidays and meals out. Therefore, compared to
m Discretionary = Prevented during lockdown the rest of the UK, London households are the least

equipped to cut back on spending.
Source: ONS-Family spending
1. As of financial yearending March 2019
2: Note that rent-free households have highernon-discretionary spending & no payment holiday available because while they have the lowest non-discretionary spending, they are the leastlikely to receive payment holidays
3 Source: Resolution Foundation
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Actual weekly hours worked saw record falls in May

While employment and unemployment rates remained broadly unchanged over the three months to April, other data, such as the rate of worker furloughing indicates the
extent to which workers have been hit. Around 9.2 million workers (more than one in four) are now signed up to the scheme. The number of payroll employees in May
has declined by more than 600,000 since March. The record fall in weekly hours worked, close to 9% compared to last year, offers a truer picture of the impact of rising
unemployment and furloughing. Vacancies in May also declined to an all-time low — at 476,000, there are 60% fewer vacancies compared to the same period last year.

Total number of jobs furloughed underthe CJRS, millions of UK total actual weekly hours worked (16 years and over),
jobs seasonally adjusted, millions of hours
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Headline consumer price inflation fell to 0.7% in May, from 0.9% in April

Headline inflation, as measured by Consumer Prices Index including owner occupiers’ housing costs (CPIH), continues on its downward path since January 2020,
declining from 0.9% to 0.7%, driven by the falling prices in motor fuel and some recreational and cultural goods, partially offset by an increase in prices for food and
drink. Falling consumer prices is yet another sign of the slowdown in economic activity as a result of the lockdown. The gradual pick up in demand as social distancing
measures are lifted, might indicate a potential bounce back in consumer spending, which could push up inflation.

Inflation 12-month rates fell for the fourth consecutive month (%) Contributionsto change in inflation rate measuredby CPIH
(percentage points)

% 6 Food and non-alcoholic beverages I 0.04
. Alcohol and tobacco 0.00
Communication 0.00
4 Education 0.00
3 Clothing and footwear -0.01 m
Housing and household services -0.01 N
2 Miscellaneous goods and services -0.01 ==
1 Furniture and household goods -0.02 .
Health -0.04 I
0 Restaurants and hotels -0.04 I
-1 Transport -0.08 I
T R R M A B Recrsation and culure 0,03 e—
CPIH CPI
Source: ONS
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70% of businesses are currently trading, with more to resume

Business intentions to resume trading in the near future could indicate early signs of recovery. A business survey by the ONS conducted between towards the end of
May indicated that around 79% of UK businesses have remained in operation, with a further 9.3% having either resumed trading in the last two weeks or are intending
to restart in the next two weeks. Following further easing of lockdown measures from 15th June, we expect more non-essential retail businesses to resume operations.

Restaurant booking data from OpenTable show signs of recovery in Germany and the US as lockdown restrictions are lifted.

OpenTable restaurant bookings, comparedto previousyear (18

Businesses’ trading status, UK, 18 May to 31 May 20201
February to 30 May)

=(Global ==—Germany United Kingdom == United States

Currently trading and has been for more than _ 79.3% -
(o]

the last two weeks

Started trading within the last two weeks l 4.79% 0%
after a pause in trading e
-20%
Paused trading but intends to restart in the
next two weeks l 4.5% -40%
. . -60%
Paused trading and does not intend to restart - 11.0%

in the next two weeks e 0
-80%
-100%

Permanently ceased trading | 0.5%

18-Feb
25-Feb
03-Mar
10-Mar
17-Mar
24-Mar
31-Mar
07-Apr
14-Apr
21-Apr
28-Apr
05-May
12-May
19-May
26-May

'Businesses were askedfortheirexperiences forthe reference period 18 May to 31 May 2020.

Source: ONS Business Inpacts of Coronavirus Survey (BICS) Wave 6, OpenTable bookings
24 June 2020
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Businesses have been willing to support furloughed workers

A large proportion of businesses have been trying to support employees as far as possible through income top-ups in addition to Coronavirus Job Retention Scheme
(CJRS) payments. 42% of businesses with furloughed workers are providing top-ups to employees, with the most generous sector being the education, and the arts and
cultural sector. On average, less than 1% of businesses’ workforce have been made permanently redundant, except in the transportation and storage sector where
1.8% of workers have been made redundant.

