
Dame Kate Barker is a business economist and is our newest member of the 
Saunderson House Investment Committee. As a former member of the Bank of 
England’s Monetary Policy Committee (MPC) from 2001 to 2010, Kate has deep 
insight into the Bank’s policies. In our latest article, Kate shares her thoughts on 
how the Bank of England could respond to a ‘no-deal’ Brexit scenario and how 
this could impact interest rates for the years ahead. The views covered in this 
article are her own and are not necessarily shared by Saunderson House.

In the 20 years plus since the Bank of England was granted operational independence over interest 
rates, many of the assumptions that lay behind the original policy framework have been inadequate, 
and established economic relationships called into question.  The Global Financial Crisis (GFC) required 
fresh policy responses, including more coordination with the fiscal authorities.  Unanticipated trends 
include the global decline in real interest rates, the slowdown in measured productivity and the 
apparent weakening of the relationship between unemployment and wage growth.

The risk of a ‘no-deal’ Brexit on October 31 has much diminished in the past week, following the 
unprecedented series of events in Parliament.  But it cannot entirely be dismissed then, or three 
months later not least as the EU’s desire to be through with the Brexit process has to be taken into 
account.  It’s worth thinking about the probable policy reaction.

This event would create a sharp change in our major trading relationship.  The first decade of the 
MPC was made smoother by globalisation – but the converse is now true.  US-China trade tensions 
are weighing on global growth; latest economic indicators from the US and EU are weak (German 
exporters seem to be particularly affected).  In response the Federal Reserve and the European Central 
Bank are already easing their policy stances. 

What cards does the Bank of England 
have to play in the event of a ‘no-deal’ 
Brexit?

Dame Kate Barker
Business Economist and Member of the Saunderson House 
Investment Committee

E: shl@saundersonhouse.co.uk 
T: 020 7315 6500



So far the UK economy has been performing a little better than might have been expected.  In the 
second quarter of 2019 unemployment was just below 4%, and pay growth excluding bonuses was 
3.9% - the highest nominal wages growth since before the GFC.   But the labour market is a lagging 
indicator – latest business survey evidence suggests slowing growth and business investment has 
been persistently weak since 2016.  The annual growth rate of the economy, smoothing through the 
stock building around the end March Brexit date, had by mid-2019 already slowed to around 1%.  

The full implications of a ‘no-deal’ Brexit remain highly uncertain – undoubtedly the increased work 
on preparation and the strong incentive for both sides to maintain sensible agreements (for example 
over aviation) may mean the worst fears of short-term chaos are not realised.  Commentary on the 
implications remains highly politicised – it is not surprising that the Office for Budget Responsibility 
chose to use the IMF’s scenarios in their Fiscal Risks report this summer.  From the Bank of England, 
their November 2018 paper on withdrawal scenarios stressed that these were not forecasts, but 
rather aimed at stress testing the financial system.  

There is clearly greater energy being put into ‘no deal’ preparations, but the time is too short to alter 
significantly the Bank’s opinion that this would be a major negative supply shock which would feed 
through quickly.  With trade deals rolled over with some countries, but not others, the impact may 
be between the Bank’s November 2018 disorderly and disruptive scenarios; as indeed their recent 
update to those scenarios indicated, (In particular agreements have now been made with non-EU 
trading partners accounting for 7% of UK goods trade).   On the Bank’s latest scenario, this would 
imply GDP is down by around 5.5% compared to the baseline by the middle of 2020, followed by 
slow trend growth.  However, among the assumptions for this scenario were a mechanical interest 
rate response to the inflation increase, and no fiscal policy response beyond the operation of the 
automatic stabilisers (such as lower tax receipts and higher unemployment benefits).  A policy 
response designed to mitigate the ill-effects is expected.   

The initial supply shock would appear in increased prices for imported products – due to both trade 
complexities and a further fall in Sterling.  In early September Sterling was already down by over 
4% since the March 29 ‘deadline’.   However, if the ‘no deal’ outcome became more certain, a further 
decline of around 10% might be expected, taking Sterling to around $1.10, close to the all-time low of 
$1.042 in February 1985.  

