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SUMMARY

The UK'’s national debt has risen fast in recent years and approached 100 per
cent of GDP in September 2020 as government spending rose in response to
the COVID-19 pandemic. Currently, it is provisionally estimated at 99.4 per
cent of Gross Domestic Product (GDP).! According to the Office for Budget
Responsibility’s forecasts, debt is set to rise. Against this backdrop, our inquiry
asked a simple question: how sustainable is the UK’s debt?

A debt level risks becoming unsustainable if there is an insufficient buffer to
absorb future economic shocks; or if a government’s approach to fiscal policy
creates a long-term trajectory of increasing debt service costs. We conclude that
without an appropriate fiscal policy that addresses the challenges the UK faces,
there is a risk of the debt becoming unsustainable. This is for the following
reasons.

Since the 1950s, the management and reduction of the UK’s debt was helped by
a number of major trends: a baby boom, a gradual reduction in defence spending,
and growth in world trade. Economic growth meant that governments could
run a budget deficit—spending more than it received in revenue—without debt
rising relative to GDP.

These trends have been thrown into reverse. The new Labour government
now faces demands for higher spending to support an ageing population. It is
committed to increase defence spending. On top of this, there is the need to
invest in the green transition, our national infrastructure and public services.
Interest rates and hence the cost of funding government debt are also likely to
be higher than in recent years.

However, since the financial crisis, growth rates in many of the major economies
have been anaemic. If real interest rates exceed the growth of national income,
there must be a primary surplus. In other words, government expenditure net
of interest payments must be less than government revenue to prevent the debt
ratio rising.

Furthermore, while the UK is not an outlier in terms of its overall stock of debt,
changes to the structure of the UK’s debt have made it more vulnerable to
economic shocks than was the case in the past. Successive rounds of quantitative
easing have seen long-term debt exchanged for short-term debt, and a greater
proportion of debt is index-linked and held by overseas investors. This has
made the cost of servicing the UK’s debt more sensitive to rises in interest rates
and inflation as well as sudden changes in investor sentiment. Given today’s
geopolitical risks, the Government needs a larger fiscal buffer if it is to weather
future economic shocks.

1  Public Sector Net Debt excluding public sector banks (PSND ex) is the measure for debt used by
the Office for National Statistics in estimating the debt to GDP ratio. See PS: Net Debt (excluding
public sector banks) as a % of GDP, Office for National Statistics, ‘PS: Net Debt (excluding
public sector banks) as a % of GDP: NSA’ (21 August 2024): https://www.ons.gov.uk/economy/
governmentpublicsectorandtaxes/publicsectorfinance/timeseries/hf6x/pusf [accessed 29 August
2024]. An alternative measure for debt that the previous government applied when targeting the
main fiscal rule relating to debt is PSND excluding the contribution of the Bank of England’s
balance sheet—known as Public Sector Net Debt excluding the Bank of England (PSND ex BOE).
This was estimated to be 91.9 per cent of GDP as of July 2024 or £2.54 trillion in cash terms;
see Office for National Statistics, ‘Public sector finances, UK July 2024’ https://www.ons.gov.uk/

economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/
july2024 [accessed 29 August 2024].



https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/timeseries/hf6x/pusf
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/timeseries/hf6x/pusf
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
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We support the new Government’s ambition to reduce the debt ratio and to
deliver higher growth and productivity. However, we await to see how the
Government will increase productivity to deliver the level of growth required.
Its approach to immigration will also be important. While high net migration
has previously boosted GDP growth, it has made little impression on GDP per
head: high net migration cannot be the solution to debt sustainability.

If we wish to maintain the level and quality of public services and benefits that
we have come to expect, we face a choice: taxes will need to rise or the state will
need to do less. Addressing this will demand clarity as to the responsibilities
and the role of the individual versus that of the state. Muddling through is not
an option. If this choice is ducked in this Parliament, the UK risks being on a
path to unsustainable debt.

To help mitigate this risk, we need a new fiscal framework to ensure ministers
are held accountable for reducing debt steadily as a proportion of GDP over
time. As under the former government, the Labour government’s proposed set
of fiscal rules allows debt to rise for four years with success being claimed if it
falls in year five—even if debt at the end of the five-year period is higher than in
the first year. This is unwise: it gives a misleading impression as to the true state
of the public finances and hides the need to take difficult decisions to secure
debt sustainability in the medium-to-long term.

A new fiscal framework should set out credible tax and spending plans covering
five years. Rather than have a continually moving target to reduce debt, the
framework should set out how debt as a proportion of GDP will be lower on
a given date in the fifth year, unless there are exceptional reasons. To provide
accountability, the target for the fifth year should remain fixed until reached. A
further year’s target should be added at each yearly update and this new target
should not normally be higher than the year preceding it. Furthermore, as the
definition of which government spending should be classed as ‘investment’ is
not clear cut, borrowing for investment should not be accounted for outside the
Government’s measure for meeting its debt target.

This new fiscal framework will help to build a fiscal buffer to build economic
resilience; increase ministerial accountability; and put the UK’s debt on a
sustainable path.
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CHAPTER 1: INTRODUCTION

The UK’s national debt

Governments incur debt to fund a ‘budget deficit’, that is spending that
is not met by its revenues. Typically, this debt is financed through the sale
of bonds to domestic and international investors. In the UK those bonds
are known as ‘gilts’. The accumulation of debt over time, brought about by
annual budget deficits, is often referred to as ‘the national debt’.?

National debts have spiked sharply in times past as governments have sought
to fund costly but temporary endeavours, such as war. Since 2020, sharp
increases in expenditure on account of the COVID-19 pandemic have
necessitated large increases in government borrowing across the globe—the
International Monetary Fund (IMF) has said that in 2020, it “observed the
largest one-year debt surge since World War I1.”3

The headline measure of the UK’s national debt is ‘public sector net debt
excluding public sector banks’ (PSND ex), which the Office for Budget
Responsibility (OBR) simply refers to as ‘PSND’—a shorthand that will
be adopted for the entirety of this report. At the end of July 2024, PSND
was (provisionally) estimated at 99.4 per cent of the UK’s Gross Domestic
Product (GDP) or £2.74 trillion in cash terms.*

In the last Parliament, the Government adopted an alternative target for its
main fiscal rule: PSND excluding the contribution of the Bank of England’s
balance sheet—known as Public Sector Net Debt excluding the Bank of
England (PSND ex BOE).” This was estimated at 91.9 per cent of GDP as of
July 2024 or £2.54 trillion in cash terms.®

Fiscal rules were first introduced in 1997 by the then Chancellor of the
Exchequer, the Rt Hon Gordon Brown, in order to “ensure an historic break
from the short-termism and expediency that have characterised the recent
fiscal policies of our country”.” The rules stipulated that revenues should
cover day-to-day spending over the economic cycle (the ‘Golden rule’),
during which time overall debt must average no more than 40 per cent of

House of Commons Library, The budget deficit: a short guide, Research Briefing, CBP-6167, January
2024

International Monetary Fund, ‘Global Debt Reaches a Record $226 Trillion’ (December 2021):
https://www.imf.org/en/Blogs/Articles/2021/12/15/blog-global-debt-reaches-a-record-226-trillion
[accessed 28 May 2024]

Office for National Statistics, ‘Public sector finances, UK: July 2024’ (21 August 2024): https:/
www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/
publicsectorfinances/july2024 [accessed 29 August 2024]

For a time series of ‘PSND (ex PS banks ex BOE)’, see Office for National Statistics, ‘Public Sector:
PSND (ex PS banks ex BoE) as a % GDP: NSA’ (21 August 2024): https://www.ons.gov.uk/economy/
governmentpublicsectorandtaxes/publicsectorfinance/timeseries/cpoa/pusf [accessed 29 August
2024]

Office for National Statistics, ‘Public sector finances, UK: July 2024’ (21 August 2024) https:/
www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/
publicsectorfinances/july2024 [accessed 29 August 2024]

HC Deb, 2 July 1997, col 303



https://researchbriefings.files.parliament.uk/documents/SN06167/SN06167.pdf
https://www.imf.org/en/Blogs/Articles/2021/12/15/blog-global-debt-reaches-a-record-226-trillion
http://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
http://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/timeseries/cpoa/pusf
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/timeseries/cpoa/pusf
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/bulletins/publicsectorfinances/july2024
https://api.parliament.uk/historic-hansard/commons/1997/jul/02/budget-statement
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GDP (the ‘sustainable investment rule’).® In total, there have been nine sets
of fiscal rules since their introduction. The former government’s main fiscal
rule relating to debt was that PSND ex BOE as a percentage of GDP should
be falling by the fifth year of the rolling forecast period.” We discuss the
fiscal rule in more detail in Chapter 5.

In terms of debt’s trajectory over the years, PSND stood at just under 40
per cent of GDP at the start of the 20th century; but it had risen to more
than 140 per cent by the end of the First World War. The debt ratio fell
back only marginally before it then soared during the Second World War,
reaching a peak of just over 250 per cent in its aftermath. By the start of the
1970s, it had fallen back to around 60 per cent of GDP; and as the 1990s got
underway, it reached 20th century lows of just over 20 per cent. However,
debt rose sharply in the aftermath of the 2008 global financial crisis and
moved gradually higher over the course of the following decade, reaching
highs of 83.5 per cent in 2017. As a result of increased public spending
through the COVID-19 pandemic, however, the debt ratio rose further to
just under 100 per cent of GDP in 2021 and as of July 2024, it stood at 99.4
per cent (see Figure 1).

Figure 1: Public sector net debt excluding public sector banks (PSND),
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Office for National Statistics, ‘Public sector finances, UK: July 2024’ (August 2024), Figure 6: https:/

www. ons. gov.uk/economy/governmentpublicsectorandraxes/publicsectorfinance/bulletins/publicsectorfinances/

july2024#tborrowing-in-earlier-financial-vears [accessed 29 August 2024]

7.

According to the Office for Budget Responsibility (OBR),!° the increase in
the UK’s national debt since the turn of this century reflects “the frequency

8  Institute for Government, ‘Fiscal rules in the UK since 1997° (March 2022): https:/www.
instituteforgovernment.org.uk/explainer/fiscal-rules-history [accessed 16 March 2022]

9  HM Treasury, Charter for Budget Responsibility, (January 2023), p 8: https://assets.publishing.service.

gov.uk/media/63d15c6¢cd3bf7f3¢4900f11a/Charter_for Budget_Responsibility - AS22_ - FINAL
as_published_in_draft.pdf [accessed 15 April 2024]

10 The Office for Budget Responsibility provides an “independent and authoritative analysis of the UK’s
public finances”. See: Office for Budget Responsibility, ‘What we do’: https://obr.uk/about-the-obr/
what-we-do/ [accessed 8 May 2024].



https://www.instituteforgovernment.org.uk/explainer/fiscal-rules-history
https://www.instituteforgovernment.org.uk/explainer/fiscal-rules-history
https://assets.publishing.service.gov.uk/media/63d15c6cd3bf7f3c4900f11a/Charter_for_Budget_Responsibility_-_AS22_-_FINAL_as_published_in_draft.pdf
https://assets.publishing.service.gov.uk/media/63d15c6cd3bf7f3c4900f11a/Charter_for_Budget_Responsibility_-_AS22_-_FINAL_as_published_in_draft.pdf
https://assets.publishing.service.gov.uk/media/63d15c6cd3bf7f3c4900f11a/Charter_for_Budget_Responsibility_-_AS22_-_FINAL_as_published_in_draft.pdf
https://obr.uk/about-the-obr/what-we-do/
https://obr.uk/about-the-obr/what-we-do/
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and severity of the shocks the world has faced ... with three-quarters of
the increase in the debt-to-GDP ratio since 2000 occurring in the six years
immediately following the financial crisis, pandemic and energy crisis.”!!

The Institute for Fiscal Studies (IFS) has highlighted that the UK’s debt
ratio was 27 percentage points below the G7 average in 2001. The UK’s debt
then grew comparatively faster than for other G7 countries during and after
the 2008 global financial crisis, leaving it seven percentage points below the
G7 average in 2019. The UK’s debt then surpassed the G7 average for the
first time after the COVID-19 pandemic. Referring to IMF forecasts, the
IFS points out that the UK’s debt ratio will continue to grow and reach five
percentage points above the G7 average in 2029, or 55 percentage points
above the average of 36 comparator countries (see Figure 2).!2

Figure 2: General government net debt
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Source: Institute for Fiscal Studies, ‘Spending as much as other countries but taxing less is unlikely to be
sustainable’ (April 2024), Figure 3: hitps://ifs.org.uk/articles/spending-much-other-countries-taxing-less-unlikely-
be-sustainable [accessed 8 May 2024]

Wider economic context

As we noted in Paragraph 2, debt has tended to spike when governments
have responded to economic shocks. In the years following the 2008 global
financial crisis, the budget deficit rose sharply, exceeding 10 per cent of
GDP in 2009/10" as public spending rose to around 43 per cent of GDP,
up from pre-2008 crisis lows of under 35 per cent. Although spending fell to
just under 40 per cent in 2018/19, it subsequently rose to a post-war peak of

11

12

13

14

Office for Budget Responsibility, Fiscal risks and sustainability, CP 870, (July 2023): https://obr.uk/
docs/dlm_uploads/Fiscal_risks_and_sustainability_report_July 2023.pdf [accessed 10 April 2024]
Institute for Fiscal Studies, ‘Spending as much as other countries but taxing less is unlikely to be
sustainable’ (April 2024): https://ifs.org.uk/articles/spending-much-other-countries-taxing-less-
unlikely-be-sustainable [accessed 8 May 2024]. The Institute for Fiscal Studies’ analysis of 36
countries includes the G7, the rest of the EU27, Iceland, Norway, Switzerland, Australia, New Zealand
and South Korea.

House of Commons Library, The budget deficit: a short guide, Research Briefing, CBP-6167, January
2014

Office for Budget Responsibility, Economic and fiscal outlook, CP 1027 (March 2024), pp 93-95: https:/
obr.uk/docs/dlm_uploads/E03057758 OBR_EFO-March-2024_Web-AccessibleFinal.pdf [accessed
8 May 2024]



https://ifs.org.uk/articles/spending-much-other-countries-taxing-less-unlikely-be-sustainable
https://ifs.org.uk/articles/spending-much-other-countries-taxing-less-unlikely-be-sustainable
https://obr.uk/docs/dlm_uploads/Fiscal_risks_and_sustainability_report_July_2023.pdf
https://obr.uk/docs/dlm_uploads/Fiscal_risks_and_sustainability_report_July_2023.pdf
https://ifs.org.uk/articles/spending-much-other-countries-taxing-less-unlikely-be-sustainable
https://ifs.org.uk/articles/spending-much-other-countries-taxing-less-unlikely-be-sustainable
https://ifs.org.uk/articles/spending-much-other-countries-taxing-less-unlikely-be-sustainable
https://ifs.org.uk/articles/spending-much-other-countries-taxing-less-unlikely-be-sustainable
https://researchbriefings.files.parliament.uk/documents/SN06167/SN06167.pdf
https://obr.uk/docs/dlm_uploads/E03057758_OBR_EFO-March-2024_Web-AccessibleFinal.pdf
https://obr.uk/docs/dlm_uploads/E03057758_OBR_EFO-March-2024_Web-AccessibleFinal.pdf
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53.1 per cent of GDP in the midst of the COVID-19 pandemic (2020/21).%%
Revenues were lower than spending throughout the decade to 2020, yielding
an average deficit of 5.4 per cent of GDP per annum.!®

Figure 3: Government spending, revenues and the tax take
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Source: Office for Budget Responsibility, ‘Data’ (March/April): hitps://obr.uk/data/ [accessed 28 May 2024]

Table 1: Government borrowing and debt

Government borrowing and debt

Public sector net Public sector net debt, %

borrowing GDP
Financial £bn % GDP Total Ex BoE
(year end)
2013/14 104 5.8 79.2 77.0
2014/15 99 5.3 81.6 79.2
2015/16 82 4.3 81.3 78.9
2016/17 58 2.9 83.5 77.4
2017/18 61 2.9 82.3 73.7
2018/19 45 2.1 80.3 72.3
2019/20 61 2.7 85.2 77.1

15 Ibid., para 4.44
16 Office for National Statistics, ‘PS: Net Borrowing (exc PS Banks) as a % of GDP’ (August 2024):

https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/timeseries/
i5ij/pust [accessed 30 August 2024)


https://obr.uk/data/
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/timeseries/j5ij/pusf
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicsectorfinance/timeseries/j5ij/pusf
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Government borrowing and debt

2020/21 315 15.1 96.5 86.5
2021/22 126 5.3 96.6 83.2
2022/23 128 5.0 95.7 84.9
2023/24 120 4.4 98.1 89.3

Source: House of Commons Library, Public Finances: Key Economic Indicators, Research Briefing, The budget

deficit: a short guide, Research Briefing, 02812, August 2024. The briefing notes that the figures “for 2023/24 are

not final and will be revised as provisional data are replaced with final audited data.”

10. Over the same period, although the tax take and other government revenues
were fairly steady, they were persistently outpaced by spending. Although
subsequently rising sharply higher in the wake of the COVID-19 pandemic,”
the tax take averaged 32.5 per cent of GDP over the decade prior to 2020
compared with an average of 33.6 per cent for Organisation for Economic
Co-operation and Development countries.!® That successive governments

ran budget deficits throughout this period partly reflected a secular

slowdown in the UK’ economic growth rate. From 1950 to 2000, annual
percentage growth rates averaged over each decade were 3.2, 3.4, 2.6, 2.7

and 2.3 respectively; but from 2000 to 2019, growth averaged just 1.8 per

cent.?