Proportion of businesses are providing top-ups on top of the CJRS, by industry, UK, 18 May to 31 May 2020

All Industries

Education

Arts Entertainment And Recreation

Information And Communication

Human Health And Social Work Activities

Real Estate Activities

Manufacturing

Professional Scientific And Technical Activities

Construction

Wholesale And Retail Trade; Repair Of Motor Vehicles And Motorcycles
Administrative And Support Service Activities

Accommodation And Food Service Activities

Water Supply Sewerage Waste Management And Remediation Activities
Transportation And Storage

o
X

10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

m Yes, the business is providing a top-up No, the business is not providing a top-up = Not sure

Source: ONS Business Inpacts of Coronavirus Survey (BICS) Wave 6
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Cash reserves for businesses remain largely unchanged

A business survey by the ONS, conducted between 18 May and 31 May, showed business cash reserves remain relatively unchanged from the previous ONS survey,
with around 43% of businesses having cash reserves of up to six months. The cash position for larger businesses tends to be better, with 36% of businesses with 250
employees or more having cash reserves of more than six months, while around 28% of smaller businesses are in the same position. Roughly a quarter of all
businesses were unsure what their cash reserves were. This reflects the high uncertainty businesses are facing in terms of the pace of the recovery and for some, when
they might be able to restart trading.

Proportion of businesses with set amounts of cash reserves, by size, UK, 18 May to 31 May 2020

All Size Bands
< 250 26% 2%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

B No cash reserves 0to6 months mMore than 6 months  m Not sure

*Businesses were asked fortheirexperiences forthe reference period 18 May to 31 May 2020, but forquestions regarding
cash flow businesses may respond fromthe point of conpletion of the questionnaire (1 June to 14 June 2020).

Source: ONS Business Inpacts of Coronavirus Survey (BICS) Wave 6
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UK retail sales showing signs of recovery after falling to record lows in April

Retail sales declined by nearly one-fifth in April following the closure of all non-essential retailers since 23 March, wiping out more than a decade of gains in retail sales
volumes. May data suggests a partial rebound in retail sales by 12% on the previous month, driven by positive growth in non-food stores as these began to reopen in
May. Sales were also partly driven by non-store retailing (principally online spending), which now accounts for one-third of all retail spend, the highest proportion on
record. However, sales were still 13% lower than in February before the lockdown was implemented.

UK Retail Sales Index (2019 Jan = 100)
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Our projections of the
UK economy




Potential COVID-19 scenarios to inform crisis planning

Our illustrative COVID-19 scenarios reflect a range of likely outcomes following the UK government’s phased approach to lifting lockdown restrictions and re-opening of
retail activity. Both scenarios assume a continuation of some elements of lockdown over the coming months, but for varied periods and at varying levels of intensity. The
subsequent trajectory of the disease is dependent on the success of these non-pharmaceutical interventions (NPls), whether they need to be re-imposed, and the
introduction of other NPIs or pharmaceutical interventions at a later date (i.e. treatment or vaccines).

SMOOTH EXIT
Gradual lifting of NPIs does not result in a significant further rise of
cases. Cases continue to occur at a lower level.

[
»

Assume vaccine

g available — June
= 2021
g
3
(2]
S
Clg.) e
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2020 2021 2022

Assumptions:

* Following an initial peak in April 2020, successful implementation of NPIs including testing,
contact tracing, quarantine and physical distancing results in the effective reproduction rate
remaining at or below one, and therefore the number of cases reducing to a lower level.

* NPIs are lifted in a gradual, phased way from late May 2020 onwards.

* Significant testing and contact tracing will be necessary to track and control outbreaks as pre-
symptomatic and mild cases prevent complete containment of the virus until a vaccine
becomes available.

Timeframe:
* Peak: April 2020
* Total duration: 12 to 18 months (until a vaccine is available).

BUMPY EXIT
Lifting of NPIs results in a subsequent rise in cases, requiring NPIs
to be reintroduced to bring cases back to a lower level.

<4 Assume vaccine
(0} .
°;> available — June
- 2021
g
o
8
2
[0
Z
2020 2021 2022

Assumptions:

* Following an initial peak in April 2020, successful implementation of NPIs including testing,
contact tracing, quarantine and physical distancing results in the effective reproduction rate
remaining at or below one, and therefore the number of cases reducing to a lower level.

* NPIs are lifted in a gradual, phased way from late May 2020 onwards. However, this has the
effect of increasing the reproduction number to above one, causing a subsequent rise in cases.
NPIs may be introduced and reversed in a cyclical way to control subsequent outbreaks.

» Significant testing and contact tracing will be necessary to track and control outbreaks as pre-
symptomatic and mild cases prevent complete containment of the virus until a vaccine
becomes available.

Timeframe:

* Peak: April 2020, but with prolonged lockdown or re-imposed if there is a later rise in cases

* Total duration: 12 to 18 months (until a vaccine is available).

