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handing it back  
how to lift the tax burden on working people 

The Reform Trilogy: Part Three 

Thus far in The Reform Trilogy, we have sought to explain two points. The first is that the economy, 

as currently configured, is incapable of delivering significant growth, and that a policy of cutting 

spending and handing tax reductions to working people is the one strategy which might reignite 

economic growth. Second, we explained why reversing a large part of the last decade‟s vast increase 

in public spending need not harm the public services, front-line public sector workers, or those in 

genuine need. Here, we look at why, and how, tax cuts should be used to reinvigorate the economy 

and to help hard-pressed working people.  

These people (by whom we mean those earning up to £37,000) certainly need all the help they can 

get. Between 2007 and 2010, wages in the private and public sectors increased by just 4.4% and 

8.8%, respectively, whilst the costs of essentials rose inexorably (gas +27%, electricity +15%, water 

+13%, petrol +22% and food +19%). These trends have worsened in 2011. Unemployment, 

meanwhile, is rising sharply, particularly amongst young people, making job-creation a high priority. 

Why has a policy of cutting taxes not even been considered by Britain‟s policymaking elite? The 

explanation lies in a remarkable consensus shared by government and opposition alike. Public 

spending, it is argued, cannot be cut by very much. Increases in tax rates are a regrettable necessity, 

and any idea of actually cutting the tax burden on working people is out of the question. Britain‟s 

fiscal deficit may be unsustainable, but growth will fix that. 

If this consensus tells us anything at all, it is that politicians are living in a different and a better world. 

For those living in the real one, however, there are some uncomfortable questions that need to be 

asked. For a start, where is growth supposed to come from, with 70% of the economy trapped in an 

ex-growth lockdown now that the erstwhile drivers of private borrowing and public spending are dead 

in the water?  

What policymakers don‟t want the public to know is that they‟ve tried almost everything else, without 

success. Interest rates have been held at near-zero levels for the best part of three years. The value 

of sterling has crumbled. Governments have borrowed and spent £390bn and counting, and the 

Bank of England has printed £275bn out of thin air. Yet still the economy refuses to respond.  

The one policy that hasn‟t been tried, despite a pretty good historic track-record, is to cut spending, 

and hand money back to working people. In Where’s the money?, we explained that government 

can, and should, reverse part (£70bn) of the massive (in real terms, £237bn) „Brown binge‟ increase 

in spending. We further recommended that £20bn of that saving should be put into direct 

infrastructure and housing investment.  

Here, we conclude The Reform Trilogy by explaining how tax cuts can help working people, and can 

start to realign the economy towards growth.    
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The Reform Trilogy                                                                      PART THREE: HANDING IT BACK 

Back in July, we published Thinking the Unthinkable, the concluding report of Project Armageddon, 

our fundamental appraisal of the economic and fiscal outlook for the United Kingdom. The successor 

project, being published as The Reform Trilogy, has been triggered by our perception of the 

complacency in which government and opposition alike seem to be mired. There appears to be a 

near-total sense of denial over the complete failure of the British economic model, and the abject 

failure even to consider radical alternatives seems to us an abdication of responsibility. 

After more than a decade of dependence on private borrowing and public spending, at least 70% of 

the British economy is trapped in an ex-growth lockdown. Both the borrowing and the spending 

drivers are dead in the water. The injection of close to £600bn of borrowed and printed money has 

not delivered a recovery. Traditional monetary and fiscal policy levers have ceased to function. Yet 

the political class seems to have nothing to offer other than a pious, Micawberish assumption that 

“something [economic recovery] will turn up”. It won‟t; and the reality is that the economic downturn is 

proving more protracted even than the Great Depression of the 1930s. This cannot change unless 

policy alters radically. 

Government pays lip-service to the fundamental need to transfer resources from ex-growth to 

growth-capable parts of the economy, but the substance is almost wholly lacking. Government plans 

– which are to reduce real-terms public expenditures by less than 4% - will, even if implemented in 

full, transfer less than 1.4% of GDP from the state to the private sector. This is not realignment. It is 

simply an exercise in moving the deckchairs. 

As a radical alternative, we advocate using cuts in public spending to reduce the burden of taxes and 

charges by at least £50bn. We should make it clear beyond peradventure that this sum needs to be 

redistributed, not to the affluent, but to working people on low and medium incomes.  

There are solid economic as well as social reasons for slanting redistribution in this way. 

