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A substantial and broad-based increase in government spending will help to
support the UK’s post-pandemic recovery. Beyond that, the focus of
yesterday’s Budget was on the transition to more sustainable public finances
and (hopefully) a more productive economy. However, government finances
would be exposed to any stagflationary mix of muted growth and persistent
price pressures. This means that the government might find it harder to
reduce the increasingly high tax burden in the future than it would like.
Spending will be substantially increased
Rishi Sunak, the UK chancellor, has made the most of the room afforded to him by
the faster-than-expected economic recovery to significantly increase government
spending. It was announced at yesterday’s Spending Review and Autumn Budget
that departmental spending is to grow by 3.8% on average a year in real terms.
A lot of this will be gobbled up by healthcare: 44% of cash increases will go to the
Department of Health and Social Care as the need for pandemic-related catch-up
spending adds to the pressures from an ageing population. But all government
departments will see a real terms rise in overall spending with particular focus placed
on the increased budgets for areas which suffered most from the post-GFC austerity
years such as education and justice.

A FASTER THAN EXPECTED RECOVERY SO FAR

BORROWING THIS YEAR IS LOWER THAN FORECASTED

Source: ONS, MUFG Bank Economic Research Office
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In terms of specific measures, there was recognition that the post-pandemic recovery
still requires support. There will be a 50% discount on business rates for firms in
customer-facing industries in 2022-23. Despite an increasingly gloomy outlook for
real disposable income, there was surprisingly little in the way of immediate support
for households (there were no crowd-pleasing measures such as a temporary VAT
cut on energy bills). However, there is to be an immediate change in the taper rate of
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Universal Credit which means recipients will retain more as earnings increases. This
will ease the burden on many lower income households from rising energy costs.
That said, it will only benefit those in work, and the estimated cost £2bn shows that it
falls short of the temporary pandemic-related £20-a-week uplift (estimated to cost
around £6bn annually if made permanent). However, further ahead, lower earners
will benefit from a 6.6% increase in the minimum wage from April 2022.
We’d also note that this was not a green budget. Fuel duty, essentially the UK’s
largest carbon tax, was frozen for a twelfth consecutive year and so will continue to
fall in real terms. There was also a 50% cut in air passenger duty for domestic flights
which seems inconsistent with the government’s net zero aims.
The chancellor has given himself less room for manoeuvre in the future
We had expected a tighter outlook for fiscal policy, with the chancellor prioritising
room for manoeuvre in the case of future shocks over the need for measures to
shore up the post-pandemic recovery. Instead, Sunak used up almost all of the extra
leeway afforded to him by the Office for Budget Responsibility (OBR)’s improved
GDP outlook. The government has left itself headroom of just 0.6% of GDP to meet
its fiscal target for debt-to-GDP to be falling by 2024-25. There is also a target to
balance day-to-day spending.
These targets are almost always missed, but developments since the OBR closed its
forecast on 24 September may make it even harder. In particular, the repricing of the
future path for BoE rate hikes and signs of more persistent inflation point to a larger
debt interest burden.

