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I will go cold turkey… tomorrowI will go cold turkey… tomorrowI will go cold turkey… tomorrowI will go cold turkey… tomorrow    
   

● Chancellor George Osborne has allowed himself a little pre-election fiscal 

stimulus: Weak wages suggest sins of omission rather than commission. 
But Mr Osborne has cut corporation and personal taxes, with the latter 
costing more than expected. That has helped UK growth now but, as Chart 
1 shows, delaying austerity comes at the cost of bigger required cuts after 
the election. That could challenge our optimistic growth forecasts. 

● Planned fiscal cuts will not happen: Mr Osborne would probably delay 
austerity again. His mini-budget this week assumed public spending could 
be cut to its lowest share of output for at least 70 years. That will be 
impossible politically. Few governments spend as little as the 35% of GDP 
Mr Osborne plans to. The US does, but it has no public health service. 
Australia used to, but with many fewer pensioners than the UK will have. 

● Austerity will not kill the recovery: Chart 1 probably exaggerates the likely 
pain a bit. Faster future wage growth would make borrowing cuts easier. 
Any productivity growth and continued expansion in world output are also 
important. Cuts around 1% a year should not put the recovery at risk if 
interest rates are not pinned at zero by then. 

● Still, more borrowing than planned: That is unlikely to matter much. 
Current plans imply debt lower relative to GDP than many Euro-area 
countries. The government accounts will be left more at risk from a 
downturn, but the UK as a whole is arguably in a better position to 
withstand that with unemployment at 6% than, say, the 24% in Spain. 

● The UK needed a housing stimulus like a hole in the head: In this week’s 
mini-budget, Mr Osborne reformed the poorly designed stamp duty on 
house purchases. In an electoral ploy – Mr Osborne cannot have thought 
boosting house prices was good economics – he cut the tax for many 
people too. But modest austerity this year would not have been a big issue. 

● Missed opportunities: When politicians grasp the nettle, like Margaret 
Thatcher did, UK economic performance can leap forward. The 
Conservatives’ “death by a thousand cuts” strategy risks leaving a poorly 
functioning state, meaning the UK fails to reap any efficiency gains from a 
smaller government. The UK faces large pressures from rising health and 
pensions costs, yet politicians offer unique pensions protection and shy 
away from the likely increases in health spending that are required in the 
coming years. The next government must begin fundamental reform. 
Infrastructure and educational investment need a serious boost. It will 
need to raise taxes, perhaps VAT and fuel duty, charge for more health 
services (as many continental countries do) and pare back future pensions. 
Cutting borrowing through expenditure cuts alone will not work. 

Chart 1: Spot the election 

 
Change in cyclically adjusted public sector borrowing. Source: OBR. 

 

  Berenberg UK forecasts 

 2014201420142014    2015201520152015    

GDP 3.0% 2.9% 

Inflation 1.5% 1.3% 

U/e 6.2% 5.6% 

Fiscal deficit 4.9% 4.0% 

Next week’s key data 

(See p6 for more details) 

Manufacturing, mom, October 

Published 09:30, 9 December 

Previous 0.4% 

Berenberg 0.1% 

Consensus 0.2% 

 

Still weak Eurozone growth continues 

to take a toll on manufacturing 

despite the uptick in the 

manufacturing PMI recently. We 

remain cautious about UK growth in 

the near-term. 

Construction, mom, October 

Published 09:30, 12 December 

Previous 1.8% 

Berenberg 0.7% 

Consensus 1.8% 

 

We look for another solid gain in 

super-volatile construction output. 

The housing market has slowed a 

little, which could point to weakening 

momentum. But, big picture, yearly 

construction growth in September of 

3.5% is much weaker than surveys 

would suggest. If anything, 

construction growth should 

accelerate in the official data from 

here.  

5 December 2014 
Rob Wood 

Chief UK Economist 

+44 20 3207 7822 

rob.wood@berenberg.com 
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This week: Osborne’s plans for cuts    

   

Despite Chancellor George Osborne talking a lot about austerity and government 
cuts, he has allowed himself a small fiscal stimulus this year, and repeatedly pushed 
back austerity into the next parliament. The fiscal watchdog, the Office for Budget 
Responsibility (OBR), forecasts government borrowing of £91bn, or 5% of GDP, this 
fiscal year, £4.9bn higher than it predicted back in March, reflecting weak income tax 
receipts (see Osborne’s headache, published 21 November). From a simple macro-
economic perspective, that is not a bad thing, with the Bank of England (BoE) still 
going hell for leather but managing to create only slightly above-average growth. The 
UK began recovering from the financial crisis in late 2012 in part because of the 
Chancellor’s fiscal flexibility in action, if not in words. 

