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Osborne’s headache    

   

● Still a long way to go: Back in 2010, UK Chancellor George Osborne planned 
for austerity to be finished by now perhaps giving room for pre-election 
tax cuts. But overshooting borrowing makes tax rises more likely. 

● Government plans to cut sharply: Mr Osborne already plans to cut 
government consumption to the lowest share of the economy since World 
War II. With health, education and foreign development spending ring-
fenced, the Institute for Fiscal Studies estimated that other departments 
face real funding cuts of nearly 20% during the next parliament. 

● Stronger austerity thus already planned for after 2015: Austerity can be 
measured in many ways and none are perfect. But the cyclically adjusted 
budget deficit is one way to isolate the impact of policy. That shows budget 
cuts rising to 1.1% of GDP in fiscal year 2015/16 from 0.5% this year. 

● Elephant in the room: Mr Osborne borrowed £64.1bn in the first seven 
months of the year, more than the £60.5bn last year, confounding his plans 
to cut the deficit by £12bn this fiscal year. Weak income tax is the culprit. 
Raising the tax free earnings allowance to £10k has combined with strong 
jobs growth to make the recovery relatively (income) tax-less. 

● Careful, data can be revised: Back in 2012, the deficit looked certain to 
significantly overshoot treasury plans. But revisions substantially cut 
apparent borrowing. We cannot predict the direction of revisions. The 
point is rather that current data are uncertain. 

● Testing Autumn statement: Despite uncertain data, in his 3 December 
situation report on the public sector finances, Mr Osborne will likely have 
to announce higher borrowing forecasts or more austerity. We expect the 
independent budget watchdog, the Office for Budget Responsibility (OBR), 
to project a deficit of £98bn in 2014/15, or an £11bn overshoot relative to 
plans. The OBR may not judge that overshoot to be entirely structural (see 
p3), but there is a good chance extra austerity will be needed. 

● The economy can cope: Increased government headwinds after the election 
should not prevent strong growth. Future cuts are unlikely to reach the 
size of those in 2010. But absent a Lazarus-like improvement in the 
government finances, the austerity drag will increase in the next 
parliament. Overshooting borrowing means that more austerity may be 
needed, and further spending cuts seem implausible given those already in 
train. Tax rises are more likely than tax cuts in the next five years. 

Chart 1: Very hard cuts to come 

 
Nominal consumption of goods and services. Source: OBR 

 

  Berenberg UK forecasts 

 2014201420142014    2015201520152015    

GDP 3.0% 2.8% 

Inflation 1.5% 1.5% 

U/e 6.2% 5.6% 

Fiscal deficit 4.9% 4.0% 

Next week’s key data 

(See p5 for more details) 

GDP second release, Q3, qoq 

Published 09:30, 26 November 

Previous 0.7% 

Berenberg 0.7% 

Consensus 0.7% 

 

We do not expect a revision to the 

preliminary estimate of 0.7% qoq. If 

anything the risks may be a little to 

the downside, with the statistics office 

factoring into their preliminary 

estimate a big rise in services output 

in September. The expenditure 

breakdown is likely to show 

consumption and business 

investment driving growth. 

GfK consumer confidence, Nov. 

Published 00:05, 28 November 

Previous -2 

Berenberg 0 

Consensus -1 

 

Declining petrol and food prices 

should boost consumer sentiment, as 

it aids household spending power. 

Cheaper mortgage rates may also 

increasingly feature in consumers’ 

thinking over the next few months. A 

small rise this month would leave 

consumer confidence over 10 points 

higher than the run-in to last 

Christmas, suggesting the consumer 

can keep the economy expanding 

solidly in the final quarter of the year. 

21 November 2014 
    

 

Rob Wood 

Chief UK Economist 

+44 20 3207 7822 

rob.wood@berenberg.com 

 

  

15

16

17

18

19

20

21

22

23

24

1948 1954 1960 1966 1972 1978 1984 1990 1996 2002 2008 2014

Government consumption, % GDP

Government 

plans



Economics 

UK Economics update 
 

 

2 

This week: dovish BoE, happy consumers, fiscal trouble    

   

Mr Osborne will have gained little comfort from the latest government spending 
figures. Instead of cutting its reliance on the nation’s credit card, as politicians like to 
put it, the government borrowed more in the first seven months of this fiscal year 
than the year before. The comparison may be unfair to a degree, because the timing 
of bonus payments was always expected to hurt deficit reduction in the first half of 
the year. The big overshoot nevertheless shows deficit reduction going seriously off-
course again. The question now is what will Mr Osborne do about the problem in his 
Autumn Statement on 3 December? 

