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Public investment: impact on the cost of living

This paper examines the degree to which additional public investment funding would be
disinflationary.

It is recognised throughout that although inflation and its rate of change (accelerating prices) are
often primarily a consequence of excess demand, this does not make it the sole preserve of the Bank
of England.

Propensity to inflation is a structural issue, reflecting the underlying health of the UK economy. Thus,
for example, underinvestment makes high or rising inflation more likely at lower levels of demand
and incomes than would otherwise have been the case. And institutional structures and
arrangements, such as the scale and type of unionisation, the prevalence or otherwise of
cost-of-living provisions, and previous history, as well as the structure of demand in the economy, can
all affect the extent to which initial inflation shocks can become embedded in a wage/price spiral.

Thus, a whole range of factors can thereby influence the trade-off between growth and inflation,
often making it more restrictive (in terms of potential non-inflationary growth), limiting public
resources, squeezing living standards and increasing the risk of financial and fiscal crises.

It is important to note that this cost-of-living deep dive takes a more holistic look at how public
investments affect inflation than what is reflected in the scorecard column labelled ‘price level
(disinflation)’. Public investment should be evaluated simultaneously through growth, labour market
and other relevant lenses, in order to assess the full structural impact on the economy’s susceptibility
to inflation. That is the objective of this supplementary note.

The (dis)inflationary effects of public investment

It is widely recognised that investment in UK assets allows the UK to grow faster without putting
upward pressure on inflation. However, not all areas of public investment affect inflation in the same
way. The inflation effects of public investment depend on at least four interacting factors:

a. Short-run demand effects. Investment raises demand for labour, materials, and capital goods
and can thereby be inflationary, especially near-full employment.’

b. Maedium-term supply effects. Productive investment expands capacity, lowers bottlenecks, and
reduces marginal costs, which is disinflationary.?

! The macro impacts discussion is based on Auerbach and Gorodnichenko (2012) ‘Measuring the Output
Responses to Fiscal Policy’ https://www.nber.org/papers/w16311 see also International Monetary Fund (2014),
‘Is It Time for an Infrastructure Push? The Macroeconomic Effects of Public Investment’
https://www.imf.org/-/media/websites/imf/imported-flagship-issues/external/pubs/ft/weo/2014/02/pdf/ c3p
df.pdf; Ramey, V. A., (2020) ‘The Macroeconomic Consequences of Infrastructure Investment’
https://www.nber.org/papers/w27625 , Office for Budget Responsibility (2024)
https://obr.uk/efo/economic-and-fiscal-outlook-march-2024 ; The Resolution Foundation, (2026), ‘See it. Say it.
Sort it. How to reset Britain’s economic; The Resolution Foundation/CEP, Economy 2030 reports; Allas, T and
Zenghelis, D. A (2025) The UK’s capital gap: a short-fall in the trillions of pounds that will take decades to
bridge.
https://www.productivity.ac.uk/research/the-uks-capital-gap-a-short-fall-in-the-trillions-of-pounds-that-will-tak
e-decades-to-bridge; Hepburn, C., O’Callaghan, B., Stern, N., Stiglitz, J., Zenghelis D. A, (2020) ‘Will COVID-19
fiscal recovery packages accelerate or retard progress on climate change?’
https://doi.org/10.1093/oxrep/graa015; Zenghelis, D. A., Serin, E, Valero, A, Van Reenen, J, Ward, B, & Stern, N
(2024b). ‘Boosting growth and productivity in the United Kingdom through investments in the sustainable
economy.’ https://ideas.repec.org/p/cep/cepsps/43.html

% For example, a recent World Bank study estimates that a 1% of GDP public investment shock can raise labour
productivity by around 1.9% and total factor productivity by 0.8% over five years in advanced economies -
Adarov et al, 2024 Revisiting Public Investment Multipliers Nonlinear Effects of the Business Cycle, Fiscal Space,