Note: Ourscenarios assume the UK movesto a comprehensive free trade agreement withthe EU on 1 January 2021, but there are still uncertainties surrounding thisassumption.
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COVID-19 economic impact transmission channels

There are five main transmission channels through which COVID-19 could impact the UK economy (the first four negative, with an offsetting positive effect from
monetary and fiscal policy reactions). Other reinforcing and mitigating impacts are possible, so this is not an exhaustive list.

1. Sector partial

/4 or full
’/ lockdowns

* The prolonged closure of
businesses has had an
impact on economic
output, particularly in the
retail, travel, hospitality
and leisure sectors.

*  While most people are
encouraged to stay or
work at home where
possible, the UK is seeing
a gradual reopening of the
economy. Non-essential
retailers are now allowed
to re-open in England and
Wales, with Scotland to
follow, however hotels and

restaurants remain closed.

UK Economic Update
PwC

2. Uncertainty
impacts and

\va demand disruption

Continued uncertainty about
the economy and job
prospects are likely to
dampen consumer spending
as consumers defer major
purchase decisions and
discretionary spend.

Businesses face weak
demand due to slow growth
in the UK and globally.

Significantly reduced levels of
business and consumer
confidence results in a sharp
and sustained downturn in
business investment.

This channel is likely to have
the biggest negative impact
on the economy.

3. Supply chain
disruption

* Some businesses may
face supply chain
disruption as suppliers
temporarily pause trading
in response to lockdown
restrictions or weak
demand.

* The impact fromthis
channelis likely to
diminish over time as
more and more
businesses in the UK
come back online and as
suppliers in other
countries gradually come
out of lockdown.

4. Labour supply
Fm reduction

\

Social distancing
measures see non-
essential workers working
from home for an
extended period, or
workers staying at home
to care for children or
other dependents.

The impact from this
channelis likely to
diminish over time as
schools reopen and
businesses adapt
workplaces to
accommodate social
distancing requirements,
allowing employees to
return to work.

5. Policy
reactions

The UK government has
putin place a£133bn
stimulus package to
provide support to
businesses and workers,
in the form of the
extensive working capital /
cashflow support to
businesses through tax/
payment holidays, grants
and loan guarantees.

The Bank of England also
announced a £100bn
expansion inits QE
programme in June, while
keeping the policy rate at
0.1%.

24 June 2020
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UK GDP will drop sharply in Q2 2020, but should recover gradually

Our projections reflect recent economic data on the severity of the economic disruption in the short-term, as indicated by the 20% decline in monthly output in April, the
first full month under lockdown. On the other hand, economic activity is likely to show improvement from May onwards as early signs of business recovery and trading
activity might suggest. We have therefore revised our estimates for GDP growth in 2020 so that the decline in output ranges from -8% to -12%. The projections for the
‘Bumpy exit’ scenario not only reflects the potential disruption from the re-imposition of lockdown measures, but also acknowledges the potential “scarring” effects from
a deeper contraction in Q2, perhaps by around 20-30%, much larger than any quarter during the 2008-09 financial crisis. A deeper contraction could hold back the
speed of the recovery in the UK after the initial bounce from leaving lockdown. We estimate that output could be back to around 1.5% to 7% below its pre-crisis trend by
the end of 2021.

UK GDP index (Q4 2019 = 100), quarterly levelsin each scenario

» Our expectations for Q2 2020 growth shows a significant

105 weakening in business investment and consumer
expenditure, leading to a deep contraction in Q2,
perhaps by around 20-30% - much larger than any
quarter during the 2008-09 financial crisis. This
o compares to a contraction of around 2.1% in Q4 2008 at

the height of the global financial crisis, ora 2.7%
95 p— quarterly decline at the peak of the 1974 recession.

100

_ * The scale ofthe impactis driven by the unprecedented
90 Smooth exit nature of the lockdown, as well as lower consumer
e BUMPY eXit spending and business investment due to more standard

) confidence and income effects.
85 — — -Baseéline . .
* We assume output would then recover relatively quickly

at first as lockdowns are eased, followed by a more

gradual pace of recovery as economic life slowly returns
to normal. The recovery is longer under the ‘Bumpy exit’
scenario due to larger scarring effects and the temporary
re-imposition of social distancing measures in this case.

