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Chart 4.4: Receipts and expenditure

Table 4.24: Components of net borrowing
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4.161 This would represent a very small revision to the June forecast for 2010-11, in 
the context of the uncertainty around any public finance projections. However, 
even this close to the end of the year there remain a number of significant risks 
to the 2010-11 forecast. In particular, local authority expenditure is often revised 
significantly after the end of the year as fuller data becomes available. Receipts 
can also be difficult to forecast at this time of the year. For instance, as discussed 
above, accrued receipts in March last year were much higher than expected at 
the time of the Budget.

4.162 In the medium term we expect PSNB to decline from a peak of 11.1 per cent of 
GDP in 2009-10 to 9.9 per cent of GDP this year and 1.5 per cent of GDP in 
2015-16. As shown in Chart 4.4, this is driven by an increase in public sector 
receipts as a share of GDP up to 2013-14 and a fall in expenditure across the 
whole period. Total public sector expenditure is forecast to fall from 47.1 per cent 
of GDP this year to 39.9 per cent of GDP in 2015-16. Total receipts are forecast 
to rise from 37.2 per cent of GDP this year to 38.4 per cent in 2015-16.

Chart 4.5: Contributions to changes in PSNB
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Box 4.3: Impact of inflation on the public finances

Higher inflation has a variety of effects on the public finances. These include both the direct 
effects from indexation and the impact on nominal tax bases.

Direct effects

• The overall impact on receipts from indexation would be small. Higher inflation 
would push up tax allowances and thresholds for income tax and NICs. This would 
reduce receipts. However, higher indexation of excise duties and other indirect taxes 
as well as a higher business rates multiplier would raise receipts.

• The overall direct effect of higher inflation on spending would clearly increase 
borrowing. Higher inflation would mean that benefits, tax credits and public service 
pensions were uprated by a greater amount. The impact on the basic state pension 
would depend on whether higher inflation affected the triple guarantee (uprating is 
by the greater of earnings growth, inflation or 2.5 per cent). There would also be 
a substantial rise in spending from a higher inflation uplift on indexed-linked gilts, 
mainly in the year in which RPI inflation had risen.

Impact on nominal tax bases

• Tax is levied on nominal tax bases such as the wages and salaries of employees, 
company profits and consumer spending. Higher consumer prices would push up 
nominal consumer spending and consequently VAT receipts. A higher price level 
could boost the nominal value of sales for firms, although the impact on profits 
would depend on the extent to which margins were squeezed by higher costs. The 
key effect would be the impact of inflation on wage growth since PAYE and NIC 
account for over 40 per cent of total receipts and have a higher effective tax rate 
than other taxes.

• The overall effect of higher inflation on public sector net borrowing would depend 
on whether the positive effect from a higher nominal tax base offsets the negative 
direct effects from indexation. With the impact of wages crucial for the size of the 
impact from a higher nominal tax base and the March forecast assuming that 
wages remain subdued despite higher inflation in 2011 and 2012, the overall 
impact of the higher inflation on the public finances is likely to be negative in this 
forecast.

Impact on departmental spending and the debt-GDP ratio

• Departmental expenditure limits are set in nominal terms, so higher inflation would 
not boost such spending. However, higher inflation would result in deeper falls in 
real spending than previously envisaged.

• Higher inflation (through the GDP deflator) would raise nominal GDP and lower the 
public sector net debt to GDP ratio. However, persistently higher inflation is likely to 
push up gilt rates and increase the cost of servicing the debt.
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4.163 Chart 4.5 shows the contributions of expenditure components and receipts 
as shares of GDP to the cumulative change in PSNB from 2009-10 onwards. 
Increases to debt interest as a percentage of GDP raise borrowing across the 
period.

4.164 The improvements to PSNB come from receipts (just under 2 per cent of GDP), 
resource DEL excluding depreciation (around 5½ per cent of GDP), capital DEL 
(around 2 per cent of GDP) and AME other than debt interest (also around  
2 per cent of GDP).

4.165 The overall medium-term forecast for PSNB in our central forecast is higher than 
in the November forecast, particularly from 2012-13 onwards. This is driven 
by an increase in expenditure that is only partly offset in some years by higher 
receipts. Budget policy measures are broadly neutral in their impact over the 
forecast period. So the main changes to the forecast, including the effect of 
measures are:

• an increase in expenditure, primarily resulting from our higher inflation 
forecast. Higher inflation in particular leads to higher forecast social security 
payments and higher debt interest payments; and

• small revisions to receipts in some years, reflecting a number of offsetting 
factors. We expect lower income tax and NICs receipts than in November, 
mainly due to our lower forecast for labour income. We also expect lower 
corporation tax and fuel duties, mainly due to policy measures. This is offset 
in some years by an increased forecast for other receipts including North 
Sea revenues, interest receipts and business rates.

4.166 Table 4.25 sets out an alternative presentation of the change in PSNB compared 
to the November forecast, split by the cyclical component, the impact of policy 
measures and other changes. 

Table 4.25: Changes to public sector net borrowing since November forecast
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4.167 The cyclical component captures changes that reflect the change in our view of 
the output gap over the forecast period. As set out in Chapter 3, compared to 
November, GDP growth is expected to be lower and the output gap wider by up 
to 0.7 per cent of potential output across the forecast. The consequent increase in 
borrowing, primarily from the impact of lower labour income in reducing income 
tax receipts, is therefore cyclical rather than structural.

