Funding the Future

The Office for Budget Responsibility is living in a lit...
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The Office for Budget Responsibility says of itself that:

The OBR was created in 2010 to increase the transparency of the public finances and to
provide independent analysis of the fiscal outlook and the uncertainties lying around it.

It's announcements on the impact of coronavirus today make clear how far that is far
from the truth. In summary their scenario analysis relies on these assumptions:

Coronavirus lockdown to deliver large (but hopefully temporary) shock
to the economy and public finances

In addition to its impact on public health, the coronavirus outbreak will substantially raise public
sector net borrowing and debt, primarily reflecting economic disruption. The Government's
policy response will also have substantial direct budgetary costs, but the measures should help
limit the long-term damage to the economy and public finances - the cests of inaction would
certainly have been higher. This note describes one illusirative economic scenario and its
consequences for the public finances.

Deficit: Reference scenario versus Budget forecast
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Key assumptions and results

* We do not altempt fo predict how long the economic lockdown will last - that is a
matter for the Government, informed by medical advice. But, to illustrate some of the
potential fiscal effects, we assume a three-month lockdown due to public health
restrictions followed by another three-month period when they are partially lifted. For
now, we assume no lasting economic hit.

* Real GDP falls 35 per cent in the second quarter, but bounces back quickly.
Unemployment rises by more than 2 million to 10 per cent in the second quarter, but
then declines more slowly than GDP recovers. Policy measures support households
and companies’ finances through the shock.

¢ Public sector net borrowing increases by £218 billion in 2020-21 relafive to our
March Budget forecast (to reach £273 billion or 14 per cent of GDF), before falling
back close to forecast in the medium term. That would be the largest single-year deficit
since the Second World War.

# The sharp rise in borrowing this year largely reflects the impact of economic disruption
on receipts (with smaller effects from policy measures like the business rates holidays)
and policy measures that add to public spending [with smaller effects from higher
unemployment).

* Public sector net debt rises 5hcﬁ&9% %?0-21 thanks to lower GDF, higher borrowing
and the accounting consequences of the Bank of England’s policy measures. It
surpasses 100 per cent of GDP during the year, but ends it at 95 per cent (versus 77
per cent in the Budget forecast] as the economy recovers. It remains 10 per cent of


https://www.taxresearch.org.uk/Blog/2020/04/14/the-office-for-budget-responsibility-is-living-in-a-little-fantasy-world-all-of-their-own-and-is-deeply-misleading-us-all-as-a-result/
https://obr.uk/download/obr-coronavirus-reference-scenario-commentary/

This is stuff from the world of fantasy. Tolkien and C S Lewis could not do better. The
idea that we will lockdown for three months and then 'bounce back quickly' is, frankly,
absurd. So too is the idea that there may be 2 million unemployed during this quarter.

What they are predicting is a V-shaped crisis. In other words, and as they plot it (upside
down from the way many people might imagine things, hence the usual V description
which is inverted here):
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They claim we will have a little disruption that will add around £260bn permanently to
public debt, but otherwise everything will go back to normal quite soon.

Politely, | think that is impossible. It need not be impossible. That could have happened.
Indeed, it might well have happened if the government had guaranteed loans of 100%
to smaller businesses, in particular, on Budget day on 11 March; the self-employed had
been protected straight away as they were in Germany; mortgage, loans and rent
holidays had been legally required, with an absolute loss arising on rents to landlords
and on interest to banks and other lenders; and if the so-called furlough scheme had
paid out soon enough to actually save businesses under stress. But none of those
things happened.

We know that so far 1.4% of businesses applying for government backed loans have got
them and less than £1bn of the promised £330bn has been paid out.

We know that the furlough scheme will not open to claims for another week as yet, and
heaven knows how long payment will take thereafter.

We know that the self-employed will see no money until June.
We know that literally millions are falling in the cracks between schemes or have been

deliberately excluded.
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We know that millions are already claiming additional benefits as a result.

And we know that after a crisis people stop spending: demand will not recover because
that will be impossible, especially as non-waived rent and loan arrears will be
oppressing people, whilst businesses will be burdened by new debts that will crush
those still in operation.

But it's alright because we also know that by and large banks and landlords are doing
just fine.

In the meantime it's hard to guess how many small businesses will fail. Even if
re-opening starts in June, and is gradual, | suspect it will be hundreds of thousands that
may not make it. They will have simply become insolvent in the meantime and in the
process of trying to start again will run out of capital: what re-opening will create is the
classic problem of over-trading with too few resources and those that get through the
immediate crisis will then fail without help - which will have to be grants and not loans
by then.

So what is the chance that real unemployment is 2 million this quarter, ignoring those
furloughed? Zero, | would say.

| think David Blanchflower is much more likely to be accurate with an estimate of 6
million - which has been my ballpark estimate for a while now.

And the magnitude difference of three is significant: the government thought three
million would be furloughed and nine million are: another magnitude difference of
three.

So the OBR estimate is wildly inaccurate and hopelessly optimistic.

We will not lose 35% for a quarter: we are facing a long term recession, if not a
depression or slump without government action. 20% loss for some time is entirely
possible.

And the impact on the government finances will be vastly bigger than the OBR
suggests. It took a decade to get from £1 trillion to £2 trillion of gross debt (before QE)
after the last recession. This time expect it in a couple of years, at most.

So what is the OBR doing here? It's being a propagandist for the Treasury. And in the
process it has blown apart for ever the idea that it is an objective or independent
commentator on the public finances. It's nothing of the sort.

NB | am discussing this on LBC at 3.30pm this afternoon.
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