11. In terms of existing pressures on public spending generally, the OBR pointed
out in March 2024 that, assuming day-to-day real spending as a whole grows
by one per cent on average, this leaves ‘unprotected’ spending needing to fall
by 2.3 per cent a year in real terms from 2025/26 (if the Government at that
time was to meet its fiscal rules).?° As such, the OBR noted that if defence and
Official Development Assistance spending increased in line with the then
government’s ambitions, this would lead to unprotected spending needing to

fall by an average of 3.6 per cent a year.?

Debt and looking ahead

12. Based on the former government’s fiscal policies, the OBR forecast in March
2024 that PSND ex BOE will rise to a peak of 93.2 per cent of GDP in
2027/28, before falling to 92.9 per cent of GDP in 2028/29.22 Therefore, the

former Government had been on track to meet the main fiscal rule relating

to debt: as stated above, PSND ex BOE as a percentage of GDP should be
falling by the fifth year of the rolling forecast period (we cover this in more
detail in Chapter 5). However, the OBR emphasised that these forecasts were

17  Office for Budget Responsibility, Economic and fiscal outlook, CP 804, (March 2023), Box 4.2: https://

obr.uk/docs/dlm_uploads/OBR-EFO-March-2023_Web_Accessible.pdf [accessed 8 May 2024]

18 Institute for Fiscal Studies, ‘How do UK tax revenues compare internationally?’ (March 2024): https:/

ifs.org.uk/taxlab/taxlab-key-questions/how-do-uk-tax-revenues-compare-internationally [accessed 8

May 2024]

19 Office for National Statistics, ‘National Accounts at a glance’ (October 2020):
https://www.ons.gov.uk/economy/grossdomesticproductgdp/compendium/united

kingdomnationalaccountsthebluebook/2020/nationalaccountsataglance [accessed 8 May 2024]

20 Office for Budget Responsibility, Economic and fiscal outlook, CP 1027 (March 2024), p 104: https:/

obr.uk/docs/dlm_uploads/E03057758 OBR_EFO-March-2024 Web-AccessibleFinal.pdf [accessed
11 April 2024]. Note that ‘unprotected’ areas are all those not covered by an explicit commitment and
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conditioned on the tax-to-GDP ratio increasing by a further 1.1 percentage
points from its current level to close to a post-war high of 37.1 per cent of
GDP by 2028/29.%3

The OBR has acknowledged that pressures on public finances have been
part of a global phenomenon. It has said that the average debt-to-GDP ratio
among 33 advanced economies rose from 52 per cent of GDP in 2000 to 81
per cent of GDP in 2021.?* Across G7 countries alone, the average rose from
76 per cent to 131 per cent of GDP.?

The IMF has described the mounting pressures on governments generally
as a “policy trilemma” associated with strong spending pressures on national
budgets, political resistance to taxation and the need to contain debt and
deficits to deliver fiscal sustainability and financial stability.?° Pierre-Olivier
Gourinchas, Director of Research at the IMF, recently wrote: “With higher
debt, slower growth, and larger deficits, it would not take much for debt
trajectories to become much less comfortable in many places, especially
if markets send government bond spreads higher, with risks for financial
stability.”?”

The OBR expects debt to pass 100 per cent of GDP by the mid-2040s.28
However, the OBR routinely emphasises the degree of uncertainty around its
own central forecasts by using probabilistic ranges (‘fan charts’), alternative
scenarios, and sensitivity analysis.?’

Our inquiry

Against this backdrop, we launched our inquiry on 8 December 2023 with a
call for evidence on the sustainability of the UK’s national debt. We sought
evidence on whether the UK’s national debt is on a sustainable path. If not,
what steps are required, and whether the Government’s fiscal rule relating
to debt is meaningful. As this inquiry largely took place in the previous
Parliament, this report is based on evidence taken before Parliament was
dissolved on 30 May 2024 for the General Election on 4 July 2024. Much of
the evidence we received was based on, or reflected the findings of analysis
conducted by the OBR, including the OBR’s July 2023 Fiscal Risks and
Sustainability report (FRS). The OBR will publish an updated FRS in
September 2024.

Chapter 2 of our report considers how debt sustainability might be defined
and measured. Chapter 3 looks at present vulnerabilities of our public
finances related to rising costs and the financing of our debt. This is both
in terms of international pressures and its structure. Chapter 4 assesses
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challenges to get debt falling and the pressure they will place on the public
finances. It also considers the choices confronting the new government in
looking to address these challenges. Finally, Chapter 5 considers the UK’s
fiscal framework with a focus on the efficacy of the main fiscal rule relating
to debt.

We are grateful to all our witnesses for their evidence, and to our Specialist
Adviser, Dr Isabel Stockton.
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CHAPTER 2: DEBT SUSTAINABILITY

Does debt matter?

Many witnesses were of the view that a government’s ability to finance
spending by borrowing is not without limit or consequence. Charles
Goodhart, Emeritus Professor of Banking and Finance at the LLondon School
of Economics, observed that “[debt] has to be repaid with interest.”*° Joseph
Stiglitz, University Professor at Columbia University, considered that debt
matters “both economically, and, perhaps even more, politically.”?! Stephen
D King, Senior Economic Adviser at HSBC, said that debt “has all sorts of
implications depending on how quickly it is rising, who is indebted, what the
returns are on the money that is raised.”>?

Some witnesses endorsed Modern Monetary Theory (MMT).?? It posits that
governments with their own sovereign currency are not fiscally constrained
as they can print money to finance expenditure. History tells us that public
spending unconstrained by a fiscal framework is very likely to be inflationary.

Sir Dieter Helm, Professor of Economic Policy at the University of Oxford,
gave a nuanced view. He said that debt “certainly” matters but is “not a serious
problem” if it has created “genuinely enhanced new assets”.>* However, he
pointed out that debt is increasingly accrued to pay for current consumption,
which is a problem in itself: the interest has to be paid and it constrains other
public choices.”*

Ultimately, a government’s failure to manage its debt appropriately may
have direct implications for economic stability and social welfare. As the
World Bank has highlighted: “Overindebted governments are unable to pay
for public goods such as education and public health care, thereby risking
poorer human development outcomes and abrupt increases in inequality.”>°
It also stated: “Countries in debt distress also have limited capacity to cope
with future shocks and may be unable to serve as the lender of last resort to
private sector companies in need of public assistance.”?’

In 2021, the Cato Institute conducted a study of literature produced between
2010 and 2020 on the relationship between public debt and growth. It found
that for “the 40 studies reviewed, 36 studies identify a statistically significant
(linear or nonlinear) negative effect of public debt on growth. Of the four
remaining studies, two studies find that the negative effects of public debt on
growth can be largely alleviated by good quality institutions and good policy,
while two studies find only weak evidence for the existence of a negative
debt-growth relationship.”?®
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Ultimately, poor debt management could leave a government unable to
secure requisite levels of funding. As the IMF has noted: “Defaults can
cause borrowing countries to lose market access and suffer higher borrowing
costs, in addition to harming growth and investment.”?* A government at
growing risk of falling into a ‘debt trap’ or defaulting on its payments will see
its fiscal choices severely restrained, and potentially see it resort to financial
repression. We discuss this in more detail from Paragraph 37.

What is meant by ‘sustainability’?

Witnesses were clear that there is more to the notion of debt sustainability
than governments avoiding default on debt repayments. Peder Beck-Friis,
Senior Vice President and Economist at PIMCO (one of the world’s largest
investment managers), told us that “for a country such as the UK that
has access to its own central bank, the risk seems to be higher inflation as
opposed to an outright default.”° In view of a government’s ability to print
more money, Julian Jessop, Economics Fellow at the Institute of Economic
Affairs, pointed out that we should not expect a correlation between debt
levels and default.*!

Several witnesses also dismissed the idea that there is a fixed threshold beyond
which debt becomes unsustainable.*? James Smith, Research Director at the
Resolution Foundation, explained: “There is no one level of debt that is too
much, but the higher your debt is, the greater the risk of losing fiscal space
and the ability to use fiscal policy.”*? Carl Emmerson, Deputy Director at
the IFS, similarly stated that “a combination of high debt, interest rates that
are not ultralow and low productivity growth makes all of the economic
challenges we face more difficult. If you want to make reforms in difficult
areas, it is always easier to do so if you have money to spare.”** Moreover,
reduced fiscal space may have broader implications. Sonja Gibbs, Head of
Sustainable Finance at the Institute of International Finance, told us that
higher debt “is going to bring more risks, including financial stability risks
and challenges.”*

When considering whether the financial markets can be relied upon to give
early warning signs of an unsustainable debt, Dr Mohamed A. El-Erian,
Chief Economic Adviser at Allianz, said that “tipping points are really hard
to predict, because they are a function not just of your initial conditions but
of how markets receive your intentions, what is happening around you, and
what is happening [across the global economy].”*¢ Alluding to the gilt market
turbulence of autumn 2022, he added: “It came as a shock to us all that the
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markets could lose confidence so quickly and that the pension system could
be threatened.”?’

Some witnesses preferred a particularly broad take on the notion of
sustainability. Professor Jagjit Chadha, Director at the National Institute of
Economic and Social Research, used a “working definition” of sustainability,
namely “a level of public debt such that, when a shock comes along, we are
able to access financial markets and respond to the problems in a prompt
manner.”*® Similarly, the Institute for Government said that a sustainable
national debtis one where the “government [ensures] thatin future the country
will be able to meet its debt service requirements without compromising the
ability of future governments also to provide essential public services and
invest in long-term growth.”*°

Measuring debt sustainability

The public debt-to-GDP ratio is the most familiar and widely used metric to
gauge a country’s indebtedness.’® However, witnesses were generally of the
view that while the ratio might be considered a useful proxy—with the “very
great advantage of being comparable internationally”—it says very little
about debt sustainability.”! Richard Hughes, Chair of the OBR, told us that
“one reason why [OBR] reports are so long, is because we think that there is
more to sustainability than the debt-to-GDP ratio.”>?

According to Dr El-Erian, both the numerator and the denominator of the
debt-to-GDP ratio can be misleading. He said that ‘debt’ tells you little
about the debt’s maturity profile,’® for example, while “GDP has all sorts of
issues”.”* Accordingly, Martin Slater, Emeritus Fellow in Economics at St
Edmund Hall, emphasised that context is important. He said: “The same
debt ratio could be sustainable or unsustainable in different circumstances.””’

When considering the implications of high debt-to-GDP ratios, witnesses
also raised questions about causality. Julian Jessop pointed out that a country
might have a high level of debt if its economy is weak, not because the debt
itself is causing the weakness. This reinforced his doubts that “there is a
particular magic level of debt that you can identify as being a problem level.”>®
Carl Emmerson also questioned any discernible relationship between debt
and growth. He said: “Countries that cannot have big debt are often poorer
countries that have more scope for growth than bigger, richer economies. I
suspect there are quite a lot of other factors causing those correlations that
we can see in the data.”’
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Therefore, witnesses were generally of the view that in order to provide
the requisite context with which to gauge debt sustainability, a number of
different economic and financial criteria must be assessed.’® Dr El-Erian
used the analogy of a cockpit, stating: “Some instruments are more important
than others, but you need to look at all the instruments.”> One of the most
important criterion in gauging debt sustainability is the difference between
the rates of interest on debt instruments and GDP growth, or ‘r-g’ (with
both measured in either real or nominal terms).°°

Box 1: ‘r-g’

If r (the interest rate on government debt)®! exceeds g (the GDP growth
rate), the debt-to-GDP ratio is likely to rise in the absence of a government
primary surplus (that is, the Government raises more in revenues than it
spends on anything but debt interest).

Equally, if r is smaller than g, the debt-to-GDP ratio is likely to fall in the
absence of a primary deficit.

In all these comparisons of r and g, they must both be measured in the
same way—either in nominal terms or both in real terms (net of inflation).

33.
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There are a number of factors that can influence the ‘r-g’ relationship,
including inflation, macroeconomic and political stability (reflected in lower
risk premia on public debt); the correlation of risk and interest rates (with
‘safe haven’ countries enjoying a fall in interest rates during a crisis); reserve
currency status (which can push rates lower for reasons other than return)
and trend growth.

Given the importance of whether debt is rising or falling (as opposed to
its level), witnesses emphasised the significance of the expected trajectory
of debt and associated variables in the sustainability ‘equation’. Julian
Jessop remarked: “I do not think it really matters whether that debt level is
100% of national income or 120%, but I am concerned about the trends.”®?
Elaborating on this point, Professor Chadha told us: “When we think about
sustainability, we are really asking ourselves whether debt will grow without
bound relative to national income. It inherently involves some judgment
about the future path of expenditures and revenues over time”.®®> However,
Professor Goodhart argued that the level of debt matters as well as the
trajectory, saying that “it would be a lot easier if we were starting from a debt
ratio of 40% rather than a debt ratio of around 95%.”%4

Aside from considering a government’s ability to pay its debt in ‘cash
flow’ terms, several witnesses suggested that the concept of sustainability
should also consider a country’s stock of assets and liabilities (its ‘balance
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It has been argued that Olivier Blanchard is behind the renewed popularity of the framework in recent
years, stemming from his presentation at the American Economic Association in April 2019. See:
Olivier Blanchard, , ‘Public Debt and Low Interest Rates’, American Economic Review, vol 109 (April
2019), pp 1197-1229: https://www.aeaweb.org/articles?id=10.1257/aer.109.4.1197 [accessed 10 April
2024]

10-year bond yields are often used as a simple gauge of sustainability in the r-g dynamic but a more
accurate analysis requires weighted averages of the various maturities of outstanding debt.
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sheet’) and what debt has been issued against it (the implication being that
borrowing might feasibly ‘pay for itself” if it has funded investment).® James
Smith stated: “Every private company in the world is valuing its assets and
liabilities ... It is very odd that we suddenly drop any sort of sophistication in
accounting when we are looking at the [UK’s] public finances.”®® Sir Dieter
Helm envisaged a Budget Day when the Chancellor would present accounts
and on the balance sheet “would be the assets and the liabilities, and that is
what the debt against the assets would be for.”%’

Sam Beckett, Chief Economic Adviser to His Majesty’s (HM) Treasury,
highlighted to us that alongside the fiscal rules, “the Charter for Budget
Responsibility®® includes a commitment to consider ‘wider data, analysis and
evidence on the affordability of public debt and the strength of the public
sector balance sheet’.®® As such, Ms Beckett noted that the Government
pays particular attention to Public Sector Net Worth (PSNW) and Public
Sector Net Financial Liabilities (PSNFL).7

The ‘debt trap’

Dr Gerard Lyons, Chief Economic Strategist at Netwealth Investments,
highlighted that the pre-2008 global financial crisis trend rate of growth
(circa 2.25 per cent) meant that the economy doubled in size, in real terms,
every 32 years. However, Dr Lyons noted that not only is trend growth now
far lower, but “expectations on public spending do not appear to have adjusted
accordingly.”” As such, he argued that “there is a serious danger that [the
UK] will fall into a debt trap before the end of this decade.””® According to
Dr Lyons, a debt trap occurs when a country’s debt-to-GDP ratio exceeds
100 per cent and GDP growth falls below the rate of interest paid on debt
[i.e. r>g]. He said that “in such a situation the ratio of debt keeps rising.””
Paul Johnson, Director of the IFS, has commented that “wishful thinking
will not keep us out of a debt-interest-fuelled doom loop. Only hard choices
will do that. We need either a serious re-evaluation of our welfare state or we
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need to contemplate getting used to taxes remaining higher than they have
been at any point in the past 70 years. Or possibly rising further still.”"*

Related to this latter point, Professor David Miles, member of the Budget
Responsibility Committee at the OBR, commented: “The funding of the
existing stock of UK government debt has already become a substantially
greater burden.”” With reference to ‘r-g’, he noted that just “a few years
ago” the real interest rates at which the Government could raise new debt
“was around -1.5 per cent”.”® This meant that GDP growth of 1.5 per cent
could sustain a fiscal deficit of 3 per cent without upward pressure on the
debt-to-GDP ratio. However, Professor Miles then highlighted that as of
January 2024, comparable yields pointed to a real rate of more than 1 per
cent with another 1 per cent upward adjustment required “because growth
in the prices of UK output (the GDP deflator) is likely to be below inflation
[as measured by the Retail Price Index] on which indexed linked real yields
are based.”””

Therefore, Professor Miles noted that “the likely rate of r-g today is now
positive and perhaps around +1% rather than the -3% of a few years ago”
which if sustained means that “a primary surplus of around 1% of GDP—
nearly £30 billion at today’s prices—would be needed to prevent debt rising
further.””® Peder Beck-Friis highlighted that “Italy has barely grown for 20
years and has a trend growth of barely zero ... It has a much higher debt to
GDP stock than the UK, but the markets seem fairly sanguine because it has
a long history of being able to run primary surpluses.””