These figures need to be approached with caution. Subsequent revisions can 
dramatically change a picture that once looked clear. Think back to 2012. Then Mr 
Osborne looked a racing certainty to miss the deficit reduction targets, but revisions 
changed that picture. The point is there are no certainties here. But there are also no 
good reasons to expect future revisions in one direction or the other. We have to take 
the data as they are, but be mindful of the uncertainties. 

So what do those data show? The government racked up a deficit of £64.1bn in the 
first seven months of the year, higher the £60.5bn borrowed over the same period last 
year. The government had planned on shaving the deficit by £12bn this year (Chart 2). 
To make up the resulting £15bn hole in the next five months, the government would 
need to borrow 40% less than it did over the same period last year. The implausibility 
of that shows why Mr Osborne will almost certainly face higher forecast deficits from 
the OBR – the independent fiscal watchdog. 

Fiscal disappointments and an outperforming economy seem like strange bedfellows. 
But the government is missing targets for all the main elements of the tax. Income tax 
is the big issue though. Chart 3 exaggerates the problem, because of bonus timing. 
They were strong in mid-2013, to take advantage of the April 2013 cut to the higher 
rate of tax. That unfavourable base hurts yoy tax growth through 2014. Still, there is 
much more to the issue than that. Income tax rose by just 1.5% yoy in October – a 
month unaffected by the distortions – which is well below government forecasts. 

Part of the explanation lies in still-meagre pay growth, which has come in well below 
the government’s (and most other forecasters’) expectations. If pay only edges up, 
then so do taxes. Rapidly rising employment should have cut the disappointment. But 
this year the government substantially increased the amount employees can earn 
before they have to pay income tax. So job gains bring in less tax than they used to, 
particularly when new jobs may have been concentrated at the low-paid end to a 
greater degree than normal. Indeed, the government may have encouraged an 
expansion of low-paid jobs by raising the tax-free allowance. Either way, that tax 
change seems to have been much more costly than the government had planned on.  

  What will Mr Osborne do in 
response to rising government 
borrowing? 
 
 
 

 
 
Careful, because the data can be 
revised 
 
 
 

 
But taking the figures as given, 
borrowing is overshooting by 
about £15bn 
 
 
 

 
Income tax has disappointed 
 
 
 
 

 
 
Meagre pay growth and the 
higher tax free allowance are to 
blame 

Chart 2: Osborne’s £15bn headache Chart 3: Disappointing income tax  

  

PSNB ex is Public Sector Net Borrowing excluding banking groups. OBR 

projections are from the OBR’s documents accompanying the 2014 Budget. 

Source: ONS. 

Government forecasts from Budget 2014. Source: ONS, OBR. 
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Boiling this down, the chancellor will almost certainly have to announce higher 
borrowing projections and/or more austerity. The OBR is beavering away now on the 
forecasts. We expect it to forecast a deficit of £98bn for fiscal year 2014/15, an 
overshoot of £11bn from Budget 2014 forecasts, but the same as the 2013/14 deficit – 
Mr Osborne may, as he has done in the past, do everything he can to get headline of 
borrowing falling, or at least not rising, even if only marginally. 

Anticipating those OBR forecasts is harder than usual this year. Since April’s Budget, 
the ONS has changed the way government borrowing is calculated, so we cannot 
know for sure what the budget watchdog would have forecast under the new rules. 
For instance, a chunk of the overshooting deficit this year reflects stronger net 
investment, which could be in part related to the reclassification of Network Rail. Rail 
investment now scores as public sector investment in the national accounts. Those 
fiddly details are important but they do not change the big picture. The deficit is 
overshooting because taxes, particularly income taxes, have been weak. 

Whether the OBR decides the latest borrowing overshoots are structural, and 
therefore likely to persist absent further austerity, or cyclical, and therefore likely to 
fade naturally as economic growth continues, is key for Mr Osborne. We expect the 
OBR to argue that the structural deficit has not fallen as fast as the government had 
planned. That is because higher-than-expected deficits have come amid better-than-
expected growth and faster unemployment falls than anticipated. The story would be 
different had growth disappointed this year.  