The initial effects on demand and supply would be:

• A shock to supply from higher costs of doing business - and in some cases a loss of overseas 
sales (depending on the nature of trade relationships with non-EU countries, and on whether 
goods being sold into the EU are time-sensitive).  

• A shock to demand from price rises – reflecting both increased costs of importing and the 
further Sterling fall – firms and households may also cut back on spending due to continued and 
increased uncertainty.

It seems plausible that the initial impact on demand will be greater than the effect on supply.  The 
MPC is the ‘second-mover’ in the macroeconomic policy world - monetary policy is set taking 
account of the fiscal policy stance.  There will be some initial uncertainty about just how far the new 
Chancellor is prepared to loosen fiscal policy – although the indicators at present are that this could 
be substantial.  We have just had a spending review which will add modestly to demand in 2020 and 
the Chancellor has stated that the Treasury were working on a ‘no-deal’ economy support package.  
But it is unclear that fiscal stimulus will be able to offset all the net demand shock without a risky 
sharp rise in the debt/GDP ratio.

In the aftermath of ‘no deal’, the MPC  will thus be faced with a short-term rise in inflation – perhaps 
up over 5% - and a simultaneous decline in output.  Under our flexible inflation-targeting regime, the 
key considerations are: is the rise in inflation likely to prove persistent through resulting in increased 
wage growth; and, the importance of avoiding sharp falls in GDP which could worsen the medium-
term negative impact on supply. 

Wage growth has already picked up, and the labour market will have to cope with adjustment 
problems (the expected decline in immigration and over time the shift between different sectors and 
firms as the change in trading relationships feeds through).  However, in circumstances of overall 
weak demand and uncertain employment prospects it seems unlikely that there will be significant 
labour power, and so little weight may be placed on an expectation of embedded higher inflation.  
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It is probable that the MPC, although faced with very large uncertainties, would look at the balance 
of risks and place more weight on the downside.   Bank Rate would be cut at least to zero by year-
end, with the purpose to a large extent about boosting confidence, as the modelled economic impact 
would be small.  If in early 2020 the effect of demand looks larger than expected, and despite the 
prior reluctance of the MPC to consider this course, Bank Rate might well be taken below zero.   One 
of the arguments against very low rates, the vulnerability of some mortgage lenders, is now much 
less strong.  In this scenario Bank Rate might be -0.2-0.5% by mid-year, although in September MPC 
member Jan Vlieghe expressed concern that negative interest rates could be counter-productive – a 
view I share.

However, Bank Rate is probably not going to prove the only monetary policy instrument deployed, 
and may not be the most important.  The MPC will certainly look at Quantitative Easing in addition.  
The use of QE may depend on the reaction of the gilt market and indeed corporate debt market 
to the Brexit event and the rising fiscal deficit.  Plausibly the tensions will appear in Sterling and 
increases in spreads on riskier assets rather than gilt yields – suggesting that another round of QE 
might be better directed to corporate debt markets rather than gilts. 

The Financial Policy Committee and the Government will take steps to ensure bank lending 
continues, particularly in light of the cashflow issues which businesses may experience.  While many 
larger firms now have stronger balance sheets than in the financial crisis, smaller businesses are more 
vulnerable.  There have already been discussions on this between Department of Business, Energy 
and Industrial Strategy and the major banks.  The FPC might decide to reduce the Counter-Cyclical 
Buffer from its present 1% level.  This would be in response to risks in the financial system as a whole 
from lending seizing up; but this is rather a balancing act given the expected falls in residential and 
commercial property prices.  

The short-term policy response can be calibrated reasonably readily (not least as on Bank Rate there 
is not much room for manoeuvre).  But it is rather harder to estimate what the longer-term impact 
may be on where the ‘neutral’ rate of interest might be as the UK economy moves out of the initial 
shock period. 

We can expect that this will be an economy with slower average growth over the next five years than 
was previously anticipated.  Some of the trends which will affect that growth rate will impact both 
demand and supply (for example – lower migration, although on balance a slightly greater impact 
on supply).  Overall it is hard to call the medium-term balance of supply and demand shocks, which 
is primarily what monetary policy seeks to manage.  It can be expected however that supply growth 
may be weak for at least two to three years, and therefore that monetary policy-makers would be 
reluctant to warrant demand growth at the 2-2.5% we once regarded as trend.     