Faced with a poorly performing economy and worsening fiscal metrics through 2011 
and 2012, the Chancellor chose to delay austerity and give the economy room to 
breathe. Government cuts were by no means the only, or the biggest, explanation for 
the UK’s weak growth. The euro-crisis seriously hurt the expansion this side of the 
channel. But easing back on austerity aided the emergence of a cyclical recovery. We 
will never know if the government’s heavy front-loaded austerity in 2010 and 2011 
was unnecessary, or if markets needed proof of intent in order to believe the risks to 
UK government debt repayments were unlikely to rise. Either way, gilt yields are low, 
suggesting little fall-out from the government’s decision to delay action. 

With cuts delayed, austerity now drags on for longer and picks up pace early after the 
May 2015 general election, according to the cyclically adjusted, or underlying, budget 
deficit – this is spending power that the government has actively or passively 
removed from the economy. But those cyclical adjustments are fallible estimates 
rather than gospel truth. A more direct austerity measure, real government spending 
changes, suggests a smaller ramp up (Chart 2). Austerity looks so big in fiscal 2016/17 
in part because the OBR assumes that wage growth will pick up then, dragging in 
extra tax receipts. That does not seem unreasonable, given the still loose monetary 
policy and a tightening labour market, and it points to a strengthening recovery. We 
can be a little less worried than we would be if the government were raising income 
tax rates or actively cutting spending that much. 

In any case, we do not expect the government to stick to the plans below. Mr Osborne 
has delayed austerity a number of times already and he will probably smooth out that 
cliff edge. Pragmatism has been his calling card in recent years. Moreover, the active 
policies he plans on spending look undeliverable to us. The government will almost 
certainly fall short, either because the cuts are too difficult to achieve practically, or 
because they will be politically impossible. For that reason, we do not see planned 
austerity as a huge challenge to our 2.9% and 3.0% growth forecasts for 2015 and 
2016. 

Chart 2: How much austerity is planned? 

 
% GDP. The chart shows the change in cyclically adjusted deficits, and for government 

consumption and investment spending it shows the contribution to growth relative to a scenario 

of spending rising at 2.5% a year.. Source: OBR. 
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Chart 2 shows what Downing Street’s plans imply for day-to-day spending to provide 
government services. That spending as a share of GDP falls below any post-World 
War II levels. The chart also shows Mr Osborne has added more spending cuts over 
the past four years as his hoped-for reductions in the budget deficit did not 
materialise. The deficit has repeatedly overshot because of weak tax (see Osborne’s 
headache, published 21 November). Those cuts were made more severe than required 
by Mr Osborne’s decision to add yet another year of austerity in 2020, meaning the 
OBR forecasts a budget surplus of £23bn in that year. That seems to have been 
intended to prove there is room for tax cuts and to box the opposition Labour Party 
into the politically difficult position of advocating more borrowing or higher taxes. 

In any case, those spending cuts were tough to start with and now look out of reach. 
Chart 4 shows what they imply for spending by government departments relative to 
GDP. The government protects the health, schools and overseas aid budgets from real 
cuts, so the knife falls very heavily elsewhere. The plans revealed in this week’s mini-
budget imply spending on those other departments – including policing, the courts 
and defence – will fall to just over 4% of GDP by the end of the next parliament. In 
real terms, their budgets would be cut by 55% over the austerity decade. That is 
implausible. And notice that, even on those plans, health spending would fall to 5.4% 
of GDP. With an ageing population demanding more of the NHS, that budget implies 
either serious efficiency gains or worsening care. The first looks unlikely, the second 
politically unpalatable.  