Economically, there is an imperative need to boost private consumption, and this can best be 

accomplished not by handing money back to the better off, but by raising basic tax thresholds and by 

cutting the rate of VAT. We also advocate realigning the taxation of small and medium enterprises 

(SMEs) with the express intention of promoting job creation (and it is high time that policymakers 

recognised that the concept of a „jobless recovery‟ is a contradiction in terms).  

Socially, working individuals and families on low and medium incomes are the principal victims of 

political denial over the true state of the economy. The debt burden, whose creation largely resulted 

from regulatory negligence, is huge. Real living standards are subject to an ongoing process of 

severe decline as the purchasing power of stagnant wages is eroded by rapid rises in prices in 

general, accompanied by an even greater escalation in the cost of essentials. 

The state of the economy and the national finances is such that policies of minor adjustment are 

incapable of stopping the rot. What is required is the radical alternative of cutting back the state, and 

handing resources instead to ordinary working people. 
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Executive summary 

 After a decade of relying on a private borrowing binge and escalating public spending, 

70% of the British economy is trapped in an ex-growth lockdown. A deficit reduction strategy 

based primarily on optimistic growth assumptions cannot succeed unless growth can be 

reignited. 

 Most policy initiatives tried thus far have failed to deliver growth. Governments have tried 

a “borrow and spend” policy to the tune of £390bn and counting, interest rates have been held at 

near-zero levels, the value of sterling has fallen sharply, and the Bank of England has printed 

£275bn out of thin air. Yet the economy continues to flat-line. 

 Working people on low and middle incomes – for whom read “consumers” and “voters” 

as well – are suffering, with stagnant wages being eroded by high inflation and the cost of 

essentials rising inexorably. 

 Cutting taxation is the one policy which, despite its good historic track-record, has not 

been tried. We advocate reducing taxes by £50bn, using the proceeds from the spending cuts 

advocated in our previous Reform Trilogy report. 

 Tax cuts should be aimed at low- and middle-earners. At present, earnings in excess of 

just £7,475 are subject to income tax. We believe that government should aim to take anyone 

earning less than £12,000 out of income tax (and National Insurance) altogether, and make big 

cuts in these taxes for those earning between £12,000 and £37,000. 

 VAT is a regressive tax, and reducing the rate from 20% to 17.5% would help 

consumers, particularly those on low incomes. 

 Small and medium enterprises (SMEs) are the likeliest source of new jobs, but their 

growth is hampered by difficulties accessing finance. A partial solution to this would be to reduce 

taxation on SMEs, leaving more retained profits for investment in growth.          

 

Introduction – challenging the complacent consensus 

In the preceding Reform Trilogy reports, we have endeavoured to tackle the consensus of 

complacency that seems to be shared by government and opposition alike.  

Both sides recognise that the fiscal deficit – which is worse than those of many imperilled Eurozone 

countries – needs to be reduced to sustainable levels. Both accept, whilst differing in detail, that 

restraint needs to be exercised over public expenditures, but both accept, also, that the huge real-

terms spending increases of the Brown years are a fixture, and that implementing major cuts lies 

outside the scope of possibility. Both rely instead on a combination of tax rate increases, and the 

supposed revenue benefits of growth, to close the fiscal debt. 

In Needed – A Radical Alternative, we sought to explain that pinning hopes on a brisk recovery in 

economic output is an exercise in wilful self-deception. Over the last decade, the British economy 

has depended for growth on two drivers, private borrowing and public spending, both of which are 

now dead in the water. Past dependency on these drivers has rendered at least 70% of the economy 

incapable of growth.  
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Fig. 1: Policies that have been tried, and have failed* 

£bn     

Borrow and spend: £392 Result: Major increases in public debt 

Deficit 2008-09 £96   

Deficit 2009-10 £156   

Deficit 2010-11 £141   

Quantitative easing: £275 Result: Potential inflationary impact 

QE 1 £200   

QE 2 £75   

Total spending injection £667   

Devaluation  Result: Imported inflation 

Low interest rates  Result: Adverse impact on saving 

COLLECTIVE RESULT   
Economy is flat-lining, debt ratios are 
worsening 

* Source: Tullett Prebon estimates based on data from H.M. Treasury, Bank of England and ONS 

 

Most policy options have been tried, and have failed (see fig. 1). Between them, governments have 

pumped £390bn of borrowed money into spending that has failed to deliver growth. The printing of a 

further £275bn, devaluation, and the maintenance of near-zero interest rates have failed, too, and the 

economy is still doing little better than flat-lining. Yet the government‟s deficit reduction plan depends 

overwhelmingly upon the restoration of rates of growth that, as we have explained repeatedly, lie 

outside the scope of plausibility. 