For these reasons, once the initial shock of no-deal Brexit is past (12-18 months though dependent 
on trade talks progress), Bank Rate could be moved gradually up to its ‘neutral’ rate (the rate 
consistent with stable inflation and an economy growing at its trend growth rate).  In a country with 
free movement of capital, this rate is significantly determined by global factors.  Those factors which 
have pushed down the neutral rate (such as global demographics and the balance of desired saving/
desired investment) will be little affected by Brexit.  The Bank of England’s latest estimate for the 
neutral rate is 0.5% real – or 2.5% nominal – but most economists would suggest that a wide range 
of uncertainty exists around any estimate (it’s worth remembering that ahead of the crisis the real 
rate was estimated at over 3%).  A very gradual move upwards to 2.5% might be expected as the 
economy moves back to its new lower, trend growth rate.  But this is likely to occur over three years 
and not start before 2021.  

Productivity growth, measured as output per hour worked, has fallen back since the GFC from 
2.2% annually to 0.2% - though with some improvement during the latter period.   A recent Bank of 
England working paper recently estimated that in the absence of the vote to leave the EU, the level of 
productivity would now be 2-5% higher.  It is expected that productivity will be yet further dampened 
in the short-term (by document checks etc) and that doubts about future trading relationships (not 
just with the EU) may keep investment in the export sector below what it would otherwise have 
been.  On the other hand the more constrained labour market (fewer migrants) might encourage 
a productivity boost in some sectors (such as agriculture and hospitality).  The expected fall in 
productivity in tradable sectors is one factor behind the expectations of a fall in the exchange rate.  
On balance this trend would tend to imply a lower neutral interest rate in the UK than the global rate.   
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I would not expect the economy to be so weak on the demand side that it would justify a move to 
any of the racier proposals, as for example Modern Monetary Theory (essentially monetary financing 
of some form of fiscal policy).   To deploy these while the economy is coping with an uncertain 
supply shock would surely be an error.  More boring measures, such as directing increased spending 
to infrastructure, or R and D, is a better way to improve the medium-term outlook.  

In summary – my view is that a no deal Brexit would lead to Bank Rate of between -0.25% and 0.25%   
by early 2020; with Bank Rate staying low through until early 2021 when a slow climb to around 
2-2.5% might begin.  Low Bank Rate may be accompanied by QE and measures to keep bank lending 
flowing.   Monetary and fiscal policy will be working in harmony. 

Predicting what effect Brexit, hard or soft will have or when (if ever) it will be achieved has proved 
hugely challenging for all concerned.

View from a Saunderson House perspective 

From a Saunderson House point of view, our advice on portfolios since the Brexit vote in 2016 has 
been for clients to have a heavy bias towards overseas equities (including overseas earners in UK 
equities) as a protection against weakening Sterling, while holding cash and fixed interest because 
of current levels of equity market volatility and as “dry powder” for future investment should 
Sterling strengthen and overseas equities look cheap.  Our July Investment Committee meeting 
recommended switching from Sterling cash to Euros and Dollars for clients where appropriate; i.e. 
if there was significant overseas expenditure or liabilities to be met in foreign currency.

Saunderson House client portfolios are generally** more cautious and protected against the 
scenarios discussed by Dame Kate in the note above.  

There are still several Brexit scenarios, from no-deal to referendum or perhaps even a negotiated 
deal by 31 October; notwithstanding the prospect of a General Election to throw into the mix. 
While leaving the EU may be extremely disruptive to businesses with pan-European supply chains 
– and some weak companies will certainly collapse, destroying thousands of jobs – a lot of UK 
companies will survive and, over the long term, thrive.  

In the coming weeks we shall be writing to clients discussing our portfolio positioning in more 
detail and explaining how recent economic factors and market valuations affect our views on 
markets and the selection of funds within portfolios, as well as taking into account how future 
interest rate and currency market fluctuations might pull or push portfolio performance.

** appropriate to risk profile