There are some get-out clauses to ease the blow for Mr Osborne. Weak wage growth 
suggests there may be more people willing to work than the OBR had been banking 
on. The Bank of England has interpreted the latest developments in that way. For 
instance, interest rate setters estimate that the labour force participation rate can rise 
sustainably to 64%, above the OBR’s projection of 63.1% by end-2017. A 1% boost to 
the labour force compared to the OBR’s previous projections could cut the structural 
budget deficit this year and in previous years. That being said, unemployment has 
fallen more than the OBR had factored in and productivity has been weaker, which 
works in the other direction. 

All in, much of the extra borrowing is likely to be structural. The chancellor had some 
wiggle room, with his last projections planning for a £4.8bn fiscal surplus by 2018/19, 
so we do not need to brace for enormous extra cuts. But with tax rise announcements 
most unlikely to come just before the election – at least not headline grabbing ones –
the chances are that further spending cuts may need to be factored in. 

Stepping back from the detail, why has Mr Osborne found it so hard to fix the 
government’s budget? The answer is that Britons, and by extension the government, 
are a lot poorer than they could reasonably have expected to be back in 2010. Even 
now, real economic output is only 3.3% above its 2007 peak. Unsurprisingly, tax 
receipts have fallen well short of the government’s plans, while they have kept 
spending more-or-less in-line with their original intentions (Chart 4). 

  The chancellor will need to 
announce higher borrowing 
projections and potentially more 
austerity 
 

 
Definitional changes make the 
OBR’s forecast harder than 
normal to anticipate. 
 
 
 
 

 
Still, we expect the OBR to raise 
the structural deficit 
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clauses, but they are unlikely to 
eliminate much of the problem 
 
 
 
 
 

 
More cuts or tax rises will be 
needed 
 
 

 
The budget has been stubbornly 
difficult to fix because of weak 
growth 

Chart 3: Tax weakness has been the big problem Chart 5: Pace of austerity set to increase 

  

£bns. Spending refers to Total Managed Expenditure, receipts are total 

current receipts. Source: OBR. 

Budget 2014 forecasts. Source: OBR. 
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Those tax short-falls mean Osborne has had to extend his planned austerity. Rather 
than ending this year, spending restraint must now continue throughout the next 
parliament. That extension of austerity that makes the required cuts look too testing 
to be plausible (Chart 1 on the front page). Whoever forms the next government will 
probably need to resort to tax rises rather than the cuts that Prime Minister David 
Cameron promised in his Conservative Party conference speech this year. 

The economy can cope with prospective austerity. As Chart 5 shows, the government 
is planning to ramp up the pace of austerity after the election – although it is worth 
keeping in mind that there are many ways of calculating the amount of austerity, 
none are perfect, but increased pressure after the election is a common conclusion.  
That will provide an extra headwind for growth, but not an overwhelming one. In all 
likelihood, stronger austerity will stop the economy gaining any further speed in 2015 
and 2016, but it should not drag growth down given the past and continued healing 
elsewhere in the economy along with a dovish central bank. More involved estimates 
of the impact of fiscal cuts on growth by the OBR show the drag on growth easing, as 
the drag from past big cuts fades. Still, austerity headwinds will be facing the UK for 
several years yet. 

Other newsOther newsOther newsOther news    

First, an upside surprise on retail sales. They can be very volatile from month to 
month, so we should not overplay the 0.8% mom gain in sales volumes, but the 
underlying story is worth keeping in mind. We have stayed optimistic about the UK’s 
prospects in part because of the extra stimulus coming through from falling food and 
petrol prices. In our view, the recent gloom about the world economy, the UK 
economy and the opportunity for rate hikes, has been overdone. Retail sales in 
October are one piece of evidence. Non-food sales volumes show few signs of 
breaking their strong upward trend, as households take advantage of the spending 
power created by falling food and petrol prices. If the consumer stays strong, there is 
even a chance that GDP growth will not slow as much as we anticipate (to 0.6% qoq in 
Q4). For now we stick with that forecast because, as mentioned, retail sales can be 
volatile and still weak Eurozone growth is weighing on exports. But our underlying 
optimism about the UK seems on course. 

