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The Office for Budget Responsibility (OBR), the UK’s official fiscal forecaster, doesn’t often
receive the spotlight before a budget. Yet its forecasts and calculations become gospel to
whatever new policies the chancellor chooses to preach. In fact, at this upcoming budget our
analysis shows slight changes in how the OBR assumes government spending affects
economic growth could unlock an extra £8.2bn for the chancellor to spend. While ultimately
how much the chancellor can spend will be limited by her choice of fiscal rules!, inside of
this, the OBR’s assumptions play a significant role in exactly “how much” can be spent. It
can be argued that these assumptions have continually justified the use of austerity to
manage public debt, despite it manifestly failing to get debt falling. If we want to avoid
austerity, then along with changing the fiscal rules we need to challenge the economic

orthodoxies that have kept forecasting us down the wrong path.

As we approach the new chancellor Rachel Reeves’ first budget, the contents of what might
appear in her speech seem increasingly uncertain. Rumours that she may redefine the fiscal
rules to unlock the ability to borrow upwards of £50bn? are matched by ones where she
might not make any changes at all’, and departments may be asked to make further cuts*.

Labour’s election promises to raise VAT on private schools’ and close tax loopholes for non-
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domiciled residents® and private equity firms” may be scrapped while commitments to raise

capital gains® and inheritance tax’ are gaining traction.

A key source of this uncertainty may be the OBR, whose forecasts will decide if Reeves
meets her fiscal rules or not. While much speculation is given to the policy contents of the
budget, little attention is given to how the OBR might judge these policies to have effects on
growth. Yet, how policies are “scored” by the OBR may decide whether they end up getting
adopted. As we detail in this briefing, the default assumptions the OBR applies to policies
suggest government spending has no effect after five years, exactly when the fiscal rules
bind. The implication of this is governments have often opted to cut budgets expecting debt-
to-GDP to fall, without realising that these cuts may affect GDP down the line. Not only are
the fiscal rules arbitrary constraints of what we can spend, but the assumptions the OBR
make further restrict what we are allowed to spend on within that envelope. As we detail in
this briefing, those assumptions directly influence how much the chancellor may allow

herself to spend, and we should question if the OBR is appropriately using this power.

The OBR’s economic assumptions

To see why the OBR may be a blocker to revitalising public services and securing more
investment, it is key to understand how the OBR forecasts the impact of changes in
government spending. By default, any change in government spending is assumed to have
an impact on GDP calculated via the fiscal multiplier. The fiscal multiplier simply measures
the bang-for-buck of government spending, for every £1 spent on policy how many £s are
added to GDP.

Table 1 below shows the assumptions the OBR makes for the fiscal multiplier'® which it
splits into four different categories: public investment, public spending, welfare, and tax.

These multipliers are applied when the government announces a permanent'! change in
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spending (either negative or positive) in one of these areas. For example, a £1bn increase in
public investment would be modelled to increase GDP by £1bn in year 0, while a £1bn cut in

public service spending would decrease year 0 GDP by £450m.

In all cases, these multiplier effects taper to zero after five years, meaning that even a
permanent change in government spending is not expected to influence GDP after five
years. The OBR justifies this as it says these multipliers reflect the response of monetary
policy and price changes that completely nullify the government’s impact on the economy
over time. Furthermore, with all multipliers below or equal to one it implies that
government spending never affects GDP by more than is spent. In fact, when multipliers are
below one it means government spending replaces some private spending that would have

otherwise taken place — often described as crowding out.

Table 1: The OBR’s multipliers assume fiscal policy has no effect after five years

Impact of a 1% of GDP increase in category on real GDP

Year O Year1 Year 2 Year 3 Year 4 Year 5
Public investment | 1.00 0.83 0.43 0.23 0.07 0.00
Public services 0.45 0.42 0.29 0.3 0.04 0.00
Welfare 0.60 0.57 0.43 0.23 0.07 0.00
Tax 0.33 0.30 0.23 0.14 0.05 0.00

Source: Office for Budget Responsibility, Dynamic scoring of policy measures in OBR forecasts, November 2023

Are the OBR’s multiplier assumptions too low?

At face value, there are many reasons to question the OBR’s assumptions here. First, we can
look at the wider multiplier literature to evaluate OBR’s assumptions. For example, a meta-
analysis of over 104 different multiplier studies!> shows that multipliers are around 1.5 for
public investment, around 1 for public services and between 0.6 and 0.7 for tax changes and
welfare spending in initial years. Therefore, even when looking at the averages for such
categories there is already reason to suggest the OBR’s multipliers may be on the low side,

especially for tax and spending on public services and investment.