2019 2019 2019 2019 2020 2020 2020 2020 2021 2021 2021 2021 ¢ The pace of the recovery remains h|gh|y uncertairL but
Q1 Q2 Q@ Q@ Q1 Q2 Q@ Q@ Q1 Q2 Q3 Q4 we assume this involves the level of GDP returning to
only around 1.5% to 7% below pre-crisis trend levels by
the end of 2021. But other outcomes are clearly possible

if the crisis lasts for longer.
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PwC’s economic growth scenarios compared to other analyses

Our ‘Bumpy exit’” scenario growth projections are broadly in line with illustrative projections by the OBR predicting a 13% fall in 2020. The OBR assumes a very sharp
35% drop in Q2 2020. Similarly, the Bank of England’s most recent forecasts for the UK assume a quarterly decline of over 20%, with growth in 2020 averaging at
-14%. The latest IMF and consensus forecasts as surveyed by the Treasury in May more optimistic and broadly in line with PwC’s ‘Smooth exit’” scenario.

Comparison of 2020 GDP projections and scenarios

» The Office for Budget Responsibility (OBR) published
illustrative projections on the impacts of COVID-19 on
UK economic output on 14 April. They estimate that
-6.5% IMF 2020 Q2 GDP could fall by as muchas 35% compared
to the previous quarter and by around 13% in 2020 as a

' N _ whole despite a strong recowvery later in the year.
-8.5% PwC - 'Smooth exit' scenario

« Similarly, the Bank of England anticipates a significant
decline in Q2, followed by a material pick up in activity
-9.2% Consensus forecasts* (18 Jun) later in 2020 that continues into 2021, when the
economy recovers to its pre-COVID level in the second
half of 2021. However, in its June Monetary Policy
-12.0% PwC - 'Bumpy exit' scenario Committee (MPC) announcement, the Bank noted that
emerging evidence suggests that the fall in global and
UK GDP in 2020 Q2 will be less severe than set out in
-12.8% OBR (14 Apr) the Bank’s May Monetary Policy Report.

» IMF and consensus forecasts project more moderate
falls in GDP in 2020, but also some longer term scarring
effects as we do. But all such projections are subject to
large uncertainties and can only be illustrative at
present.

-14.0% Bank of England (7 May)

*HMT conmparison of independent forecasts (June 2020) — average of new forecasts made in last month
Source: PwC, OBR, IMF, HMT, BoE
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UK public finance
scenarios




Direct cost of fiscal measures to combat COVID-19

We have maintained our estimates of the impact of fiscal measures on public finances in line with our revised scenario projections for UK growth. The Treasury, working
closely with the Bank of England, has responded to the COVID-19 crisis with direct fiscal support measures totalling around £140bn to £170bn in 2020/21 in our two
scenarios. But many measures are temporary so costs should be much lower at only around £20bn to £30bn in 2021/22, assuming the crisis ends next year as
assumed in both scenarios. The assumptions behind this and other fiscal analyses in this section are described further in the annex at the end of this report.

Estimated cost of direct fiscal support measures in alternative scenarios (£bn)
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2020/21 2021/22
Bumpy exit

I Other measures

I Job retention and self-employment
support

I Benefit increases

Other Budget 2020 Covid-19
measures

Il NHS emergency fund

Our previous fiscal analysis (published on 29 April)
assumed a direct fiscal support of around £140bn to
£170bn in our two scenarios in 2020/21, and £20bn to
£30bn in 2021/22.

We have revised the estimated cost of the fiscal stimulus
package upwards. This is mainly driven by the higher
cost associated with the Coronavirus Job Retention
Scheme in light of more recent data on business take-up
(the scheme is estimated to cost £14bn per month), as
well as the extension of the scheme until October 2020.

Our estimates of the fiscal package also does not
include the cost of additional fiscal stimulus that could be
implemented, such as a reduction in VAT rates or other
new schemes.

27 May 20

20
22



The budget deficit will rise sharply in 2020/21, but should then fall back

Our revisions to the cost of the fiscal support package as well as our new lower economic growth scenarios imply a sharp rise in the budget deficit in 2020/21 to around
£330-430bn, or around 15% to 22% of GDP, as compared to 10% in 2009/10 after the financial crisis. But we expect much of this rise will reverse in 2021/22, with the
deficit coming down to around 5% to 10% of GDP. This will depend on whether any further fiscal stimulus measures are introduced to provide a boost to the economy.
Nevertheless, this would still be above the 3% of GDP ceiling implied by current fiscal rules, so some longer term fiscal tightening may be needed after full recovery has
been achieved. But that is a matter to decide after the crisis.

