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UK spring statement: back to black, for now

The government has restored its headroom against the fiscal rules via spending
and welfare cuts. However, the UK fiscal position is still very vulnerable to domestic
and international shocks to growth and interest rates. Meanwhile, structural
demands on government spending are likely to increase, and the political appetite
for further spending restraint is limited. So eventual tax increases remain likely.

Key Takeaways

UK Chancellor Rachel Reeves announced £14 billion
of annual spending cuts today to restore the
government’s headroom against its fiscal rules.

The OBR halved its 2025 growth estimate from 2% of
GDP to 1% but increased its estimates from 2026
onwards on expectations of lower gas prices, easing
monetary policy, and a return of productivity growth in
line with historic trends.

The combination of these changes to the economic
environment and higher gilt yields would have left the
government breaching its balanced current budget
rule by £4.1 billion were it not for the measures
announced today.

The cuts to the welfare system are unlikely to be
popular with Labour backbenchers. And the plans for
day-to-day spending pencilled in from 2027 are
unlikely to be deliverable given material and political
constraints.

So, should fiscal headroom erode again, Reeves has
little room for manoeuvre. Indeed, the likelihood of
further fiscal deterioration is high. The government has
restored just £9.9 billion of headroom, which growth
disappointments and adverse market moves could
easily wipe out before the budget in the autumn.

We continue to think the vulnerability of the fiscal
position to shocks and demands on the public finances
mean higher taxes are likely, while changes to the
current fiscal rules are also possible.
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As expected, Reeves was in the red

The Office for Budget Responsibility (OBR) found that UK
fiscal policy was on course to breach the balanced current
spending rule by £4.1 billion. As a result, the focus of the
chancellor's spring statement was on restoring that
headroom through announcing £14 billion of annual cuts to
government spending, principally to welfare.

Reeves left £9.9 billion of headroom at the 2024 Autumn
budget, low by historic standards (see Figure 1). Since then,
a combination of higher gilt yields, and a halving of the
OBR’s 2025 GDP growth assumptions from 2% to 1% has
eroded this fiscal space.

Figure 1: The chancellor has restored fiscal headroom
against the rules, but this is still very tight
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The OBR has halved its 2025 growth expectations

That the OBR has downgraded growth is no surprise,
especially given the recent stagnation of the UK economy
and the move in February by the Bank of England (BoE) to
half its own 2025 growth projections from 1.5% of GDP to
0.75%.

One-third of the lower growth over 2025 is attributed to
structural weakness in the UK economy, while the
remaining two-thirds is due to what the OBR describes as
“cyclical temporary” factors.

Despite the halving of growth forecasts for 2025, forecasts
for 2026 onwards been revised slightly upward (see Figure
2), in light of expectations of monetary policy easing and
falling gas prices.

Figure 2: The OBR has halved its 2025 growth estimate,
while revising up later forecasts
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A pick-up in productivity growth is a core driver of the OBR’s
expected outlook. Trend productivity growth averages 1% a
year in the current forecast, in part due to a positive
assessment of the impact of planning reforms.

However, should productivity gains continue at their current
pace of 0.3% per year, then output would be 3.2% lower by
2029 than the OBR's forecast. This pessimistic scenario
looks more like our own base case.

The OBR also continues to highlight that the long-term fiscal
outlook remains very challenging, with pressures on public
finances stemming from an ageing population and rising
global tensions likely to prevent any reduction in public debt
levels.

Significant cuts have been made to restore headroom,
with a few sweeteners

All told, Reeves announced £14 billion of cuts to restore the
government’s fiscal headroom, principally through cuts to
benefits and efforts to improve government efficiency via
civil service reform. Additional efforts to tackle tax
avoidance have also been projected to raise £1 hillion over
the forecast period.
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The government has also announced an additional £6.4
billion of defence spending by 2027 and a further £2 billion
of investment in social and affordable homes in 2025. In
contrast to day-to-day spending, capital budgets were
marginally increased by £2 billion per year.

Further announcements are expected in the coming
months, with the Treasury confirming it will put together
proposed reforms for tax-free Isa accounts, in addition to the
ongoing pensions review.

Benefits cuts are politically challenging, and likely a
one-off source of revenue

Welfare reforms are expected to reduce spending by £4.8
billion over the forecast. Within this, changes to incapacity
and disability benefits reduce spending by £6.4 billion,
though increases to universal credit partially offset this
saving.

The government will likely face pushback on these
proposals by its own backbenchers in coming weeks. These
announcements are less focused on reforming the system,
as the government would argue, but rather, in some places,
simply on freezing thresholds to cut costs.