Any government looking to pre-empt a looming ‘debt trap’ can see it resort to
‘financial repression’, in which it circumvents market forces in order to secure
adequate levels of affordable funding. The IMF defines financial repression
as “legal restrictions on interest rates, credit allocation, capital movements,
and other financial operations”.®® Julian Jessop delineated between “some
soft forms of financial repression we have already had over the last few years
and decades”. He said this included “a long period in which ... financial
institutions in the private sector were encouraged to buy government debt
through prudential regulations”; and “something more sinister, more the
sort of thing that might happen in an emerging economy where private
sector institutions are forced to lend to the Government”.®! The latter, Mr
Jessop noted, was “very unlikely in an advanced economy” but, he added
that “there will clearly be more pressure on central banks to keep interest
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Institute for Fiscal Studies, ‘Talk of a ‘doom loop’ in the public finances is for very good reasons’
(December  2023):  https://ifs.org.uk/articles/talk-doom-loop-public-finances-very-good-reasons
[accessed 8 May 2024]

Written evidence from Prof David Miles (SND0012)

Prof David Miles refers to yields on index linked bonds of 10 years to 20 years maturity.

Written evidence from Prof David Miles (SNDO0012)

Ibid.

Q 142 (Peder Beck-Friis)

International Monetary Fund, ‘Working Papers, Financial Repression is Knocking at the Door,
Again’ (September 2019): https:/www.imf.org/en/Publications/WDP/Issues/2019/09/30/Financial-
Repression-is-Knocking-at-the-Door-Again-48641 [accessed 10 April 2024]. However, there are
many alternative definitions: see for example, Federal Reserve Bank of Minneapolis, ‘Financial
Repression: Evidence and Theory’ (March 2016): https:/www.minneapolisfed.org/article/2016/
financial-repression-evidence-and-theory [accessed 10 April 2024] and Toby Nangle, ‘Britain’s
trillion pound shortcut to financial repression’ Financial Times (October 2023): https://www.ft.com/
content/2f5c35ef-a332-4532-95b0-4366d0321862 [accessed 10 April 2024]
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rates lower for longer than they would otherwise have done, because of the
need to finance a massive public debt.”8?

Dr El-Erian pointed out that there are negative, longer-term consequences
to bear in mind when using financial repression.®* He told us that it “distorts
financial relationships. It distorts the allocation of resources. When finally
you get back to reality, to interest rates that are not artificially repressed,
you have to deal with the stock of debt that was financed at artificially low
interest rates and cannot be sustained that easily at high interest rates.”®*

Bim Afolami, former Economic Secretary to the Treasury, was asked
whether he felt confident that the Government at the time had a solution to
the challenge of ensuring debt sustainability. He told us that:

“[All] we can do is focus on the two core things: the first is growing
our economy as fast as we can, and I think we need to continue to do
more on that ... The second is making sure that the demand for public
services and the outputs more generally in how the service is run are
done as effectively as possible.”®’

The sustainability of public debt depends on tax and spending policies
which credibly align with expectations for economic growth and the
cost of borrowing. Credibility is all important: it is the ‘glue’ between
these parameters. Without credible policies, the Government runs
the risk of serious financial and economic instability.

Since 2008, the UK’s debt has risen sharply. Such a sustained increase
in debt has only happened in the past during wartime. The recent
increase reflects global crises of a different kind: the global financial
crisis, the COVID-19 pandemic and the energy crisis following
Russia’s invasion of Ukraine. Each event has led to a large, one-
off increase in government spending. However, it is the trajectory,
rather than the level of debt and the ability of a nation to service it,
which should be the principal consideration when assessing debt
sustainability. A debt level risks becoming unsustainable if there
is an insufficient buffer to absorb future economic shocks; or if a
government’s approach to fiscal policy creates a long-term trajectory
of increasing debt service costs. Although financial markets may
appear content to fund a nation’s debt at a given moment, this does not
indicate that its debt is on a sustainable path. Underlying problems
could prove to be asymptomatic, leaving a government’s finances
vulnerable to unforeseen shocks.
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CHAPTER 3: THE PRESENT VULNERABILITIES OF UK DEBT

Rising costs

Danisha Kazi, Head of Economics at Positive Money UK, considered that
“levels of public debt are not as important as the management and structure
of debt, and the debt servicing costs.”® In the decade prior to the pandemic,
UK debt interest costs were “remarkably stable” at around £40 billion per
year according to the OBR. However, compounded by the accumulation of
debt through repeated budget deficits over this period, “the rapid rise in
global interest rates over the last two years means that interest costs have
soared ... [reaching] a post-war record of 10.8 per cent of government
revenue [in excess of £100 billion].”8”

The UK is by no means alone in experiencing a marked increase in debt-
servicing costs given that interest rates rose from ultra-low levels to combat
inflation.®® Moreover, the UK, like many other countries, is more likely to
see interest rates remain at a level higher than they were before the pandemic.
Dr El-Erian described a world which has transitioned from an era in which
“you could flood the system with fiscal and monetary stimulus and not pay
the cost in terms of inflation” to “a world of insufficiently flexible supply.”®°

Figure 4: Debt interest spending relative to GDI? and revenues

Debt interest spending as a
per cent of revenue

T T T
1956-57 1962-63 1968-69 1974-75 1980-81 1986-87 1992-93 1998-99 2004-05 2010-11 2016-17 2022-23

Source: Office for Budget Responsibility, Economic and Fiscal Outlook, CP 1027, (March 2024), Chart 4.12:
hteps:/fobr.uk/docs/dlm_uploads/E03057758 _OBR_EFO-March-2024_Web-AccessibleFinal.pdf [accessed 17 Fuly

2024]

86 Q93 (Danisha Kazi)
87 Office for Budget Responsibility, Economic and Fiscal Outlook, CP 1027, (March 2024 ) Box 4.3: https:/
obr.uk/docs/dlm_uploads/E03057758 OBR_EFO-March-2024_Web-AccessibleFinal.pdf [accessed

11 April 2024]

88 Seeforexample, Policy paper from World Bank, which discusses the increased costs of debt accumulation
following the COVID-19 pandemic. World Bank, A Mountain of Debt: Navigating the Legacy of the
Pandemic, (October 2021): https://documentsl.worldbank.org/curated/en/258761633705709997/pdf/
A-Mountain-of-Debt-Navigating-the-Legacy-of-the-Pandemic.pdf [accessed 4 September 2024]

89 Q 87 (Dr Mohamed El-Erian). Specifically, Dr El-Erian highlighted the energy transition, geopolitics,
corporate restructuring and skill mismatches.
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Alongside rising interest rates, the ultimate cost of the Bank of England’s
quantitative easing (QE) programme has also been highlighted as a necessary
consideration when assessing the UK’s debt. Michael Saunders, former
member of the Bank of England’s Monetary Policy Committee, commented
that the Bank of England’s losses were likely to be comparatively larger than
for other central banks because the Bank had bought longer-dated bonds
than overseas counterparts.’® When interest rates were at record lows, the
scheme generated profits; but when interest rates rose, the Bank started to
pay a much higher rate on reserves than it received for its gilt holdings.*!

Sir Robert Stheeman, former Chief Executive Officer at the DMO, was
asked if he was surprised that no apparent weight had been given to the
cost of QE. He responded that “it is monetary policy which has been and is
most likely, in my opinion, to continue to be the single biggest determinant
of cost.”? Although it is important to emphasise that forecasts are subject to
significant volatility,”> the OBR’s March 2024 estimate of the likely lifetime
losses incurred by the Bank of England’s Asset Purchase Facility is £104.2
billion, which will be added to the UK’s national debt.**

Before turning to the vulnerabilities of its debt structure, it should be
emphasised that the UK is currently not an international outlier in terms
of its present debt burden. As of 2022, the UK’s debt-to-GDP ratio was
the second lowest in the GG7.°> Sir Robert Stheeman also assured us that the
market’s current appetite for debt is “very good” and that over the past five
years—during which time the DMO has raised £1.3 trillion—securing funds
“has been a very smooth process”.’® He added: “The fact yields have not
risen in an uncontrollable fashion over the past couple of years tells you it’s
not just me that isn’t worried—the market isn’t particularly worried either ...
I am confident enough in the resilience and good function of the gilt market
not to have a worry.”*’

Nevertheless, although the DMO has been successful in securing substantial
levels of funding in recent years, an increased dependence on foreign investors
exposes the UK’s ability to finance its debt to a greater degree of geopolitical
risk. We discuss this below.

The structure of UK debt

Alongside the pressures on government spending, it is the structure of the
UK’s national debt (the combination of a greater share of debt being index-
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Delphine Strauss, ‘Bank of England losses on QE greater than other central banks, says ex-rate
setter’, Financial Times (21 December 2023): https://www.ft.com/content/a411ebdf-1086—-4537-af15-
c6c5878353aa [accessed 11 April 2024)

Ibid.

Q 239 (Sir Robert Stheeman)

As the OBR points out, the latest estimate of the likely APF lifetime loss of £104.2 bn is £21.9 bn
less than it estimated in November 2023. See Office for Budget Responsibility, Economic and fiscal
outlook, CP 1027, (March 2024) Box 4.4: https://obr.uk/docs/dlm_uploads/E03057758 _OBR_EFO-
March-2024_Web-AccessibleFinal.pdf [accessed 28 May 2024]

Office for Budget Responsibility, Economic and fiscal outlook , CP 1027, (March 2024), Box 4.4: https:/
obr.uk/docs/dlm_uploads/E03057758 OBR_EFO-March-2024_Web-AccessibleFinal.pdf [accessed
8 May 2024]

Office for Budget Responsibility, Fiscal risks and sustainability, CP 870, (July 2023), p 103: https:/
obr.uk/docs/dlm_uploads/Fiscal_risks_and_sustainability_report_July 2023.pdf [accessed 11 April
2024]

Q 238 (Sir Robert Stheeman)

‘UK debt chief warns excessive borrowing risks investor backlash’ Financial Times (4 January 2024):
https://www.ft.com/content/fb8974e4-355e-4276-belf-7edb73273f75 [accessed 8 May 2024]
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linked and foreign-held along with its shortened maturities) which underpins
the OBR’s analysis that “while other governments face rising interest rate
costs on debts close to or in excess of 100 per cent of GDP”, the UK’s public
debt position “is more vulnerable to some shocks, and more vulnerable than
in the past.”®® This is the case despite some mitigating factors. Eric Arispe,
Senior Director at Fitch Ratings’ sovereigns group, explained that these
factors included: an absence of foreign currency debt (“which represents an
important asset to have in periods when exchange rates could be volatile™)
deep financial markets (“which supports the financing flexibility of the
sovereign”) and reserve currency status.’’

Index-linked gilts

Index-linked gilts are bonds that adjust their nominal coupon payments and
final settlement repayment to meet accrued inflation, as measured by the
Retail Price Index, thereby offering a guaranteed real return.!’® Inflation
linked bonds typically offer real returns that are substantially lower than
the nominal yields available on conventional bonds. This means that during
periods of low inflation—and particularly during periods of deflation—
they can prove to be cost effective for the issuer. However, the reverse is
true during periods of high inflation given that coupon and principal are
increased accordingly.

Tom Josephs, member of the Budget Responsibility Committee at the OBR,
considered that they have been for the most part, “good value” for HM
Treasury since their inception.!” Bim Afolami also told us:

“We are £158 billion better off since we started issuing index-linked
debt [in the 1980s] ... If you look at the maturity and at the index-linked
compared to the fixed, I think we have done the right things, broadly
speaking, although we should always keep these things under review
and assess them as time goes by.”!%?

Nonetheless, as the OBR notes, their growing share of total debt (from about
10 per cent of total debt in the late 1980s to around 25 per cent in 2022), in
conjunction with above-target inflation since 2021, has served to significantly
raise debt servicing costs and nominal debt levels (and far more so than in
other countries).!> The OBR points out that at 25 per cent of the total, the
UK’s ‘exposure’ to inflation-linked gilts is more than twice as much as the
second largest advanced-economy issuer, Italy, at 12 per cent.!’* Moreover,
Carl Emmerson said that index-linked gilts and inflation generated by
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Office for Budget Responsibility, Fiscal risks and sustainability, CP 870, (July 2023), p 13: https:/
obr.uk/docs/dlm_uploads/Fiscal_risks_and_sustainability_report_July 2023.pdf [accessed 11 April
2024]

Q 187 (Eric Arispe)

See IG, ‘UK index-linked gilts: inflation-linked bonds explained’ https://www.ig.com/uk/trading-
strategies/uk-index-linked-gilts--inflation-linked-bonds-explained-220425 [accessed 11 April 2024];
NB in 2020, the Government announced that from 2030, the CPIH will replace the RPI in making
adjustment to inflation linked bonds. See: ‘UK to stop using RPI inflation measure in 2030°, Financial
Times (28 May 2024): https://www.ft.com/content/413286de-9903-4791-9d5e-72349ead6f1d
[accessed 28 May 2024]

Q 36 (Tom Josephs)

Q 231 (Bim Afolami)

See Office for Budget Responsibility, Fiscal risks and sustainabiliry, CP 870, (July 2023), p 14: https:/
obr.uk/docs/dlm_uploads/Fiscal_risks_and_sustainability_report_July 2023.pdf [accessed 10 April
2024].
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imports (as has been the case recently in the UK) is a poor combination
because “you do not get the extra income tax, tax on profits or VAT, so you
do not get the revenues to help cover that debt interest spending.”!%°

The National Audit Office (NAO) has pointed out that in 2018 “following
OBR analysis”, the Treasury decided to reduce the proportion of new index-
linked gilts issued in a “measured fashion over the medium term”. However,
in 2022, it decided that the proportion was “appropriate”.!® The NAO
further noted Debt Management Office (DMO) analysis prior to the Spring
Budget in March 2023 which showed that index-linked gilts were forecast to
be more cost-effective than conventional gilts at maturities greater than or
equal to 20 years, if inflation (RPI) does not exceed an average of three per
cent over the gilts’ life.

Foreign ownership of debt—and international pressures

The second vulnerability specified by the OBR pertains to foreign ownership
of UK debt. To capture this trend, the OBR uses an IMF series which collates
data sourced from national central banks/statistical agencies. According to
this series, which covers the period from Q1 2004 to Q4 2023, the share
of UK government debt in foreign hands has roughly doubled from 15 per
cent to 29 per cent.!?” Explaining the vulnerability this presents, the OBR’s
2023 FRS described how “overseas holders of gilts are less likely to have
a such a structural desire for sterling assets [as domestic holders] ... As a
result, smaller changes in the relative attractiveness of gilts can mean foreign
investors quickly switch to other assets in potentially large volumes.”1%8

The OBR’s 2023 FRS based its analysis and conclusions upon private, non-
bank foreign holdings of UK debt. However, since its publication, there
have been substantial changes to the composition of holdings. It has been
found that official holdings (i.e. debt held by central banks, government
and associated agencies) now comprise a majority of the total. However, in
written correspondence, Richard Hughes told us: “These revisions do not
fundamentally alter the conclusion we drew in the 2023 FRS ... While the
revised IMF data suggest that more of that debt is held by official rather
than private investors, the same concerns about their lack of ‘home bias’ and
susceptibility to shifts in global investor sentiment applies.”!%

Professor Chadha felt that foreign ownership might act “as a further
constraint and examination of our fiscal position”!'® while Sir Robert
Stheeman commented that the UK has “a healthily diverse investor base.”!!!
However, Richard Hughes has said that the UK’s “fickle and flighty” foreign
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National Audit Office, Managing government borrowing, HC 1658 Session 2022-23 (July 2023): https:/
www.nao.org.uk/wp-content/uploads/2023/07/managing-government-borrowing.pdf [accessed 8
May 2024]

International Monetary Fund, ‘Foreign Holdings’, See Table 2: https://www.imf.org/-/media/
Websites/IMF/imported-datasets/external/pubs/ft/wp/2012/Data/ wpl2284.ashx [accessed 29
August 2024]

See Office for Budget Responsibility, Fiscal risks and sustainability, CP 870, (July 2023), Box 4.2:
https://obr.uk/docs/dlm_uploads/Fiscal risks and sustainability report July 2023.pdf [accessed 28
August 2024].

Letter from Richard Hughes, Chair of the Office for Budget Responsibility, to Lord Bridges of
Headley, Chair of the Economic Affairs Committee (21 August 2024): committees.parliament.uk/
publications/45292/documents/224365/default/
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buyers of its government debt presents a growing risk to the stability of the gilt
market.!'? Asked if foreign financing of the UK’s debt was really a problem,
Julian Jessop told us: “I think it is ... it is relatively easy for foreigners to
decide not to invest in the UK.”!3

Elaborating on this point, Dr El-Erian equated foreign holders of debt to
tourists, noting: “The minute something goes wrong ... We head to the
airport and get out ... That is what tends to happen during shocks. Investors
tend to be subject to home bias.”!'* Dr El-Erian suggested that a number of
factors contribute to and amplify ‘home bias’ such as structural aspects of
investment management, for example. Hence, he emphasised that relying
on foreign investors “as the UK does” entails a risk that funding will be
withdrawn and that it “can be for shocks that have nothing to do with you
at all.”!®

Some witnesses pointed to the reversal of global trends which have supported
growth.!’® As Professor Chadha noted: “Global growth seems to be falling,
as China and other newly advanced economies are reaching the productivity
frontier.”!'” Witnesses also talked about disruptions to supply chains from
recent events in the Middle East and elsewhere, which have increased
shipping costs for example.!’® Dr El-Erian saw these disruptions as part of a
“secular” trend which he called “global fragmentation”.!’® This, he argued,
meant that countries were looking for greater “resilience” than in the past
which would be particularly problematic for China (as a major exporter) with
direct implications for its ability to remain a “meaningful engine of growth
for the global economy”.!?°

Encapsulating these points, Erich Arispe said: “Overall, at least in the
near term ... the stars are not aligned on the external environment, from
both the geopolitical and economic perspective.”!?! Witnesses also alluded
to the potential risks of funding pressures on account of the large number
of G7 governments managing high levels of debt, which Mr Arispe noted,
“represents a source of pressure on [credit] ratings.”!?? In particular, the US
Congressional Budget Office has warned that the “United States faces a
challenging fiscal outlook”.'*?

