
 

UK political resignations: Current
uncertainty could affect economy for nearly
two years
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The recent dramatic events that led to the resignation of UK prime
minister, Boris Johnson, on July 7 2022 raise the issue of how
politics—and economic policy uncertainty more specifically—affects
the UK economy. The answer, of course, is that it does, and sometimes
for as much as two years.

News of Johnson's resignation produced a small rally in sterling, which
was limited by expectations of his exit after a flood of ministerial
resignations in the preceding days. The likelihood of a UK recession has
probably had more of an impact on the pound recently, but an upward
tick in political certainty following days of speculation over whether
Johnson would resign seems to have boosted sterling. This certainty will,
of course, be short-lived as we now must wait for the outcome of a
Conservative Party leadership contest.

Any major political change such as this will also create uncertainty
around economic policy. This can be measured by tracking discussion of
such uncertainty in newspapers, as well as surveys of economic
forecasters, for example. Recent research I conducted with Michael
Ellington and Marcin Michalski, also from the University of Liverpool,
uses such data from research project Economic Policy Uncertainty to
show that rising uncertainty about UK economic policy can damage
GDP growth for up to 12 months. This can also spill over into UK 
financial markets—in the form of higher long-term borrowing costs and
increased volatility in the UK bond, foreign exchange and stock
markets—for as many as 20 months.
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https://news.sky.com/story/boris-johnson-to-resign-as-prime-minister-12646836
https://www.reuters.com/markets/currencies/sterling-gains-days-high-after-reports-pm-johnson-will-step-down-2022-07-07/
https://www.thisismoney.co.uk/money/markets/article-10985493/Sterling-euro-crash-dollar-soars.html
https://www.tandfonline.com/doi/full/10.1080/1351847X.2022.2083978
https://www.policyuncertainty.com/index.html
https://phys.org/tags/financial+markets/


 

Such unwelcome developments will continue to cause the UK economy
to contract—unless, of course, economic policy uncertainty recedes. At
the moment, the hope is that the resignation of Johnson, followed by a
fairly quick appointment of a new prime minister, will go some way
towards providing political and economic stability.

But since a speedy new appointment is unlikely, it's worth looking at
exactly how—and how much—continued uncertainty could affect 
economic indicators such as the value of the pound.

Here are three charts that provide some insights:

1. The impact of uncertainty on sterling

Sterling reflects investors' confidence in the UK economy. Rising
economic uncertainty should push the pound down. The recent rise in
economic policy uncertainty following the chaotic events related to the
end of Johnson's premiership is actually very mild compared to events
like the 2016 Brexit referendum or the beginning of the COVID
pandemic in March 2020.

The chart below compares economic policy uncertainty (in red) with the
value of sterling versus the US dollar, showing that the correlation is
limited. Correlation is measured as a range from 1.0 to -1.0 (with zero,
the middle point, meaning no correlation). This lack of strong correlation
holds over both the 12-month growth rate of sterling versus the dollar
(shown in blue at a correlation of -0.18), as well as the two-year moving
average (shown in grey at a correlation of -0.22). In other words,
economic policy uncertainty does affect sterling, but it only accounts for
a small part of any change in its value.
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https://phys.org/tags/prime+minister/
https://www.bbc.com/news/uk-politics-62068930
https://phys.org/tags/economic+indicators/


 

  

Sterling to US dollar versus economic policy uncertainty. Credit: Bank of
England

Indeed, the most recent fall in the value of sterling (which was 13%
weaker against the dollar in July 2022 versus 12 months ago, and 10.5%
lower than the two-year average) is more probably linked to worries
about the weakness of the UK economy. According to the OECD, UK
growth is set to be the worst in the G20 in 2023, apart from Russia. The
prospect of the UK entering into a recession, as forecast recently by the
Bank of England's policymakers, has been a much more potent force on
sterling than uncertainty.

2. The impact of some certainty on UK business
investment
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https://www.ft.com/content/ee2ce542-eb19-48c1-9a1d-57a8200a47ae
https://www.ft.com/content/ee2ce542-eb19-48c1-9a1d-57a8200a47ae
https://www.itv.com/news/2022-05-05/bank-of-england-forecasts-a-recession-in-the-uk-as-inflation-tops-10


 

Economic policy uncertainty also affects UK business investments—or
the amount of money investors are prepared to put into the UK
economy. Unsurprisingly, greater economic policy uncertainty makes
UK business less willing to invest (see chart 3) until the fog of
uncertainty is lifted.

But even when some indication of future plans is given by the
government, it doesn't always tip the balance. For example, the newly
appointed chancellor of the exchequer, Nadhim Zahawi, wants to kick-
start the UK economy with a review of the planned corporation tax
increase from 19% to 25%. The theory is that scrapping the planned
increase will encourage UK business investment, which will ultimately
lift UK GDP growth.

  
 

  

UK business investment growth and corporation tax rate (UK minus average
OECD rate). Credit: Office of National Statistics, OECD
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https://www.theguardian.com/politics/2022/jul/06/new-uk-chancellor-nadhim-zahawi-to-review-corporation-tax-rises


 

At 19%, however, the UK corporation tax rate is already four percentage
points lower than the corporation tax rate in other OECD countries. The
chart below shows that business investment growth is not very connected
to the average rate of corporation tax among OECD countries (shown as
the difference with the UK rate in the chart, correlated at -0.15). The
prospect of reversing the planned increase of the UK corporation tax
rate won't have a major impact on UK business investments, therefore.
In addition to the UK corporation tax rate already being lower, this
shows business investment decisions are only weakly related to tax
policy.

3. The impact of economic policy uncertainty versus
potential UK tax changes

The following chart, however, shows business investment growth and
economic policy uncertainty are more likely to move in line with each
other (at a correlation of -0.36). In other words, economic policy
uncertainty actually has a more powerful effect on business investments
than the proposed changes in UK corporation tax policy.

It's also worth noting that the UK Office for Budgetary Responsibility
has warned of a worsening outlook in UK public finances, which
undermines the new chancellor's hopes for tax cuts since that would add
to deteriorating public finances.
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https://www.ft.com/content/ae63f4fb-184e-42b0-8d46-7a8a9be89cf4
https://phys.org/tags/public+finances/


 

  

UK business investment growth versus economic policy uncertainty. Credit:
Office of National Statistics

The resignation of Johnson should lead to more normal functioning of
the government in the UK, paving the way for less economic policy
uncertainty. This is clearly a good thing. As my research in this area
shows, uncertainty can have an economic effect for up to two years.
Given the current outlook for the UK economy, we need all the certainty
we can get.

  More information: Michael Ellington et al, Of votes and viruses: the
UK economy and economic policy uncertainty, The European Journal of
Finance (2022). DOI: 10.1080/1351847X.2022.2083978
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https://phys.org/tags/economic+policy/
https://phys.org/tags/uncertainty/
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This article is republished from The Conversation under a Creative
Commons license. Read the original article.
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