4.168 The effect of measures reflects the broadly neutral impact of measures 
announced since November as set out in Table A.1. 

4.169 Other forecasting changes capture changes in borrowing for non-cyclical 
reasons. The significant increase in the AME forecast can be thought of as 
structural, as it is mainly reflects increases in social security and debt interest 
expenditure arising from a higher expected price level. However, much of this 
structural increase in spending is offset by structural increases in receipts from 
factors such as higher oil prices, a lower VAT gap and some modelling changes.

Current budget

4.170 The current budget forecast moves from a deficit of 7.1 per cent of GDP in 2010-
11 to a deficit of 0.2 per cent of GDP in 2015-16. The projected path of the 
current budget broadly mirrors that of net borrowing. The improvement is less 
sharp because the Government plans to cut capital spending more sharply than 
current spending over the forecast period. 

4.171 The current budget in 2015-16 is 0.6 per cent of GDP lower than in the June 
Budget forecast. This is driven by broadly the same factors as the changes in 
PSNB since November.

Cyclically-adjusted current budget

4.172 The Government’s fiscal mandate is to balance the cyclically-adjusted current 
budget by the end of a rolling, five-year period, currently 2015-16. In this forecast 
the cyclically adjusted current budget improves from a deficit of 4.6 per cent of 
GDP in 2010-11 to a surplus of 0.4 per cent of GDP in 2014-15 and 0.8 per cent 
of GDP in 2015-16. 

4.173 The improvement in the cyclically-adjusted current budget between 2009-10 and 
2015-16 is less sharp than the improvement in the headline current balance. This 
is because part of the improvement in current budget is driven by the projected 
cyclical recovery in the economy, which does not affect the cyclically-adjusted 
aggregates.

4.174 The cyclically-adjusted current budget in 2015-16 is forecast to be broadly 
unchanged from the November forecast. This is because the output gap in 2015-
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16 is wider than in November, so a portion of the deterioration in the headline 
current balance compared to November is cyclical rather than structural.

Net debt

4.175 The Government has a supplementary fiscal target for public sector net debt 
(PSND) as a percentage of GDP to be falling at a fixed date of 2015-16. In our 
latest forecast, PSND is projected to rise to a peak of 70.9 per cent of GDP in 
2013-14 and then to fall to 70.5 per cent of GDP in 2014-15 and 69.1 per cent 
of GDP in 2015-16. This is around 1.8 per cent of GDP higher than forecast in 
November. 

4.176 PSND as a share of GDP is measured by the total nominal stock of net debt 
over nominal GDP. This has increased compared to November driven by two 
offsetting effects:

• there is a higher projected path for the public sector net borrowing and 
financial transactions. Together these comprise the public sector net cash 
requirement, as set out in Table 4.22, which drives the size of the nominal 
stock of debt. This acts to increase the level of nominal PSND; and

• the ONS has revised PSND outturns since 2007-08 following a reassessment 
of the treatment in PSND of some of the interventions made by the previous 
Government to stabilise the financial sector. This reduced the level of 
nominal PSND across the forecast period.

4.177 The level of nominal GDP, the denominator in the calculation of PSND as a share 
of GDP, is broadly similar to November.

4.178 The peak in the Maastricht Treaty debt measure is significantly higher at almost 
87 per cent of GDP. The higher level largely reflects the fact that this is a gross 
measure of indebtedness and therefore does not net off the value of the UK 
foreign exchange reserves and other financial assets. We intend to provide a 
fuller set of comparisons between UK and international fiscal aggregates in future 
Outlooks.

4.179 Table 4.26 sets out the key changes to PSND since our November forecast.

4.180 Table 4.27 summarises the changes to our forecasts for the key fiscal aggregates 
since the interim OBR’s June Budget forecast.
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Table 4.26: Key changes to net debt since November forecast
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Table 4.27: Changes to the fiscal forecast
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Comparison with external forecasts

4.181 The latest average of independent forecasts for public sector net borrowing 
(PSNB) was £145.0 billion for 2010-11, £121.6 billion for 2011-12 and £98.1 
billion for 2012-13.

4.182 The Institute for Fiscal Studies (IFS) is the only institution other than the OBR 
to produce a detailed bottom-up forecast of the UK public finances. The IFS 
published their Green Budget in February 2011, which included forecasts of the 
public finances for the next five years.  

4.183 The IFS baseline forecast assumed that the economy evolves largely as the OBR 
forecast in our November Economic and fiscal outlook. As shown in the table, 
on this basis the IFS forecast slightly lower public sector net borrowing than the 
OBR November forecast. However, as the IFS pointed out in February, these 
differences are very small in the context of the uncertainties involved in any 
forecast of the public finances. 

4.184 The differences between the OBR November forecast and the IFS February 
baseline forecast were due to:

• the IFS expected receipts in 2010-11 to be around £3 billion higher than 
the OBR November forecast. This was primarily driven by an expectation of 
higher income tax and NICs receipts, on the basis of year-to-date growth in 
earnings and employment and outturn income tax and NICs receipts; and

• over the medium-term the IFS forecast very similar levels of receipts growth 
to the OBR November forecast, though from a slightly higher 2010-11 
baseline. Within overall receipts, the IFS expected lower growth than the OBR 
in taxes such as income tax and fuel duties, but higher growth in NICs, VAT 
and corporation tax. The IFS forecast very similar medium-term spending 
growth rates to the OBR.