INTEREST PAYMENTS ARE HISTORICALLY LOW

QE HAS INCREASED DEBT INTEREST SENSITIVITIES

Source: ONS, MUFG Bank Economic Research Office
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The average maturity of UK public debt is around 15 years which is relatively long
(it’s around seven years in Germany and five in the US). This means that changes in
long-term rates affect debt interest payments only gradually. However, the BoE’s QE
programme increases the short-run sensitivity of debt interest payments to rate rises.
Around a third of the UK’s public sector gross debt is now held in the BoE’s Asset
Purchase Facility and the BoE pays interest at Bank Rate, currently 0.1%, on the
reserves created to finance them (unlike the ECB or BoJ, the BoE does not have a
tiering system of rates). This effectively shortens the average maturity of UK public
debt by around four years and leaves public finances more exposed to changes in
interest rates. Interest payments are also more sensitive to inflation as the share of
index-linked gilts has gradually risen to around a quarter (from 15% in 1990).
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None of this is necessarily a problem if interest rates reflect a better growth outlook.
But an increasingly plausible stagflationary scenario in which the BoE is forced to
respond to higher inflation in spite of a muted growth outlook would make it
considerably harder for the government to restore public finances to a more
sustainable path.
We had expected that the government would give itself more leeway to loosen fiscal
policy ahead of the next general election which is to be held by 2024. Unless growth
exceeds expectations over the next two years, there seems to be less headroom for
meaningful pre-election giveaways (e.g. tax cuts on income) now.
Transitioning to sustainable public finances and higher productivity growth
The spending pledges outlined above will be accompanied by an increasing tax
burden (from 33.5% of GDP before the pandemic to 36.2% by 2026-27, the highest
since the early 1950s) according to the OBR’s projections. This is largely driven by
the already-announced increases in corporation tax (to 25% from April 2023) and
national insurance contributions (a 1.25pp rise, paid by both employers and workers).
The latter will reduce the take-home pay of a median-income worker by around 1%.
Meanwhile, funding for local government still looks tight which could point to
significant council tax increases down the line.

A SIGNIFICANT INCREASE TO THE TAX BURDEN

PUBLIC INVESTMENT HAS BEEN RELATIVELY LOW

Source: OBR, MUFG Bank Economic Research Office
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This higher-tax, higher-spend economy is an uncomfortable position for the
Conservative government to be in, but we think it can be rationalised if seen as a
transitionary Budget towards a post-Brexit economy with sustainable public finances.
The Government wants to return public finances to a more steady footing after
pandemic-related expenditures but seems aware that a lurch towards austerity could
jeopardise the economic recovery. While the post-pandemic rebound has been
quicker than expected, GDP remains below its Q4 2019 level – and has a long way
to go to catch up to the pre-pandemic trend as pressures remain. Rising living costs
look likely to slow any rotation back towards services consumption and there’s also
set to be an increase in unemployment now that the furlough scheme has ended (the
ONS expects it to peak at 5.2%, an increase from 4.5% in August). And the UK is not
out of the woods when it comes to COVID risks either with the daily caseload looking
high going into the winter months. Against that background, the government’s plan
for a relatively normalisation process for public finances seems sensible.
The Budget also looks to support the government’s ambition to transition towards a
different economic model. Johnson, the UK’s prime minister, has said that he wants
the UK to move to a “high-wage, high-skill, high-productivity” economy (see here).
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While productivity gains are much easier said than done, this Budget is consistent
with those aims. The UK minimum wage is to rise by 6.6% next April, government
R&D spending is to increase from 0.7% to 1.1% of GDP, and various measures have
been announced to incentivise business investment.
Over the longer-term, the scarring effect from Brexit (e.g. from trade friction) is likely
to be higher than that of the pandemic, so supply-side improvements are important.
This budget may not be bold enough to have a meaningful impact on the UK’s
economic model, constrained as it is by the effect on public finances from the
pandemic, but it does seem to be part of a coherent plan to improve productivity
growth.

4

UK Monitor │ 28 October 2021

CERTIFICATION
The author(s) mentioned on the cover of this report hereby certify(ies) (or, where multiple authors are responsible, individually certify with respect to each security that the
author covers in this report) that the views expressed in this report accurately reflect their personal views about the subject company(ies) and its (their) securities, and also
certify(ies) that they have not been, are not, and will not be receiving direct or indirect compensation in exchange for expressing any specific recommendation(s) or view(s) in
this report.
DISCLAIMERS