https://www.nber.org/papers/w16311
https://www.imf.org/-/media/websites/imf/imported-flagship-issues/external/pubs/ft/weo/2014/02/pdf/_c3pdf.pdf
https://www.imf.org/-/media/websites/imf/imported-flagship-issues/external/pubs/ft/weo/2014/02/pdf/_c3pdf.pdf
https://www.nber.org/papers/w27625
https://obr.uk/efo/economic-and-fiscal-outlook-march-2024
https://www.productivity.ac.uk/research/the-uks-capital-gap-a-short-fall-in-the-trillions-of-pounds-that-will-take-decades-to-bridge
https://www.productivity.ac.uk/research/the-uks-capital-gap-a-short-fall-in-the-trillions-of-pounds-that-will-take-decades-to-bridge
https://doi.org/10.1093/oxrep/graa015
https://ideas.repec.org/p/cep/cepsps/43.html
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c. Relative-price effects. Subsidies or price caps can mechanically reduce measured inflation,
especially for energy and transport. But they have other effects, which in a full analysis have to
be taken into account too.

d. Expectations and monetary policy. Short run demand effects will likely raise inflation pressures
and expectations. Offsetting this, if investment credibly lowers future costs and supply
constraints, inflation expectations and interest-rate expectations may fall. This will have a
number of important effects, including easing pressure on bond markets, especially at the
longer end.

Overall ranking of medium-term disinflationary potential

The balance differs markedly across investment areas and sectors. The strongest anti-inflation
investments will generally be those that permanently reduce structural bottlenecks in energy.

Importantly, the impact of each investment should not be assessed in isolation, as there are many
dependencies, complementarities, and interrelationships. Nevertheless, as an illustrative guide, the
evidence broadly suggests that the public investment most likely to reduce structural inflation over
time is (from most to least effective):

Energy

Housing

Education and work
Public transport
Water

Health and social care
Industry

Nature and farming
Roads

10. Justice

11. Defence

LN WN R

The comparative table in Annex 1 assesses the net inflation effect, area by area, splitting out
medium-term supply-side versus short-run demand effects, in context of the 2026 Middle East War
energy shock.

1. Energy: strongest medium-term disinflationary potential
This is probably the clearest case where public investment can be structurally disinflationary.

Investment in renewables, grids, storage, interconnection, and energy efficiency reduces exposure to
the volatile prices of imported fossil fuels, lowers wholesale power costs over time, and improves
energy security.’?

Because energy is a universal input into both production and consumption, lower electricity and fuel
costs diffuse throughout the economy. The effect is especially powerful following energy-price
shocks, such as those resulting from Russia’s invasion of Ukraine or instability in the Middle East.

Efficiency, and Capital Stock’.
https://openknowledge.worldbank.org/server/api/core/bitstreams/bbb8be60-fdf8-4353-abb1-945f72b65448/
content These effects materialise with a lag of several years and are sensitive to investment quality and
institutional capacity. See also, Krugman (1994), ‘The Age of Diminished Expectations’.

3 Pollitt, H, Zenghelis, D. A, Mercure, J-F, and FW. Geels (2025) ‘The effects of low-carbon transitions on labour
productivity: Analysing UK electricity, heat, and mobility with a techno-economic simulation model’.
https://doi.org/10.1080/14693062.2025.2522836; Zenghelis, D.A., Pollitt, H., Mercure, J.F., and Geels, F. W.,
(2025) ‘Understanding and modelling structural economic change as a dynamic resource creation process - an
application to low-carbon transitions’. https://academic.oup.com/oxrep/article/41/2/591/8343628



https://doi.org/10.1080/14693062.2025.2522836
https://openknowledge.worldbank.org/server/api/core/bitstreams/bbb8be60-fdf8-4353-abb1-945f72b65448/content
https://openknowledge.worldbank.org/server/api/core/bitstreams/bbb8be60-fdf8-4353-abb1-945f72b65448/content
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In the short run, the investment surge itself can however be inflationary through demand effects on
construction, minerals, engineering capacity, and grid equipment. Subsidies or price caps reduce
measured CPI directly and may lower inflation expectations, but they also raise real disposable
income and thereby support demand elsewhere in the economy.*

Net effect: energy investment is strongly disinflationary over the medium term if investment
materially lowers energy-system costs; but short-run effects depend importantly on spare capacity
and policy design. Bond-market implication: likely among the most ‘bond-market-friendly’
investments because it lowers a core source of structural inflation.’

2. Housing: potentially highly disinflationary, but slow

Housing shortages are a major structural driver of UK inflation, especially rents and regional labour
shortages. Additional housing supply lowers housing-cost inflation directly and improves labour
mobility, reducing wage pressures in high-productivity regions.