4.185 In this forecast we expect receipts to be about £4 billion lower in 2010-11 than 
the IFS February forecast largely because of lower income tax and NIC receipts. 
However our estimate for expenditure in 2010-11 is around £3½ billion lower so 
that overall our forecast for PSNB is only £0.3 billion higher than the IFS’.

4.186 Our forecasts for receipts over the medium-term are also slightly below the IFS 
February forecast. However the differences in PSNB are much larger because the 
IFS used very much the same expenditure growth forecasts in February as we did 
in November, and we are now forecasting higher AME spending.
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Table 4.28: Comparison of the IFS and OBR fiscal forecasts
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5 Performance against the 
Government’s fiscal targets

Summary
5.1 On taking office in 2010 the Coalition Government set itself two medium-term 

fiscal targets: to balance the cyclically-adjusted current budget by the end of 
a rolling, five-year period; and to see public sector net debt (PSND) falling in 
2015-16. Taking into account the policy measures announced in Budget 2011, 
our central forecast suggests that the Government has a greater than 50 per cent 
probability of meeting both these targets under current policy. It has the same 
margin for error against the first, and somewhat less against the second, than at 
the time of the June 2010 Budget.

5.2 There is considerable uncertainty around our central forecast, as there is around 
all fiscal forecasts. This reflects uncertainty both about the outlook for the 
economy and about the performance of revenues and spending for any given 
state of the economy. Given these uncertainties we probe the robustness of our 
central judgement in three ways:

• first, by looking at past forecast errors. If our central forecasts are as 
accurate as Budget and Pre-Budget Report forecasts were in the past, then 
there is a roughly 70 per cent probability that the cyclically-adjusted current 
budget will be in balance in five years’ time;

• second, by looking at its sensitivity to varying key features of the economic 
forecast. The biggest threat is the possibility that we have over-estimated the 
amount of spare capacity in the economy, now or in the future. If the output 
gap was roughly 1.5 per cent of potential GDP smaller than our central 
estimate then the Government would no longer be on course to balance the 
cyclically-adjusted current budget in five years’ time; and

• third, by looking at alternative economic scenarios. We examine two 
illustrative scenarios: first, one in which inflation remains persistently higher 
than in our central forecast; and second, one in which there is a sharp fall 
in the euro and a further weakening in euro area demand. Neither scenario 
would put the Government on course to miss its medium-term fiscal targets, 
although there might be other reasons for concern if events unfolded in 
either of these ways.
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Introduction
5.3 This chapter begins by setting out the Government’s medium-term fiscal targets 

(paragraphs 5.4 to 5.7). It then examines whether the Government has a better 
than 50 per cent chance of meeting those targets, given our central forecast for 
the public finances (paragraphs 5.8 to 5.12). We then assess how robust this 
judgement is to the uncertainties inherent in any fiscal forecast, by looking at: 
past forecast errors, sensitivity to key parameters of the forecast, and alternative 
economic scenarios (paragraphs 5.13 to 5.42). We conclude by outlining our 
plans to analyse the longer-term outlook for the public finances in our Fiscal 
sustainability report, planned for July (paragraphs 5.43 to 5.44). 

The fiscal mandate and supplementary target
5.4 In the June 2010 Budget, the Government set itself two medium-term fiscal 

targets for the current parliament: the fiscal mandate and a supplementary 
target. The OBR assesses whether the Government has a greater than 50 per 
cent probability of hitting these targets under existing policy.

5.5 The Charter for Budget Responsibility defines the fiscal mandate as “a forward-
looking target to achieve cyclically-adjusted current balance by the end of the 
rolling, five-year forecast period”. For the purposes of the current Outlook, this 
means that total public sector receipts need to exceed total public sector spending 
(minus spending on net investment) in 2015-16, after adjusting for the impact on 
receipts and spending of any remaining spare capacity in the economy.

5.6 The Charter says that the supplementary target requires “public sector net debt as 
a percentage of GDP to be falling at a fixed date of 2015-16, ensuring the public 
finances are restored to a sustainable path.” The target refers to the measure of 
public sector net debt (PSND) which excludes the temporary effects of financial 
interventions. 

5.7 As the rolling, five-year forecast horizon moves on from 2015-16, we will 
continue to examine whether cyclically-adjusted current balance is on course to 
be achieved ex ante, or has in fact been achieved ex post, in this and subsequent 
years – as well as assessing the mandate over the five-year horizon that prevails 
at the time. 

The implications of our central forecast
5.8 Table 5.1 shows our central forecasts for the cyclically-adjusted current budget 

and PSND in each year to 2015-16, as set out in Chapter 4. These are median 
forecasts, which means that we believe it is equally likely that the eventual 
outturns will come in above them as below them. 
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Table 5.1: Performance against the Government’s fiscal targets

5.9 Table 5.1 shows that in our central forecast the cyclically-adjusted current 
balance is expected to be in surplus by 0.8 per cent of GDP in 2015-16 on 
current policies. This means that there is a better than 50 per cent chance of the 
Government achieving cyclically-adjusted current balance in 2015-16 and that 
it is therefore on course to achieve the fiscal mandate. Our central forecast also 
shows that the cyclically-adjusted current balance is expected to be in surplus by 
0.4 per cent of GDP in 2014-15. So the Government also has a greater than 50 
per cent chance of meeting the fiscal mandate in that year too.

