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Are planned government cuts really credible?    
   

● A highly political budget: Chancellor George Osborne had no money to play with 
in his mini-budget today so, putting it bluntly, he raided banks and foreigners to 
fund politically attractive cuts to stamp and air duty. Economically, the giveaways 
and takeaways were meaningless. He has an election to win and was probably 
aiming for stamp duty changes to distract from the pain elsewhere. 

● Lower tax receipts: By weighing on income tax, slow earnings growth has raised 
borrowing in the first seven months of the current fiscal year. That has gone 
hand-in-hand with strong growth. The tax shortfall is structural, not cyclical. 

● Lower growth after 2015: The fiscal watchdog, the Office for Budget 
Responsibility (OBR), raised its growth forecasts for this year and next (to 3.0% 
and 2.4%), but lowered them further out. In other words, it believes growth this 
year was cyclical rather than structural. Given those weaker growth forecasts, the 
tax shortfall increases over time. The OBR forecasts tax receipts £25.1bn lower in 
2018/19 than they did in the March Budget. 

● Some help from debt interest: Fortunately, lower debt-interest costs offset about 
three-quarters of the tax shortfall, while lower inflation cuts benefit spending too. 
But Osborne also factored in additional (unspecified) spending cuts to ensure that 
deficit reduction was not forecast to head off-course. In sum, Osborne expects to 
borrow around £15bn more over the next two years, but otherwise the deficit is 
little changed. Still, high borrowing gave him little room for giveaways. 

● Implausible cuts: The government plans to cut its day-to-day running costs 
below any post-World War II levels relative to GDP (Chart 1). They plan to lower 
total government spending to 35% of GDP, the lowest in 80 years. Osborne seems 
to be targeting a US-size government in a country with a public health service. He 
also took the odd decision today to add an extra year of spending restraint in 
2020. That is unnecessary as he already plans to run an overall budget surplus of 
£4bn in 2018/19. Self-flagellation seems to be in vogue over in Downing Street. 
Perhaps it was a ploy to make life difficult for the opposition Labour party. 

● Mr Osborne offered a stark choice: Small government Conservatives or higher 
spending other parties. We agree with the principle of pruning back the dead 
hand of government and changing stamp duty, which was set up in a dubious way 
before today. But the planned cuts are now too large to be credible to us. Tax rises 
are likely to take some of the burden during the next parliament, and whoever is 
in government is unlikely to tighten fiscal policy as much as currently planned. 

Chart 1: Cuts are not plausible 

 
Nominal consumption of goods and services. Source: Office for Budget Responsibility. 
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Plenty of pain to come 

The UK Chancellor had little room for manoeuvre in today’s mini-budget – weak tax 
revenues guaranteed that (Chart 2). Despite adding additional austerity onto his already 
harsh plans and benefiting from lower debt interest costs, George Osborne had to raise his 
borrowing forecasts. He now expects to borrow £15bn more over the next two years than 
he had previously planned (Chart 3). 

With the deficit likely to come in just a shade under £100bn this year, the rabbit Mr 
Osborne pulled out of his hat today did not come clutching lots of cash. Stamp duty 
changes were his big policy announcement, and were no doubt intended to distract 
attention from the pain elsewhere. Any homeowner buying a house for less than around 
£900k will face a lower stamp duty bill now, sometimes very significantly lower. But those 
stamp duty cuts were partially offset by mostly large increases for anyone buying a house 
for more than around £900k. The tax rises go up with the value of the house. Still, most 
people will gain – tax wise at least – from that change so it will probably prove very 
popular. It will probably give a boost to house prices. 

Overall, though, Mr Osborne’s policy decisions were very slightly contractionary. His stamp 
duty changes amounted to a net giveaway of £785m by 2019/20. His other relatively costly 
change was to raise the tax-free allowance further, at a cost of £655m. Osborne also cut air 
passenger duty for children, and abolished National Insurance contributions for 
apprentices under 25, though those policies cost only £95m and £125m. Those giveaways 
were funded by raiding banks and non-domiciled residents again, and also planning to 
crack down further on tax avoidance. The latter is, of course, a typical government measure 
that is hard to measure. His policies, then, were a piece of political theatre with few 
macroeconomic implications, though they could be important for particular sectors. 

With fiscally neutral policy measures and some additional spending cuts, the Chancellor 
managed to keep borrowing in line with his previous forecast from fiscal year 2016/17 
onwards (Chart 3). Back in 2010, the Chancellor had expected to be done with austerity by 
now. Instead of dealing with a still-huge deficit, he would be preparing for tax cuts. Weak 
tax revenues put paid to that. Though with the additional austerity, the fiscal watchdog still 
forecasts that he will eliminate the underlying current budget deficit (ie borrowing 
excluding investment) by fiscal year 2017/18 and will run an overall budget surplus by 
fiscal year 2019/20. 

Perhaps the strangest decision in today’s Autumn Statement was adding another year of 
austerity in fiscal year 2019/20. Mr Osborne did not mention it in his speech, but the OBR 
highlights the change. He plans to keep real government spending unchanged in that last 
fiscal year of the next parliament, which means delivering another £14.5bn of real cuts 
(relative to a counterfactual in which government spending grows in line with the 
economy). That was unnecessary as the OBR already forecasts Osborne to be running an 
overall budget surplus by 2018/19. They do not need to run an even larger surplus in 
2019/20, particularly when it implies even more extreme changes in the size of the state. 

