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Do not expect a big pre-election giveaway 
   

● We expect Chancellor George Osborne to announce small giveaways in his 

final budget on 18 March: Mr Osborne’s spending plans would deliver a 
government budget surplus of £23bn by 2020 according to the Office for 
Budget Responsibility’s (OBR) last forecasts. That compares to the balanced 
budget the chancellor is aiming for. So, on paper, he has wiggle room. 

● Good news since the Autumn Statement: Tax receipts have picked up, 
raising the possibility that borrowing might slightly undershoot the chancellor’s 
forecasts. Low inflation and government bond yields help, while the OBR 
could raise near-term growth as cheaper oil juices up consumer spending. 

● But small rather than large changes will be the order of the day: The 
Conservative Party campaign is laser-focused on the economy, on 
“competence versus chaos” as its slogan puts it. It can hardly spray cash 
around with abandon while also arguing that voters should return a 
Conservative government because the fiscal job remains unfinished. 

● Watch out for the headline-grabbing move: The chancellor will probably 
increase the tax-free earnings allowance and cut taxation for North Sea 
firms. Always the consummate politician, Mr Osborne will have a headline-
grabbing fiscally-neutral initiative up his sleeve – perhaps on pensions 
again – too. 

● The room for chunky tax cuts is fictional anyway: It should be emphasised 
that the government budget deficit is currently running at £90bn a year. Mr 
Osborne can trumpet forecasts for future borrowing reductions only by 
assuming ludicrously large cuts to departmental spending that will be 
impossible to implement. Even the budgets of those departments ring-
fenced from cuts are improbably tight. For instance, an aging population 
means that holding health spending flat in real terms – as the government 
plans – implies a significant cut in service provision. Whatever the 
chancellor says now, future tax rises are in reality more likely than cuts. 

● Better to be realistic: The chancellor could easily reduce the prospective 
departmental spending cuts without busting his fiscal rule. To do so would 
mean admitting there was less room for future tax cuts than the 
Conservatives might like, but it would also be better to back off from 
planning more spending cuts than are sensible, plausible or necessary. He 
may take that opportunity now, pulling the rug, to a degree, from under 
criticisms of Conservative spending policies. 

● A relatively neutral budget would probably suit both coalition parties: The 
Conservatives could use the refusal of the junior coalition partner, the 
Liberal Democrats, to countenance large tax cuts as a reason to vote for the 
Conservatives. The Liberal Democrats would be able to focus on the 
implausibly large spending cuts required in order to deliver those supposed 
tax cuts. 

Chart 1: More austerity planned than parties need 

 
Budged deficit as a percentage of GDP. Source: OBR. 

 

  Berenberg UK forecasts 

 2015201520152015    2012012012016666    

GDP 3.1% 3.0% 

Inflation 0.3% 1.5% 

U/e 5.3% 4.7% 

Fiscal deficit 4.1% 3.0% 

Next week’s key data 

(See p4 for more details) 

    

Average earnings, January 

Published 09:30, 18 March 

Previous 2.1% 

Berenberg 2.2% 

Consensus 2.2% 

Unemployment rate, January 

Published 09:30, 18 March 

Previous 5.7% 

Berenberg 5.6% 

Consensus 5.6% 

 

Strong economic momentum should 

keep the labour market chugging 

along nicely in January, with 

unemployment falling, employment 

cruising and earnings growth ticking 

up a little. 

 

Surveys point to continued very 

strong hiring while January’s 38.6k fall 

in jobless claims points to a chunky 

drop in the official unemployment rate 

for January. 

 

Vacancies are running at a record 

high, the employment rate is at a joint 

record peak, and unemployment and 

underemployment are dropping 

quickly, which all points to gradually 

rising pressure on pay, or easing 

downward pressure on wages. Given 

those signs, and the universal gains in 

pay surveys, we look for average 

earnings growth to tick up a bit 

further. 

 

Favourable base effects over the next 

six to eight months (average pay did 

not increase at all between December 

2013 and June 2014) should also help. 

13 March 2015 
Rob Wood 

Chief UK Economist 

+44 20 3207 7822 

rob.wood@berenberg.com 
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Osborne’s wiggle room is fictional    

   

George Osborne has one last set-piece event to appeal to the electorate, with his 
Budget next Wednesday (18 March). In days gone by, a big pre-election giveaway 
would have been a dead-cert. This time round, a more modest affair is likely. 

Mr Osborne has plenty of room to ease future austerity because the spending cuts he 
plans are even larger than his own fiscal rule requires. Back in December, the 
independent budget watchdog, the OBR, forecast a £13.7bn cyclically adjusted budget 
surplus by 2017/18. The recently agreed new “fiscal mandate” requires the 
government to return the cyclically adjusted current budget to balance, not surplus, 
by the end of a rolling three-year window. 