Annual budget deficit (Ebn) Annual budget deficit (as % of GDP)
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300 e Pre-crisis baseline (OBR
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0 0.0%
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Source: OBR for pre-crisis baseline, PwC for alternative scenarios Source: OBR for pre-crisis baseline, PwC for altemative scenarios
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Impact on public debt to GDP ratios in alternative scenarios

In our ‘Smooth exit’ scenario, public debt might stabilise at around 90-100% of GDP in 2021/22, so in this case there should be no major threat to longer term fiscal
sustainability. But the debt profile looks less sustainable in a ‘Bumpy exit’ scenario as that may be associated with a larger permanent loss of GDP and, hence, of tax
revenues. In that less favourable case, there may be a need for future tax rises or renewed spending restraint in the longer term, but only once we are well passed the
end of the current crisis. Bank of England action means there is no problem with the government borrowing more for now.

Public sector net debt, excluding contribution from Bank of England schemes (% GDP)
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Our estimates of the debt-to-GDP ratio have been
revised from our previous 29 April update to match our
new budget deficit and GDP scenarios. We also exclude
the impact on debt of the Bank of England’s schemes
(such as the Term Funding Scheme), which provides a
better indication of underlying trends in the debt to GDP
ratio.

The government clearly needs to borrow much more in
the short term to help soften the economic blow from the
crisis. So the debt-to-GDP ratios will rise, particularly in
a ‘Bumpy exit’ scenario. Recent successful gilt auctions
show the markets are happy to buy significant additional
amounts of UK government debt at current record low
yields.

This reflects the fact the Bank of England has pledged to
buy at least an extra £190bn (c.8% GDP) of gilts, and
more if needed, which offers considerable support to the
market. In the short term, the government can also call
on temporary cash flow financing through expanding its
‘overdraft’ at the Bank of England.
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Focus on: Impact of
COVID-19 on trade
and future prospects




COVID-19 has caused a collapse in global trade

In this section we turn our attention to the impact of COVID-19 on trade globally and in the UK. The pandemic has triggered a sharp, sudden fall in global trade,
affecting both the supply and demand of goods and services. The initial shutdown in China disrupted global supply chains and caused its exports abroad to plummet. As
infections spread globally and as the shutdowns began to be implemented across many countries, this led to depressed demand for imports goods and services, thus
reducing overall goods imports into countries such as the UK. This has also had an impact on the pattern of commodities traded in the short-term, and may also have

longer-term consequences for trade flows in the future.

World trade volume growth rate, quarterly and year-on-year, 2016-2020
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The OECD estimates the volume of goods and senvices decreased by 3.7%
in the first quarter of 2020. This is equivalent to a 2.8% year-on-year fall in
global trade volumes.

The initial shock to global trade first occurred as lockdowns were
implemented in China, starting in Hubei province where the outbreak was
first identified. This had a particularly severe impact given China’s position
as the world’s largest exporter of goods by value — accounting for 13%
($2.5tr) of overall global goods exports in 2018. It is also the world’s second
largest goods importer by value, contributing to 11% ($2.1tr) of overall
global imports in 2018.

As China’s industrial output fell by almost 10% in Q1 2020, this had an
immediate effect on other Asian economies, suchas Hong Kong, Japan,
South Korea and Vietnam, where there are strong supply chainlinks and
tourist flows. These countries accounted for one quarter of China’s export
value in 2018. The disruption to industrial production then also started
hitting the supply chains of businesses in countries further afield, such as
the US, UK and Europe.

As lockdowns began to be imposed in the UK and Europe from the end of
March, these then subsequently reduced demand for intermediate inputs
from abroad and other imports, further dampening global trade.

24 June 2020
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Industrial production activity has been severely impacted, reducing export capacity

COVID-19 has caused supply-side shocks and disrupted global supply chains. Due to social distancing measures, manufacturers have temporarily shut operations or
are operating at reduced capacity, partly as a result of sector lockdowns and social distancing requirements. This has led to a significant reduction in industrial
production and export capacity globally. Between December 2019 and February 2020, China’s industrial production fell by 19%. While industrial production activity in
other countries remain at record lows, these are likely to recover gradually as the lockdown is lifted, allowing export capacity to increase.

Industrial production index by country, monthly, 2018-2020

*  While China has almost recovered to pre-COVID-19
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Global demand has weakened from multiple channels and underlying factors

Trading activity has also been hit significantly from the demand side. Firstly, demand for consumer goods and services has fallen due to the shutdown of the retail and
hospitality sector. This has reduced demand for imported goods as retailers are unable to operate and sell their products, as well as lower demand further up the supply
chain for intermediate inputs and imported components of production. The pandemic has also affected people’s spending capacity which has affected household
consumption as uncertainty over the economy and job prospects remain high, as well as the rise in precautionary savings.