The IMF stated in its April 2024 Fiscal Monitor that “global debt is projected
to increase to close to 100 percent of GDP by 2029 led by some large
economies “which critically need to take policy action to address fundamental
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Delphine Strauss, ‘UK reliance on ‘fickle’ foreign investors a risk to gilts, says OBR chief’, Financial
Times (7 December 2023): https:/www.ft.com/content/7¢031929-6f42-4442-9392-4b65f1cd60a?
[accessed 5 September 2024]
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Q 87 (Dr Mohamed El-Erian). Volatility in UK debt markets can also be the source of global financial
market ‘contagion’ - see for example Reuters, ‘Britain’s market rout stokes contagion fears around
the globe’ (September 2022): https://www.reuters.com/markets/europe/global-markets-britain-
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See Q 67 (Dr Mohamed El-Erian) and Q 181 (Erich Arispe).
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See Q 121 (Julian Jessop).
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Congressional Budget Office, “The 2023 Long-Term Budget Outlook’ (June 2023): https://www.cbo.
gov/publication/59331 [accessed 22 April 2024]
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imbalances between spending and revenues.”!?* Robert Tipp, head of global
bonds at PGIM Fixed Income, also told the Financial Times (FT):

“We are truly in an unmoored environment for government debt
compared with previous centuries ... Everyone is getting a pass right
now, whether you are in the US or Italy, but there have been some signs
recently that investors and rating agencies are starting to think about
this again.”!'?

Witnesses also depicted potential risks stemming from other specific
countries or blocs. Julian Jessop noted that in recent decades, Japanese debt
has offered near zero yields which have been unattractive to foreign investors
and “if that changes, that is another challenge to the UK?”.!?® Peder Beck-
Friis also stated that G7 debt dynamics would look “much worse than they
did pre-pandemic” should the emerging market “savings glut” dry-up given
that it has allowed governments to run deficits and high debt levels.!?”

Commenting on the international aspect of the UK’s debt, and the question
of whether there is “too much reliance on the kindness of strangers”, Bim
Afolami told us: “Japan issues much more debt to what we would describe as
retail investors ... than we do. Some people see that we should try to increase
the amount of retail participation in our debt. At the Budget, the Chancellor
set out what we called the British Savings Bond to encourage more retail
investment in debt”.1?8

Maturities—and the impact of quantitative easing

The third vulnerability of UK debt highlighted by the OBR relates to
maturities, or the period in time over which a debt instrument becomes
due and must be paid back in full.’®*® The issuance of debt with longer term
maturities can help to promote stability by reducing the sensitivity of debt
interest to changes in interest rates, since the bonds would not need to be
re-financed or ‘rolled over’ as frequently.!*® While future governments may
therefore look to maintain high average maturity rates in the gilt stock, it
should be noted that structural changes underway in the pensions industry
could serve as a constraint. In particular, the industry’s demand for gilts has
eased in recent years in part because most defined benefit pension schemes!*!
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are closed to new members.!*> However, Sir Robert Stheeman assured us that
“it takes an awfully long time for these [structural] shifts to feed through”
and that it could take “many years” for the average maturity to decline to
levels akin to those of other G7 nations.!??

The average maturity of UK government bonds has for some time been
longer than the average maturity of government debt in most other advanced
economies.?* However, the average maturity of the consolidated liabilities
of the public sector as a whole (including the Bank of England’s balance
sheet) has drastically shortened since 2008, from seven years to just two as
of July 2023, largely on account of the Bank’s QE program. From 2008, the
Bank purchased one-third of all conventional gilts with an average residual
maturity of 15 years in exchange for its own central bank reserves, which are,
in effect, of an overnight maturity.'>

Hence, although initially introducing a net saving (given, at the time, the far
lower interest payable on reserves than gilts), QE has shortened the median
maturity'?® of public debt, thereby leaving the UK’s overall debt “much more
sensitive to changes in conventional interest rates.”!*” The OBR has noted
that the shortening of UK debt maturities has meant that rising interest rates
have fed “six times more quickly into our debt servicing costs than in the
past and faster than in other G7 countries.”!?®

In its EFO for March 2024 the OBR pointed out that since its 2023 FRS,
the steady unwinding of the Bank’s gilt holdings via quantitative tightening
(QT) has begun to reverse some of this sensitivity, with median maturities of
the UK’s consolidated public liabilities rising from one year in 2021 to three
years as of the end 2023.!** However, although the OBR noted that even if
its assumption bears out that 71 per cent of gilts will have been returned
to the market by 2028—resulting in a pre-QE median maturity of seven
years—it warned that “both the UK’s higher debt stock and the potential
for continued volatility in interest rates are likely to continue to drive large
changes in debt servicing costs from one forecast to the next.”!4°

Professor Chadha was asked whether the debate on debt should focus
on overall public sector liabilities given that QE purchases were a large
proportion of the overall stock of debt. He replied that including reserves
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as part of the total, means that “the cost of debt service issue is going to be
something like 5% to 6%. It would not have been anything like that had we
not had the stock of QE that we have.”!"!

Explaining the Bank of England’s balance sheet reduction strategy, Andrew
Bailey, Governor of the Bank, told us that unlike the US Federal Reserve,
the UK’s debt stock has a fairly long average maturity and that if it relied on
passive run-off (holding debt to maturity) “it would be 50 or 60 years before
we saw it all go off [the balance sheet].”'*? Mr Bailey also argued that “I hear
it said sometimes that if only the Bank of England would hold these assets,
the losses or the cash flow would go away, but that is not the case.”!*

The Rt Hon Jeremy Hunt MP, former Chancellor of the Exchequer, told us
that QE and QT “really are decisions that are made by the Bank of England
... There is no secret “What would you like to do, Chancellor?’ discussion.”!**
Sam Beckett commented that “there is a huge degree of transparency on
how QE, and now QT, are impacting public finances. We have it in our
Treasury annual report and accounts. The OBR put it in its EFO, and the
Bank has a quarterly report on it all.”!#

Compared with other similar economies, the UK is currently not
an outlier in terms of its overall stock of public debt. However, the
servicing of UK debt has become more vulnerable to inflation and
interest rates, along with changes in investor sentiment, any or all
of which can increase its cost. This increased vulnerability results
from successive rounds of quantitative easing (QE), and a greater
proportion of debt being index-linked and held by overseas investors.
Taken together, they point to the need for the Government to build
fiscal resilience so that it can respond, if necessary, to future domestic
or external crises.

While we understand the reasons for its adoption as an instrument
of monetary policy, multiple bouts of QE were implemented without
sufficient consideration of its impact on the maturity of the UK’s
overall debt stock. By drastically shortening effective maturities, QE
has served to increase the sensitivity of government borrowing costs
to short-term movements in interest rates. Although the unwinding
of QE will gradually mitigate this vulnerability to a degree, it is
likely that it will crystallise significant losses which the taxpayer
will ultimately bear. Decisions around the quantum of QE and the
strategy around quantitative tightening seem to have been taken
without consideration of potential fiscal risks. As a result, these
decisions have blurred the boundary between monetary and fiscal
policy.

At a time when many other nations are issuing high levels of debt, the
extent of the UK’s reliance on debt purchases by overseas investors
could heighten the UK’s vulnerability to financial shocks. This is of
particular concern given the current heightened level of geopolitical
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risk. The risks to the UK would increase further if it became an outlier
relative to other developed countries in terms of its debt.
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CHAPTER 4: CHALLENGES TO DEBT SUSTAINABILITY

The context

In its March 2024 EFO, the OBR stated that in order “just to stabilise debt
in the medium term”, the Government needs to run a primary surplus of
around 1.3 per cent of GDP. In Chapter 2, we cited Professor David Miles,
member of the Budget Responsibility Committee at the OBR, forecasting
that a primary surplus of “around” one per cent of GDP would be required.
This compares with the 2010s when a primary deficit of 2.1 per cent of
GDP was sufficient to stabilise debt.!*® Dr Gerard Lyons also highlighted
the additional challenges of maintaining debt stability posed by the UK
having ‘twin’ deficits—a current account deficit and a budget deficit. He
said: “Japan, for instance, has a large ratio of debt to GDP, but its current
account surplus echoes its high domestic savings and its ability to fund itself.
The UK, in contrast, has low savings, a current account deficit and a need
to fund itself not only at home from long-term domestic savers but also from
overseas.”!*’ (See Appendix 4 for a case study of Japan’s debt).

Some witnesses emphasised that the various challenges the UK faces
in maintaining debt sustainability have been made more difficult by past
shortcomings in UK economic policy. Sir Dieter Helm argued that since the
1980s, investment in the economy’s core infrastructures has been financed
by borrowing. This, he noted, compares with the prior, post-World War
II period, when such outlays were financed by ‘current’ customers’ bills
and tax.!*® Sir Dieter argued that borrowing for “everything” including
“maintenance” for infrastructure is “really quite damaging to the future
prospects of the economy.”!*® Against this backdrop of an economy in urgent
need of spending on capital maintenance, Sir Dieter urged us to think of the
UK’s stock of assets and the public balance sheet as integral elements of any
debt sustainability strategy.!>°

In addition to these challenges, the UK is currently experiencing significant
pressures on public spending. As Sir Dieter Helm highlighted:

“[At] some stage the economy will have to deal with the state of its
infrastructure. It will have to fix the leaks in pipes. It will have to fix
the sewers. It will have to fix the state of the transmission system. It will
have to fix the roads. It will have to fix the railways. It will have to fix the
state of schools and hospitals.”!!

Generally, the IFS has said that government spending is expected to settle
at a much higher level than before the COVID-19 pandemic, despite cuts to
levels of spending from their “pandemic peak”.’®> When asked whether the
UK could withstand a continuation of public spending at the rate expected
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by the OBR, Richard Hughes replied: “Not if you do not want to see the
debt-to-GDP ratio spiral in the way it does.”!®> On the question of whether
the public sector is living beyond its means, Professor Goodhart said that
it “almost certainly [is] yes, quite severely and increasingly [dangerously].”!>*

Despite these pressures, in 2022/23, government revenues (taxes and other
sources) already stood at around 40 per cent of GDP—the highest level since
the early 1980s."> The OBR forecast in March 2024 that tax as a share of
GDP is set to rise.'*®

The Trades Union Congress told us that the “present macro policy approach
is not delivering sustainable national debt”.’>” As the IFS argued at the start
of 2024: “This will be a thorny inheritance for whoever is in office after this
year’s general election.”’® It added: “Both Labour and the Conservatives
have promised to reduce debt as a fraction of national income ... [but] on
one measure, it will be more difficult to reduce the debt-to-GDP ratio over
the next parliament than in any other parliament since the 1950s.”1>°

Pointing to the OBR’s forecasts for “lower-than-average” nominal GDP
growth and “higher-than-average” debt interest spending over the next five
years, the IFS said: “These are not propitious circumstances in which to
be aiming for a falling debt-to-GDP ratio.”’*® Looking at the period 1951
to present, the IFS added that “all parliaments with slower rates of growth
than what is forecast for the next parliament had below-average debt interest
spending; all parliaments with higher debt interest spending had above-
average growth.” It concluded: “For a Chancellor with a goal of reducing
debt as a fraction of national income, things have arguably never been
so bad.”!® In its report Managing government borrowing, published in July
2023, the NAO was similarly downbeat, stating that the “environment for
borrowing and debt management has become more challenging since our
last report in 2017.”1%2

Finally, the OBR has said: “Fiscal tailwinds from a post-World War II baby
boom, global economic integration, and easing Cold War tensions have
switched to headwinds in the first part of this century. Public finances
are now under growing pressure from ageing populations, disappointing
economic growth, a warming planet, and rising geopolitical tensions.”!®®
Focusing specifically on debt interest spending, it added: “For most of this
century, the fiscal burden of the Government’s elevated debt stock was offset
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by falling interest rates and low inflation, which kept central government
interest payments ... at around 2 per cent of GDP. But both trends have
suddenly reversed over the past year.”!** We examine these points below.

Demography

The OBR has said that “the size, age and composition of the population
is one of the main drivers of the long-term fiscal outlook, affecting health
care, welfare and pensioner spending.”!> It has pointed out that the decline
in public debt (from just over 250 per cent of GDP in 1946 to 28 per cent
at the turn of this century) was facilitated, in part, by relatively favourable
demographic trends (principally the ‘baby booms’, which led to improved
dependency ratios.)!®®© However, these demographic ‘tailwinds’ turned to
‘headwinds’ in the early part of this century in part due to the first ‘baby
boom’ generation retiring and growth in the unit costs of age-related
spending (healthcare, social care, and the state pension) outstripping growth
in the wider economy.!%’

According to its July 2022 long-term forecasts (based on the 2021 Census),
the OBR expects the UK population to be broadly flat over the next three
decades before declining gently but steadily, with migration levels insufficient
to compensate for a declining birth rate (see Figure 5).1%® Citing the latest UN
population projections compiled in 2019, the OBR also noted that the UK’s
old-age dependency ratio (which the UN defines as people aged 65 and over
as a proportion of people aged 15 to 64), is projected to rise 18 percentage
points by 2070.!%° Richard Hughes told us: “The underlying demographics
remain pretty stark ... in the 1970s, we had about two people in work for
every one person in retirement ... By the time we get out to 2070, we have
only one person in work for every one person in retirement.”!"°
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Figure 5: UK population and successive outturns and successive
projections
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84. In its March 2024 EFO, the OBR updated its short-to-medium term
projections to reflect fresh ONS population estimates, released on 30 January
2024. The OBR now expects the total UK adult population to be 1 million
higher by 2028/29 than it expected in November 2023.'"! As part of these
fresh forecasts, the OBR updated its assumptions for medium-term annual
net migration to 315,000 from 245,000, and published estimates for debt
and growth under divergent net-migration assumptions. It noted that annual
net migration around 200,000 higher or lower than the ONS projection
of 315,000 in the medium term would raise or lower GDP by around 1.5
per cent in 2028/29, and lower or raise debt as a proportion of GDP by 3.1
percentage points respectively.!’””> However, the OBR emphasised that “the
impact on GDP per person is much smaller and its direction unclear.”!”?

85. In modelling these trends over the next five years, the OBR assumed that
migrants would have a slightly higher average participation rate than the
adult UK resident population, reflecting the probability that they are more
likely to be of working age (16-64).1"* The OBR also noted that the longer
migrants stay, the more likely they are to participate although this “tends to
reverse after 10 years.”!”
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Richard Hughes told us that assessing the changing demographic profile
of migrants and its impact on economic and fiscal outcomes has become
more difficult. He said: “Most of our migrants are now not coming from the
EU but from other countries. We see in the data that a lot are coming in as
students, but a lot are coming to work and they are bringing dependants.”!"®
The difficulties in profiling, Mr Hughes said, meant that at present “the
assumption we have made about their demographic profile is that they
broadly look like the rest of the UK population.”!”’

Professor David Miles similarly cast doubt on whether sustained levels of
migration, as a means to boost the labour force, could generate sustained
fiscal improvements. He said: “New immigrants, particularly if they come
on work visas, may generate a favourable balance of extra tax revenue relative
to extra public spending for some years. But immigrants who stay grow
older and have children so the favourable tax to spending balance does not
persist.”’!”® Moreover, he added that even “when the favourable fiscal effects
persist, they may do so largely because government spending on public
services (particularly on health and education) falls in per capita terms and
the quality of those services is eroded as population rises.”!”®

Demographic challenges are not unique to the UK. The projected rise in
the UK’s old-age dependency ratio is close to the average across advanced
economies and its projected increase (as above, 18 percentage points)
is smaller than most other advanced economies which, on average, see a
26-percentage point rise.'®® This, the OBR has noted, would leave the UK
with one of the least aged populations among the advanced economies in the
2070s—in common with the Scandinavian countries, as well as the United
States, Australia and Ireland.!® The reason for this is that the UK population
1s expected to age more slowly due to “higher birth rates and higher net
migration rates.”!8?

In terms of demographic pressures on public finances, Carl Emmerson
identified two key areas: the triple lock (whereby the state pension increases
each April in line with whichever of the following is the highest: CPI
inflation, average wage inflation or 2.5 per cent) and the retirement age.”'®?
The new Labour government has pledged to keep the triple lock and has
also announced that it will conduct a “review of the pensions landscape”!8
(the state pension age is currently scheduled to rise from 66 to 67 between
2026 and 2028 and to 68 in 2046). However, earlier this year, Professor Les
Mayhew, author of the report State Pension Age and Demographic Change said:
“[if] we define the UK’s working adult populations as 20 to 64 years, to
account for time spent in full time education, the state pension age might
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need to hit age 70+ as early as 2040 to maintain the current dependency
ratio”. He added that the recent stalling in life expectancy “has temporarily
eased the pressure for increases in state pension age beyond 67 after 2027
but longer-term the pressure will be on to increase it to 68 or 69 before
that”.’®> Demographic factors may also influence the path of UK interest
rates, which we discuss below from Paragraph 105.

