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No room for giveaways: UK Budget preview   

• A cyclical upswing does not give room for giveaways: Amid a 
snowballing recovery, the UK fiscal deficit should fall faster than the 
government has forecast. But that largely reflects a cyclical upturn, 
rather than a structural improvement in the finances. There is no good 
news on the latter. Hence we do not expect Chancellor George 
Osborne to have any room to ease austerity in the 19 March Budget. 

• A long way to go: Britain is around halfway through the austerity 
needed to eliminate the underlying budget deficit. The remaining cuts 
are spread over several years so they will not weigh heavily on 
economic growth. Implementing austerity will become difficult from 
this point on though as it relies on continued cuts to departmental 
spending. The risks are that the plan slips, or tax rises are needed. 

• Stronger growth: There will probably be good news in the Budget. 
The Office for Budget Responsibility (OBR) – the independent 
government forecaster – should raise its growth forecasts from the 
2.4% and 2.2% for 2014 and 2015 that it expected last autumn. 

• Headline deficit will improve faster: Stronger growth forecasts 
mean the OBR should also forecast that the headline deficit will fall 
faster than it previously thought. We expect cumulative borrowing 
over the five years from fiscal year 2013/14 to be around £60bn lower 
than the official forecasts. The OBR will not be as aggressive as that, 
but it may cut cumulative borrowing over the next five years by 
£25bn. We do not expect a headline surplus until 2018/19. 

• But pressure on capacity is rising: Slack is falling faster than the 
OBR had expected. So the deficit is improving because of a cyclical 
rather than structural recovery. The underlying fiscal position, which is 
what really matters, is not improving faster than expected. 

• In fact, the OBR could make the underlying position worse: It 
may reduce its estimate of the output gap a little. That would mean 
more of the headline deficit was structural rather than cyclical. This is 
why there is no room for tax giveaways. Indeed, it is unlikely that 
there will be room for giveaways through the next parliament either. 

• We do not think yet more austerity will be required: The OBR 
will likely tweak the cyclically adjusted deficit, rather than make 
marked changes. It has conservative potential growth assumptions of 
2.2% a year from 2016. It would be unreasonable, in our view, for the 
OBR to force more austerity on the basis of a reduced output gap – 
which is hugely uncertain – and potential growth assumptions on the 
low side. The evidence is not strong enough to warrant that. The OBR 
could offset some of the bad news from a smaller output gap by 
raising future potential growth a little. 

• There is plenty the Chancellor can do even with little money: 
Cancelling Help-to-Buy would be top of our list. We do not expect 
that, but there is an outside chance that it is restricted to regions 
outside the southeast. If the Chancellor does manage to find more 
money, the most likely new policies are: raising the tax-free personal 
allowance further, sharpening investment incentives, and providing 
more help to exporters. 

• Welfare cap: Finally, remember that the Budget will set a cap on 
future non-cyclical welfare spending for the first time. 
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The deficit is still huge 

There is no room for any giveaways in George Osborne’s penultimate Budget 
before the general election next year. The 19 March Budget speech should 
include some welcome upward revisions to growth. But that is the result of a 
cyclical upturn, rather than an underlying improvement in the finances. 

There is plenty the Chancellor should do even with no money. Cancelling his 
special stimulus for the housing market, “Help to Buy”, should be a high 
priority, to prevent another housing bubble emerging. Simplifying taxation 
would also bring big benefits. Osborne could start by eliminating the 
meaningless distinction between income tax and National Insurance. 
Investment incentives should be sharpened and progress made with national 
infrastructure projects while help needs to be provided to exporters 
(including improved infrastructure). 

That will need to take place within a tight budget. Britain is around halfway 
through austerity. It continues from now on at around 1% of GDP per year, 
a much more manageable pace. The majority of future cuts come from 
“other current spending”: day-to-day spending by government departments 
(Chart 1). There is unlikely to be any room for meaningful tax cuts through 
the next parliament. 

Chart 1: Consumers believe in the future again 

 

Planned fiscal tightening, as % of GDP. Source: Institute for Fiscal Studies 

Deficit is falling as economy recovers 
The deficit, adjusted for various accounting fiddles, was £110.8bn in the 
twelve months to January (Chart 2). So far this fiscal year (April 2013-Jan 
2014), the deficit has fallen by £3.9bn. 

The figures are flattered a little. The timing of government payments to local 
authorities has changed this year. Meanwhile, tax revenues were boosted in 
Q2 2013 as people shifted income from FY 2012/13 (ending March 2013) to 
FY 2013/14 to take advantage of a cut to the higher rate of income tax. So 
simply extrapolating forward the fall in borrowing could be misleading. Still, 
the deficit will probably undershoot the official forecast of £111.2bn for the 
fiscal year ending in April. We expect borrowing of £110bn. 
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Chart 2: Deficit gradually falling Chart 3: Taxes up, spending controlled 

  
Fiddles refers to Royal Mail Pension Fund and Asset Purchase Facility 
transfers, which flatter the headline borrowing figures. Source: ONS 

Percentage change, six months yoy. Nominal GDP on the right-hand axis, 
other series on the left-hand axis. Source: ONS 

 
The improving deficit comes from stronger tax receipts and slower spending 
growth, as the government had expected. Tax receipts have picked up in line 
with nominal GDP growth (Chart 3). We expect both to gain more pace 
through 2014 as the economy continues to grow solidly. 