Furthermore, travel restrictions and quarantine requirements have temporarily paused tourism activities. Signs of the dramatic effect on the tourism sector were first
seen in February in China around the time of the Lunar New Year. China experienced the largest recorded year-on-year decrease in number of flights on 17 February,
with a 71% fall in flights compared to the same date in 2019. This trend was then followed by other countries as they imposed lockdown, for example in Italy the number
of flights in and out of the country fell by 74% in March.’

Sea and air freight, Jan 2013 to April 2020
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The value of UK exports and imports fell by a third between December and April

UK trade has broadly followed an upward trend since 2009 in the aftermath of the financial crisis. However, this since the start of the crisis, trade data shows that both
UK imports and exports have declined by about 40%. The fall in UK exports coincided with the start of the pandemic in China, which accounts for 6% of total UK
exports, and fell further as lockdown measures became more widespread, particularly in the US and the EU, hitting countries like Germany, the Netherlands and France
which represent nearly a quarter of UK exports. The decline peaked in April when exports fell by 18% on a monthly basis in April as the lockdown continued. Imports on
the other hand declined much more sharply and recently, particularly in March and April as social distancing measures took effect in the UK which reduced overall
household consumption as well as resulting in falling demand further up the supply chain (e.g. manufacturing).

UK export and import volumes, £ million, seasonally adjusted, chained volume
measure, January 2005- April 2020

UK export and import volume growth rate, month-on-month % seasonally
adjusted, chained volume measure, December 2019- April 2020
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The sharp decline in UK trade since lockdown began has been mainly driven by services

The decline in trade activity as a result of the lockdown has been mainly driven by the fall in services trade. UK export of services declined by £12.4bn, while import of
services declined by £10bn in the three months to April 2020 (chained volume measure). Services exports and services imports fell by 28% and 43% respectively
between March and April, which is significantly faster than goods export and imports (9% and 20% respectively). While there is no data on the exact mix of services
which have experienced this decline, the travel and tourism sector (air transport, accommodation, travel agency and reservation services) which accounted for 18% of
total services trade in 2018 (and accounts for around 10% of UK GDP), is likely to have been hit hard by global sector lockdowns.

UK goods and services export volumes (£m) and month-on-month growth rate, UK goods and services import volumes (£Em) and month-on-month growth rate,
seasonally adjusted, December 2019 - April 2020 seasonally adjusted, December 2019 - April 2020
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Exports of manufactures and machinery most severely impacted

Commodity trade data show that in April, the biggest percentage fall in export volumes were observed in manufactures, machinery and transport equipment, and
beverages and tobaccos compared to the previous year. This was driven by the decline in global demand, particularly in car exports as consumer discretionary
spending was hit by economic uncertainty. The ability to supply goods for exports has also been impacted, albeit to a smaller extent, as a result of social distancing
measures. On the other hand, chemical exports, such as medicinal and pharmaceutical products are 18% higher than April last year suggesting COVID-19 has boosted
the UK’s trade in healthcare commodities.

UK export volumes growth rate by commodity, chained volume measure, year-on-year for
April 2020

* Machinery and transport equipment: This group of products include electrical
goods and equipment, power generators, office machinery, road vehicles, aircraft

Miscellaneous manufactures  -39% _ and other modes of transport. In April, we saw an overall 33% drop in exports for
this group of products, with road vehicles taking the biggest hit. Road vehicles

Machinery & transport equipment 33% _ exports in April was 72% lower than the same time last year (around £5.5bn lower
measured in current prices). Consumer telecoms and sound equipment exports
also fell by 53% (£27m measured in current prices) compared to last April. The

Beverages & tobacco -27% _ reduction is driven by the reduced usage of transport globally as restrictions on
travel have been imposed over the past few months.

Crude materials -16% _ * Manufactures: ‘Miscellaneous manufactures’ include consumer goods such as
clothing, household goods, and furniture. Compared to April last year, exports of

Animal & vegetable oils & fats -16% _ these goods are 39% lower, the largest fall out of all goods commodities exported
from the UK. Exports of these luxury items have also fallen by around 90%
(measured in current prices). With the closure of physical retail shops and
reduction in social activities (such as going out to restaurants or theatres)
consumers have less opportunity and incentive to purchase these consumer goods
Food & live animals - 5% internationa”y.

+ Beveragesandtobacco: The export of these commodities has declined by 27%
Fuels _ 17% as sector lockdowns on hotels, restaurants and bars have impacted on demand,
as well as the fall in consumer disposable incomes.

Chemicals _ 18% * Fuels: Theincrease in the exports of fuel is partly driven by the lack of domestic
demand, which as a result has been diverted to meet foreign demand instead.