DISCLAIMERS
This report has been prepared by the Global Markets Research, US Rates and Credit Strategy desks within MUFG Bank , Ltd. (“MUBK”) and MUFG Securities EMEA plc
(“MUS(EMEA)”) and may be distributed to you either by MUBK, MUS(EMEA) or by another subsidiary of the Mitsubishi UFJ Financial Group (“MUFG”).
Legal entities and branches
The securities related businesses within MUFG (together referred to in this presentation as “MUFG Securities”) are: (1) MUFG SECURITIES EMEA PLC (“MUS(EMEA)”) which
is authorised in the United Kingdom by the Prudential Regulation Authority (“PRA”) and regulated by the Financial Conduct Authority (“FCA”) and the PRA (FS Registration
Number 124512). MUS(EMEA) has a branch office that is registered at Level 3, East Wing, The Gate, Dubai International Financial Centre, PO Box 506894, Dubai, UAE
(“Dubai Branch”). The Dubai Branch is authorised to operate in the Dubai International Financial Centre (“DIFC”) as a Non-DIFC Entity (Commercial License Number CL1656)
and is regulated by the Dubai Financial Services Authority (Reference Number F002623); (2) (MUFG Securities (Europe) N.V. (“MUS (EU)”) which is authorized and regulated
in the Netherlands by the Dutch Authority for the Financial Markets (AFM) and also regulated by De Nederlandsche Bank (DNB). MUS (EU) Paris Branch is regulated in France
by the Autorité de contrôle prudentiel et de résolution (ACPR) and the Autorité des marchés financiers (AMF); (3) MUFG SECURITIES AMERICAS INC. (“MUSA”) which is
registered in the United States with the Securities and Exchange Commission (“SEC”) and regulated by the Financial Industry Regulatory Authority (“FINRA”) (SEC# 8-43026;
CRD# 19685); (4) MUFG SECURITIES (CANADA), LTD. (“MUS(CAN)”) is an investment dealers registered in Canada with the Ontario Securities Commission (“OSC”) and in
each province and territory of Canada, a member of the Investment Industry Regulatory Organization of Canada (“IIROC”), and a member of the Canadian Investor Protection
Fund (“CIPF”). Customers’ accounts are protected by CIPF within the specified limits; (5) MUFG SECURITIES ASIA LIMITED (“MUS(ASIA)”) which is incorporated in Hong
Kong, licensed under the Hong Kong Securities and Futures Ordinance and regulated by the Hong Kong Securities and Futures Commission (Central Entity Number AAA889).
MUS(ASIA) is registered as a foreign company under the Corporations Act 2001 of Australia ARBN No. 169 329 453; and (6) MUFG Securities Asia (Singapore) Limited
(“MUS(SPR)”) which is licensed as an approved merchant bank by the Monetary Authority of Singapore. In respect of the financial services provided to wholesale clients in
Australia, MUS(ASIA), MUS(EMEA), MUS(USA) and MUS(SPR) are each exempt from the requirement to hold an Australian financial services licence under the Corporations
Act 2001 of Australia under the Australian Securities and Investments Commission Class Order Exemption CO 03/1099, CO 03/1103, CO 03/1100, and CO 03/1102,
respectively. Each of MUS(ASIA), MUS(EMEA), MUSA, MUS(CAN), and MUS(SPR) are regulated under the laws of Hong Kong, the United Kingdom, the United States,
Canada and Singapore respectively, which differ from Australian laws.
MUFG Bank Ltd (“MUBK”), is a limited liability stock company incorporated in Japan and registered in the Tokyo Legal Affairs Bureau (company no. 0100-01-008846). MUBK’s
head office is at 7-1 Marunouchi 2-Chome, Chiyoda-Ku, Tokyo 100-8388, Japan. MUBK’s London branch is at Ropemaker Place, 25 Ropemaker Street, London EC2Y 9AN,