The room for manoeuvre is even bigger than that. The Conservatives have set 
themselves a second aim of running an overall budget surplus by 2020, were they 
returned to power. Yet rather than looking for just a small surplus, the chancellor 
budgeted for a £23bn, or roughly 1% of GDP, excess of receipts over spending by 
2020. That is unnecessary even on his own terms. 

About £7.5bn of that surplus has already been earmarked for future tax cuts by the 
Conservatives; specifically, raising the threshold at which the higher rate of income 
tax is paid. Still, that leaves Mr Osborne apparently planning £15bn more austerity 
than his fiscal rule requires. One can only speculate about the motivation for that. 
The chancellor may have wanted to give his party space to announce, during the 
election run-in, plans for even bigger future tax cuts. Or Mr Osborne may have been 
trying to open up a clear dividing line with the opposition Labour party on spending. 
He may have been cautious because his forecasts rested on a big fall in gilt yields, 
and therefore debt interest payments (Chart 2), that might not have persisted. The 
last thing he would have wanted to do was to tighten fiscal policy just before an 
election, should gilt yields have bounced back. He may also want to leave room to 
alleviate the fiscal drag that would otherwise help tax receipts in the next parliament. 

As it turns out, yields have fallen even further since November, which could shave 
perhaps another £5bn a year off the deficit. An especially prudent chancellor might 
also bank a chunk of those gains too, in case they do not last – perhaps he should 
focus on the cyclically adjusted primary budget deficit, rather than overall 
borrowing. But the UK has reached pre-election territory, so that is unlikely. 

Sharply lower oil prices also deliver some welcome news for the chancellor. Not only 
will the resulting lower inflation mean smaller increases for index-linked welfare 
payments, but the OBR should raise its near-term growth forecasts on the real 
income boost, with the VAT receipts that generates outweighing North Sea trouble. 

A chancellor that had to endure the fallout to the UK of the euro crisis is now having 
some luck from international events. That being said, there are plenty of good 
reasons to think that the chancellor will stick to small rather than large giveaways.  

   

 

Chart 2: Lower debt interest costs Chart 3: Deficit falling only very slowly 

  

Yields by years to maturity. Source: BoE. Source: ONS. 
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For starters, it should be emphasised that the government will borrow around £90bn 
in the current fiscal year (Chart 3). Back in his first budget in 2010, the chancellor had 
forecast that public sector borrowing would have fallen to £37bn by now. Plainly, 
austerity has a long way yet to run, which the chancellor rarely shies away from 
pointing out. Mr Osborne would appear schizophrenic if at the same time as saying 
the job was not done he also signed off on significant tax cuts. 

Moreover, what really matters for government borrowing projections beyond the 
near term is what the budget watchdog believes about the structural deficit, which is 
that part of borrowing that will remain after unemployment has returned to normal. 
Here the news may be a little less rosy if the watchdog yet again nudges down its 
view of how fast the economy can sustainably grow over the next few years. 

Productivity does not appear to be rising as fast as the OBR had factored in, while 
drops in the unemployment rate show no signs of abating, contrary to the 
watchdog’s last forecast. The labour market is tightening on every measure. On that 
basis, the OBR may need to trim its forecasts for the underlying potential of the 
economy, meaning that any extra growth in the near term would need to be offset by 
weaker growth later on in the forecast. That will not overwhelm the otherwise 
positive news, but it could nonetheless ameliorate that upside story. 

The Liberal Democrats provide the final reason why the Chancellor will not go for a 
budget busting giveaway. The junior coalition partner would not allow Mr Osborne 
to present significant tax cuts as government policy, because it would prefer to spend 
more rather than tax less. 

That Liberal Democrats’ position highlights the foundations of sand on which Mr 
Osborne’s apparently tax-cutting position has been built. His future surpluses are 
delivered by very large cuts to government departments’ day-to-day spending. Over 
the past five years, the chancellor has managed to cut those running costs by £7bn a 
year. Over the next five years, he plans to cut the costs by £37bn a year (Chart 4) 
while continuing to raise National Health Service spending, which absorbs 28% of 
departmental cash, in line with inflation. In fact, the reality is probably even worse 
than that, because defence spending (another 10% of departmental day-to-day 
expenses) is grazing across the NATO aim of 2% of GDP, which may mean a future 
government would also have to protect that department from any cuts. 