Material manufactures -4% .

Source: ONS (June 2020)
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Imports of manufactured goods and cars have fallen by around two-fifths

Commodity trade data show that in April, the largest declines in imports were in miscellaneous manufactures, material manufactures, and machinery and transport
equipment. Similar to the trend in exports of chemical imports (which include medicinal and pharmaceutical products and toiletries), this group of commodities is one of
the few that have seen a growth in demand. It is 9% higher than April last year suggesting COVID-19 has increased import demand of healthcare commodities.

UK import volumes growth rate by commodity, chained volume measure, year-on-year for
April 2020

* Machinery and transport equipment: This group of commodities have
experienced the largest fall in imports. This is partly driven by the fall in consumer
demand for new cars, which has led to knock-on impacts on demand for
intermediate inputs into the auto sector. This is also likely to reflect the pause in
business investment such as buying new industrial machinery.

Machinery & transport equipment  -41%

Miscellaneous manufactures -38%

* Manufactures: ‘Miscellaneous manufactures’ include consumer goods such as
clothing, household goods, and furniture. The import value of clothing and footwear
imports is £2.2bn lower than last April (around 40% lower as measured in current
prices). Imports of luxury items such as jewellery and art have also fallen by more

Material manufactures -27%

Fuels -6% - than 80%, compared to the same month in the previous year. With the high levels
of uncertainty in the economy right now and fall in consumer confidence,
Beverages & tobacco 4% . consumers are holding off spending and increasing levels of precautionary saving.
» Fuel imports have declined by 6% as a reduction in economic activity from
Animal & vegetable oils & fats 49, . reduced transport activity and industrial production has reduced energy demand.
* Food and live animals imports are also slightly lower than April last year. While
Crude materials 0% commercial demand for these products may have declined as a result of the
0 closure of hospitality and leisure outlets, food products are being funnelled through
retail channels as consumers shift grocery spend to supermarkets instead.
Food & live animals -3% .
Chemicals 9%
Source: ONS (June 2020) - °
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The COVID-19 crisis could cause UK exports to fall by 6-8%

There is still a high level of uncertainty on what course the pandemic will take over the coming months and years. Utilising our projections for UK GDP, and OECD and
IMF forecasts for global GDP we estimate UK exports in 2020 will fall by around 6.3% (£41bn) in the ‘smooth exit’ scenario and by 8% (£50bn) in the ‘bumpy exit’
scenario, compared to 2019. Our projections are relatively more optimistic than the range forecasted by the OECD and Consensus forecasts. However, there is still
considerable uncertainty over the prospects of UK trade in the short-term, which will depend on the pace of the economic recovery in the UK and its trade partners.
Beyond 2020, the UK'’s trade performance will depend on the type of free trade agreement that it strikes with the EU following the end of the transition period.

UK export volume projections for 2020

-16.9% _‘ OECD (double hit scenario)

-15.8% _‘ OECD (single hit scenario)
-13.1% _‘ Consensus forecasts (June 2020)

-8.0% _‘ PwC 'Bumpy exit scenario’

-6.3% _‘ PwC 'Smooth exit scenario’

-20% -15% -10% -5% 0%
Source: PwC analysis, OECD Economic Outlook (June 2020), IMF World Economic Outlook (April 2020), HMT conparison of
independent forecasts (June 2020) — average of new forecasts made in last month
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Our forecasts are based on PwC'’s long-term global growth model. We use this
model to project how the geographical pattern of UK exports will be impacted in
the ‘'smooth’ and ‘bumpy’ exit scenarios.

We use annual data from the ONS covering UK goods and senvices exports from
1999-2018 to estimate a log-linear form of the gravity model. We use this panel
data model as it allows us to observe the impact on UK exports as the GDP of our
trade partners are impacted from COVID-19. It also factors in the effect of
distance, where the more distant a country the more negative the impact on trade.
We hawe also included variables to control for the use of a common language,
whether the trade partner is a member of the EU and whether the UK has a
regional trade agreement with the trade partner.

We use global growth projections from the OECD’s ‘double hit’ scenario in our
‘bumpy exit’ model and the ‘single hit’ scenario projections in our ‘smooth exit’
model. Where OECD projections are not available, we draw on the latest IMF

forecasts from April 2020 in both of our scenarios.