One major part of spending restraint in the current fiscal year (and beyond) is 
restrictions on benefit payments. Partly as inflation has fallen, meaning 
inflation-indexed benefits grow more slowly, and partly because of policy 
measures, benefit payments are now barely rising in aggregate. 

Stronger growth 
We expect the OBR to raise its growth forecasts in the Budget. Growth for 
2013 is currently reported at 1.8% by the ONS, above the OBR’s 1.4% 
forecast made in December. Moreover, rather than losing momentum in 
2014, as the OBR had expected, the economy still seems to be growing 
strongly. Surveys point to above-trend growth, and the latest hard data are 
encouraging. Manufacturing output has risen 0.7% in the latest three months, 
while services output is up 0.8%. 

The OBR had expected quarterly growth to slow to 0.5% qoq through 2014. 
In our view that is unlikely, hence we forecast faster growth than the OBR 
did in its December projection for 2014 (Chart 4). We expect the OBR to 
move towards our forecast. 
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Chart 4: Growth likely to be revised up Chart 5: Dragging the deficit down 

  
GDP growth, %. Source: OBR, Berenberg Public sector net borrowing. Source: ONS, Berenberg 
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In the detail, we expect the OBR to raise its house price forecast from the 
5.2% increase projected for 2014. Employment will also likely be raised. 
There were 30.15m people employed in December 2013, compared to the 
OBR’s forecast of 30.2m for full-year 2014. The number of people claiming 
jobless benefits will also be revised down considerably. It was 1.2m in January 
2014, already below the OBR’s full-year forecast of 1.3m. 

Stronger growth will probably mean the new forecasts show government 
borrowing falling faster than previously expected. Indeed, with the growth 
forecasts likely to look closer to the Budget 2012 vintage, the deficit probably 
will too (Chart 5). The million-pound question is whether the recovery is 
cyclical or structural. In the former case, the better borrowing figures do not 
give room for tax cuts. The latter would. 

A cyclical recovery 
We expect the OBR to judge that stronger growth is a cyclical not a structural 
phenomenon. Indeed, the OBR could lower its estimate of the output gap: 
the amount of ground to make up before the UK is operating at normal 
capacity. That would raise the estimated underlying, or cyclically adjusted, 
budget deficit, leaving even less room for tax giveaways. We expect the OBR 
changes to be more tweaks than marked changes though, leaving the required 
amount of austerity little changed. 

Capacity is tightening faster than the OBR had expected. The British 
Chambers of Commerce survey signals capacity pressures similar to the peak 
of the pre-crisis boom. That is almost certainly an exaggeration. The 
unemployment rate has fallen but is still 7.2%, well above pre-crisis levels, for 
instance. The Bank of England (BoE) regional agents survey suggests much 
more spare capacity, though it is still falling (Chart 6). Inflation has also fallen 
back, so the UK is unlikely to currently be close to capacity. 

The OBR could lower its estimate of the amount of slack in the economy a 
little. Falling slack has coincided with past growth being raised by the 
statistics authority (Chart 6). As an aside, Chart 7 also shows that the BoE’s 
growth forecasts are well above the OBR’s through 2014. But we do not 
expect the OBR to make significant changes to its output gap, as the BCC 
survey looks like an outlier. 
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Chart 6: Slack falling Chart 7: Growth likely to beat OBR forecast 

  
Standard deviations from 1998-2007average. Capacity utilisation and 
recruitment difficulties weighted by the labour share. Source: BCC, BoE, 
Berenberg calculations 

Public sector net borrowing. Source: ONS, Berenberg 
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At 2.3% of GDP in 2013 and 1.8% in 2014, the OBR’s December output gap 
figures are hardly outrageously large. They are a bit bigger than the BoE’s 
estimate of 1-1.5% slack in Q4 2013. But comparing the OBR’s and BoE’s 
output gap measures is a little like comparing apples and oranges. 

The OBR output gap is a long-run measure, showing the gap between output 
now and a level in several years’ time that could cause inflation. For instance, 
it incorporates the assumption that the unemployment rate could fall to 
5.35% (the average in 2008). Unemployment could probably fall to that level 
over a few years without setting off inflation. But if it fell to 5.35% today, it 
would drive up wages and prices rapidly. 

The BoE, in contrast, look at a shorter-run measure – the extent to which 
output is below a level that would set off inflationary pressure in the near 
term. It assumes, for example, that unemployment could fall to about 6.25% 
today without causing inflation. That is a materially higher level than the 
OBR has factored in. But the BoE, in tandem with the OBR, thinks 
unemployment could fall to 5% in time. Just not today. 