The Rt Hon Jeremy Hunt MP told us:

“Migration has definitely contributed significantly to our growth in
GDP over many decades ... It is a much harder question to answer if
you ask about GDP per head, which is a much more important metric
because that is more closely linked to rises in living standards for
ordinary families.”!8¢

He added: “As I tried to outline in the Budget, as a country, I believe we
should say we are going to move decisively towards a high-skill, high-wage
economic model that does not depend on unlimited migration.”!®?

Bim Afolami considered that an ageing population “is one of the central
challenges of our time.” He told us:

“It is not just the ageing per se, but how healthy people are in the latter
period of their life and the costs that that imposes on the NHS ... broadly
speaking, the direction of travel is to try to reduce demand for the NHS
in all sorts of practical ways, but also to make sure that we are getting
more bang for our buck, so to speak.”!88

He considered that the UK was on track to “meet that challenge if we continue
along the process of reducing demand in the NHS, investing more to get

better productivity and growing our economy, which grows our revenues as
well.”18°

Net zero

The OBR explored in depth the likely long-term costs of the net zero
transition in its 2021 FRS. It considered any direct public spending on
the cost of transition, receipts lost from existing emissions-related taxes
(especially fuel duty), receipts gained from taxing carbon more heavily, and
indirect effects of different paths for the economy on the public finances.!*°
It then constructed different scenarios produced by the Climate Change
Committee (for whole economy costs and savings from decarbonisation) and
the Bank of England (for the price of carbon necessary to achieve net zero
and its economic implications).'?!
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The OBR stated that the fiscal impact of achieving net zero in an ‘early
action’!*? scenario would “add 21 per cent of GDP” to PSND by 2050/51
(£469 billion in 2021 terms).!”> It detailed that one clear benefit of ‘early
action’ would be the avoidance of even higher debt interest spending (which,
the OBR expects, would already reach 0.7 per cent of GDP by 2050/51 in
the early action scenario). However, even assuming that the Government
will bear 25 per cent of the £1.4 trillion cumulative investment up until
2050, when combined with savings from more energy-efficient buildings
and vehicles, the OBR estimated the net cost to the state would be £344
billion in real terms, or an average of 0.4 per cent of GDP per year spread
across three decades.!”* As the OBR then pointed out in its July 2023 FRS,
this “unfunded policy ambition” must be considered alongside its baseline
projection for debt-to-GDP (which foresees the ratio accelerating to 310 per
cent by the mid-2070s) which, the OBR noted, is “alarming in itself.”!%

Sir Dieter Helm has previously commented: “If energy policy is to be effective,
the Government needs to revisit its net zero objective, define it properly and
admit that the costs will be a lot higher than it currently claims.”!°® By way of
explanation, Sir Dieter told us that existing cost calculations do “not properly
incorporate the cost of intermittency or the fact that they are low-density
energy, or the fact that they are distributed geographically very widely.”!*’

Erich Arispe emphasised that uncertainty surrounding the former
Government’s specific plans for net zero constituted a risk from a ratings
perspective, albeit one that is not unique to the UK."® Carl Emmerson noted
that “the UK has made some pretty good progress [towards net zero] in
recent decades”!®® but this is in part because “we have taken the low-hanging
fruit, such as big improvements in electricity generation.”?°° He added: “The
cost will come if we muddle through rather than take a strategic approach ...
If we take earlier action and come up with a plan and get it right, it will not
be as costly.”?%

Despite the potential costs of the transition, witnesses were of the view
that failure to facilitate it would result in worse outcomes. As Dr El-Erian
said: “The alternative [to funding net zero] is much worse. If we were not
to facilitate a green transition, the bill would be absolutely astronomical
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in terms of the consequences.”?’? Danisha Kazi sought to emphasise the
cost-saving aspects of green investment, noting that “dealing with up-front
costs now will avert higher costs later”.??® Green Alliance similarly argued:
“Investing in net zero and nature pays off in the long term and protects us
from the risks associated with climate change, so our management of fiscal
policy needs to change to incentivise more green investment.”2%4

Ruth Curtice, Director for the Fiscal Group at HM Treasury, told us: “The
OBR has characterised [the investment costs of net zero] as significant but
not exceptional. In the Treasury we would agree with that ... the OBR
estimated that it might need to be about £10 billion a year and that it might
be absorbable within the existing public sector investment assumption that
it makes over the long term. Obviously, that will be a choice for a future
Government.”?%

The new Labour government committed in its manifesto to introducing an
‘Energy Independence Act’, to enable the UK to become a “clean energy
superpower.” The manifesto also committed to establishing Great British
Energy (GBE), a publicly-owned “clean power” company, which would
receive £8.3 billion of capital investment across the new Parliament. It would
be part funded by a time-limited windfall tax on oil and gas companies. The
remainder would be funded by government borrowing.2%°

The Rt Hon Jeremy Hunt MP rejected the idea that the former government
had not looked “properly” at the costs of net zero. He said: “I do not agree
but I accept there are uncertainties ... we have actually succeeded in
p y
decarbonising more than anywhere else ... We have also met our carbon
g y
budgets to date.”?%’

Defence

The OBR has pointed out that post-World War II demobilisation followed
by a cooling of Cold War tensions permitted a steady reduction in defence
spending from 10 per cent of GDP at the end of the Korean war in the early
1950s to 2 per cent of GDP following the end of the Cold War in the early
1990s.2°¢ This, the OBR added, “created fiscal space for an expansion of the
welfare state which grew by a similar proportion over the same period.”?%

In keeping with this point, we heard that one of the areas from which
successive governments have sought costs savings in order to meet other
spending commitments has been the defence budget.?’® It was suggested,
however, that there is limited scope for this to continue: Sir Dieter Helm
noted that once Trident nuclear missiles and pensions are subtracted from
the budget “we do not spend very much [on defence].”?!!
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The latest North Atlantic Treaty Organization’s (NATO) figures show that
the UK spent an estimated 2.3 per cent of GDP on defence in 2023.212 In
its manifesto, the new Labour government commaitted to spending 2.5 per
cent of GDP on defence “as soon as we can”?’>—above NATO’s minimum
requirements.?’* As we noted above, if defence (and Official Development
Assistance) spending increased in line with the Government’s ambitions,
this would lead to unprotected spending needing to fall by an average of 3.6
per cent a year.?!®

The Dreadnought programme—commonly referred to as the ‘renewal’ or
‘replacement’ of Trident—is also expected to cost £31 billion, with annual
in-service costs of around six per cent of the defence budget.?'®* The Rt Hon
Grant Shapps, former Secretary of State for Defence, has said: “Our nuclear
deterrent is as important now as it has ever been.” However, the F'T recently
reported that one senior defence official said that although it is essential, “it
keeps on eating up the budget headroom we create for it.”?!”

The long-run outlook for interest rates

As discussed in Chapter 2, the relationship between expected rates of (real
and nominal) interest on government bonds and GDP growth is a key
determinant of debt sustainability. However, there is general disagreement
about the likely path of long-term equilibrium rates of interest (the ‘natural’
/ ‘neutral’ rate, or r*). In 2017, the Bank for International Settlements (BIS)
conducted a study looking into long term interest rates across 19 countries
over the years 1870 to 2016. It concluded: “No single factor or combination
of such factors can consistently explain the long-term evolution of real
interest rates ... The link between real interest rates and saving-investment
determinants appears tenuous.”?!®

Nonetheless, many economists are of the view that the low interest rates
that have characterised the Millennium thus far may have come to an end.?"’
Professor Goodhart has written extensively on the issue and has argued that
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demographics will “reverse three multi-decade global trends”.??° He argued
in his book, The Great Demographic Reversal, published in 2020: “The old, at
their late stage in the life cycle, don’t save, but spend, so savings ‘gluts’ of the
kind thought to have paved the way for today’s low interest rates will vanish
as populations age. Nominal interest rates will rise and so will inflation.”?*!
Accordingly, Professor Goodhart told us: “No one can foretell crises, but
the possibility of a significant increase in long rates relative to short, at some
stage in the next five years, is more likely than not.”???

However, Stephen D King suggested a stipulation to Professor Goodhart’s
views about demography and interest rates. He told us that the likely impact
of an ageing population on the economy rather depends on what form their
savings take. Mr King said that if savings were mostly in the form of real
and financial assets, they would be sold to younger and smaller generations,
risking a loss of value and in turn, potentially leading to deleveraging, weak
growth, low inflation and low interest rates.*?> Alternatively, Mr King said
that if these savings were entirely in the form of cash, they would “simply
be spent” and the velocity of circulation of money would go up and “other
things being equal, that will be inflationary and you have to set interest rates
nominally at higher levels than was the case previously.”?%*

Andrew Bailey, Governor of the Bank of England, has suggested that interest
rates could prove to be lower than many economists expect. In a March 2023
speech, he discussed ‘equilibrium’ interest rates and long-term trends. He
said: “As R* has fallen, monetary policy has moved with it ... The low level
of interest rates over the past few decades reflects deep underlying factors
on the supply side of the economy. As these underlying factors—trends in
technology and demographics—only move slowly, it is not unreasonable to
expect that R* will remain low.”?%

Peder Beck-Friis told us: “If I think about these structural factors that have
been pushing down interest rates over the last 20 or 30 years, they very much
remain intact. As a baseline, we at PIMCO think that real rates will remain
fairly low going forward, which helps with the debt dynamics.”??® However,
Isabel Schnabel, executive member of the European Central Bank, told the
FT earlier this year that there “are good reasons to believe that the global
R-star [neutral rate] is going to move up relative to the post-financial crisis
period.”??” Moreover, the IMF has argued that “even if r* remains low, the
real borrowing cost of government, household, and corporate sectors could
be higher in the future ... because they tend to borrow ... longer term, and
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See Charles Goodhart (c-authored), Demographics will reverse three multi-decade global trends (August
2017): https://www.bis.org/publ/work656.pdf [accessed 12 April 2024]
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experience over the past thirty years.

Q 185 (Stephen D King)
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September 2024]
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the associated long-term interest rates incorporate a risk premium ... that
compensates lenders for providing funds for an extended period of time.”?2®

Moreover, Mr Bailey told us that notwithstanding the forces that will
determine the long-term equilibrium rate, “there is now a second and
possibly more important element: what we tend to call the shorter-term
cyclical equilibrium rate. There are good reasons to think that that has gone
up a bit.”??*° He “deduced” from restrictive monetary policy, falling inflation
and stable unemployment that “the shorter-term equilibrium rate has gone
up. I cannot give you a number .... [but] in the medium term, I doubt that
we are going back to zero.”?*°

Witnesses suggested that in view of the uncertainty surrounding the outlook
for interest rates, it should not be assumed that ‘r-g’ will be “zero or slightly
negative” in the future.?®! Olivier Blanchard, Senior Fellow at the Peterson
Institute for International Economics, said: “I think that is likely, but it is not
sure. So you may have to plan to get not just to a balance but to a surplus,
maybe 1% or even 2% of GDP. You can wait and see how it goes, but you
have to be ready. There must [be] a contingency plan.”?*?

In its 2023 FRS, the OBR highlighted that, over the prior year, movements
in 10-year gilt yields had pushed marginal ‘r-g’ into positive territory taking
the effective ‘r-g’ towards zero. At the start of Chapter 4 we discussed
expectations of the requisite budget balance for the purposes of debt stability
in the medium term.?** The OBR said that “such a high positive marginal
R-G [with both measured in real terms], if persistent, would be unusual in
the UK, with only the early 1990s persistently at this level since the Second
World War.”??* It noted therefore that some (including the IMF) have argued
that such “unusually high rates will return towards pre-pandemic levels.”
However, the OBR noted that “while global R-G may turn negative this
does not mean that all countries will benefit. While over the ten-year period
preceding the pandemic the UK had negative R-G in almost all years, this
was not true of 12 out of 32 advanced economies.”??

The need for growth

Dr El-Erian was emphatic that the “good way” to reduce debt “is to achieve
the sort of economic growth that allows you to maintain and improve living
standards while also lowering your debt burden over time.”??¢ Elaborating
on this point, he noted that there are three alternatives to growth when
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looking to reduce debt: austerity—for which “there is a limit” given that
it is potentially “counterproductive because it undermines future growth”;
financial repression (see Chapter 2); and restructuring debt (changes to
existing payment terms).>?’

However, Dr El-Erian concluded: “When you look at the alternatives to
growth, they are not very appealing.”??® In the absence of growth, then there
is a likely need for governments to run primary budget surpluses (per ‘r-g’);
and as the IMF has pointed out: “[In] the absence of economic growth, even
sound public finances will be eventually undermined.”?*°

Conditions for debt reduction were particularly favourable in the four
decades after the Second World War. The OBR has said that over this period,
“relatively rapid growth in productivity coupled with high rates of inflation
and comparatively low rates of interest ... created a negative ‘growth-
corrected interest rate’ (‘R-G’) that averaged minus 4.9 percentage points.” 24°

A number of witnesses were pessimistic about the UK economic outlook,
thereby suggesting another ‘tailwind’ has turned into a ‘headwind’. Referring
to ‘r-g’ (see Chapter 2), Professor Goodhart said: “The tendency is still to
believe that we will go back to a world in which ... g will be significantly greater
than r. That is hopelessly optimistic for a series of reasons.”?*! Similarly,
Stephen D King suggested that forecasts for GDP per capita (a preferable
measure of living-standards to GDP)?*? may be somewhat optimistic, stating
the OBR “is still assuming that long-term growth will pick up to maybe an
average of 1.5% or so per capita per year, which is about double what it has
been over the last 20 years or so.”?*> He said that the problem both major
political parties face is that it is “quite difficult to admit to the public ...
the scale of the problem that currently exists. It is easier to pretend that
economic growth will simply rebound to something faster over the next two
or three decades.”?**

Observations about growth were invariably linked to the need for higher
rates of productivity, which, Professor David Miles suggested “is the almost
pain free route to fiscal sustainability.”?** In its March 2024 EFO, the OBR
stated that productivity growth is central to the economic projections that
underpin its fiscal forecast. It pointed out that although it expects higher
productivity growth over its five-year forecast period (an average of 0.9
per cent per annum, and therefore above the post-2008 average of 0.5 per
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cent), “it is still below the pre-crisis trend of 2 per cent.”?*®* Furthermore,
it noted: “Scenario analysis in our November 2023 EFO estimated that if
productivity was 0.5 percentage points above or below our central forecast,
it would reduce borrowing by an estimated £46.0 billion or increase it by
£42.2 billion, respectively, by the end of our forecast.”?*’

In correspondence, Richard Hughes told us that there “is no simple answer
to the question of how much productivity growth is needed to stabilise the
public finances.”?*® He added that “changes to productivity growth in the
whole economy will have consequences for the costs of providing public
services which are not straightforward to analyse.”?*° Professor Miles argued
that if “productivity growth over the next five years were to be 1% higher
than the OBR central forecast—and so close to pre financial crisis levels—
the stock of debt relative to GDP could be £150 billion lower and the debt to
GDP ratio over 5% lower and falling steadily.”?*® Conversely, he added that
“if productivity growth is barely positive over the next five years debt would
[be] around £200 billion higher, some 7% of GDP, than the OBR central
forecast of November 2023.”2>1

Julian Jessop noted that “since the [2008] global financial crisis, it is
noticeable that some of the biggest slowdowns were in two sectors:
financial services and the energy sector. Both have seen quite big increases
in regulation for various reasons. Simply reversing that could make a big
difference to productivity.”?? However, witnesses tended to be of the view
that successfully promoting higher productivity, and hence growth, is far
from straightforward.?? Moreover, Professor Miles considered it a “risky
strategy” to rely on productivity growth to prevent ever increasing debt to
GDP ratios. He said: “Past evidence suggests that government policies to
bring it about cannot be relied upon to transform the fiscal outlook. In their
absence the balance between taxation and spending does not look as if it can
continue as is.”?>*

Bim Afolami told us that “there are over 120 [growth measures] in the
last six months from both the Autumn Statement and the Budget”.?>®> Mr
Afolami also said that the work the former Government had been doing to
improve the productivity of public services is quite fundamentally different
to measures taken in the past. He said: “Although efficiency drives have
their place, what is transformational about this productivity plan is that it
actually requires investment. We are investing to improve outputs in public
services.”?°
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121. On 17 July 2024, King Charles III outlined the new Labour government’s
plans for the new Parliament. In the “King’s speech”, the Government
assured that “securing economic growth will be a fundamental mission” and
that it “will seek a new partnership with both business and working people ...
by prioritising wealth creation for all communities.”?*” The Government also
announced plans to focus on stimulating investment, in order to “get Britain
building” (via a Planning and Infrastructure Bill) and “pursue sustainable
growth by encouraging investment in industry, skills and new technologies™.?®
The Government will also implement a National Wealth Fund Bill which,
it says, “will play a central role in the Government’s industrial strategy and
growth and clean energy superpower missions.”

122. During the 2024 General Election campaign, Paul Johnson, Director of the
IFS, published his initial thoughts on Labour’s economic plans as detailed
in the Party’s election manifesto. Mr Johnson noted that Labour’s “focus on
economic growth and stability” incorporating “planning reform, an effective
industrial strategy, promises of regulatory reform [and] some education
reform” were to be welcomed.?*® However, he added that “details remain thin”
amid a “dizzying number of reviews and strategies”. Mr Johnson conceded
that this “is better than a shopping list of half-baked policy announcements”
but concluded that “delivering genuine change will almost certainly also
require putting actual resources on the table. And Labour’s manifesto offers
no indication that there is a plan for where the money would come from to
finance this.” He stated:

“Like the Conservatives and the Liberal Democrats, Labour continues
in a conspiracy of silence on the difficulties they would face. These
challenges are already perfectly clear. The books are open. A post-
election routine of shock-and-horror at the state of the public finances
will not cut it.”