Our projections are for 2020, during which the UK remains part of the EU’s Single
Market and Customs Union. Beyond 2020, prospects for UK trade will depend on
the type of a free trade agreement struck between the UK and the EU. Ifthe UK
movwes to a basic free trade agreement with the EU at the end of 2020, this is likely
to have a significant negative impact on export volumes in 2021 and beyond.
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COVID-19 will have a range of longer term economic impacts on trade

COVID-19 is likely to have long-lasting impacts on global trade and supply chains. Although this crisis has shown how trade has been essential to saving lives and
livelihoods, from the supply of PPE and other medical equipment to food, the international trading system is likely to come under more pressure, from tariff increases
and other restrictions on trade, to government support in key sectors. Below we set out how the following forces may contribute to a loosening of trade ties globally and
accelerate deglobalisation.

Supply chain resilience and

automation

Supply chain efficiency, which has ridden the wave of
globalisation, has been the main aim of industrialisation
in the past decades.

The crisis has exposed the risk of being overly
dependent on single countries or regions as a source of
production inputs, as many global businesses found to
their cost when Hubei was first struck down in December
2019.

The crisis is likely to shift the emphasis away from
efficiency and just-in-time production to resilience by
diversifying their supply chains rather than being over-
dependent on single source suppliers or single
territories. Two-thirds of the global CFOs we surveyed
cite better resilience and agility as a critical investment
area for their business.

The crisis has also exposed the wilnerability of global
supply chains to human fallibility, which could accelerate
the take-up of automation to increase supply chain
resilience
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Deglobalisation

Globalisation, as reflected in trade flows, the integration
of value chains, and the international migration, has
been the dominating characteristic of the post-war
economy.

The re-emergence of nationalism and protectionism, as
reflected by the recent escalation of trade tensions
between the US and China, could result in a further
decline in global trade activity. This, combined with
Brexit, is likely to result in an increase in the reshoring of
manufacturing activity and business senices, thus
accelerating the regionalisation and reshoring of supply
chains. This might be driven by Industry 4.0
technologies such as 3D printing which could reduce the
need to source specialist parts from abroad.

The sourcing of goods and senvices that are considered
of economic and strategic importance, such as medical
devices, pharmaceuticals, defence and
telecommunications products and senices are more
likely to be reshored, provided domestically or enjoy
additional government support, which may distort trade
incentives.

Longer-term changes in

consumption and work patterns

The impact of the lockdown in the short-term is forcing
many consumers to re-evaluate their priorities.

At least until a vaccine is found, there is likely to be a
continuation of restrictions on the movement of people
and travellers to discourage non-essential travel. These
restrictions may have long-lasting impacts on the
transport and tourism sector. These sectors’ fortunes are
also inextricably linked to the health of the wider
economy and the willingness and ability of businesses
and consumers to start spending on travel again.

Trade in business senvices, particularly via “mode 4” (or
the physical presence of workers to deliver senices in a
foreign territory, such as conducting meetings or
providing consulting senices abroad), may come under
strain as a result of movement restrictions. However, the
ability of businesses to adjust quickly to remote working
may diminish the importance of physical interactions in
the future. Similar adjustments may be made tothe
higher education sector through the broader enablement
of distance learning.
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UK trade scenarios — technical notes and key assumptions

. To project the change in UK exports in 2020, we use annual data from the ONS covering UK goods and services exports from 1999-2018 to estimate a log-linear form of the
gravity model, with the following specification:

ln(Exportsjt) = Bo + B1In(GDP;;) + B, Distance;+ B,ComLang; + f3EUjs + B4 RTAj + A+ &j¢

. We find that GDP positively increases trade with the UK, while distance has a negative effecton trade. Having a common language, having an EU membership and regional
trade agreement with the UK also have positive effects (see Table A.2).

Table A.1: Variablesincluded in our modelling specification

Table A.2: Estimated gravity model for UK exports

Variable Definition Data Source Dependent Variable Log of UK exports
Dependent In(Exports;) Log of UK exports to country j at time t OMS Log of partner country’s GDP 0.92***
iabl
vanapie Log of the distance between UK and partner country -0.57***
Explanatory  In(DP ;) Long of the GDP of country j at time ¢ OECD .
variables It IME Common language 1.08
Distance; Distance between the UK and country j CEPII EU Membership (dummy) 0.61*
ComLang, Dummy variable equal to one ifthe UK~ CEPII REgleiEl UELD QrERment (euiimy) L
shares a common official or primary *** Statistically significant at the 1% level, ** statistically significant at the 5% level, * statistically significantat the
language with country j 10% level
EUjq Dummy variable equal to one if both the CEPII
UK and country j are members ofthe EU ~ PwC Analysis
attime ¢
RTA; Dummy variable equal to one if the UK CEPII
has a regional trade agreement with WTO
country jat time ¢ PwC Analysis
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