5.10 Table 5.1 also shows our central forecast for public sector net debt to be falling 
by 1.4 per cent of GDP between 2014-15 and 2015-16. So the Government has 
a greater than 50 per cent chance of achieving its supplementary target. Like the 
fiscal mandate, the supplementary target is forecast to be met in the previous 
year too, as PSND is also forecast to fall between 2013-14 and 2014-15. 

5.11 The Government’s margin for error in meeting the targets is slightly lower 
than in our November forecast in the case of both the fiscal mandate and 
the supplementary target. But the Chancellor was clear that the publication 
of our autumn forecast was not a fiscal event, in other words it was not to be 
accompanied by new scoreable tax and spending measures. 

5.12 This suggests that if we wish to judge whether the Chancellor is being more or 
less cautious in his pursuit of the Government’s targets, we should probably 
focus on how the margin for error has changed since the interim OBR forecast 
that accompanied the June 2010 Budget – the last fiscal event. This comparison 
shows that the Chancellor now has the same margin for error against the fiscal 
mandate and somewhat less margin for error against the supplementary target. 
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But, in both cases, the size of the change is dwarfed by the uncertainty that 
surrounds the public finance forecast over that time horizon. 

Recognising uncertainty
5.13 Past experience and common sense suggest that there will be significant upside 

and downside risks to our central forecast for the public finances. These reflect 
uncertainty both about the outlook for the economy and about the level of 
receipts and spending that the Government would record in any given state of the 
economy.

5.14 Given these uncertainties, it is important to stress-test the robustness of our 
judgement that the Government is currently on course to achieve its targets. We 
do this in three ways: 

• by looking at the lessons from past forecast errors; 

• by seeing how our central forecast would change if we altered some of the 
key judgements that underpin it; and 

• by looking at alternative economic scenarios. 

Past forecast performance

5.15 One relatively simple way to illustrate the uncertainty around our central forecast 
is to draw lessons from the accuracy of previous official public finance forecasts. 
This can be illustrated through the use of fan charts like those we presented for 
GDP growth in Chapter 3 and public sector net borrowing (PSNB) in Chapter 4. 
These fan charts do not represent our assessment of specific risks to the central 
forecast. Instead they show the outcomes that someone might anticipate if they 
believed, rightly or wrongly, that our central forecast was likely to be as accurate 
as previous HM Treasury Budget and Pre-Budget Report forecasts were in the past. 

5.16 In this spirit, Chart 5.1 shows the probability distribution around our central 
forecast for the cyclically-adjusted current budget balance, based on past 
Treasury forecasting errors (which, in normal times, tend to be dominated by 
errors in the fiscal forecast rather than the underlying economic forecast). The 
solid black line shows the median forecast, with the successive pairs of lighter 
shaded areas around it representing 10 per cent probability bands. This implies 
that there would be an 80 per cent probability of the outturn lying within the 
shaded bands on current policy. 
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Chart 5.1: Cyclically-adjusted current budget fan chart

5.17 We can see from the chart that, given past forecasting performance, our central 
forecast of a cyclically-adjusted current budget surplus of 0.8 per cent of GDP 
in 2015-16 implies that there is a roughly 70 per cent probability that there will 
be a surplus of any size in that year and that the Government’s fiscal mandate 
would therefore be satisfied.

5.18 Unfortunately, one cannot estimate the probability of achieving the 
supplementary target easily using this technique. A probability distribution for 
levels of PSND over the next few years would not translate straightforwardly into 
probabilities that the debt ratio will fall in a particular year. 

5.19 That said, given our central forecast for economic growth and the path of net 
debt to 2014-15, PSND will fall as a percentage of GDP in 2015-16 if PSNB is 
less than 3 per cent in that year (assuming that our central forecast is accurate up 
to that point). Our central forecast implies that in 2015-16 there is a greater than 
50 per cent probability that PSNB will be below 3 per cent, which underlines the 
fact that the Government has some margin for error in achieving this target.

Sensitivity analysis 

5.20 It is very difficult to produce a full subjective probability distribution for the 
Government’s target fiscal variables because they are affected by a huge 
variety of economic and non-economic determinants. However, to recognise 
the uncertainty in our forecast we can go further than using the lessons of past 
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forecasting errors, by quantifying roughly how sensitive our central forecast is to 
certain key economic parameters.

5.21 In thinking about the evolution of the public finances over the medium term, there 
are several parameters that have a particularly important bearing on the forecast. 
In this section we focus on four:

• the current size of the output gap;

• the speed with which the output gap closes (i.e. the pace of the recovery); 

• the interest rates that the Government has to pay on its debt; and

• the errors on our cyclical adjustment coefficients.