However, it is worth questioning if all spending within a category should be treated the
same. While the OBR may argue its assumptions represent historical averages within
categories, policies are often targeted at specific things. Should a welfare policy that directly
targets those in the deepest poverty, like removing the two-child limit, really be forecasted

to have the same effects as a change in the state pension? When governments take on new
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challenges like investments into new green technologies and climate adaptation will our

past experience of investment really be representative?

A study of welfare spending focused on poverty reduction across 42 countries’® found the
multiplier to be significantly above one in the majority of countries, with a median
multiplier of 1.5. Similarly, an IMF paper!* looking at investment multipliers finds these to
be much higher for renewable energy projects (between 1.1-1.5) than projects supporting
fossil fuels (0.5-0.6). In both cases there would be valid justification to depart from the OBR’s

standard assumptions.

Furthermore, significant research has explored how multiplier effects can be dependent on
economic context. For example, one meta-analysis of 1,800 multiplier estimates!> suggests
spending multipliers are typically 0.7 to 0.9 (every £1 spent generates 70-90p more in GDP)
higher during economic downturns compared to normal periods. Another study looking at
periods where interest rates have been kept close to zero'® (i.e. monetary policy is
unresponsive) concludes that multiplier effects average around 1.5 inside these periods.
Despite these sorts of findings being widely replicated across the literature, the OBR lowered
its multiplier estimates during the economic downturn and low-interest environment of the
pandemic. It justified this due to the high import content of government spending at the
time and lockdown stalling economic activity. While these are sound reasons multipliers
may lower, it is notable this is the only time the OBR has directly referenced the economic
context to alter its assumptions on multipliers and it did so without direct evidence to draw

upon.

Therefore, there is reason to be concerned that the OBR’s multiplier assumptions may be too
low, unprecise and inflexible to economic context. This in turn undervalues opportunities to
revitalise public services and kick-start public investment. Significantly, with multiplier
assumptions below 1, the implication that government spending always “crowds out”
private spending makes it harder for policies to be adopted, especially under fiscal rules.
However, if assumptions reflected evidence on higher multipliers, like those found for

poverty reduction, green spending or in downturns and low-interest environments, then we
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could say government spending “crowds-in” private spending instead. In fact, such change
is needed to even model the intended effects of Labour’s national wealth fund multiplying
every £1 of government investment into £3 of private investment!”. Overall, the OBR’s
multiplier assumptions must increase to truly reflect the benefits of specific policies,

otherwise they risk being scrapped.

Are the OBR’s multiplier assumptions too short-term?

The idea that a change in government spending might have no effect on GDP after five years
might seem strange to most people. In our day-to-day lives we experience the effects of
government spending through how well our health, social care, and welfare systems
provide support when we need it, how well the education system generates a
knowledgeable and skilled population, how well transport and communication
infrastructure keeps us all connected, and how well our energy and housing infrastructure
provides us a warm, safe and affordable place to live. Intuitively, when governments change
how much they spend, it makes a big difference to our lives, and it is unlikely this would

only cause a compositional change in GDP.

The question of longevity is especially pertinent given the way the fiscal rules bind in the
fifth year of the OBR’s forecast. Since the OBR’s multiplier effects all fall to zero in the year 5,
government spending cannot influence GDP in that year. The only way a government can
lower debt-to-GDP in the fifth year of the forecast is by lowering debt and cutting the
amount it borrows. Under this framework, any extra borrowing can only increase debt-to-

GDP and only cuts in borrowing can decrease debt-to-GDP.

Again, the OBR’s assumptions are not forgone conclusions in the literature. The earlier-
mentioned studies of multipliers for green technology'® and poverty reduction'® found that
multipliers were persistent for at least five years and the heightened multipliers from
unresponsive monetary policy last as long as interest rates are kept close to zero. Other

studies® have repeated the result for welfare spending having long-lasting impacts and an
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IMF study? suggests infrastructure spending has a multiplier of 1.4 after four years.
However, it is worth noting that many multiplier studies only focus on short-term effects.
This may be because calculating long-term effects can be very difficult, as it can be hard to
isolate the impact of a policy on GDP when many other factors can change over time.
Although, in some cases the way multipliers are estimated uses techniques that exclude the

possibility of long-term effects in the first place?.