On this basis, the OBR’s output gap assumption from its last forecasts does 
not look wildly unreasonable. It may well tweak it. Lower it a little and 
explain that it is not taking surveys like the BCC at face value. The survey 
may be measuring the wrong concept – a short-run gap rather than the long-
run one – and does not stack up with, for starters, unemployment. 

Indeed, even if the OBR lowers its output gap assumption, it may well raise 
future non-inflationary growth. Its medium-term assumptions are pretty 
conservative. 2.2% is well below past average growth in the UK. Forcing yet 
more austerity from the Chancellor on the basis of a smaller output gap today 
and conservative potential growth assumptions would be unreasonable in our 
view. The evidence is not strong enough to warrant that. 

Table 3.1 below, taken from the OBR’s last publication, shows how it arrives 
at potential output growth. It assumes potential hours worked will fall, yet 
hours worked have been rising recently and the BoE is more optimistic about 
the potential for hours to increase. They also take the ONS’s “low migration” 
population growth estimates. Yet net migration recently accelerated. With the 
UK economy performing better than its peers, migration will probably 
continue to run ahead of that low-migration estimate. Raising those 
assumptions could offset much of the news from a smaller output gap. 

 

Where does this leave the fiscal rules? 
Currently the “fiscal mandate” requires Osborne to balance the cyclically 
adjusted current budget within a five-year rolling window. That rule will 
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definitely be met even with OBR revisions to spare capacity. The December 
forecasts anticipated a cyclically adjusted current budget surplus of 1.6% of 
GDP in 2018/19 (Chart 8). The second fiscal rule, to have net debt falling 
relative to GDP in 2015/16, was not forecast to be met in the last forecasts 
(Chart 11). Upward growth revisions could mean it is now expected to be 
achieved. We expect debt to fall relative to GDP in that fiscal year. 

The third rule is the tricky one. In a speech last year, the Chancellor said he 
planned to run an overall budget surplus by the end of the next parliament 
(2020). The headline budget was forecast to be in surplus in the December 
forecasts (Chart 5). Stronger growth could reinforce that. But the trickiness is 
that cyclically adjusted total public sector borrowing was only just in surplus 
by then in the OBR’s last forecasts (Chart 9). If the OBR lowers the potential 
for catch-up growth, a headline surplus may be deliverable by 2020 only by 
the economy operating above capacity, or with another year of austerity. 

As discussed above, we do not expect the OBR to change its forecasts 
enough to require more austerity. Chart 10 shows how the output gap might 
change if headline and potential growth is revised up. The key judgement is 
whether the OBR assumes the economy will be operating modestly above 
capacity in 2020, or will it be at capacity? Either way, the Chancellor will 
probably not be too disappointed with forecasts that require continued 
austerity through the next parliament. Politically, it puts the opposition 
Labour party in a difficult position. Hence shadow Chancellor Ed Balls this 
week outlining planned tax rises to fund a workfare scheme. 

window 
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Chart 8: Wiggle room on current budget Chart 9: But little room on total borrowing 

  
Cyclically adjusted current budget surplus, % GDP. Source: OBR Cyclically adjusted public sector net borrowing, % GDP. Source: OBR 

Chart 10: Capacity pressure probably raised Chart 11: Net debt probably lowered again 

  
% of GDP. Source: OBR, Berenberg calculations Public sector net debt. Source: OBR 
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Disclaimer 
 
This document was compiled by the above mentioned authors of the economics department of Joh. 
Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”),. The Bank has made any effort to 
carefully research and process all information. The information has been obtained from sources which we 
believe to be reliable such as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. 
However, we do not assume liability for the correctness and completeness of all information given. The 
provided information has not been checked by a third party, especially an independent auditing firm. We 
explicitly point to the stated date of preparation. The information given can become incorrect due to passage 
of time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to 
indicate such changes and/or to publish an updated document. The forecasts contained in this document or 
other statements on rates of return, capital gains or other accession are the personal opinion of the author 
and we do not assume liability for the realisation of these. 

This document is only for information purposes. It does not constitute a financial analysis within the meaning 
of § 34b or § 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment 
advice or recommendation to buy financial instruments. It does not replace consulting regarding legal, tax or 
financial matters. 

 
Remarks regarding foreign investors 
The preparation of this document is subject to regulation by German law. The distribution of this document 
in other jurisdictions may be restricted by law, and persons, into whose possession this document comes, 
should inform themselves about, and observe, any such restrictions. 
 
United Kingdom 
This document is meant exclusively for institutional investors and market professionals, but not for private 
customers. It is not for distribution to or the use of private investors or private customers. 
 

United States of America 
This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg 
Capital Markets LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to 
certain customers, Berenberg Capital Markets LLC does not provide input into its contents, nor does this 
document constitute research of Berenberg Capital Markets LLC. In addition, this document is meant 
exclusively for institutional investors and market professionals, but not for private customers. It is not for 
distribution to or the use of private investors or private customers. 

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital 
Markets LLC (+1 617.292.8200), if you require additional information. 
 

Copyright 
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, 
copied, photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written 
consent. 
 
© May 2013 Joh. Berenberg, Gossler & Co. KG  
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