It is the latter point that really stands out today. Mr Osborne’s plans involve cutting total 
state spending back to around 35% of GDP, its lowest in probably 80 years and implying a 
US-size state but in a country with a public health service. That is not to say we disagree 
with the goal of pruning back the dead hand of government. Cuts to corporation tax, a 
higher tax-free earnings allowance, freeing individual’s use of their pension funds and 
fixing stamp duty represent real progress from the Chancellor. Our point is rather to 
highlight the big picture of what now look to us like implausibly large spending cuts. 
Perhaps Osborne is trying to prove there is room for tax cuts in the next parliament or he is 
trying to dare the opposition Labour party to say it would spend more. Either way, it looks 
more likely that tax rises will be needed to take the strain off government departments 
facing very large budget cuts.  

Assuming that health, schools and overseas development spending remains protected from 
real cuts, the government’s latest forecasts assume real spending by other departments 
falls by 55% in the decade to fiscal year 2019/20. That does not seem achievable to us. 
These forecasts may work politically in pushing the opposition Labour party into a harder 
position on spending – the stamp duty change also undermines a key Labour policy, the 
mansion tax – but the cuts planned by the government are unlikely to be achievable. 

Though the spending cuts look implausibly large now, the likely total amount of austerity 
that this and future governments will impose is unlikely to derail the recovery. We look for 
growth of 2.9% next year and 2.9% in 2016. In all probability, tax rises will take some of the 
strain and whoever is in government will probably not end up tightening fiscal policy as 
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much as currently envisaged in the plans. 

 

Chart 2: Disappointing income tax Chart 3: Higher borrowing in the near term 

  

Government forecasts from Budget 2014. Source: ONS, OBR. Public sector borrowing excluding banks.  Source: OBR 
 

Chart 4: Cyclically adjusted borrowing gets back on track Chart 5: Growth cut in the medium term 

  
Cyclically adjusted current budget surplus. Source: OBR. Real GDP growth. Source: OBR 

Details: forecast changes    

Starting with headline economic growth, the OBR raised its forecasts for 2014 and 2015, but 
lowered them further out (Chart 5). With unemployment falling faster than it had expected, 
and productivity still weak, the fiscal watchdog assumed that recent growth was cyclical: it 
came at the expense of growth tomorrow. It cut nominal growth forecasts more than real 
ones, reflecting weak inflation. The OBR does not expect inflation to return to the Bank of 
England’s 2% target until 2017. 

Weak income tax receipts so far this year, reflecting weak wage growth (Chart 2), led the 
OBR to cut its tax forecasts. As weak income tax has gone hand-in-hand with strong 
growth, the watchdog assumed that lower taxes were a structural, rather than cyclical, 
phenomenon. Consequently, it lowered its tax take forecast all the way out to fiscal year 
2018/19. The OBR now expect taxes to amount to 36.2% of GDP in 2019/20. 

Lower debt interest payments offset most of the lower tax receipts (worth £17.8bn by 
2018/19). Lower inflation also cut welfare payments too. But the Chancellor had to add in 
additional austerity to keep the deficit on track. 

Overall, the government now expects to borrow more over the next couple of years, but its 
deficit is little changed beyond that (Chart 3). That applies in both headline and cyclically 
adjusted terms. The government now projects a budget surplus of £23bn in fiscal 2018/19. 
Osborne’s stated aim is to deliver a surplus next parliament, but it seems unnecessary to go 
as far as £23bn unless it is for political purposes.  

Policy measures    

The headline policy measures were a raid on banks to pay for a stamp duty giveaway. 
Osborne restricted the amount of losses from the crisis that banks could offset against 
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current and future profits for corporation tax purposes. That is expected to bring in 
between £625m and £765m a year over the next five years. Other tax increases on non-
domiciled individuals and tax avoidance measures also boosted taxes a little. Further public 
sector pension reforms also added to the government’s coffers. 

Those measures were used to fund: a cut in National Insurance contributions for 
apprentices under the age of 25; abolished air passenger duty for children under 12 years of 
age; and stamp duty reform. The latter used to have a slab-like structure. A buyer moving 
into a higher stamp duty band used to be liable to pay the higher rate on the whole 
purchase price, not just the part of the price above the band. Now Osborne has smoothed 
out the tax schedule. That involved cutting stamp duty, considerably, for houses worth less 
than around £900,000 and raising the tax for houses worth more than that. The tax 
increases become very large for very expensive properties. That policy should, in general, 
be very popular and will probably give a more than one-for-one boost to house prices. 
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DisclaimerDisclaimerDisclaimerDisclaimer    

 
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 investorsRemarks regarding foreign investorsRemarks regarding foreign investorsRemarks 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 KingdomUnited KingdomUnited KingdomUnited 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 AmericaUnited States of AmericaUnited States of AmericaUnited 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. 
 
CopyrightCopyrightCopyrightCopyright    
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. 
 
© Oct 2014 Joh. Berenberg, Gossler & Co. KG  
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