With the literature varied it may be useful to understand the theory behind why multiplier
effects may persist in the long-term. One common explanation is the idea of hysteresis®,
which posits that economic phenomenon can have effects that last even once the original
cause is removed. For example, unemployment can have hysteresis effects, as the longer
someone is unemployed the harder it may be to find a job, amongst other explanations?.
Therefore, if government spending causes changes that persist then the multiplier effect is
likely to persist too. Another explanation may be for policies that can prevent economic
harm. If a policy can avoid crisis it will reduce economic damages in the future, avoiding the
redirection of demand and extend its impact on GDP of a policy into future years. For
example, recent analysis from the US’s Congressional Budget Office? suggests for every $1

spent on flood defences, $2-6 in future damages are averted.

With some empirical and theoretical backing for long-term multiplier effects how does the
OBR justify always assuming effects disappear after five years? This is likely because the
OBR uses a different framework to look at economic policies with long-term effects?. To do
this the OBR tries to measure “potential output”- the theoretical level of GDP when all
resources are being fully utilised in an efficient way. When the OBR describes monetary
policy and prices adjusting to nullify the multiplier effects, they are describing these
processes reducing the difference between potential output and forecast GDP, ie closing the

output gap.
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In fact, how long multiplier effects last are directly linked to its conception of the output gap
and when it closes. Therefore, for a policy to have long-term effects under the OBR’s
framework it must influence how the OBR measures potential output, as the output gap is
always forecast to close at the end of the OBR’s five-year forecast. However, under the OBR’s
framework potential output is completely determined by supply-side factors focusing solely
on the size of the labour force, the amount of capital (ie private business and government
physical assets) and underlying productivity. This is despite the fact that there is little
agreement over the size of the output gap?, how it is calculated?, when it will close® and if

output gaps and potential output are coherent measures at all*.

The application of this approach also appears ad hoc and selective. For instance, the OBR
chose to increase its estimate of potential output when department capital spending was
announced to rise by 30% in real terms in the March 2020 budget®'. Yet when capital budgets
were cut by 30% in real-terms between 2009-201232 no equivalent downwards adjustment to
potential output was made. This ad-hoc nature has seemed to encourage politicians to lobby
the OBR to score their policies as having supply-side effects, from Jeremy Hunt with

childcare® to Rachel Reeves with Labour’s planning reform?3.

Furthermore, even if the OBR does recognise a policy to have a supply-side effect these can
often be small. Given it calculates potential output based on the size of the labour force and

amount of capital in the economy, any significant change must significantly affect one of
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these variables. In a recent OBR paper®, it stated that a 1% per year increase in public
investment only increases potential output by 0.5% after five years but 2.5% after 50 years. In
fact, once the OBR’s multiplier effect and supply-side effects are combined the impact of
public investment on GDP is precisely at its lowest point in the fifth year, when the fiscal
rules bind. Therefore, even if a policy is deemed to have supply-side effects the impact on
GDP is still arguably too small — as recent work from NIESR highlights®. Despite these small
effects, the fact that politicians have been found to lobby for their inclusion clearly implies

they matter.

The OBR underestimated the impact of austerity, and it
will likely do it again

Now, with an understanding of how the OBR makes its economic forecasts it is important to
reflect on one of its biggest misses — underestimating the impact of austerity on the UK
economy. In its own forecast evaluation reports the OBR has continued to recognise it has
often been over-optimistic of the UK’s economic outlook. For example, it consistently
overestimated GDP growth¥ between 2010-2016 by 0.5-1.5 percentage points — quite
significant in an era of 1-3% growth rates. The OBR offers many explanations for this that fit
within its potential output framework — such as the unexpected and lengthy effects of the
financial crisis, the eurozone crisis and Brexit on productivity, investment and labour supply

all given as reasons their forecasts were over-optimistic.

However, notably missing is how the OBR’s assumptions on multipliers could explain such
a trend. One paper from the IMF* estimates that multipliers during the austerity period
were substantially above 1, another calculates more precisely® a permanent multiplier effect
between 1.2-1.5 and another paper shows* that austerity measures have led to the forecast of
potential output being revised down. Together, these papers suggest cutting government

spending leads to falls in GDP larger than the initial cut and, for the latter two papers,
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highlight how these effects persist. Importantly, these papers can help us understand why
austerity can be self-defeating*'. Instead of debt-to-GDP reducing when borrowing is cut, if
the cut in borrowing is focused in areas with higher and persistent multipliers, then the

reduction in GDP may outweigh the fall in debt.

