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1.
In August 2013, I published a Jimmy Reid Foundation paper, examining the handling of risk by the Office for Budget Responsibility, (OBR), in relation to its economic forecasting role. A copy of this paper is attached. It contains some potentially important lessons about how much might be expected from an independent financial scrutiny body, which are relevant to the Scottish context.

2.
The Reid Foundation paper reviewed the way the OBR produces its economic forecasts, and came to the following conclusions:-

a)
First, that the OBR economic forecasting methodology is heavily judgement based.

b)
Secondly, that some of the key judgements which the OBR made involved assuming the success of important aspects of government policy: (for example that, by the end of the forecast period, inflation will be stable at the government’s target of 3% CPI inflation per annum: or the assumption that quantitative easing will begin to be unwound, and that this will proceed in an orderly fashion, without disturbing interest rates as currently forecast by the futures’ market.)

c)
That the OBR pays insufficient attention to assessing the risks surrounding its forecasts,

3.
The paper concluded that, since the OBR central economic forecast depends critically on key assumptions about the success of government policy, this made the central forecast of relatively little interest in itself. The paper recommended that OBR should expend less effort on producing its central forecast, and that it should pay more attention to the assessment of risk: and the paper made a number of specific recommendations to assist in this process.
4.
What is probably most relevant for present purposes is the point made at 2(b) above, about the extent to which OBR forecasts depend on key assumptions about the success of government policy. It would be wrong to conclude from this that the OBR is failing to act independently. Instead, as the Reid Foundation paper argued, this is an almost inevitable feature of forecasts produced in a heavily policy influenced environment.

5.
 This happens for the following reason. Suppose an independent forecaster is trying to forecast the outcome of a particular process, (like the economy), where there is an agent who has a specific policy objective for the outcome of the process, and where that agent has powerful levers that can be used to influence the outcome: (like the Bank of England, with its target for inflation, and its monetary policy control lever.) Then for an independent forecaster, the most rational choice for the central forecast will often be that the desired policy objective is achieved. This is because, if it is obvious to the independent forecaster that the process is currently heading for, say, an undershoot – then this will be equally obvious to the controlling agent. So the forecaster has to assume that the agent will take corrective action. Of course, this action may be too much, or too little: or other factors may come into play. But the important point is that there is normally no reason for an independent forecaster to assume that the outcome will either consistently overshoot or undershoot.

6.
Thus, the normal rational decision made by an independent forecaster is likely to be that the required policy objective is attained. The only circumstance where the central forecast is likely to differ from this is where there is evidence the process is currently heading off course, and where the forecaster has firm evidence that the agent’s control lever has been rendered ineffective. This combination of circumstances is likely to be relatively rare.

7.
If this conclusion is correct, then there are two profound implications about what can be expected from an independent financial scrutiny body:

a)
The central forecast produced by such a body will normally, (and perfectly rationally), assume the success of policy: and is therefore likely to be of little interest in itself.

b)
Moreover, if this point is not widely appreciated, then the apparent independent validation which the central forecast provides for the success of policy can lead to the risks of policy failure being seriously underestimated.

What this means is that having an independent scrutiny body is not unequivocally “a good thing”: there are certain dangers involved, as well.

8.
Overall, if three different potential functions of an independent financial scrutiny body are identified, namely:-
a)
forecasting.

b)
risk assessment.

c) 
costing policy proposals,

then the author’s views on each of these are:-

a)
that there should be a good deal of caution about the value that an independent body can add to the forecasting role, given that an independent forecaster will tend to assume the success of policy unless there is already strong evidence to the contrary.

b)
that an independent body does have potentially a very valuable role to play as regards risk assessment.

c) 
given that serious errors have been made in costing policy proposals in the past, (e.g., free personal care), that an independent body could play a valuable role in this function. But, since costing policy proposals can be a difficult and resource intensive task, such a body would have to be adequately resourced if it was to be effective in such a role.
Note
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