5.22 Our central forecast is based on a judgement that the economy was running 
around 3 per cent below potential in the third quarter of 2010 and that there will 
be above-trend GDP growth from 2012 onwards. Together these imply that the 
negative output gap would close in 2017-18. But neither the current size of the 
output gap, nor the pace of recovery, are possible to estimate with confidence, 
not least because the former is not a variable that we can observe directly in 
economic data. So what if the current output gap was larger or smaller than 
our central estimate, and what if the output gap closed earlier or later than our 
central estimates?

5.23 Tables 5.2 and 5.3 present illustrative estimates of the impact of these variants on: 

• the level of the cyclically-adjusted current budget balance in 2015-16; and

• the change in PSND between 2014-15 and 2015-16. 

5.24 For practical reasons, we have not undertaken complete forecast runs for each 
variant, but have instead used ready-reckoners and simplifying assumptions to 
generate illustrative estimates. The cyclical adjustment ready-reckoner assumes 
that a 1 per cent change in GDP will result in a 0.7 per cent of GDP change in 
PSNB and the current surplus after two years. The actual change in the public 
finances would also depend on the composition of any change to GDP. For this 
reason we also assume that the composition of growth remains as in our central 
forecast. While we recognise the limitations of these ready-reckoners, applying 
them yields the results shown in Table 5.2 and Table 5.3. 
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Table 5.2: Cyclically-adjusted current balance in 2015-16

Table 5.3: Change in PSND between 2014-15 and 2015-16

5.25 Table 5.2 shows that the starting point for the output gap has a strong effect on 
the size of the cyclically-adjusted current budget balance in 2015-16. The smaller 
the output gap, the larger the proportion of the deficit that is structural (and 
therefore impervious to economic recovery) and the less margin the Government 
has against its fiscal mandate. Conversely if the output gap is wider, less of the 
deficit is structural and the Government has more margin against its mandate. 
Closing the output gap at a different pace will result in a change in cyclical 
borrowing, but has little effect on the structural balance. For example, closing 
the output gap more slowly will result in a lower growth path, leading to more 
cyclical borrowing but a broadly similar level of structural borrowing. 

5.26 Roughly speaking, the output gap would have to be about 1.5 per cent of output 
smaller than our central estimate (i.e. about 1.5 per cent of potential output, half 
its current estimated size) to make it more likely than not that the mandate would 
be missed. As we saw in Chapter 3, estimates of the size of the output gap vary 
considerably, but none of the organisations we cited thought that it was as small 
as this. However, there is no guarantee that the true figure might not lie outside 
the bounds of current estimates.

5.27 Table 5.3 shows that the supplementary target is met under all but one of the 
output gap size and closure date combinations. This is because our central 
projection for PSNB in 2015-16 is only 1.5 per cent of GDP. As we have outlined, 
if our forecast is correct until 2014-15 then PSNB would have to be around  
3 per cent of GDP in 2015-16 to breach the target. Only one of the changes that 
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we have looked at causes PSNB to deteriorate this much. That said, the longer 
it takes to close the output gap, the less PSND falls by in 2015-16 for a given 
output gap in 2011.

5.28 A third potential source of departure from our central forecast is variation in the 
interest rates that the Government has to pay on future borrowing and some 
existing debt. As set out in Chapter 4 our central forecast assumes that gilt rates 
for future borrowing move in line with market expectations. But what if the central 
forecast of gilt rates (r) was to suffer a shock? We examine the implications of a 
negative shock of 50 basis points, making debt cheaper, and increases of 50, 
100 and 150 basis points, making debt more expensive. We assume the shock 
occurs in 2011-12. Table 5.4 shows the level of the cyclically-adjusted current 
budget balance in 2015-16 and the change in PSND between 2014-15 and 
2015-16 under these variants, constructed using a ready-reckoner.

Table 5.4: Fiscal target variables under different gilt rate assumptions

5.29 Table 5.4 shows that these illustrative shocks to gilt rates do not have much 
impact on the chances of meeting the mandate and supplementary target. This is 
because (as illustrated in Chapter 4) an increase in rates applies only to new debt 
issuance, and the UK has a relatively long average debt maturity of 13 years, 
and because new issuance is projected to fall as borrowing declines. Therefore 
over a short horizon, such as our five-year forecasting period, the impact of a 
shock to the average nominal rate on gilts is actually quite slight. However, over 
a longer horizon shocks such as these will have a more significant impact.

5.30 Our last sensitivity analysis concerns the uncertainty around our cyclical 
adjustment coefficients. As noted above, cyclical adjustment attempts to remove 
the effect of the economic cycle from forecasts of the public finances. This is done 
by adjusting a given fiscal aggregate, such as PSNB, for the size of the output 
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gap in the current and previous years, using cyclical adjustment coefficients.1 
As set out in Chapter 4, we have used the Treasury’s approach to cyclical 
adjustment, presented in Public finances and the cycle.2 The coefficients we have 
used are therefore 0.2 for the previous year’s output gap, and 0.5 for the current 
year’s gap.

5.31 The coefficients are derived by analysing the past relationship between the output 
gap and the fiscal position. They are highly uncertain for a number of reasons:

• the output gap is not directly observable, so there is no historical ‘fact’ from 
which to estimate the coefficients;

• the number of observations on which to base coefficient estimates is limited;

• the fiscal position is affected by events which do not necessarily move in line 
with the cycle, such as one-off fiscal policy adjustments and movements in 
commodity and asset prices; and

• insofar as the current economic cycle differs from the average cycle, the 
relationship between the public finances and the output gap over the course 
of that cycle will not be captured in the coefficients.