and is registered as a UK establishment in the UK register of companies (registered no. BR002013). The principal office of MUBK’s Canada branch (MUFG Bank, Ltd., Canada
Branch) is located at 200 Bay Street, Suite 1800, Toronto, Ontario, M5J 2J1, Canada. MUFG Bank’s Canada branch is an authorized foreign bank branch permitted to carry on
business in Canada pursuant to the Bank Act (Canada); Deposits with MUFG Bank Canada are not insured by the Canada Deposit Insurance Corporation. MUBK is authorised
and regulated by the Japanese Financial Services Agency. MUBK’s London branch is authorised by the UK Prudential Regulation Authority (“PRA”) and regulated by the UK
Financial Conduct Authority (“FCA”) with limited regulation by the PRA.
General disclosures
This report is for information purposes only and should not be construed as investment research as defined by MIFID 2 or a solicitation of any offer to buy or sell any security,
commodity, futures contract or related derivative (hereafter “instrument”) or to participate in any trading strategy. This report does not constitute a personal recommendation
and does not take into account the individual financial circumstances, needs or objectives of the recipients. Recipients should therefore seek their own financial, legal, tax or
other advice before deciding to invest in any of the instruments mentioned in this report.
Certain information contained in this report has been obtained or derived from third party sources and such information is believed to be correct and reliable but has not been
independently verified. MUFG does not make any guarantee, representation, warranty or undertaking, express or implied, as to the fairness, accuracy, reliability, completeness,
adequacy or appropriateness of any information or comments contained in this report. Furthermore the information may not be current due to, among other things, changes in
the financial markets or economic environment. MUFG has no obligation to update any such information contained in this report.
The information contained in this report may contain forward-looking information (“FLI”). FLI is information regarding possible events, conditions, or results of operations that is
based on assumptions about future economic conditions and courses of action and may be presented as either a forecast or a projection. This report is not intended to forecast
or predict future events. Past performance is not a guarantee or indication of future results. Upon receipt of this report, each recipient acknowledges and agrees that any FLI
included herein should not be considered material. Recipients should consult their own legal and financial advisers for additional information. Any prices provided herein (other
than those identified as being historical) are indicative only and do not represent firm quotes as to either price or size.
This report is proprietary to MUFG and may not be quoted, circulated or otherwise referred to without our prior written consent. Notwithstanding this, MUFG shall not be liable in
any manner whatsoever for any consequences or loss (including but not limited to any direct, indirect or consequential loss, loss of profits and damages) arising from any
reliance on or usage of this report and accepts no legal responsibility to any investor who directly or indirectly receives this material.
Country and region specific disclosures
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or is located in any locality, state, country or other
jurisdiction where such distribution, publication, availability or use would be contrary to any law, regulation or rule. Each entity and branch within MUFG is subject to distinct