The above can partially explain why, despite the UK having fiscal rules requiring debt-to-
GDP to fall since 20094, the ratio has consistently risen instead. Yet this is only a partial
explanation as governments have also consistently borrowed more than the OBR expected®.
In general, politicians have failed to keep to promises on borrowing and have tended to
borrow more to meet new costs. Where these costs have risen due to rising demand for
public services* the OBR’s multiplier effects may still be to blame. As we mentioned earlier,
one reason multiplier effects may be expected to last long-term is they can prevent economic
harms down the line. Therefore, when these sorts of effects are ignored their associated costs
down the line will be ignored too, from the cost of increased poverty to the cost of people
coming to public services in crisis when local early-intervention provision has been scaled
back. Ignoring these costs, inherent in assuming multipliers effects are only short-term, will

mean borrowing is underestimated too.

Despite all this, the OBR says it regularly reviews its multiplier estimates — so why have
there been no major changes? One explanation is that the OBR tries to situate itself in the
middle of the literature. Yet, often, higher multiplier estimates in the literature are reserved
for particular economic contexts or policies which by design the OBR does not make special
account for. In fact, in 2012, the OBR itself calculated that if its forecast errors were caused by
its multiplier assumptions then the average multiplier it applied to spending cuts would
have to be 1.3 to explain the stagnant growth, more than double its average assumption®.
However, instead of taking this as impetus to reflect on its multiplier assumptions carefully
it doubled down on other supply-side explanations for its forecast errors. Since the OBR was
initiated, its multiplier estimates have only changed very slightly, highlighting that there has

been very little change in thinking.
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While the OBR justifies itself on an evidence-based approach to multipliers it defers long-
term effects to an approach based around potential output and assumes the output gap
always closes in its forecasts. This is despite the OBR’s own research highlighting how
estimating the output gap and potential output is highly uncertain and is sensitive to

modelling assumptions, making no choice of potential output measure free from judgment.

Therefore, the OBR should realise the same is true for its multiplier assumptions. Trying to
situate itself in the middle of the literature doesn’t make itself neutral, instead it endorses a
certain type of result with certain types of effects. No choice of multiplier assumption can
truly be neutral, but if the OBR were to take a similar approach to potential output it would
at least be informed by a variety of different estimates. If the OBR does not change tact, it

will repeat the same mistakes.

The interaction between multiplier assumptions and
headroom

To see how multiplier assumptions can ultimately affect politicians” decisions we look
specifically at the measure of “fiscal headroom”. The fiscal headroom measures the margin
at which the fiscal rule is being met. Our fiscal rules currently specify that the government
debt-to-GDP ratio must be falling in the fifth year of the OBR’s forecast. At the March 2024
spring statement, when the debt-to-GDP ratio was expected to fall from 93.2% in the fourth
year of the forecast to 92.9% in the fifth year, headroom can be calculated as 0.3% of fifth
year GDP or £8.9bn. This is often then translated into the maximum amount the chancellor

can borrow per year without breaking fiscal rules®.

While this description of headroom is common it should be highlighted that it is not a literal
interpretation of the fiscal rules. For example, if the chancellor did “spend” their headroom
with £8.9bn extra borrowing per year then it is not certain if the fiscal rules will be met,
broken or imply more room to borrow. This is because the fiscal rules only require debt-to-
GDP in the fifth year to fall relative to the fourth. As “spending” headroom affects
borrowing it increases the fourth year and fifth year debt level while also affecting fourth
year and fifth year GDP through multiplier effects. Therefore, there are many different ways
the fourth and fifth year debt-to-GDP ratios can change and this will determine if the rules

are met or broken.