Construction activity can, however, initially be inflationary, because of increased demand for labour
and materials, but over time, greater housing supply is likely one of the most powerful structural
anti-inflation policies available to the UK. The effects depend critically on success with planning
reform, infrastructure provision, and build-out rates.

Net effect: housing investment is strongly disinflationary over the medium to long term; but
generally provides only limited near-term relief.

3. Education and work: long-run most disinflationary

Skills investment raises labour productivity and expands effective labour supply, easing wage
bottlenecks in constrained sectors such as construction, engineering, digital, and healthcare.
However, these effects emerge slowly, and may initially increase demand through higher earnings.®

Net effect: education and skills investment is structurally very disinflationary in the long run, but
with long lags.

4. Public transport: strong medium-term disinflationary effect

Public transport investment reduces congestion, improves labour-market matching, lowers
commuting costs, and raises urban productivity.” By expanding the effective labour supply and
reducing transport frictions, it eases wage and logistics pressures over time. Rail electrification and
mass transit also reduce oil dependence and household transport costs. Dense urban transport

* See IPPR (2026) ‘Price caps and economic stability: How to manage the Iran war energy shock?’
ippr.org/articles/price-caps-and-economic-stability; IFS (2026) ‘What does the war in the Middle East mean for
energy prices, and how could the government respond?’
https://ifs.org.uk/articles/what-does-war-middle-east-mean-energy-prices-and-how-could-government-respon
d and Kumar (2026) ‘protecting the UK economy from the Iran war energy price shock’ New Economics
Foundation
https://neweconomics.org/2026/03/protecting-the-uk-economy-from-the-iran-war-energy-price-shock

> See Goldman Sachs (2026) ‘Why Are UK Gilt Yields So High?’
goldmansachs.com/insights/articles/why-are-uk-gilt-yields-so-high

® As an illustrative example, the OECD cite well-established in the returns-to-education literature assumptions
that an extra year of schooling can lead to a 6-10% increase in earnings/productivity gain. See OECD (2025)
Education at a glance https://www.oecd.org/en/publications/education-at-a-glance-2025 1c0d9c79-en.html
and for UK

” The Eddington Transport Study (2006)


https://www.oecd.org/en/publications/education-at-a-glance-2025_1c0d9c79-en.html
https://www.oecd.org/en/publications/education-at-a-glance-2025_1a3543e2-en/united-kingdom_c93708b1-en.html
https://www.oecd.org/en/publications/education-at-a-glance-2025_1a3543e2-en/united-kingdom_c93708b1-en.html
https://ifs.org.uk/articles/what-does-war-middle-east-mean-energy-prices-and-how-could-government-respond
https://ifs.org.uk/articles/what-does-war-middle-east-mean-energy-prices-and-how-could-government-respond
https://neweconomics.org/2026/03/protecting-the-uk-economy-from-the-iran-war-energy-price-shock

B Independent
June 2026 * | Economics

systems increase agglomeration economies and productivity, helping to offset inflationary supply
constraints in high productivity, high wage and liveable cities.

Short-run inflationary pressures, however, can arise from construction demand and imported capital
goods. Fare caps reduce measured inflation but may increase demand (see section 2).

Net effect: public transport investment is generally medium-term disinflationary, especially in
constrained urban regions such as London, Manchester, or Birmingham. The effect is strongest where
congestion is already economically binding.

5. Water: moderately disinflationary

Investment in reservoirs, leakage reduction, sewage systems and flood resilience reduces long-run
infrastructure risks and future supply shocks. Climate-related droughts and flooding increasingly
threaten food prices, insurance costs, and industrial production.

Short-run effects are mildly inflationary because of construction demand and regulated bill impacts if
costs are passed through immediately.

Net effect: water investment has modest but increasingly important medium-term disinflationary
and resilience-enhancing effects.

6. Health and social care: mostly supply-side disinflationary

Health investment improves labour-force participation, reduces economic inactivity, and lowers
sickness-related supply constraints, a major issue in the UK since the Covid-19 pandemic. This can
raise private savings (through generating employment income) and public saving (through reduced
welfare outlays), which reduces whole-economy inflationary pressures. Preventative care and social
care investment can reduce future fiscal and NHS cost pressures.®

* As an example, the NHS Alliance states that every £1 invested in the NHS generates approximately
£4 in broader economic value, primarily driven by increases in gross value added (GVA), improved
productivity, and higher workforce participation.” But health spending also raises demand for
labour, in a sector that is already constrained.