News from the BoE was also supportive for our forecasts. All the cooing from the 
Threadneedle Street doves has pushed down market expectations for interest rates, 
and thereby mortgage rates. Some are down by 50bp since the summer, which should 
help consumer spending. That being said, this week’s minutes of the Bank of 
England’s (BoE) early November rate setting meeting were not as dovish as last 
week’s Inflation Report. Splits seem to be emerging among the dovish majority of 
seven members on the rate setting committee (two others continue to vote for hikes). 
The minutes recorded “a material spread of views on the balance of risks to the 
outlook” among the seven doves. 

Our view is that rate hikes are off the table until after the election, but the BoE will 
pull the trigger in June 2015. The risks to our call are that hikes will be delayed 
further, but we believe the market has gone too far in pricing out hikes next year. By 
next summer, sentiment in the Eurozone should have turned up again, the inflation 
drag from recent falls in commodity prices could begin to ease and unemployment 
could be another 0.5%ppts lower than now. In other words, notwithstanding weak 
inflation today, there is more stimulus in the pipeline, the worries about global 
growth seem overdone in our view, and the prospects for wages continue to improve. 

Finally, on political risk. UKIP’s win in last night’s Rochester by-election, and the 
opposition Labour Party’s as well as the smaller Liberal Democrats’ weak showings 
raise the chances of some sort of unstable coalition emerging in the May 2015 
election. We expect a stable coalition, probably led by the Conservatives, given David 
Cameron’s relatively good personal ratings. The UKIP risk we worry about is Brexit: 
we do not expect Brexit, but the risk is rising (see Brexit would be bad for the UK, 
dated 21 November). 

  Whoever forms the next 
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Economic calendar    

   

GDPGDPGDPGDP, , , , Q3Q3Q3Q3, published , published , published , published 26262626    NovemberNovemberNovemberNovember    

We do not expect a revision to the preliminary estimate of 0.7% qoq. If anything, the 
risks may be a little to the downside, with the statistics office factoring into their 
preliminary estimate a big rise in services output in September. That services figure 
for September will be important for judging UK prospects heading into Q4. 

The second release of GDP provides the interesting detail on expenditure missing 
from the statistics office’s first stab at the numbers. Consumer spending and business 
investment are likely to have been the driving forces again, on strong consumer 
confidence and firm’s improving belief in the recovery. Exports have been weak over 
the past quarter, particularly to non-EU countries, so trade is unlikely to have helped 
the economy much, leaving domestic spending to do the heavy lifting. Retail sales 
posted their weakest quarter since early 2013 in Q3, which raises questions about 
how much momentum can come from the consumer. But retail spending accounts for 
only 40% of consumption, and the latter is not well correlated with retail sales. 
Whatever is published, it is worth remembering that the data can be heavily revised 
in future releases, so it provides only a noisy signal of how the UK economy is doing.  

   

GDP, Q3 
Previous 0.7% 
Berenberg 0.7% 
Consensus 0.7% 

 

 

GfK consumer confidenceGfK consumer confidenceGfK consumer confidenceGfK consumer confidence, , , , NovemberNovemberNovemberNovember, published , published , published , published 28282828    NovemberNovemberNovemberNovember    

After surging 31 points from late 2012 to June this year, confidence has been holding 
relatively steady, although it has seen a couple of small monthly declines since 
August. We expect an improvement this month as lower food and petrol prices 
increasingly feed into consumer thinking. Those price falls, along with cheaper 
mortgage rates now coming through after the BoE’s dovish turn over the past few 
months, represent a significant stimulus for the consumer, which should give UK 
growth some of its sparkle back in the coming quarters. 

   

Consumer confidence, Nov. 
Previous -2 
Berenberg 0 
Consensus -1 

 

 

      Forecast Consensus Last 

Wednesday 26Wednesday 26Wednesday 26Wednesday 26    NovemberNovemberNovemberNovember    
     

09:30 GDP, second release qoq Q3 0.7% 0.7% 0.7% 
09:30 GDP, second release yoy Q3 3.0% 3.0% 3.0% 
09:30 Index of services mom Sept. 0.4% 0.4% 0.0% 
09:30 Index of services 3m/3m Sept. 0.7% 0.7% 0.8% 
11:00 CBI reported sales  Nov. 25 29 31 

Friday 28 NovemberFriday 28 NovemberFriday 28 NovemberFriday 28 November    

     

00:05 GfK consumer confidence  Nov. 0 -1 -2 
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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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