The choices ahead

123. When asked whether action needs to be taken in the next parliament in order
to keep debt-to-GDP below 100 per cent, Richard Hughes told us that there
“is a window of opportunity over the next five to 10 years to take action in
these areas to deal with the demographic challenges, and there is obviously
a need to take action early to deal with the climate challenges”.?®° Dr El-
Erian said that action is necessary in the next parliament to secure debt
sustainability “because it gets harder and harder to turn the ship around the
further in you go in the next few years.”?%

124. Sir Dieter Helm told us that “since the Second World War, there has been
an incremental addition of government functions, one upon the other.”?%
Accordingly, he suggested that we need to ask: “Where is the balance between
the take of tax ... and the functions that we want government to have? What
you cannot do—it is what democracies tend to do—is keep expanding the
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functions then not provide the money to do them.”?®® In relation to the
overall level of public spending, Julian Jessop considered that the “number
could probably be a lot lower than some other people might think ... I find it
difficult to understand why the Government need to spend more than about
40% of national income—or certainly more than 50%, as is the case in many
European countries.”?** Professor Chadha similarly questioned whether
there were any ways for government expenditures to be curtailed:

“Can we automatically uprate retirement age with life expectancy? Are
there things that we should do with the triple lock on pensions, which
will cost 1% more of GDP over the next four or five years than we might
have anticipated? Are there things that we have committed to ... that we
should move away from because they are a residual risk to the ultimate
level of public finances in the economy?”2¢

As for levels of taxation, Carl Emmerson observed that the current tax take
(of 36.3 per cent) is “not that high by western European or Scandinavian
standards”.?°® However, Dr Gerrard Lyons pointed out that there “is a need
to change the UK’s terms of reference. European countries with high tax rates
are often cited as reasons to justify ... an upward drift of taxes [but] ... in less
than twenty-five years [western Europe’s] share of global GDP will be less
than 10% and smaller than India.”?%” Professor David Miles made a similar
point. He said: “Being in the same boat as others does not help you if it is
sitting low in the water as the waves ahead are becoming larger.”?%® Although
it was suggested that there is unlikely to be a specific threshold beyond which
the tax take necessarily impacts growth,?*® some witnesses said that there is
a point beyond which the overall tax take introduces disincentives.?’° Dr El-
Erian stated that “at a certain level, [tax] certainly has a detrimental impact.
It has negative incentive effects. It can crowd out investment. It can do all
sorts of things.”?"!

During the 2024 General Election campaign, Paul Johnson, Director of the
IFS, said: “Now more than ever, as a country, we face some big decisions
and trade-offs over what we want the state to do and how we’re going to pay
for it. Those looking to form the next government should be honest about
these trade-offs.”?”?> This echoed evidence the Committee received before
the General Election was called.

It was suggested that if debt stability is to be maintained, then governments
might need to make difficult choices about taxes and spending.?”> Stephen
D King said: “We aspire to European levels of public spending and public
benefits, and we aspire to US levels of taxation. I am afraid the two do not sit
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together very easily.”?”* Professor Goodhart noted that as it will be necessary
for spending on defence (and climate change) to go up, “the only alternative
is for taxes to go up, too, in order to bring the primary deficit down to zero.”?”
Sir Dieter Helm implicitly agreed with the suggestion that the UK has been
living beyond its means for the past 25 years and that the ‘real’ challenge, as
opposed to ensuring debt sustainability per se, is that the population “needs
to be confronted, to come back to living within our means.” He said: “A
fundamental question is whether the economy is sustainable, because then
the debt follows from that, and the economy is not sustainable in its current
form.”27

When asked whether more debate was needed about what the state does, Bim
Afolami said: “We definitely do ... because of what the Government had to
do to step in and support individuals and households during the pandemic,
we spent over £400 billion. That led to a significant expansion of what the
Government were doing.” He added: “I think the focus now will be much
more on growth and making sure that the state does manageable things. We
just lived through a very unusual time in that regard.”?"’

On the UK’s approach to taxation, Mr Afolami stated that he shared the
former Chancellor’s view that lower-taxed economies “tend to grow faster.”
He also told us he was glad his government cut the higher rate of capital gains
tax from 28 per cent to 24 per cent. He said: “That is a very good example of
where cutting a tax can increase the amount for the Exchequer and increase
economic growth. We should be looking for those all the time.”?8

From the end of World War II to the 1990s, the level of debt fell rapidly
as a proportion of national income, as governments were aided by
‘tailwinds’, or a variety of helpful factors. These included a growing
working age population, the growth of national income outpacing the
rate of interest on government debt, a decline in defence spending and
strong investment demand for government debt from defined-benefit
pension schemes. These ‘tailwinds’ are now becoming ‘headwinds’.

While the UK’s demographic projections are far from certain, the
UK’s population will age and its dependency ratio will rise. Both will
increase demands on the UK’s public finances in terms of the funding
of public services, including health and social care, and the funding
of state pensions.

While high net migration has previously boosted GDP growth, it has
made little impression on GDP per head: high net migration cannot
be the solution to debt sustainability.

An ageing population and shrinking proportion of those in work might
see savings fall and wage inflation rise. There is a view that this could
put upward pressure on interest rates, leading to an increased cost of
servicing debt and further pressure on public services.

274 Q 184 (Stephen D King)
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276 Q 176 (Sir Dieter Helm). Sir Dieter Helm also suggested that the actual tax take “is [probably] higher,

because we have had 30 to 40 years of shifting things from government accounts on to customer bills.”
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The cost of the transition to net zero will increase pressure on public
finances. It highlights the need for the Government to produce and
publish a fully-funded, coherent plan for meeting net zero targets.

The Government is committed to raise defence spending to 2.5 per
cent of GDP as soon as it can. This will increase fiscal pressure still
further, especially as we received evidence that previous governments
have sought cost savings from the defence budget to finance
expenditure elsewhere: this option will be no longer available.

We await to see the details of the new Government’s plans to improve
productivity, especially in the public sector. However, we are not
convinced that productivity alone will contain the projected rise in
government expenditure. Nor are we persuaded that governments
can rely on significantly higher economic growth rates to avoid the
pressures on public finances. These pressures will increase further
if interest rates exceed the growth rate of national income, as this
would mean that the Government would have to generate a primary
surplus to keep the debt ratio from rising. As a result of these factors,
the Government will face painful choices on spending, tax and
borrowing.

Without an appropriate fiscal policy, there is a risk of debt becoming
unsustainable. This is thanks to a combination of factors: the
vulnerabilities and pressures outlined in Chapter 3; the prospect
of low productivity and growth, with interest rates remaining at a
level not seen for a decade; an ageing population and a shrinking
workforce. Moreover, although public spending is still at a higher level
than before the COVID-19 pandemic, there are already numerous
demands for the Government to spend more on public services.

To ensure debt is on a sustainable path, we face a choice. If we wish
to improve the level and quality of services, and continue the current
provision of benefits, taxes will need to rise. The alternative is that
the state does less. Addressing this will demand clarity as to the
responsibilities and role of the individual versus that of the state.

If this choice is ducked during this Parliament, the UK risks being on
a path to unsustainable debt. Muddling through is not an option.
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CHAPTER 5: ANEW FISCAL FRAMEWORK

Meeting the current debt rule

140. The UK’s fiscal framework establishes how the Government manages the
public finances and is set out in the Charter for Budget Responsibility, a
document required under Section 1(1) of the Budget Responsibility and
National Audit Act 2011.?2”° The Act requires the Charter to set out the
incumbent government’s ‘fiscal rules’. For the previous government, the
rules embodied the ‘fiscal mandate’ or a main fiscal rule which was “to have
public sector net debt (excluding the Bank of England) falling as a percentage
of GDP by the fifth year of the rolling forecast period.”?®® This debt rule was
supplemented by:

. “a target to ensure public sector net borrowing does not exceed 3
percent of GDP by the fifth year of the rolling forecast period” and;

. a target to ensure that expenditure on welfare is contained within a
predetermined cap and margin set by the Treasury.”?8!

141. The debt rule was proposed by the Rt Hon Jeremy Hunt MP in the Autumn
Statement 2022 and subsequently came into force in February 2023.2%2 As we
mentioned in Chapter 1, fiscal rules have been in existence since 1997 and,
under the previous government, were in their ninth iteration.?®® Dr Gerard
Lyons told us that when the first rules were introduced, they “remained
unchanged until 2008. Then, like subsequent ones, they were discarded
once they were not met and replaced with new ones.” He added: “You
wonder why anyone takes them seriously.”?** The new Labour government
has announced that it will change aspects of the previous government’s fiscal
rules, but debt must still fall as a share of the economy by the fifth year of the
forecast: see paragraph 165 below.?®

279 HM Treasury, Charter for Budget Responsibility, (January 2023), p 8: https://assets.publishing.service.
gov.uk/media/63d15c6¢cd3bf7f3¢c4900f11a/Charter_for Budget_Responsibility - AS22 - FINAL
as_published in_draft.pdf [accessed 15 April 2024]

280 Ibid.

281 Ibid.

282 House of Commons Library, The UK’s fiscal targets, CPB 9329, March 2024

283 Institute for Government, ‘Fiscal rules in the UK since 1997°, (March 2022): https:/www.
instituteforgovernment.org.uk/explainer/fiscal-rules-history [accessed 15 April 2024]

284 Dr Gerard Lyons written evidence (SND0034)

285 Labour Party, ‘Labour’s fiscal plan’, https:/labour.org.uk/change/labours-fiscal-plan/ [accessed 3
September 2024]
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Figure 6: Average lifespan of fiscal rules in different countries (years)
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Source: Institute for Government, ‘Strengthening the UKs fiscal framework’ (February 2024), Figure 1: https://
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As part of the Charter for Budget Responsibility, the OBR is charged with
examining and reporting on the sustainability of the public finances and
publishes “forecasts of the economy and public finances consistent with the
forecast horizon set by the Chancellor of the Exchequer.”?*® The OBR also
produces assessments “of the extent to which fiscal policy has delivered, or is
likely to deliver, the fiscal mandate.”?%”

Richard Hughes told us that having fiscal rules has been a good development
for policy-making and that citizens “have a right to know what the financial
objectives of the Government are.”?8® This was supported by Tom Josephs
who said that it is “really important to have a transparent and clear fiscal
objective and fiscal strategy, and to have the political commitment and
credibility to deliver that.”?®® Dr El-Erian considered that the rules forced
“a certain amount of thinking” and that “finding out how much headroom
exists relative to whatever target is binding first and giving that as a parameter,
plays a really important function. It is an anchor.”?%°

James Smith referred to the gilt market turbulence of September 2022 as an
example of what can happen when “fiscal anchors [and] fiscal expectations,
get lost” and that having “clearly set out fiscal rules helps to avoid that
situation.”?*! Professor Chadha similarly noted that the current fiscal rules
were introduced when debt “had increased rapidly, and we were even worried
about default in the UK.” He said that “having some kind of rule, alongside
the OBR, looked sensible to tie the hands of fiscal policy-makers so that the
markets would continue to want to hold debt and buy rollover debt at a time
when it had increased rapidly.”?°?

286 HM Treasury, Charter for Budget Responsibility, Autumn 2022 update (Fanuary 2023): https://assets.

publishing.service.gov.uk/media/63d15c6cd3bf7f3¢c4900f11a/Charter_for Budget Responsibility -
AS22 - FINAL as published in_draft.pdf faccessed 15 April 2024]

287 Ibid.

288 Q 40 (Richard Hughes)

289 Q 40 (Tom Josephs)
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Is the main debt rule fit for purpose?

145. Despite their support for the principles and objectives underpinning the last
government’s fiscal rules, witnesses had concerns about the form of the debt
rule. The Institute for Government highlighted that as the rule only requires
debt to be falling relative to GDP between the fourth and fifth years of a
rolling forecast, this means that the target only “needs to be met in forecasts
and does not necessitate actual debt reduction.”?®> Other witnesses also noted
that the debt rule does not address the actual path of debt over the forecast
horizon and that it “does not necessarily get debt falling in [the] outturn.?**
(As an aside, in its Green Budget 2024, the IFS discussed the merits of the
PSND target as opposed to the existing PSND ex BOE target. It noted:
“However the government chooses to measure debt in its fiscal rules, a
fiscal loosening is a fiscal loosening, and additional borrowing is additional
borrowing.” It added that “it is very difficult to see a principled case for
targeting headline PSND rather than the existing measure of ‘underlying’
debt”.)?%

146. The Institute for Government further stated that in looking to meet the
target set by the debt rule, “successive governments have systematically
tended to deliver policy-giveaways in the short-term, while announcing
unrealistic never-to-be delivered tax rises or spending cuts in the longer
term.” Therefore, “even if a government is ‘on course’ to have debt fall, that
need never be achieved in reality.” It referred to this as “fiscal fiction.2°¢

147. Richard Hughes elaborated on this point in relation to the policy assumptions
the OBR is required to factor-in when producing its forecasts. This includes
fuel duty being indexed to inflation every year when in fact it has been
frozen every year since 2011. In relation to spending on public services and
how they will be delivered, Mr Hughes emphasised that beyond the then
government’s departmental spending review for the year until 31 March
2025, no further detail had been provided.?®” Mr Hughes said of the two
numbers the Government provides the OBR (total current spending and
total capital spending):

“Some people have referred to that as a work of fiction. That is probably
generous, given that someone has bothered to write a work of fiction,
whereas the Government have not even bothered to write down their
departmental spending plans underpinning their plans for public
services.”?98

Speaking to us before the July 2024 General Election, Julian Jessop said that
“the big problem for the next Parliament, whoever wins, is that they will

293 Written evidence from the Institute for Government (SND0033)

294 See for example written evidence from the Fraser of Allander Institute at the University of Strathclyde
(SND0023), Q 138 (Carl Emmerson) and Q 40 (Richard Hughes).

295 Institute for Fiscal Studies, ‘Definitions of debt and the new government’s fiscal rules’ (August 2024):
https://ifs.org.uk/articles/definitions-debt-and-new-governments-fiscal-rules [accessed 29 August
2024]. As the IFS explains, the fiscal ‘headroom’ to be gained (currently) from swapping to a PSND
target reflects both discrepancies in the timing of valuation losses on gilt holdings and the technical
(accounting) aspects of the BOE’s lending schemes. The IFS therefore dismisses the suggestion that
changing targets increases the Government’s scope for permanent increases in spending or cuts in
taxation.

296 Written evidence from the Institute for Government (SND0033)
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298 Ibid.
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be looking at a set of fiscal forecasts based on an implausible set of public
expenditure assumptions.”?%°

Witnesses also argued that the debt rule serves to undermine sensible policy®?°
and a long-term fiscal approach.’®® Dr Gerard Lyons referred to policy
announcements in the Spring Budget of 2023 as an example of this playing
out, with one stipulating that certain investment allowances would only last
three years. While this allowed the then Chancellor to meet the debt rule,
Dr Lyons noted that this “had the adverse impact of that measure being seen
as temporary, and thus it did not have the immediate full positive economic
impact intended.”?%* Joseph Stiglitz criticised this “rigid” aspect of the debt
rule as being “unhelpful”, stating that any rule should “pay attention to how
the money is spent and the circumstances of the country at that particular
juncture.”3%

Dr Robert Calvert Jump, Senior Lecturer in Quantitative Methods at the
University of Greenwich, and Professor Jo Michell, Professor of Economics
at UWE Bristol, said that the debt rule has resulted in “fiscal headroom ...
taking a central and unhelpful role in fiscal policy-making.” They highlighted
how, in cases of negative headroom, the former government had responded
with cuts to spending. In cases of positive headroom, it had implemented tax
cuts that were “widely regarded as unsustainable.” In their view, the debt
rule had acted to “introduce a ratchet mechanism pushing us towards lower
government spending, and a share of tax in GDP which is unsustainably
low given the projected costs of government services, an ageing population
and other challenges.”?** Professor Mariana Mazzucato, Professor in the
Economics of Innovation and Public Purpose at UCL, and Dr Josh Ryan-
Collins, Associate Professor of Economics and Finance at UCL, argued:

“Cuts to public investment due to short-run targets (including
5-years), can ironically cause the debt-to-GDP ratio to rise because the
denominator does not grow, but also because failing public services are
likely to cause an increase in automatic stabiliser-related spending and
thus borrowing in the social sphere.”?%

An alternative fiscal framework

A number of witnesses argued that an alternative fiscal framework should
prioritise a longer-term approach for managing debt.?°® Professor Chadha
told us:

“We have had a world, it seems to me, where fiscal policy has increasingly
been designed to try and hit headlines in the newspapers the next day...
I would very much argue for much more long-term thinking in the way
we think about fiscal policy, not to allow the month-to-month or year-
to-year changes in the economy to drive tax and spending decisions but
to present a much more sophisticated view.”*°
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151. Danisha Kazi emphasised that rules should be focused on “long-term

152.

153.