5.32 We intend to publish a paper exploring methods of estimating a historical output 
gap series later this year. This will enable us to reassess the size of the cyclical 
adjustment coefficients. In the meantime, however, it is useful to consider how 
sensitive our central March forecast is to variations in the coefficients, as the 
Institute for Fiscal Studies did with our November forecast in their 2011 Green 
Budget.3

5.33 If the coefficient on the current year’s output gap was 0.4, rather than the 
Treasury’s estimate of 0.5, the surplus on the cyclically-adjusted current budget 
would be 0.13 per cent of GDP lower in 2015-16. If the coefficient on the 
previous year’s output gap was 0.1 rather than 0.2, the cyclically-adjusted 
current budget would be 0.20 per cent of GDP lower in 2015-16. Equally, higher 
coefficients would result in a larger surplus on the current budget and lower net 
borrowing, on a cyclically-adjusted basis.

1 For example, the cyclically-adjusted current budget (CACB) is calculated as: CACB = CB 
- α∙(OGt-1) - β∙(OGt), where OGt is the output gap in a given fiscal year t and α and β are 
cyclical adjustment coefficients, and the output gap and current budget (CB) are expressed as 
percentages of potential output and GDP respectively.
2 HM Treasury, 2008, Public finances and the cycle: Treasury Economic Working Paper No. 5
3 Institute for Fiscal Studies, 2011, Green Budget, pp. 44-45.
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5.34 This analysis should be seen in the context of the uncertainty surrounding the 
size of the coefficients. The Treasury’s 2008 paper included a comparison with 
alternative estimates, looking at the European Central Bank’s (ECB) coefficient 
of 0.65 and the OECD figure of 0.45. Compared with the Treasury’s estimate, 
the lower ECB and OECD coefficients would imply reductions in the cyclically-
adjusted current budget in 2015-16 of 0.22 and 0.47 per cent of GDP 
respectively.4 So using these coefficents the fiscal mandate would still be met, but 
with less margin for error than in our central forecast.

Scenario analysis

5.35 The variants discussed in the previous section all assume that the composition 
of actual GDP growth and the rate at which the potential output of the economy 
increases are the same as in our central forecast. In our November Outlook we 
assessed the implications for the public finances of two alternative economic 
scenarios: ‘delayed rebalancing’ and ‘persistent weak demand’. These remain 
possible alternative scenarios for the economy and the conclusions we reached 
then remain valid. The persistent weak demand scenario presented the most 
significant risk to meeting the mandate. This was because in this scenario 
GDP growth is weaker, with a consequent loss of tax revenues and increase in 
borrowing; and there is a fall in potential output, which means that the increase 
in borrowing is structural.

5.36 We now set out the fiscal implications of the two new illustrative alternative 
economic scenarios that we introduced in Chapter 3. In this section, we briefly 
reprise the economic scenarios before exploring their fiscal consequences. Table 
5.5 below summarises these fiscal consequences. 

4 These estimated effects assume that the ECB and OECD coefficients apply to the current year’s 
output gap, so the coefficient on the previous year’s output gap is zero. 
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Table 5.5: Key fiscal aggregates under alternative economic scenarios

5.37 Under the ‘persistent inflation’ scenario, temporary influences on the rate of 
inflation, such as higher commodity prices and the recent increase in VAT, feed 
through into inflation expectations and wage settlements. As inflation remains 
significantly above target, the Bank of England responds with tighter monetary 
policy. As a result, the output gap is wider than in our central forecast and 
unemployment rises. Aggregate wages and salaries growth keeps pace with 
changes in the price of consumption before the higher degree of spare capacity 
weighs on prices and inflation begins to return to target. 

5.38 Under this scenario, the Government has a greater chance of meeting its fiscal 
targets. As noted in Box 4.3, higher inflation has a variety of effects on the public 
finances with the overall effect dependent on the extent to which the negative 
direct effect from indexation, leading in particular to higher social security 
payments, is offset by higher receipts from a larger nominal tax base. In this 
scenario, persistently above-target inflation feeds through into wage settlements 
and earnings growth and higher consumer prices raise nominal consumer 
spending. This is in contrast to the assumption in the central forecast that nominal 
wages do not respond to the stronger inflation expected in 2011 and 2012.

5.39 The effect on receipts from a larger nominal tax base, particularly from higher 
earnings, more than offsets the rise in annually managed expenditure (AME) 
from higher indexation and the jump in debt servicing costs from the rise in gilt 
rates. The overall effect is to reduce PSNB relative to the central forecast. With 
the tightening of monetary policy reducing GDP growth, the output gap remains 
more negative for longer. This leads to a sizeable improvement in the cyclically-
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adjusted current balance. PSND as a percentage of GDP is around 5 per cent 
below the central forecast by the end of the forecast horizon reflecting the effect 
of both lower borrowing and higher nominal GDP on the ratio.