No political party has signed up to these precise plans. Downing Street forecasts a 
decline in total government spending – it plans to cut it to 35% of GDP, the lowest in 
at least 70 years – but note how that is split between competing interests. The 
Conservative Party would prefer to cut social security spending by another £12bn per 
year. That implies cutting non-pension benefits by about 10% (state pensions are 
currently protected from cuts and accounted for £83.1bn of spending last year, or 40% 
of social security spending). Even that would leave other departmental spending still 
very low at 4.8% of GDP by 2019/20. 

The junior coalition partner, the Liberal Democrats, would rather raise taxes and cut 
spending by less. The opposition Labour Party would run a looser budget, preferring 
to allow borrowing for government investment. It seems to us that taxes will have to 
rise after the election. Few other governments manage to spend as little as 35% of 
GDP, and those that do generally do not have a public health service or have had less 
pressure from an ageing population. Australia’s government, for instance, spent 35% 
of GDP in the 2000-07 boom years. But each working age person in the UK has to 
support half as many pensioners again as Australian workers did in those years (three 
working age people per pensioner in the UK by 2020, versus 4.7 in Australia before 
the crisis). A defining problem of the next 50 years will be advanced countries dealing 
with the pressure of providing healthcare and pensions for ageing populations. 

  George Osborne has repeatedly 
added more spending cuts to 
correct slipping fiscal numbers 
 
 
 
 
 
 

Achieving all planned spending 
cuts now looks out of reach 
 
 
 
 
 
 
 
 
 
The Conservatives would ease 
some of the pain by cutting 
social security 
 
 
 
 
 

But the plans for total spending 
are too tight 

Chart 3: If at first you don’t succeed, keep trying Chart 4: Non-protected departments squeezed heavily 

  

Nominal government consumption, % GDP. Budget 2012 and 2010 figures 

rebased to latest National Accounts for 2009. Source: OBR, Berenberg 

calculations. 

Based on government plans for total public spending, OBR forecasts for 

debt interest and social security spending, and assuming health, schools 

and overseas aid budgets protected from real cuts. Source: OBR. 
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There are rarely good political times to pursue austerity. Economically, it is better to 
do it during a period of strong growth rather than weak, and when the central bank 
has room to change interest rates to react to economic shocks. But there are lags in 
adjusting fiscal policy, so one has to anticipate those times. It seems the UK economy 
is recovering from the financial crisis, interest rates are likely to gradually rise over 
the next few years – although we do not expect that to start until November next year 
– and the UK is running a sizeable deficit. The government should pare that back 
during the next parliament, gradually. 

Delaying cuts puts the UK public finances at greater risk from another economic 
downturn. But it also runs less risk of provoking such a downturn in the near-term. 
In any case, government bond markets do not suggest there are worries about UK 
public finance sustainability. Debt will likely remain lower than many other European 
countries relative to GDP, and is not extreme even compared to the UK’s history. 
Ultimately, the UK economy as a whole will probably prove more resilient to another 
downturn, with unemployment at 6% rather than, say, Spain’s 24%, even though the 
public deficit remains high. 

Our big issue is that the Conservatives’ strategy of muddling through, proposing 
unspecified further cuts on top of previous unspecified cuts when the fiscal position 
slips, will leave the UK structurally worse off. Rather than reaping the benefits from a 
smaller, more-efficient state, the death by a thousand small cuts strategy risks leaving 
a poorly functioning state, especially outside protected departments. When 
politicians grasp the nettle, like Margaret Thatcher did, UK economic performance 
can leap forward. The current bunch should confront the UK’s problems head-on. 

The next government needs to begin fundamental reform. Infrastructure and 
educational investment needs a serious boost to improve the UK skill base and keep 
the country competitive in the future. Health and pensions costs will place increasing 
pressure on the government budget, so aiming to cut healthcare spending relative to 
GDP is a plan that is bound to fail. The government should instead prepare the, 
admittedly politically toxic, policy of charging for some further health services. This 
would raise revenue and introduce market discipline to hold down unnecessary use 
of the stretched health system. Other taxes may also need to rise too: VAT and fuel 
duty are two candidates – the Chancellor has sensibly not ruled out the former 
(indeed, he could have raised fuel duty in his latest mini-budget and taken for the 
state some of the windfall from lower oil prices now flowing to consumers). 

