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UK MACRO UPDATE: CAMERON’S CUTS 

Berenberg Macro Flash 

Headline grabbing tax cuts, but how to pay for them? UK Prime Minister David Cameron yesterday tried to show 

some light at the end of the austerity tunnel. In his annual speech to the Conservative Party Conference yesterday Cameron 

committed a future Conservative government to tax cuts once the government budget is balanced, which the Conservatives 

plan to achieve in 2018. Specifically, he would raise the tax free income threshold and significantly increase the threshold 

after which the 40% higher rate of income tax is paid. That amounts to a tax cut of around half a percent of (current) GDP 

compared to a situation in which those thresholds were frozen for the next few years. 

 

By improving incentives there could be some economic benefit from these measures, although that is a matter of a degree. 

Income tax is headline grabbing, but a better target may have been cutting payroll taxes paid by firms’. Moreover, these cuts 

will be difficult to fund. The government’s austerity plans already envisage reducing its everyday consumption of goods and 

services to the lowest proportion of GDP since at least 1948 and cutting total government spending (i.e. including welfare 

payments) to 38% of GDP in 2018, a historically low level. With large parts of government spending protected from the 

worst of austerity, notably health spending, implementing the current spending plans looks tricky. Tax cuts would add to 

that problem. 

 

These new commitments also come at a time when borrowing is stubbornly refusing to fall as rapidly as the government had 

hoped. Weak wage growth and the tax changes already implemented, particularly the significant rises in the tax free allow-

ance over the past few years, have dented income tax receipts. The Chancellor will probably be forced to raise his borrowing 

forecasts a little in his December fiscal update. 

 

Both main parties have now set out the broad contours of their economic strategy for the election. The opposition Labour 

party would run looser fiscal policy. Taxes and spending would be higher while Labour has shown an inclination to inter-

vene in markets. In contrast, the Conservatives are planning for a smaller state and bigger welfare cuts. In our view, the 

Labour party’s plans would be mildly damaging economically and moderately raise fiscal risks, which markets would react to. 

The key risk would be that a Labour government would expand its interventions beyond currently outlined policies. The 

Conservatives plans have advantages from a supply-side perspective. But they also have serious implications for government 

spending and the need for further efficiency gains. 

 

What about the politics? Potential future tax cuts are on the face of it an attractive offer from the Conservatives. But these 

are promises for what a Conservative party might do in four years time if the economy keeps growing without a hitch and 

deficit reduction stays on track. A hostage to fortune. Moreover, at the same conference, Chancellor George Osborne also 

committed to freezing working age benefits for two years which will hit many people. Even after these final party confer-

ences before the general election, it is still too early yet to call the result. The really big issue for markets from that election is 

the Brexit risk, rather than so far moderate differences in government spending plans. A future conservative government 

would raise that risk because they have committed to an in-out referendum. 
 