Health and welfare combined with labour market policies and benefits reform can improve employee
participation.

Net effect: investment in health is mildly to be moderately disinflationary over time, mainly through
labour-supply expansion.

7. Industry: potentially disinflationary if productivity-enhancing

& See Oxford Review of Economic Policy (2025) ‘Affording the NHS: estimating demand pressures and the
options for addressing the challenge of fiscal sustainability’
https://academic.oup.com/oxrep/article/41/1/195/8157941

® See NHS Alliance (2023) ‘Creating better health value: understanding the economic impact of NHS spending
by care setting’.



https://thenhsalliance.org/resources/creating-better-health-value-understanding-the-economic-impact-of-nhs-spending-by-care-setting
https://thenhsalliance.org/resources/creating-better-health-value-understanding-the-economic-impact-of-nhs-spending-by-care-setting
https://academic.oup.com/oxrep/article/41/1/195/8157941
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Industrial policy that expands productive capacity, security of supply resilience, energy efficiency, and
advanced manufacturing can reduce import dependence and supply bottlenecks.’® The returns to a
coherent industrial strategy are particularly important at times of global economic structural change
such as the present. New technologies and global markets are evolving which entail shifting
comparative advantages. The global economy is undergoing two major transformations involving
general purpose technologies: clean energy and artificial intelligence (Al), at a time when social and
geopolitical pressures are mounting.

Decisionmakers in the public and private sector today have no option but to anticipate, manage, and
help shape the rapidly shifting landscape of risk and opportunity, while avoiding the pitfalls of locking
into stranded and devalued assets. Investing may be appropriate particularly in helping the growth of
supply in rapidly-growing new markets. This requires a credible public sector lead, which is feasible in
the UK, given the country’s strong position in education and science. But poorly targeted subsidies or
protectionism can become inflationary if they shield inefficient production or restrict competition.

Net effect: highly dependent on sector selection and productivity gains.
8. Nature and farming: moderately disinflationary through resilience

Investment in soil quality, flood prevention, biodiversity, and climate adaptation reduces exposure to
food-price shocks and environmental disruption. The complementarity with other sectors, such as
energy and chemicals to access fertilisers, are high. Effects are indirect and long term, but
increasingly important under climate stress.™

Net effect: gradual resilience-based disinflation.
9. Roads: mixed and context dependent

Road investment can reduce logistics costs, improve freight efficiency, and relieve congestion, all of
which are disinflationary on the supply side.

However, road expansion also induces additional traffic demand, raises dependence on cars, and can
increase oil consumption. If it primarily expands low-density transport, and encourages suburban
sprawl, rather than relieving binding freight bottlenecks, the inflation benefit is weaker than for
public transport.

Net effect: investment in road transport is modestly disinflationary where targeted at freight
bottlenecks and strategic connectivity; otherwise mixed.

10. Justice and law enforcement: largely neutral macro inflation effect

19 Hidalgo C A, Klinger B, Barabasi A-L, Hausmann R (2007) ‘The Product Space Conditions the Development of
Nations’. https://doi.org/10.1126/science.1144581; César Hidalgo & Ricardo Hausmann The building blocks of
economic complexity). https://www.pnas.org/doi/10.1073/pnas.0900943106 ; Mealy P, Teytelboym A (2022)
‘Economic complexity and the green economy’. https://doi.org/10.1016/j.respol.2020.103948; Acemoglu D,
Aghion P, Bursztyn L, Hemous D (2012) The Environment and Directed Technical Change. American Economic
Review, https://doi.org/10.1257/aer.102.1.131; Aghion, P., Hepburn, C., Teytelboym, A., & Zenghelis, D. (2014).
Path dependence, innovation and the economics of climate change.
https://doi.org/10.4337/9781788110686.00011