Perhaps Mr Osborne believes his own rhetoric; that large future departmental 
spending cuts would be a cinch to push through. But in reality, they look 
unachievable (or at least very difficult to achieve in practice over the planned 
timescale at the time when voters are seeing an economy that is growing solidly 
rather than in crisis mode), which is why the junior coalition partner will not sign up 
to a tax-cutting budget predicated on such spending cuts. 

Mr Osborne could take the opportunity to clip the wings of his critics on spending. 
He could use the wiggle room provided by the already projected budget surplus in 
2020, along with the possible upside news he will get, to lower the future spending 
cuts. For a consummately political chancellor, the chance to undermine opposition 
attacks on his policies might be a gift horse he will not look in the mouth. 

   

Chart 4: Fiscal forecasts based on implausible spending cuts 

 

Outturns until 2013/14 and plans implied by Budget 2014. Source: PESA 2014, 

OBR. 
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Economic calendar    

   

Labour market, January, published 18 MarchLabour market, January, published 18 MarchLabour market, January, published 18 MarchLabour market, January, published 18 March    

Strong economic momentum should keep the labour market chugging along nicely 
in January, with unemployment falling, employment cruising and earnings growth 
ticking up a little. The fourth quarter GDP slowdown looks like an aberration, with 
business surveys still strong. Those surveys point to continued very strong hiring, 
while January’s 38.6k fall in jobless claims points to a chunky drop in the official 
unemployment rate for January when it is published next week. 

A few weeks ago we went on a treasure hunt for a labour market indicator that was 
not tightening, but came up blank (see ‘Investment cycle will continue’, published 20 
February 2015). Vacancies are running at a record high, the employment rate is at a 
joint record peak, unemployment and underemployment are dropping quickly, 
which all points to gradually rising pressure on pay. Given those signs, and the 
universal gains in pay surveys, we look for average earnings growth to tick up a bit 
further. 

Oodles of stimulus in the pipeline, from cheap oil to cheap money, bodes well for UK 
growth this year, which in turn should keep the labour market tightening. 
Productivity growth is growing very slowly, if at all, which will mean the jobless total 
will likely undershoot the BoE’s forecasts yet again. 

   
 

 

BoE rate decisionBoE rate decisionBoE rate decisionBoE rate decision, , , , 18181818    MarchMarchMarchMarch    

Rarely have BoE rate decisions been less exciting than they are at the moment. With 
inflation kissing zero and wages quiescent, the BoE will again leave interest rates on 
hold next week. Despite that seeming lack of change in the stimulus for the economy, 
there are in fact plenty of things going on under the surface. Interest rates facing 
households have fallen rapidly over the past year. A 10k personal loan now attracts 
the same interest rate as a standard variable mortgage rate. 

Cheaper oil and cheaper money should juice up the UK recovery again, ensuring 
unemployment keeps falling and putting the BoE in the position to hike rates next 
February. The forthcoming election provides one risk to our call, but perhaps 
another one now emerging is sterling, or perhaps more accurately the euro. As the 
latter has depreciated sharply, sterling has risen about 5% above its 2014 average in 
trade weighted terms, which will depress inflation persistently. A currency move 
tends to take about three years to fully feed through into UK consumer price 
inflation. In rough terms, every 10% sterling gain would take 0.5-0.75ppt off UK 
inflation over a three-year period, assuming it were fully passed through to 
consumer prices. That explains, in part, why UK inflation ran so high for so long after 
the financial crisis, and why core inflation has slipped over the past year. 

We had factored a drag from sterling into our forecasts – which is one reason we 
have below consensus inflation forecasts through 2016. The bottom line, though, is 
that sterling’s recent additional rise relative to the euro, if it persists, lowers the 
chances of a rate hike this year, and raises the chance the BoE would delay even 
longer than next February. 

   
 

      Forecast Consensus Last 

WednesdayWednesdayWednesdayWednesday    18181818    MarchMarchMarchMarch         

09:30 Unemployment rate  Jan 5.6% 5.6% 5.7% 
09:30 Employment qoq Jan 120k 120k 103k 
09:30 Jobless claims mom Feb -33k -32.5k -38.6k 
09:30 Average weekly earnings 3m yoy Jan 2.2% 2.2% 2.1% 
09:30 Average earnings (ex bonus) 3m yoy Jan 1.8% 1.8% 1.7% 
12:00 BoE interest rate decision   0.5% 0.5% 0.5% 
12:30 Government Budget      

FridayFridayFridayFriday    20202020    MarchMarchMarchMarch    
     

09:30 PSNB ex banks  Feb -£9.0bn -£8.5bn -£8.8bn 
09:30 PSNB  Feb -£8.3bn -£7.8bn -£9.4bn 
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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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