4 Murray, J. (2014). Output gap measurement: judgement and uncertainty. Office for Budget
Responsibility. Retrieved from: https://obr.uk/docs/dlm uploads/WorkingPaperNo5.pdf

4 Cooper, O. (2024). What key budget terms mean - fiscal headroom, income tax thresholds and much more.
Sky News. Retrieved from: https://news.sky.com/story/what-key-budget-terms-mean-fiscal-
headroom-income-tax-thresholds-and-much-more-13012840



https://obr.uk/docs/dlm_uploads/WorkingPaperNo5.pdf
https://news.sky.com/story/what-key-budget-terms-mean-fiscal-headroom-income-tax-thresholds-and-much-more-13012840
https://news.sky.com/story/what-key-budget-terms-mean-fiscal-headroom-income-tax-thresholds-and-much-more-13012840

Another criticism of translating headroom as room to borrow is it downplays the impact
multiplier effects could have*. While this fits in with the way the OBR assumes all multiplier
effects are zero in the fifth year, as we have discussed, there are numerous policies that can
reasonably be assumed to have persistent effects. If we assumed borrowing funded policies
which had higher multiplier effects in the fifth year, we could achieve higher levels of
borrowing without increasing the fifth year debt-to-GDP ratio. Below we explore how

different multiplier effects could alter how much borrowing the government may consent to.

Even before any new policies are announced at Reeves’ first budget, it is unlikely that there
will still be £8.9bn headroom left for the chancellor. In fact, the Resolution Foundation
estimate that, due to increased government costs and the economic forecast changing, there
may only be £0.5bn of headroom left*. With such little leeway it seems to make rumours that
Labour will change the definition of debt in the fiscal rules more likely. For example, one of
the more conservative options being considered is to switch from public sector net debt
excluding the Bank of England (PSND ex BoE) to public sector net debt (PSND). Such a
change would reduce the impact of the timing of the Bank of England’s quantitative
tightening and resulting central bank losses on fiscal headroom. If applied at the March 2024
spring statement, the PSND definition would have increased headroom by just under £16bn,
to £24.9bn.

With these caveats, we look at what would happen if the government were to “spend” this
headroom and borrow £24.9bn more a year. This would increase debt in the fifth year of the
OBR'’s forecast by 149.4bn (including borrowing in year 0). This would imply a debt-to-GDP
ratio of 98.9% in the fifth year, using the OBR’s default multiplier assumption of no impact
on year 5 GDP from the extra borrowing. However, if we assume a multiplier of 1.5, towards
the upper end of the literature previously discussed, we find that the chancellor could have
£8.2bn extra spending power without the debt limit rising above 98.9%, as seen in Figure 1

below.

Therefore, together with the change in debt definition, more generous multipliers could
have given the chancellor £24bn more spending power at the last budget, allowing for
borrowing up to £33bn a year. However, it is worth noting that as our calculation of
spending power is not a literal interpretation of the fiscal rules it would still depend on what
happens in the fourth year of the forecast to determine whether the fiscal rules had been met
or not. However, at the very least, our results show higher multipliers allow more

borrowing for the same debt-to-GDP ratio. Therefore, our results show how significant the
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OBR’s assumptions may be to the chancellor’s perception of her room spend, especially if
she is limited by debt-to-GDP.

Figure 1: A combination of a rule change and generous multiplier assumptions could

unlock £24bn extra public spending a year

Spending power under different multiplier assumptions and PSND definition of headroom
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Source: NEF analysis of OBR March 2024 Economic and Fiscal Outlook assuming economic context stays fixed
apart from changes to fiscal policy and growth.

Note: NEF analysis of OBR March 2024 Economic and Fiscal Outlook assuming economic context stays fixed
apart from changes to fiscal policy and growth. For spending power within the fiscal headroom, we calculate
how much extra borrowing could happen per year while stopping fifth year debt-to-GDP from rising above
98.9% - the debt level implied if all headroom was spent under OBR assumptions.

Conclusion

While political decisions are the primary cause, the OBR’s assumptions of low and short-
term multiplier effects enabled austerity by predicting spending cuts would make debt fall.
Instead, as austerity ravaged the economy debt grew simultaneously. Now, we are left to
live with the consequences of spending cuts that have harmed public services, livelihoods
and investment which together have dragged down GDP causing debt-to-GDP targets to be

missed.



Even if multiplier effects weren’t grossly underestimated, the rigid application of multipliers
limits the assessment of innovative policies, particularly with pressing challenges like
climate change. A more flexible approach to multipliers, reflecting contemporary evidence
and embracing uncertainty when needed, could provide a better foundation for future

policy evaluations.

Changes to fiscal rules will likely offer Rachel Reeves more room for spending, but
persuading the OBR to adjust multipliers for policies like green investment and poverty
reduction could unlock further space. As we approach the budget, we should recognise the
power the OBR has to make a difference in the budget and question how it is using its fiscal

powers.