While the government is somewhat insulated from the risk
of a consequential rebellion through the size of its majority,
it may be politically unable to source cuts from welfare in the
future should it need to find additional revenue. Additionally,
using up political capital to pursue challenging cuts at this
stage will limit Reeves’ room for manoeuvre further down
the line.

The new fiscal plans are very sensitive to further
growth, policy, and market shocks

The outlook for the public finances remains very vulnerable
to both domestic and international developments.

First, the OBR notes that if productivity does not improve in
line with its forecasts, then the current budget would be
1.4% in deficit by 2030. Given the persistent weakness of
productivity growth, and the sense that the OBR remains on
the more optimistic end of forecasters about the UK’s long-
term productivity, then this represents a material risk.

Indeed, the possibility of a material downgrade in the OBR’s
productivity assumptions at some future event remains the
for-now unexploded bomb in the government’s fiscal plans.
It could, on detonation, require material changes to tax and
spending assumptions in the future.

Second, the OBR estimates that a 20ppt increase in tariffs
between the US and the rest of the world would slow UK
growth materially and essentially eliminate the current
headroom against the rules. While a tariff increase of this
magnitude is more than our baseline forecasts, there
remains considerable uncertainty as to the tariff regime that
will emerge following the US trade announcements due on
2 April.



We continue to think the UK is relatively well placed to avoid
the worst of direct tariff effects from the US. but a global
economic slowdown, especially if concentrated among the
UK’s biggest trade partners, would have negative spillovers
to the UK and hurt the fiscal position.

It may also be that the UK has to make concessions to the
US to avoid more stringent tariffs that have direct fiscal
consequences. For example, the government may end up
suspending the digital services tax, which the US believes
disproportionately impacts US firms. This would leave the
fiscal position worse off to the tune of around £1.2 billion per
year by the end of the forecast period.

Finally, the OBR calculates that a 0.6ppt increase in gilt
yields would eliminate the headroom against the current
balance fiscal rule. We continue to think the BoE will deliver
rate cuts in excess of what the market is pricing, which all
else equal should lead to lower gilt yields. But the
combination of higher US and European borrowing costs
reflecting policy choices in these economies, and a higher
term premium demanded by UK investors due to fiscal
credibility concerns, could cause a sustained upward
repricing in gilt yields.

All of this is to say that the £9.9 billion headroom the
chancellor has restored today seems very small given these
risks, and it is easy to envisage a scenario where the
government is facing a similar problem come the budget in
the autumn, and further fiscal tightening is required.

Long-term spending plans lack credibility

Not only are the current fiscal plans vulnerable to new
shocks, but they also depend on some rather heroic
assumptions about long-term spending plans.

A big question heading into the statement today was how
much the chancellor delivered day-to-day spending cuts
that were focussed on the near-term or further along the
forecast horizon.

In the end, the chancellor delivered overall departmental
spending plans that allocate additional cuts to the final two
years of the forecast horizon, leaving overall departmental
spending increasing by just 1% per year from 2027 onwards
(see Figure 3). This would mean unprotected government
spending faces significant, and likely unrealistic, cuts.

The spending plans at the back-end of the horizon were
already thought to be both materially and politically
undeliverable as they involved a cliff-edge drop in real-terms
spending, especially for unprotected departments. Given
the growing demand on public services and the likely
political opposition among Labour backbenchers to
delivering such spending restraint, it is very likely that the
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spending plans for these years will require topping up with
additional spending as they roll closer to the present.

Figure 3: Government spending decisions have
reinforced the unrealistic cliff edge in departmental
forecasts
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This additional spending will almost certainly require
additional taxation unless the government gets extremely
lucky on growth and broader macroeconomic
developments. So, we continue to think that higher taxation
in this parliament is likely.

Fiscal rules are made to be broken?

The intermediate step the government could take to free up
some fiscal space for extra spending before turning to
higher taxes is to tweak the fiscal rules. While there are solid
technical reasons to prefer the government’s fiscal rules to
what came before, they are becoming a serious political
burden.

The difficulty for the government is that the chancellor has
staked a significant degree of her own personal credibility
on the rules, and the government ran its 2024 election
campaign pledging no changes. The government could try
to argue that the significant changes to the global economic
and geopolitical environment since the election require new
rules, which may provide some political space for
manoeuvre. But it also faces the risk of losing credibility with
gilt investors if reforming the rules is seen as an attempt to
find space to borrow more.

So, if the fiscal rules are to be changed, the government will
likely have to spend some time preparing investors
beforehand. But if the time between now and the next
budget is spent discussing what further fiscal tightening will
be required to again restore lost headroom, then reform of
the rules may become a more pressing matter for the
government.
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