5

UK Monitor │ 28 October 2021

regulatory requirements and certain products and services discussed in this document may not be available in all jurisdictions or to all client types.
In this regard, please note the following in relation to the jurisdictions in which MUFG has a local presence:
• United Kingdom / European Economic Area (EEA): This report is intended for distribution to a “professional client” or “eligible counterparty” as those terms are defined in the
rules of the FCA and PRA. In other EEA countries, this report is intended only for persons regarded as professional investors (or equivalent) in their home jurisdiction.
• United States of America: This report, when distributed by MUSA, is intended for Institutional Investors (“Institutional Accounts” as defined by FINRA Rule 4512(c)). When
distributed by a non-US affiliate of MUSA, this report is intended for distribution solely to “major U.S. institutional investors” or “U.S. institutional investors” pursuant to Rule 15a6 under the U.S. Securities Exchange Act of 1934, as amended. Securities referenced in this report may have been underwritten by MUSA and/or its affiliates. Nothing in this
report should be considered an offer or solicitation of an offer to buy or sell securities or any other financial product or a commitment of any kind with respect to any transaction.
IRS Circular 230 Disclosure: MUFG Securities does not provide tax advice. Accordingly, any discussion of U.S. tax matters included herein (including any attachments) is not
intended or written to be used, and cannot be used, in connection with the promotion, marketing or recommendation by anyone not affiliated with MUSA of any of the matters
addressed herein or for the purpose of avoiding U.S. tax-related penalties.
• Hong Kong: This report is only intended for distribution to a “professional investor” as that term is defined in the Securities and Futures Ordinance and should not be passed
onto any other person.
• Singapore: This report is only intended for distribution to an "institutional investor", "accredited investor" or "expert investor" as those terms are defined under regulation 2 of
the Financial Advisers Regulation. It is solely for the use of such investors and shall not be distributed, forwarded, passed on or disseminated to any other person. Investors
should note that, as a result of exemptions that apply when this report is distributed to "accredited investors" and "expert investors", MUSS is exempt from complying with
certain requirements under the Financial Advisers Act, including section 25 of the Financial Advisers Act (which requires a financial adviser to disclose all material information
on certain investment products), section 27 (which requires a financial adviser to have a reasonable basis for making recommendations on investments) and section 36 (which
requires a financial adviser to disclose any interests that it holds in securities that it recommends).
• Canada: When distributed in Canada by MUS(EMEA) or MUSA. MUS(EMEA) operates under an International Dealer Exemption from registration with the securities
regulators in Alberta, British Columbia, Manitoba, Ontario and Québec. MUSA operates under an International Dealer Exemption from registration with the securities regulators
in all Canadian Provinces and Territories. When distributed by MUS(EMEA) or MUSA, this report is only intended for a “permitted client” as that term is defined under the
National Instrument 31-103 in Canada and is not intended for re-distribution to any other person. When distributed by MUS(CAN), this report is only intended for an “institutional
client” as that term in defined under the IIROC dealer member rules and is not intended for re-distribution to any other person. The information contained herein is not, and
under no circumstances is to be construed as, a prospectus, an advertisement, a public offering, an offer to sell securities described herein, or solicitation of an offer to buy
securities described herein, in Canada or any province or territory thereof. Under no circumstance is the information contained herein to be construed as investment advice in
any province or territory of Canada and is not tailored to the needs of the recipient. • Japan: This Note, when distributed by MUFG Securities affiliates located outside of Japan,
is intended for distribution in accordance with Article 58-2 of the Financial Instruments Exchange Act 1948 (“FIEA”) i) to a “Financial Instruments Business Operator” engaged in
“Securities-Related Business” as defined in the FIEA or ii) to the government, the Bank of Japan, a qualified financial institution defined in Article 209 of the Cabinet Office
Ordinance Concerning Financial Instruments Business, Etc., or an Investment Manager.
When distributed by Mitsubishi UFJ Morgan Stanley Securities Co., Ltd. (“MUMSS”), this Note is intended for distribution to a “Professional Investor (tokutei-toushika)” as
defined in the FIEA.
• United Arab Emirates: This report is only intended for distribution to a “Professional Client” or “Market Counterparty” as those terms are defined under the rules of the Dubai
Financial Services Authority and only a person meeting the criteria for these terms should act upon this report.
• Australia: This Note is only intended for distribution to persons in Australia who are sophisticated or professional investors for the purposes of section 708 of the Corporations
Act of Australia, and are wholesale clients for the purposes of section 761G of the Corporations Act of Australia. This Note is not intended to be distributed or passed on,
directly or indirectly, to any other class of persons in Australia.
Other jurisdictions:

MUFG Securities also relies on local registrations or regulatory exemptions in order to undertake certain securities business in other countries. In Thailand, MUS(EMEA) has a
derivatives dealer registration with the Securities and Exchange Commission, Thailand. In Canada, MUS(EMEA) and MUSA each operate under an international dealer
exemption registered with the securities regulators. MUS(EMEA) operates under the exemption in Alberta, Quebec, Ontario, British Columbia and Manitoba. MUSA operates
under the exemption in all Canadian Provinces and Territories..

.

6

UK Monitor │ 28 October 2021