1 See IPCC Sixth Assessment Report — Working Group 11 (2022), via UNDP Climate Change Adaptation
‘8 key messages about climate risks to agrifood systems from the IPCC's Sixth Assessment Report’

https://www.adaptation-undp.org/8-key-messages-about-climate-risks-agrifood-systems-ipccs-sixth-assessmen

t-report and also ‘FAIRR Initiative (May 2026) — Food Security Under Rising Geopolitical Risk: Why Resilient
Food Systems Matter to Investors’



https://www.adaptation-undp.org/8-key-messages-about-climate-risks-agrifood-systems-ipccs-sixth-assessment-report
https://www.adaptation-undp.org/8-key-messages-about-climate-risks-agrifood-systems-ipccs-sixth-assessment-report
https://www.fairr.org/news-events/insights/food-security-under-rising-geopolitical-risk-why-resilient-food-systems-matter-to-investors
https://www.fairr.org/news-events/insights/food-security-under-rising-geopolitical-risk-why-resilient-food-systems-matter-to-investors
https://doi.org/10.1126/science.1144581
https://doi.org/10.1016/j.respol.2020.103948
https://doi.org/10.1257/aer.102.1.131
https://doi.org/10.4337/9781788110686.00011
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Justice investment may improve institutional quality, reduce crime, and strengthen economic
participation, but the direct impact on aggregate inflation dynamics is limited.

Net effect: broadly neutral for inflation.
11. Defence: generally inflationary in the short run

Defence investment can generate innovation spillovers and industrial capability,’* but it is less
directly productivity-enhancing than infrastructure or energy investment.

Military spending often competes for scarce engineering, manufacturing, and fiscal resources. In
wartime or geopolitical crises, it may nevertheless stabilise expectations and reduce catastrophic risk
premia. So, its overall inflationary impact is contingent.

Net effect: defence investment is generally inflationary or neutral economically, though strategically
necessary.

Summary

Public investment in the UK has significant potential to be disinflationary over the medium to long
term, but its effectiveness varies by sector and policy design.

The most powerful anti-inflation investments are those that increase capacity and tackle structural
bottlenecks at their root. These include energy, housing, and skills, where sustained investment can
permanently reduce cost pressures that potentially amplify across the entire economy.

Energy investment stands out as the clearest case, given that lower wholesale power costs reduce
input costs into both production and consumption. Housing and education follow closely, though
their disinflationary benefits materialise more slowly and depend heavily on complementary reforms
such as planning liberalisation and workforce development pipelines.

However, public investment carries short-run inflationary risks (whether large or small) through
demand effects on labour, materials, and capital goods, meaning the net inflation outcome is also
shaped by timing, sequencing, and macroeconomic context as well as by the investment itself.

A well-sequenced investment strategy, prioritising the energy transition, housing supply, and skills, is
necessary to shift the growth-inflation trade-off in a favourable direction, ultimately supporting
non-inflationary growth and higher living standards over time.

12 Mazzucato, M. (2011), ‘The entrepreneurial state’.
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Net inflation effect by sector: medium-term supply-side versus short-run demand effects, in context of the
2026 Gulf War energy shock.
Net . . et
. . Medium-term Short-run demand / price | Timing of
Area inflation . . . . . .
. disinflationary mechanism pressure disinflation
verdict
Energy Strong Most powerful Short-run: large capex Immediate
disinflationary case in current | demand, competition for (caps); 5-10
context. Domestic engineers, steel, rare yrs
renewables, storage, and earth materials. Grid (renewables
interconnector investment expansion causes buildout)
structurally reduce exposure | short-run construction
to global gas price volatility. inflation. Risk of lock-in to
NEF/IPPR: clean energy high-cost contracts if
investment lowers long-run poorly structured.
marginal cost of electricity,
directly feeding into
household bills and industrial
costs.
Housing Strong Chronic undersupply (300k+ Intense demand for 5-15 yrs for
units/yr shortfall), especially construction labour and meaningful
SE England, keeps housing materials. Risk of stock
costs — a large CPI/CPIH overheating in additions; 2—-3
weight — elevated. More construction sector. Land yrs for
social/affordable supply acquisition costs can be planning
directly reduces rents and inflationary if poorly
reduces housing-driven wage | managed.
pressure as workers can live
near jobs.
Education and | Strong Strongest long-run Construction and 10-20yrs
work disinflationary case: higher refurbishment of schools (schools); 2-5
human capital raises TFP, raise near-term demand. yrs (adult
shifts aggregate supply Short lag before trained skills)
outward, reduces skills cohorts enter workforce
shortages that drive (5—15 yrs for schools; 2—3
wage-push inflation. yrs for skills retraining).
Public Moderate Reduces private car costs Major capital 5-20 yrs for
transport borne by workers (wage programmes (HS2-style) major projects;
pressure relief); improves are extremely immediate for
agglomeration, raises urban demand-intensive over fare caps
productivity. Rail long construction periods.
electrification lowers Benefit often
operating costs once built. concentrated in specific
corridors.
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2026 Gulf War energy shock.