154.

investment in our public services and our economy in order to make us resilient
for the next set of economic shocks that are potentially around the corner.”
She highlighted the example of Germany not including its state investment
banks in its public debt, and that the UK should look at what other countries
are doing to support investments in their public infrastructure, services and
economy.>*®

In Chapter 2, we noted that some witnesses had suggested that a country’s
‘balance sheet’ should form part of any assessment of debt sustainability.
While Sam Beckett had highlighted that the Government does pay attention
to Public Sector Net Worth (PSNW) and Public Sector Net Financial
Liabilities (PSNFL), there have been some calls for a formalised role for
these two measures in the Government’s fiscal rules. In its paper Seecking
public value, published in 2019, the Resolution Foundation argued that
incorporating one of these measures into the next set of fiscal rules would
“help bridge the current gulf between policymakers’ stated fiscal aims and
measured fiscal reality”.?®® This, it argued, would enhance “the political
salience of fiscal rules, expand the information base for fiscal decision-
making, and reinforce public accountability for fiscal performance.”?'?

Nevertheless, while some witnesses were open to some form of debt-
management approach incorporating a more direct role for the public sector
balance sheet, they struggled to envisage its practical implementation.?!!
Julian Jessop pointed out that a school, for example, delivers important
economic and social benefits, “but it does not pay for itself. It is not necessarily
something that the markets would look at and say, “This makes it easier for
us to justify buying government debt’”.?'> Moreover, Mr Jessop alluded to
the problems of defining investment, noting that “if you are doing a lot of
current spending on healthcare or education, to what extent is that also an
investment in the future? ... It is a good example of where we sort of agree
on the principles, but whether it would be an improvement in practice is
debatable.”?!?

The Institute for Government set out its proposals for an alternative approach
to fiscal policy, which were also included in its report Strengthening the UK’s
fiscal framework, published in February 2024.%'* It advocated amending the
wider fiscal framework so that the Chancellor is first required to set out
a comprehensive fiscal strategy, arguing: “Debt and deficits are not ends
in themselves; they are the means by which governments make trade-offs
between outcomes and across time.” This strategy, it argued, would see the
Government follow a set of rules which:

o Treat investment spending differently to current spending;

. Specify targets as ranges rather than point targets; and
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o Bind in the third year of the forecast, rather than the fifth year.?'>

The Institute for Government also proposed that the Chancellor should
commit to holding “only one fiscal event per year and commit to a new
cycle of regular overlapping spending reviews to allow fiscal policy-making
to be slower and more strategic, and to provide public bodies with greater
certainty about their future spending plans.”?!¢

Witnesses also discussed alternative approaches to fiscal management,
often with a focus on the ‘debt brake’ policies of Germany and Switzerland.
According to the Swiss Federal Department of Finance, the ‘debt brake’ is
designed to “at least stabilise” the level of debt. It points out:

“In the medium term, i.e. over an economic cycle, the federal budget is
balanced with the debt brake: surpluses must be generated during aboom
to offset the deficits of the structural recession. Ordinary expenditure is
limited to the level of structural i.e. cyclically adjusted receipts.”!’

This, it states, allows for a “steady expenditure trend” and mitigates against
a “stop-and-go” policy. The German ‘debt brake’ requires that the Federal
and Léander (state) budgets must be balanced without revenue from loans.>!8

Nevertheless, referring to the German ‘debt brake’, Dr El-Erian considered
it “a perfect example of when some rules can be counterproductive.” He
said: “[The German] Government had to find savings to compensate for
what was deemed to be excessive debt. It did that at a time when Germany
was going into recession and major investment was needed for the drivers
of tomorrow’s growth.”?® Carl Emmerson agreed that such requirements
can be “too binding, in that they have very firm limits, which you then get
up against and you decide ... that it is more appropriate or easier to break
them rather than adhere to them.”??* While there have been recent calls in
Germany to reform the ‘debt brake’,>?! in Switzerland the policy has been
considered a success, in large part due to the fact that the country’s debt
ratio has fallen to around 30 per cent of GDP.**?

Anumber of witnesses emphasised the need for “fiscal buffers” so governments
are able to respond to economic shocks. Carl Emmerson advocated reducing
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framework.pdf [accessed 15 April 2024].

See written evidence from the Institute for Government (SND0033)

Federal Department of Finance, The debt brake: https://www.newsd.admin.ch/newsd/message/
attachments/82378.pdf [accessed 25 July 2024]

Federal Ministry of Finance, Germany’s Federal Debt Rule (Debt Brake) (February 2022): https://www.
bundesfinanzministerium.de/Content/EN/Downloads/Public-Finances/germanys-federal-debt-rule.
pdf? _blob=publicationFile&v=5 [faccessed 15 April 2024]

Q 84 (Dr Mohamed El-Erian)

Q 138 (Carl Emmerson)

Reuters, ‘German advisory council floats debt brake reform after budget mess’ (January 2024): https:/
www.reuters.com/world/europe/german-advisory-council-floats-debt-brake-reform-after-budget-
mess-2024—01-30/ [accessed 15 April 2024]
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debt down over the medium term, noting “we cannot have debt not going
down in the okay and good years, and yet going up every time a bad shock
hits. We need to aim to get it down.”??* Similarly, Joseph Stiglitz agreed that
lower debt-to-income ratios are essential “if we live in a world with high
levels of deep and radical uncertainty, we have to have more buffers, and we
have to be able to respond.”3?*

Higher debt levels might also restrict fiscal choices. Stephen D King said
that the higher a country’s debt level at the start of a shock or downturn,
“the more quickly public finances will deteriorate, because the starting point
gives you a higher debt service cost, which in turn implies that your primary
surplus has to be bigger to offset the size of that debt service cost.”*?> Dr El-
Erian suggested that governments, generally, have not been attentive to the
need to pay down debt in ‘good’ years. He told us: “In example after example
in the developing world in the last 40 years, we have seen the problem that
countries never fully exit from debt sustainability red zones.”3?¢

Dr Jump and Professor Michell emphasised the importance of accountability
and transparency as part of a government’s fiscal approach. They highlighted
that “Chancellors of the Exchequer have set many targets for themselves over
the past decade, failed to meet them, then set new ones.” They proposed that
instead of this setting and breaking of “arbitrary fiscal targets™, fiscal risks
should be evaluated by a fiscal policy committee potentially based within the
OBR or acting as a separate advisory agency. It would evaluate fiscal risks in
accordance with principles outlined in the Orange Book,*?” and would also
recommend future trajectories for primary surpluses, and also evaluate the
benefits of borrowing.??®

The Fraser of Allander Institute at the University of Strathclyde suggested
that the National Audit Office should conduct “after-the-fact analysis” as to
whether the Government’s debt rule was met “in actuality”. It argued that
this would mitigate against the risks relating to the rolling nature of the debt
rule, and the fact that there “is never an assessment of whether the fiscal rule
at each budget or fiscal statement was in fact met” due to the assessments
being forward looking.??

The Rt Hon Jeremy Hunt MP acknowledged that fiscal rules are “very
difficult to get right in practice” but act as “guardrails that give people
confidence that Chancellors are taking decisions with the long-term interests
of the economy in mind.” Mr Hunt also said that the fiscal rules “were
a product of the time” but that it is “really dangerous for Chancellors to
change the fiscal rules at every fiscal event.” He added:

“The criticisms levelled at the fiscal rules are that some people say they
are too loose and there is no path to bringing down debt sustainability,
and other people say they are too tight and are not allowing enough
investment for growth. Both criticisms can be managed by sensible
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Budget decisions within the fiscal rules we have ... the £3.5 billion we
are investing in NHS productivity is an additional investment in our
productive capacity, and it is very important we are able to do that
within the current fiscal rules. We are also bringing down debt by the
fifth year; that is really the balance.”?*°

Mr Hunt also said that when the former government’s fiscal rules were
introduced in the autumn of 2022, a five-year horizon was chosen instead
of the former three years “because we did not want to have a debt rule that
forced an even bigger consolidation that ended up putting the economy in a
spiral of decline because it affected growth so badly.” As such, Mr Hunt noted
that a five-year horizon had enabled the last government to avoid a serious
recession. He added that five years has facilitated “much more dynamic
forecasting” from the OBR and that it “has never been able to model the
impact of things like tax cuts or full expensing, which was the business tax
cut in the autumn [of 2023].” Mr Hunt said that this has encouraged long-
term decision-making because “one of the first questions I ask when I am
thinking about what to do is, “‘What will be the GDP impact be in five years’
time?’” Ultimately, he considered that there are no perfect fiscal rules but
the current ones “are sensible on balance.”?*!

In response to criticisms of “fiscal fiction” (see paragraph 146), Mr Hunt
said he did not accept this. He said that the freezing of fuel duty is a decision
taken at each Budget and that he hoped that any future decision with regards
to fuel duty would be made “on the basis of public finances at the time and
whether I can afford to do it; it is not pre-decided”.?*?

The new government’s fiscal approach

According to the Labour Party election manifesto, the new government’s
fiscal rules are as follows:

. The current budget must move into balance, so that day-to-day costs are
met by revenues. There will be no borrowing for day-to-day spending.

o Debt must be falling as a share of the economy by the fifth year of the
forecast.’*

Writing in the FT in June 2024, the Rt Hon Rachel Reeves MP elaborated
(as shadow Chancellor) on the specifics of her proposals. She stated that the
rules differ:

“in an important respect from the Conservative government’s fiscal
rules, which include a borrowing rule that does not distinguish between
day-to-day-spending and investment. This acts as an incentive to cut
the investment needed to leverage private sector capital. I reject that
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approach, and that is why our borrowing rule targets day-to-day
spending within a framework that will see debt falling”.**

167. Writing in the F'T in December 2023, Ms Reeves said: “We will guarantee

168.

169.

in law that any government making significant, permanent tax and spending
changes will be subject to an independent forecast of its impact from the
OBR.”3* This “fiscal lock” will be introduced via the Budget Responsibility
Bill as announced in the King’s speech.?*®* Ms Reeves has also stated that a
Labour government would commit to holding a single Autumn budget every
year by the end of November.**’

As the FT commented on 19 March 2024, Ms Reeves’ pledge to borrow
only to invest echoes the fiscal rules of former Labour chancellor Gordon
Brown.”*® Of such a rule—which excludes investment spending—the IFS
has said that “it is reasonable that the costs of financing investment spending
are shared with future generations who, if the investments are done well, are
likely to benefit from them.”?** However, the IFS pointed out that as long
as public investment is below 3 per cent of national income (it is forecast
to average 1.9 per cent over the next four years), Labour’s current budget
target would be more constraining than the Conservatives’ rule for overall
borrowing to remain below 3 per cent of national income.?*° Moreover, Paul
Johnson has highlighted that having signed up to the fiscal rule, Labour has
“no room” for more spending than planned by the previous government—
plans which “involve[d] cuts both to investment spending and to spending
on unprotected public services.”>*

In its 2024/25 public spending audit Fixing the foundations**? published on 29
July 2024, the Government argued that the failure to hold regular spending
reviews has been one significant underlying cause of current spending
pressures. As such, the Government pledged to hold spending reviews every
two calendar years, and with a minimum duration of three years of the five-
year forecast period. Moreover, the Government outlined plans to change
the Charter for Budget Responsibility to require the Treasury to share with
the OBR its assessment of pressures against departmental expenditure limits
for the current and following financial year. The OBR would be empowered

334

335

336

337

338

339

340
341

342

Rachel Reeves, ‘Wealth creation will be the defining mission of the Labour government’, Financial
Times, (June 2024): https://www.ft.com/content/4c50b962-2249-4ca3-9el15-5a1f8e404557 [accessed
5 September 2024]

Rachel Reeves, ‘From the OBR to new fiscal rules, we will bring back stability’, Financial Times, (21
September 2023): https://www.ft.com/content/9cleea5b-4fcc-4828-bd8a-f6e63cfc5b5b [accessed 5
September 2024]

Prime Minister’s Office, ‘King’s Speech 2024: background briefing notes’, (July 2024): https://www.
gov.uk/government/publications/kings-speech-2024-background-briefing-notes [accessed 29 August
2024]

Rachel Reeves, ‘From the OBR to new fiscal rules, we will bring back stability’, Financial Times, (21
September 2023): https://www.ft.com/content/9cleea5b-4fcc-4828-bd8a-f6e63cfc5b5b [accessed 5
September 2024]

‘Rachel Reeves pledges to borrow only to invest under Labour fiscal rules’, Financial Times, (19 March
2024): https://www.ft.com/content/9191853¢c-6844-419d-b729-9051f88cc0c3 [accessed 5 September
2024]

IFS, ‘How do the parties’ policy proposals fit in with their fiscal rules?’ (June 2024): https://ifs.org.uk/
articles/how-do-parties-policy-proposals-fit-their-fiscal-rules [accessed 3 September 2024]

Ibid.

IFS, ‘Labour Party manifesto: an initial response’ (June 2024): https://ifs.org.uk/articles/labour-

party-manifesto-initial-response [accessed 3 September 2024]
HM Treasury, ‘Fixing the foundations: public spending audit 2024-25’ (August 2024): https://www.

gov.uk/government/publications/fixing-the-foundations-public-spending-audit-2024—25 [accessed 3
September 2024]



https://www.ft.com/content/4c50b962-a249-4ca3-9e15-5a1f8e404557
https://www.ft.com/content/9c1eea5b-4fcc-4828-bd8a-f6e63cfc5b5b
https://www.gov.uk/government/publications/kings-speech-2024-background-briefing-notes
https://www.gov.uk/government/publications/kings-speech-2024-background-briefing-notes
https://www.ft.com/content/9c1eea5b-4fcc-4828-bd8a-f6e63cfc5b5b
https://www.ft.com/content/9191853c-6844-419d-b729-9051f88cc0c3
https://ifs.org.uk/articles/how-do-parties-policy-proposals-fit-their-fiscal-rules
https://ifs.org.uk/articles/how-do-parties-policy-proposals-fit-their-fiscal-rules
https://ifs.org.uk/articles/labour-party-manifesto-initial-response
https://ifs.org.uk/articles/labour-party-manifesto-initial-response
https://www.gov.uk/government/publications/fixing-the-foundations-public-spending-audit-2024-25
https://www.gov.uk/government/publications/fixing-the-foundations-public-spending-audit-2024-25
https://www.gov.uk/government/publications/fixing-the-foundations-public-spending-audit-2024-25

54 NATIONAL DEBT: I'T°S TIME FOR TOUGH DECISIONS

to interrogate this assessment and request further information required to
make an assessment of whether the Government is likely to underspend or
overspend against those departmental limits in aggregate.>*?

170. The former government’s main fiscal rule related to debt was that
debt should be falling as a percentage of GDP by the fifth year of
the rolling forecast period; and the new government has planned to
adopt a similar rule. The previous government’s experience was that
the rule was widely regarded as lacking credibility. A rolling target
means that this rule is easily gamed and incentivises the wrong
behaviours. It allows the possibility of debt rising for four years, with
success being claimed if it falls in year five—even if debt at the end
of the five-year period is higher than in the first year. This is unwise:
it gives a misleading impression as to the true state of the public
finances and hides the need to take difficult decisions now to secure
debt sustainability in the medium-to-long term.

171. The Government must overhaul the existing fiscal framework to
make public debt more sustainable and resilient to external shocks.
While a government has to contend with the economic cycle, its long-
term fiscal ambition should be to reduce debt steadily as a proportion
of GDP over time. A new fiscal framework should set out credible tax
and spending plans covering five years. Rather than have a continually
moving target to reduce debt, the framework should set out how debt
as a proportion of GDP will be lower on a given date in the fifth year,
unless there are exceptional reasons. To provide accountability, the
target for the fifth year should remain fixed until reached. A further
year’s target should be added at each yearly update and this new
target should not normally be higher than the year preceding it.

172. The OBR should publish annual progress reports which set out how
the Government is meeting its fiscal targets and the reasons for any
deviation from the plan.

173. As the definition of which government spending should be classed as
‘investment’ is not clear cut, borrowing for investment should not be
accounted for outside the Government’s measure for meeting its debt
target.

174. This framework would show whether the UK has a sufficient fiscal
buffer to withstand an economic shock. It would also enable the House
of Commons to hold Ministers to account for the Government’s fiscal
plans. Above all, it would help ensure that the UK’s debt is sustainable.