5.40 But this assumes that nominal departmental expenditure limits (DELs) remain fixed 
in line with 2010 Spending Review allocations. In this scenario, persistently high 
inflation would mean substantially bigger cuts in real public services spending than 
envisaged in the Spending Review. The total real cut in DELs over the five-year 
forecast period would increase from -13 per cent in our central forecast to -19 per 
cent in this scenario. The Government would have to accept a lower quantity and/
or quality of public services provision, or increase spending settlements, which 
would lessen the reduction in net borrowing under this scenario. 

5.41 Under the ‘weak euro’ scenario, external demand for UK exports is considerably 
lower, and sterling appreciates 25 per cent against the euro. The reduction in 
external demand widens the domestic output gap as export growth falls short of 
that projected in our central forecast. The Bank of England counteracts this with 
looser monetary policy, which, combined with the effect of lower inflation on real 
wages, encourages stronger consumption. The overall impact of this scenario is 
to leave the outlook for GDP slightly weaker, with domestic demand stronger, 
external demand weaker and inflation lower.

5.42 The overall impact on net borrowing is small. The appreciation of sterling against 
the euro would weaken external demand and hence real GDP. At the same 
time the greater degree of spare capacity and the fall in import prices would put 
downward pressure on inflation. Both of these factors would reduce the nominal 
tax base and hence receipts. However, lower AME spending would largely offset 
the reduced receipts. The drop in inflation, relative to the central projection, 
would reduce the indexation of benefits and the inflation uplift on index-linked 
gilts. In addition, lower interest rates would reduce debt servicing costs and 
the appreciation of sterling reduces the UK’s contribution to the EU. While 
borrowing is similar to the central forecast, the wider output gap results in a slight 
improvement in the cyclically-adjusted current balance in this scenario. 

Long term fiscal sustainability
5.43 The main duty of the Office for Budget Responsibility is to examine and report 

on the sustainability of the public finances. The November Outlook extrapolated 
from the medium term fiscal forecast to generate simple projections for public 
sector net debt over the next 40 years. These indicated that, under this stylised 
methodology and without taking account of demographic pressures, PSND 
declines beyond the forecast period, even in the event of a growth or gilt rate 
shock. However, they also suggested that, in the absence of off-setting policy 
measures, an ageing population could push PSND to around 100 per cent of 
GDP by 2050. 
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5.44 On 13 July this year we will produce a more detailed analysis in our first annual 
Fiscal sustainability report. Accordingly we do not repeat November’s stylised 
extrapolation exercise in this Outlook. For more detail on how we might address 
the task of longer-term sustainability analysis we would like to direct readers 
to our first discussion paper, What should we include in the Fiscal sustainability 
report? which is available on our website. The paper considers different indicators 
of sustainability, including long-term solvency, intergenerational fairness and 
growth considerations. It also provides an analytical framework to understand the 
stock and flow measures of previous and future Government activity. We invite 
stakeholders to offer further thoughts by 6 May to OBRfeedback@obr.gsi.gov.uk.
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 A Budget 2011 policy measures

A.1 The Economic and fiscal outlook incorporates the Government’s costings for 
all the Budget 2011 policy measures. The OBR has endorsed all but one of 
these costings as reasonable central estimates, although there are significant 
uncertainties around a number of them.1 Chapter 2 and the OBR’s annex in the 
Treasury’s Budget 2011 policy costings document sets out further details.

Table A.1: HM Treasury’s Budget policy decisions1

1 The OBR has not certified the costing of increasing the time limit in the short life assets regime 
from four to eight years because insufficient evidence was presented, and after the deadline 
which would have allowed adequate scrutiny.

2011-12 2012-13 2013-14 2014-15 2015-16

1 Corporation tax: decrease main rate to 26% in 2011-12, 25% in 
2012-13, 24% in 2013-14 and 23% from 2014-15 Tax -425 -810 -910 -1,000 -1,075

2 Corporation tax: interim improvements to Controlled Foreign 
Company rules Tax -55 -15 -25 -25 -25

3 Corporation tax: taxation of foreign branches reform Tax 0 -30 -70 -80 -80
4 Corporation tax: corporate capital gains simplification Tax +5 -5 -15 -35 -55
5 Corporation tax: full reform to Controlled Foreign Company rules Tax 0 -210 -540 -770 -840
6 Bank Levy: increase first year effective rate to 0.075% and rate to 

0.078% from January 2012 Tax +630 +285 +100 +105 +100

7 Enterprise Investment Scheme and Venture Capital Trusts: reform Tax 0 -105 -115 -110 -120
8 R&D tax credits: increase SME rate to 200% from 2011-12 and to 

225% from 2012-13 Spend -20 -75 -105 -105 -

9 Capital allowances: extension of short life assets limit Tax -10 -40 -70 -100 -170
10 Capital allowances: extension of business premises renovation 

allowance Tax 0 -5 -30 -25 -30

11 Business rates: Enterprise Zones Tax 0 -20 -40 -65 -80
12 Business rates: one-year extension of relief for small business from 

October 2011 Tax -190 -185 +5 0 0

13 Capital gains tax: increase Entrepreneurs' relief lifetime limit to £10 
million Tax 0 -50 -70 -90 -100

14 Science facilities: additional investment Spend -100 0 0 0 -

15 Stamp Duty Land Tax: bulk purchasing Tax -70 -90 -120 -130 -150
16 Support for Mortgage Interest: one-year extension from January 