Net inflation effect by sector: medium-term supply-side versus short-run demand effects,

in context of the

!\let . Medium-term Short-run demand / price | Timing of
Area inflation . . . . . . .
. disinflationary mechanism pressure disinflation
verdict
Water Moderate Infrastructure investment Major reservoir/network 10-25 yrs for
reduces water scarcity costs, investment is major
prevents disruption to capital-intensive. infrastructure
industry and agriculture. Regulated utility model
Reduces hosepipe bans / means bills
drought-driven food price (CPl-weighted) typically
spikes. Improved wastewater | rise with investment
capacity enables housing cycles - PR24 settlement
growth (indirect). already adding to bills
inflation.
Health and Moderate Reduces economic inactivity Construction of 5-10 yrs for
social care (~2.8m people long-term hospitals/digital infra labour supply
sick), raises labour supply raises demand in skilled gains;
and productivity, lowers labour markets. Baumol immediate
future demand on NHS. NHS effect: productivity gains demand boost
Alliance: £1 invested — £4 limited vs. other sectors,
broader economic value. real unit costs tend to rise
over time. But terms of
trade affects offset this —
tastes and preference
shifting to personal
services which ate income
elastic.
Industry Context-de Industrial strategy Subsidies to specific
pendent investment (green steel, industries (e.g. steel,
semiconductors, life automotive) raise
sciences) can expand demand for inputs in
productive capacity and those sectors. Risk of
reduce import dependence, subsidy-driven inflation in
lowering tradeable goods favoured industries. If
inflation. UKIB/NWF poorly targeted:
investment in high-growth incumbency protection,
sectors raises TFP. not capacity expansion.
Nature and Moderate Domestic food production Short-run grants to 3-10 yrs for
farming investment reduces reliance farmers are demand-side | food supply
on volatile global commodity | transfers. Agri-tech capital | gains
markets. Soil health and programmes have modest
agri-tech investment raises macroeconomic demand
yields, suppressing food price | footprint.
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Net inflation effect by sector: medium-term supply-side versus short-run demand effects, in context of the

2026 Gulf War energy shock.

Net

. . Medium-term Short-run demand / price | Timing of

Area inflation . . . . . .

. disinflationary mechanism pressure disinflation
verdict
inflation. Food is ~13% of CPI
basket.
Roads Moderate Reduces transport costs and Significant construction 3-8 yrs
logistics friction for firms, demand, especially (maintenance
lowering unit costs across the | aggregate materials and faster); 8-15
supply chain. Improves heavy plant. New roads yrs (major
labour market matching can induce further schemes)
(workers can access more demand (induced traffic),
jobs). Maintenance vs. requiring more capacity.
new-build matters:
maintenance has faster
payoff.

Justice and law | Weak / Crime reduction lowers Largely current spending 5-15 yrs for

enforcement neutral business costs (security, (wages) rather than behavioural/la

insurance, shrinkage), boosts | capital investment. New bour supply
investment confidence. prison construction has effects
Prison overcrowding — modest demand

recidivism — lost labour footprint. Limited

supply: modest productivity supply-side multiplier.

gains from effective

rehabilitation.

Defence Net Limited productivity Rapid scale-up (UK No
inflationary | spillovers in aggregate (some | moving to 2.5%+ GDP) is disinflationary
risk R&D, dual-use tech). intensely demand-side: horizon;

Historical evidence weak: specialist labour, rare inflationary
Cold War defence spending materials (titanium, near-term

associated with crowding-out
of productive investment.
OBR models defence as low
supply-side multiplier.

lithium), procurement
competition. Real risk of
defence-related wage
pressure spreading.
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