343 Ibid.
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SUMMARY OF CONCLUSIONS AND RECOMMENDATIONS

The sustainability of public debt depends on tax and spending policies
which credibly align with expectations for economic growth and the cost
of borrowing. Credibility is all important: it is the ‘glue’ between these
parameters. Without credible policies, the Government runs the risk of
serious financial and economic instability. (Paragraph 43)

Since 2008, the UK’s debt has risen sharply. Such a sustained increase in
debt has only happened in the past during wartime. The recent increase
reflects global crises of a different kind: the global financial crisis, the
COVID-19 pandemic and the energy crisis following Russia’s invasion of
Ukraine. Each event has led to a large, one-off increase in government
spending. However, it is the trajectory, rather than the level of debt and the
ability of a nation to service it, which should be the principal consideration
when assessing debt sustainability. A debt level risks becoming unsustainable
if there is an insufficient buffer to absorb future economic shocks; or if a
government’s approach to fiscal policy creates a long-term trajectory of
increasing debt service costs. Although financial markets may appear
content to fund a nation’s debt at a given moment, this does not indicate
that its debt is on a sustainable path. Underlying problems could prove to
be asymptomatic, leaving a government’s finances vulnerable to unforeseen
shocks. (Paragraph 44)

Compared with other similar economies, the UK is currently not an outlier
in terms of its overall stock of public debt. However, the servicing of UK
debt has become more vulnerable to inflation and interest rates, along with
changes in investor sentiment, any or all of which can increase its cost.
This increased vulnerability results from successive rounds of quantitative
easing (QE), and a greater proportion of debt being index-linked and
held by overseas investors. Taken together, they point to the need for the
Government to build fiscal resilience so that it can respond, if necessary, to
future domestic or external crises. (Paragraph 72)

While we understand the reasons for its adoption as an instrument of
monetary policy, multiple bouts of QE were implemented without sufficient
consideration of its impact on the maturity of the UK’s overall debt stock.
By drastically shortening effective maturities, QE has served to increase
the sensitivity of government borrowing costs to short-term movements in
interest rates. Although the unwinding of QE will gradually mitigate this
vulnerability to a degree, it is likely that it will crystallise significant losses
which the taxpayer will ultimately bear. Decisions around the quantum of
QE and the strategy around quantitative tightening seem to have been taken
without consideration of potential fiscal risks. As a result, these decisions have
blurred the boundary between monetary and fiscal policy. (Paragraph 73)

At a time when many other nations are issuing high levels of debt, the extent
of the UK’s reliance on debt purchases by overseas investors could heighten
the UK’s vulnerability to financial shocks. This is of particular concern given
the current heightened level of geopolitical risk. The risks to the UK would
increase further if it became an outlier relative to other developed countries
in terms of its debt. (Paragraph 74)

From the end of World War II to the 1990s, the level of debt fell rapidly as a
proportion of national income, as governments were aided by ‘tailwinds’, or a
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variety of helpful factors. These included a growing working age population,
the growth of national income outpacing the rate of interest on government
debt, a decline in defence spending and strong investment demand for
government debt from defined-benefit pension schemes. These ‘tailwinds’
are now becoming ‘headwinds’. (Paragraph 130)

While the UK’s demographic projections are far from certain, the UK’s
population will age and its dependency ratio will rise. Both will increase
demands on the UK’s public finances in terms of the funding of public
services, including health and social care, and the funding of state pensions.
(Paragraph 131)

While high net migration has previously boosted GDP growth, it has made
little impression on GDP per head: high net migration cannot be the solution
to debt sustainability. (Paragraph 132)

An ageing population and shrinking proportion of those in work might
see savings fall and wage inflation rise. There is a view that this could put
upward pressure on interest rates, leading to an increased cost of servicing
debt and further pressure on public services. (Paragraph 133)

The cost of the transition to net zero will increase pressure on public finances.
It highlights the need for the Government to produce and publish a fully-
funded, coherent plan for meeting net zero targets. (Paragraph 134)

The Government is committed to raise defence spending to 2.5 per cent
of GDP as soon as it can. This will increase fiscal pressure still further,
especially as we received evidence that previous governments have sought
cost savings from the defence budget to finance expenditure elsewhere: this
option will be no longer available. (Paragraph 135)

We await to see the details of the new government’s plans to improve
productivity, especially in the public sector. However, we are not convinced
that productivity alone will contain the projected rise in government
expenditure. Nor are we persuaded that governments can rely on significantly
higher economic growth rates to avoid the pressures on public finances.
These pressures will increase further if interest rates exceed the growth rate
of national income, as this would mean that the Government would have to
generate a primary surplus to keep the debt ratio from rising. As a result of
these factors, the Government will face painful choices on spending, tax and
borrowing. (Paragraph 136)

Without an appropriate fiscal policy, there is a risk of debt becoming
unsustainable. This is thanks to a combination of factors: the vulnerabilities
and pressures outlined in Chapter 3; the prospect of low productivity and
growth, with interest rates remaining at a level not seen for a decade; an
ageing population and a shrinking workforce. Moreover, although public
spending is still at a higher level than before the COVID-19 pandemic, there
are already numerous demands for the Government to spend more on public
services. (Paragraph 137)

To ensure debt is on a sustainable path, we face a choice. If we wish to
improve the level and quality of services, and continue the current provision
of benefits, taxes will need to rise. The alternative is that the state does less.
Addressing this will demand clarity as to the responsibilities and role of the
individual versus that of the state. (Paragraph 138)
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If this choice is ducked during this Parliament, the UK risks being on a path
to unsustainable debt. Muddling through is not an option. (Paragraph 139)

The former government’s main fiscal rule related to debt was that debt should
be falling as a percentage of GDP by the fifth year of the rolling forecast
period; and the new government has planned to adopt a similar rule. The
previous government’s experience was that the rule was widely regarded as
lacking credibility. A rolling target means that this rule is easily gamed and
incentivises the wrong behaviours. It allows the possibility of debt rising for
four years, with success being claimed if it falls in year five—even if debt at
the end of the five-year period is higher than in the first year. This is unwise:
it gives a misleading impression as to the true state of the public finances and
hides the need to take difficult decisions now to secure debt sustainability in
the medium-to-long term. (Paragraph 170)

The Government must overhaul the existing fiscal framework to make public
debt more sustainable and resilient to external shocks. While a government
has to contend with the economic cycle, its long-term fiscal ambition should
be to reduce debt steadily as a proportion of GDP over time. A new fiscal
framework should set out credible tax and spending plans covering five
years. Rather than have a continually moving target to reduce debt, the
framework should set out how debt as a proportion of GDP will be lower
on a given date in the fifth year, unless there are exceptional reasons. To
provide accountability, the target for the fifth year should remain fixed until
reached. A further year’s target should be added at each yearly update and
this new target should not normally be higher than the year preceding it.
(Paragraph 171)

The OBR should publish annual progress reports which set out how the
Government is meeting its fiscal targets and the reasons for any deviation
from the plan. (Paragraph 172)

As the definition of which government spending should be classed as
‘investment’ is not clear cut, borrowing for investment should not be
accounted for outside the Government’s measure for meeting its debt target.
(Paragraph 173)

This framework would show whether the UK has a sufficient fiscal buffer to
withstand an economic shock. It would also enable the House of Commons
to hold Ministers to account for the Government’s fiscal plans. Above all, it
would help ensure that the UK’s debt is sustainable. (Paragraph 174)
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APPENDIX 3: CALL FOR EVIDENCE

UK public sector net debt, often referred to as ‘national debt’, currently stands
at just under 100 per cent of GDP.?** The UK’s growth outlook remains weak;
quantitative easing has significantly increased the sensitivity of the UK’s debt to
changes in short-term interest rates; and it is unclear whether the Government’s
fiscal rule, as it relates to the national debt, is fit for purpose.

In July 2023, the Office for Budget Responsibility’s (OBR) Fiscal Risks and
Sustainability report stated that “the 2020s are turning out to be a very risky era
for the public finances”. It observed that “governments face growing costs from
an ageing society, a warming planet, and rising geopolitical tensions—challenges
that no longer loom in the distance in our 50-year projections but pose significant
fiscal risks in this decade”.?¥

The Economic Affairs Committee is launching an inquiry to investigate whether
the UK’s national debt is on a sustainable path; if not, what steps are required; and
whether the Government’s fiscal rule regarding the national debt is meaningful.

The Committee seeks evidence on the following questions. Respondents are not
obliged to address all of them.

¢ What is meant by a “sustainable” national debt? Does the metric of debt as a
percentage of GDP adequately capture sustainability?

e The Government’s target is for public sector net debt (excluding the Bank
of England) to be falling, as a percentage of GDP, by the fifth year of the
OBR’s forecast. How meaningful is this target; and how does it inform an
evaluation of the sustainability of our national debt?

e How robust are the assumptions used by the Office for Budget Responsibility
when forecasting our national debt?

e What implications does the structure of the UK’s national debt have for its
short and longer-term funding?

e What are the market risks created by high levels of public debt; and what
factors will influence the market’s appetite for this debt?

e What levels of productivity and growth are required to ensure our national
debt is sustainable?

e If we are to ensure our national debt is sustainable, what might this mean for
fiscal policy?

¢ Should the definition of the national debt differentiate between debt incurred
for investments (which generate revenue for the Government), and other
areas of spending?

This is a public call for written evidence to be submitted to the Committee. The
deadline for submissions is 9 February 2024.

344 Office for National Statistics, ‘PS: Net Debt (excluding public sector banks) as a % of GDP:
NSA (November 2023)" https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/
publicsectorfinance/timeseries/hf6x/pusf [accessed 3 September 2024]

345 Office for Budget Responsibility, ‘Fiscal risks and sustainability’ (July 2023): https://obr.uk/frs/fiscal-
risks-and-sustainability-july-2023/ [accessed 3 September 2024]
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APPENDIX 4: JAPAN—A BRIEF CASE STUDY IN DEBT

As of the fourth quarter of 2023, Japan’s debt-to-GDP ratio stood at 252.4 per
cent—Dby far the highest ratio in the G7.3*° This reflects the accretion of large
fiscal deficits resulting from attempts by successive governments to ‘pump
prime’ growth during a prolonged era of economic stagnation following the
collapse of the country’s asset price bubble in 1990.>*” From 1990 to the
global financial crisis of 2008/2009, successive governments introduced a
total of fifteen fiscal stimulus packages which were concentrated in public
works projects (in the 2000 financial year, such spending reached 14.2
per cent of GDDP);**® but since 1990, annual GDP growth has nonetheless
averaged just under one per cent.>*’

Inextricably linked to this debt profile is the country’s grey and shrinking
population. Japan’s population is the oldest in the world and ageing quickly—
by 2036, people aged 65 and over are forecast to represent a third of the
population.?*® Unsurprisingly, this is expected to bring with it a growing
burden from social welfare expenses, which are forecast to reach 25 per
cent of GDP by 2040.%! Moreover, some startling estimates suggest that by
2065, Japan’s population could have fallen to 88 million from 126 million at
present.?*? In view of these challenges—many economists have long predicted
a debt crisis in Japan.?>?

Japanese governments have nonetheless been able to attract the requisite
levels of funding over an extended period of time thanks to a number of
factors. These include, nter alia, a comparatively healthy overall balance
sheet and a prolonged era of low interest rates. Japan has substantial assets
which include, for example, a social security fund valued at around 55 per
cent of GDP. As such, as of Q3 2022, assets totalling 134 per cent of GDP
help to yield a somewhat smaller net debt figure of 119 per cent.>>* Moreover,
unlike the UK, Japan is also a large net lender internationally and has a

346

347

348

349

350

351

352

353

354

Office for National Statistics, ‘UK government debt and deficit: December 2023, (April 2024), Figure
3:  https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicspending/bulletins/uk
governmentdebtanddeficitforeurostatmaast/december2023 [accessed 3 September 2024]

See Bank for International Settlements, The asset price bubble in Fapan in the 1980s: lessons for financial
and macroeconomic stability: https://www.bis.org/publ/bppdf/bispap2le.pdf [accessed 3 September
2024]. NB this prolonged period is often referred to as Japan’s “lost decades” - see for example “The
unseen casualties of Japan’s lost decades suffer in silence’, Financial Times, (9 March 2015): https://
www.ft.com/content/042a592e-c283-11e4-ad89-00144feab7de [accessed 5 September 2024]

IMF eLibrary, ‘Public Investment as a Fiscal Stimulus: Evidence from Japan’s Regional Spending
During the 1990s’ (April 2010): https:/www.elibrary.imf.org/view/journals/001/2010/110/article-
AQ01-en.xml [accessed 3 September 2024]

1990 to 2022 — see The World Bank, ‘GDP growth (annual %) — Japan’: https://data.worldbank.org/
indicator/NY.GDP.MKTP.KD.ZG?end=2022&locations=]P&start=1990&view=chart [accessed 3
September 2024]. Annual percentage growth rate of GDP at market prices based on constant local
currency. Aggregates are based on constant 2015 prices, expressed in U.S. dollars.

See European Parliament, Fapan’s ageing society (December 2020): https://www.europarl.europa.eu/
RegData/etudes/BRIE/2020/659419/EPRS_BRI(2020)659419_EN.pdf [accessed 3 September 2024].
See Nikkei Asia, ‘Japan’s growing debt mountain: Crisis, what crisis?’ (August 2023): https://asia.
nikkei.com/Spotlight/Asia-Insight/Japan-s-growing-debt-mountain-Crisis-what-crisis [accessed 3
September 2024].

European Parliament, Fapan’s ageing society (December 2020): https://www.europarl.europa.eu/
RegData/etudes/BRIE/2020/659419/EPRS_BRI(2020)659419_EN.pdf [accessed 3 September 2024]
Federal Reserve Bank of St Louis, ‘What Lessons Can Be Drawn from Japan’s High Debt-to-GDP
Ratio?’, (November 2023): https://www.stlouisfed.org/on-the-economy/2023/nov/what-lessons-
drawn-japans-high-debt-gdp-ratio [accessed 3 September 2024]

Ibid.



https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicspending/bulletins/ukgovernmentdebtanddeficitforeurostatmaast/december2023
https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicspending/bulletins/ukgovernmentdebtanddeficitforeurostatmaast/december2023
https://www.bis.org/publ/bppdf/bispap21e.pdf
https://www.ft.com/content/042a592e-c283-11e4-ad89-00144feab7de
https://www.ft.com/content/042a592e-c283-11e4-ad89-00144feab7de
https://www.elibrary.imf.org/view/journals/001/2010/110/article-A001-en.xml
https://www.elibrary.imf.org/view/journals/001/2010/110/article-A001-en.xml
https://data.worldbank.org/indicator/NY.GDP.MKTP.KD.ZG?end=2022&locations=JP&start=1990&view=chart
https://data.worldbank.org/indicator/NY.GDP.MKTP.KD.ZG?end=2022&locations=JP&start=1990&view=chart
https://www.europarl.europa.eu/RegData/etudes/BRIE/2020/659419/EPRS_BRI(2020)659419_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/BRIE/2020/659419/EPRS_BRI(2020)659419_EN.pdf
https://asia.nikkei.com/Spotlight/Asia-Insight/Japan-s-growing-debt-mountain-Crisis-what-crisis
https://asia.nikkei.com/Spotlight/Asia-Insight/Japan-s-growing-debt-mountain-Crisis-what-crisis
https://www.europarl.europa.eu/RegData/etudes/BRIE/2020/659419/EPRS_BRI(2020)659419_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/BRIE/2020/659419/EPRS_BRI(2020)659419_EN.pdf
https://www.stlouisfed.org/on-the-economy/2023/nov/what-lessons-drawn-japans-high-debt-gdp-ratio
https://www.stlouisfed.org/on-the-economy/2023/nov/what-lessons-drawn-japans-high-debt-gdp-ratio

66

NATIONAL DEBT: I'T°S TIME FOR TOUGH DECISIONS

structural current account surplus.?® Japanese government bonds also have
a relatively long average maturity and are mostly held domestically (85.5 per
cent as of December 2023) which facilitates debt roll-over.>>®

The country’s low interest rates have also meant that roll-over funding
costs have for some time been close to zero. In fact, on 19 March 2024,
the Bank of Japan ended an eight-year period of negative interest rates with
the first increase in its benchmark rate for 17 years.’*” The willingness of
Japanese households to lend to government via banks at comparatively low
rates is in part based on the need for higher precautionary savings due to
(comparatively) low outlays for social security and an undeveloped private
pension system.>*® However, despite these favourable circumstances, in 2022,
Japan spent 22 per cent of its annual budget on debt redemption and interest
payments—more than the 15 per cent spent on public works, education and
defence combined.?*® With the potential for further increases in inflation
and interest rates leaving debt stability contingent on sustained growth (per
‘r-g’), Japan’s ability to continue to finance its debt in an orderly fashion may
become more challenging.?®® Christian de Guzman, senior vice president at
Moody’s Investors Service, has said that Japan is facing a “very risky time”
managing debt, adding: “We are looking to see how [the Bank of Japan]

manages [growing pressures]. It is an unprecedented situation.”>!
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Bank of Japan, Fapan’s Balance of Payments Statistics and International Investment Position for 2022 (July
2023): https://www.boj.or.jp/en/statistics/br/bop_06/exdata/data/bop2022a.pdf [accessed 3 September
2024]

See Asia Nikkei, ‘Foreigners hold more JGBs than Japan banks for first time’ (November 2023):
https://asia.nikkei.com/Business/Markets/Bonds/Foreigners-hold-more-JGBs-than-Japan-banks-for-
first-time [accessed 3 September 2024].

Bank of Japan, Minutes of the Monetary Policy Meeting: March 18/19 2024 (May 2024): https://www.boj.
or.jp/en/mopo/mpmsche minu/minu_2024/g240319.pdf [accessed 3 September 2024]

See for example, ‘Letter: Why Japanese savings have been so high, for so long’, Financial Times, (17
April 2023), https://www.ft.com/content/3b8b02b5-1a2e-4bea-8f44-8b67f7dd23a4 [accessed 5
September 2024].

Reuters, ‘Japan’s debt time bomb to complicate BOJ exit path’ (February 2023): https://www.reuters.
com/markets/asia/japans-debt-time-bomb-complicate-boj-exit-path-2023—-02-10/ [accessed 3
September 2024]

See Nikkei Asia, ‘Japan’s growing debt mountain: Crisis, what crisis?’ (August 2023): https://asia.
nikkei.com/Spotlight/Asia-Insight/Japan-s-growing-debt-mountain-Crisis-what-crisis [accessed 3
September 2024].
Reuters, ‘Japan’s debt time bomb to complicate BOJ exit path’ (February 2023): https://www.reuters.
com/markets/asia/japans-debt-time-bomb-complicate-boj-exit-path-2023—-02-10/ [accessed 3
September 2024]
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