2012 Spend -10 -110 -15 0 -

17 First Buy: support for first-time buyers Spend -250 0 0 0 -
18 Enterprise Allowance: extension Spend -5 -15 -5 0 -
19 Work experience: 80,000 additional placements Spend -20 -20 0 0 -
20 University Technical Colleges: additional investment Spend -150 0 0 0 -
21 Apprenticeships: 50,000 additional places Spend -100 -60 -45 -5 -

£ million
Head

Housing and Employment

Growth and Enterprise
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22 Personal allowance: increase by £630 in 2012-13, with adjustment to 
basic rate limit and no change to higher rate threshold

Tax 0 -1,050 -1,210 -1,200 -1,230

23 Direct taxes: switch the default indexation assumption to CPI from 
2012-13 Tax 0 +105 +235 +630 +1,080

24 Direct taxes: over-index employer NICs threshold, age related 

allowances and other allowances 2
Tax 0 0 0 0 0

25 NICs: implement Government Actuary’s ‘best estimate’ approach on 

contracted-out rebates from 2012-13 3 Tax 0 +640 +630 +620 +610

26 Non-domicile taxation: reform Tax 0 0 +110 +70 +50

27 Fuel duty:  1ppl reduction in April 2011, removal of previously 
announced above-RPI increases and delay of RPI increases

Tax -1,900 -1,600 -1,700 -2,100 -2,100

28 North Sea: increase in supplementary charge from 20% to 32% and 
restriction on decommissioning relief from 2011-12

Tax +1,780 +2,240 +2,120 +2,090 +1,870

29 Fuel duty: rural rebate Tax * -5 -5 -5 -5
30 Vehicle excise duty: freeze rates for Heavy Goods Vehicles in 2011-12 Tax -15 -15 -15 -20 -20

31 Approved Milleage Allowance Payments: increase allowances from 
2011-12

Tax -35 -35 -35 -35 -35

32 Carbon price floor: introduce from 2013-14 with £30 per tonne of 
CO2 target

Tax 0 0 +740 +1,070 +1,410

33 Climate Change Agreements: reform Tax 0 0 -40 -50 -50
34 Climate change levy exemption: supplies of gas in Northern Ireland Tax * * +5 +5 +5

35 Company car tax: adjustment to rates for 2013-14 Tax 0 0 +125 +130 +135
36 Air passenger duty: defer RPI increase in 2011-12 to 2012-13 Tax -145 0 0 0 0
37 Aggregates levy: postpone rate increase until 2012-13 Tax -15 -15 -20 -20 -20

38 VAT: decrease low value consignment relief threshold to £15 from 
November 2011

Tax +5 +10 +10 +10 +15

39 Tobacco duty: rebalance for cigarettes and increase for hand rolled 
tobacco from 2011-12 Tax +80 +60 +65 +70 +80

40 Disguised remuneration: avoidance Tax +750 +760 +730 +770 +760
41 Currency for tax calculations: avoidance Tax +60 +60 +60 +60 +60
42 Sale of lessor companies: avoidance Tax +25 +20 +20 +15 +15
43 Leasing double allowances: avoidance Tax +80 +130 +130 +120 +120
44 Stamp Duty Land Tax: avoidance Tax +30 +30 +40 +40 +50
45 VAT: supply splitting using printed matter Tax +40 +50 +50 +50 +60
46 VAT: fraud on imported road vehicles Tax 0 0 +125 +110 +105
47 Protection life insurance Tax 0 0 +60 +90 +120
48 Qualifying Time Deposit accounts: change to tax treatment Tax 0 * +35 +40 +40
49 PAYE: holding security Tax * +5 +5 +5 +5

50 Inheritance tax: reduce rate to 36% for estates with charitable 
donations of more than 10% from 2012-13 Tax 0 -25 -75 -125 -170

51 Gift Aid: small donations scheme Spend 0 0 -50 -85 -

52 Housing Benefit: not introduce reductions for long term jobseekers Spend 0 0 -105 -115 -
53 Disability Living Allowance: mobility components for claimants in 

residential care Spend 0 -75 0 0 -

54 Local Housing Allowance: transitional protection for existing 
claimants Spend +30 -30 0 0 -

55 Employment and Support Allowance Youth: abolish National 
Insurance concession Spend 0 +10 +10 +15 -

56 Benefit fraud: sanctions and debt recovery Spend 0 +25 +45 +65 -
57 Coinage: delay implementation of reduction in metal cost Spend -10 0 0 0 -

TOTAL POLICY DECISIONS -10 -265 +25 -115 +335

Motoring tax

Personal tax

Environmental tax

Indirect tax

Other spending measures

Philanthropy

Avoidance, evasion and administration

3 Announced by DWP on 3 February 2011.

1 Costings reflect the OBR's latest economic and fiscal determinants.

* Negligible

2 The starting rate limit of savings income, income tax age related allowances, age-related income limits, married couples allowances and blind persons allowance will continue to 
rise by the cash equivalent of RPI for the course of the Parliament. The personal allowance is assumed to increase from 2013-14 by at least the cash equivalent of RPI.

 - Spending measures do not affect borrowing in 2015-16 as they fall within the Total Managed Expenditure assumption.

2011-12 2012-13 2013-14 2014-15 2015-16

£ million
Head
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