All this is in no way meant to suggest we disagree with cutting back the dead hand of 
government. The Chancellor has made real progress with cutting corporation tax, 
raising the tax free earnings threshold and pursuing efficiencies. But spending cuts 
can go too far, particularly given a backdrop of an ageing population. The 
government should allow taxes to do a small part of the additional deficit reduction 
rather than virtually none and pursue long-term reforms. For now, we see little sign 
of that happening and expect whoever the next government is to spend and borrow 
more than the current plans imply. Tax rises do not win elections. The UK should 
continue to be able to grow solidly for some years to come, even without root and 
branch government reform. But it does represent a missed opportunity.  

  With the economy growing 
solidly, the government should 
be gradually paring back 
stimulus 
 
 
 
 

Not much to worry about from 
delaying austerity 
 
 
 
 
 
 
 

Plans risk leaving a poorly 
functioning state 
 
 
 
 
 
 

The next government should 
begin fundamental reform 
 
 
 
 
 
 
 
 
 

Cut back the dead hand of 
government, but be realistic 

Chart 5: Austerity delayed 
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Economic calendar    

   

Manufacturing outputManufacturing outputManufacturing outputManufacturing output, , , , OctoberOctoberOctoberOctober, published , published , published , published 9 9 9 9 DecemberDecemberDecemberDecember    

Still weak Eurozone growth has taken a toll on manufacturing over the second half of 
the year and we do not expect that to ease, particularly in the fourth quarter. For that 
reason, we look for nearly flat manufacturing output after September’s decent 0.4% 
mom gain. Overall, for Q4 we forecast 0.5% manufacturing growth, stronger than 
Q3’s 0.4%. 

There are perhaps some upside risks to our view. The manufacturing PMI bounced up 
in October to 53.3, consistent with stronger-than-flat growth when judged in 
isolation. But then growth last month beat the PMI reading, so there could be some 
bounce-back. For now we remain cautious about UK growth.  

For industrial production as a whole, we look for flat output in October. Oil extraction 
output bounced up in September, so there could be some payback, while the relatively 
warm weather will probably have kept utilities output weak. 

   
Manufacturing output mom, Oct 
Previous 0.4% 
Berenberg 0.1% 
Consensus 0.2% 

 

 

Construction outputConstruction outputConstruction outputConstruction output, , , , OctoberOctoberOctoberOctober, published , published , published , published 12 December12 December12 December12 December    

By the end of next week we will have October hard data for a bit over a fifth of the 
economy, with construction output announced on Friday. Construction is extremely 
volatile from month to month, so it is hard to predict. There are some signs of 
slowing in the PMIs and the housing market, which could point to weakening 
momentum here. But, looking at the big picture, yearly construction growth of 3.5% 
last month is much weaker than surveys and anecdotes would suggest. Construction 
rose 2.8% mom last October, so we factor in another strong number this year of 1.8% 
mom. Given the very strong number last year that pulls yoy growth down to 2.5%. 
That should bounce back up next month as construction fell 4.4% mom last 
November. 

   
Construction output, mom, Oct. 
Previous 1.8% 
Berenberg 2.8% 
Consensus 0.7% 

 

 

      Forecast Consensus Last 

TuesdayTuesdayTuesdayTuesday    9999    DecemberDecemberDecemberDecember    
     

09:30 Industrial output mom Oct 0.0% 0.2% 0.6% 
09:30 Industrial output yoy Oct 1.7% 1.8% 1.5% 
09:30 Manufacturing output mom Oct 0.1% 0.2% 0.4% 
09:30 Manufacturing output yoy Oct 3.1% 3.2% 2.9% 

Wednesday 10 DecemberWednesday 10 DecemberWednesday 10 DecemberWednesday 10 December    

     

09:30 Goods trade balance  Oct -£9.7bn -£9.5bn -£9.8bn 
09:30 Goods trade balance, non-EU  Oct -£3.8bn -£3.9bn -£4.0bn 
09:30 Total trade balance  Oct -£2.8bn £-2.4bn -£2.8bn 

Thursday 11 DecemberThursday 11 DecemberThursday 11 DecemberThursday 11 December    

     

00:00 RICS housing survey  Nov 18 15 20 

Friday 12 DecemberFriday 12 DecemberFriday 12 DecemberFriday 12 December    

     

09:30 Construction output mom Oct 1.8% 0.7% 1.8% 
09:30 Construction output yoy Oct 2.5% 1.2% 3.5% 
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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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