There remains one policy option that no-one seems prepared even to contemplate, let alone to 

implement. That policy is to hand money back to working people by implementing big cuts in 

public spending. Opponents of spending cuts ritually argue that such cuts would hit the income and 

employment of front-line public workers, would hurt the most vulnerable people in society, and would 

be counter-productive in that they would take demand out of the economy, often adding the 

gratuitous observation that those advocating tax-and-spending cuts are mouthpieces for “the rich”.  

Two of these objections are outright nonsense. Whilst cutting spending would indeed take demand 

out of the economy, this would be offset by the tax reductions to be handed to working people. And, 

as our research has endeavoured to make clear beyond peradventure, our recommendation is that 

tax cuts should benefit working people (specifically, those earning up to £37,000), not the affluent. 

Working people certainly need to have some of their money handed back to them, since wages have 

stagnated whilst real incomes are being impaired by high inflation. Indeed, the financial 

circumstances of millions of working people surely make it incumbent on politicians to 

explain why they should not be given some of their own money back.   

In Where’s the money?, we countered ritual objections to spending cuts by pointing out, first, that 

cuts need not hit front-line public sector workers. Public service productivity has deteriorated very 

sharply, not because of the front-line pay bill, but because two decades of failed reforms have 

dismantled the previous central command model in pursuit of spurious competition and illusory 
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choice. This has resulted in the fragmentation of services, in the proliferation of administrative 

duplication and excess, and in an escalation in procurement and outsourcing costs. We estimate 

that, over a ten-year period, increases in public sector procurement cost the taxpayer a real-terms 

£79bn whilst real growth in the pay bill was a much more modest £29bn. Even within the latter, 

rewards have been skewed against the front-line. Over ten years, for example, the NHS has 

employed 77% more managers and just 23% more nurses.  

We calculate that, over five years, the reintroduction of the command system could, without harming 

the numbers or the terms and conditions of front-line workers, yield taxpayer savings of £40bn (with 

more to follow), most of this to be secured by recentralisation and by tightening down on 

procurement. Many workers could expect to benefit from being transferred back from sub-contractors 

to direct government employment. 

We argued, further, that government could save £30bn by eliminating so-called “middle class 

benefits” (a luxury that Britain can no longer afford), tightening eligibility criteria such that benefits are 

concentrated on those who really need them, and putting the public sector pension system back into 

balance by reversing the government‟s recent concession. 

Even within the latter, however, we explained that the bulk of the savings should come from those on 

the highest incomes. Any reform of public sector pensions is guaranteed to meet with angry 

resistance, but government needs to stand up to such self-interested opposition by pointing out that 

public sector pensions will remain vastly better than their private-sector equivalents.  

For pensioners more generally, we recognised the need to raise the retirement age, and to 

concentrate benefits such as winter fuel payments on those in genuine need, but we did not 

recommend making any net savings from the overall pensions bill, arguing instead for a higher basic 

state pension.   

Together, these suggested reforms could save £70bn, but we advocate reinvesting £20bn in capital 

programmes designed to construct new hospitals and schools whilst simultaneously launching an 

extensive (£10bn) annual programme of building homes for rent. 

Here, we look at how to deploy the remaining £50bn to cut the tax burden on working people, and to 

promote employment by targeted reductions in the taxes levied on small and medium enterprises 

(SMEs).                           

What about the workers? Why tax cuts are imperative 

Both economics and politics abound with ironies, but few can be as striking as those thrown up by 

the „Brown boom‟. The economic irony is that, despite the supposed „growth‟ of that period, the real 

disposable incomes of working people have grown little, if at all. The political irony is that 

governments (both Labour and the coalition) have overseen, with seeming nonchalance, a sharp 

erosion in the living standards of working people who, after all, are the majority of the electorate. 
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Fig. 2: Cost and wage inflation, 2000-10* 

 
*Sources: Tullett Prebon UK Economic & Fiscal Database 

 

Only now is the true impoverishment of working people becoming obvious (yet government still 

seems disinclined to act). In „the good years‟ (essentially, 2000-07), the underlying squeeze on 

working people‟s incomes was offset by the „feel-good factors‟ of property price escalation and the 

related phenomenon of borrowed consumption. Between 2000 and 2007, the nominal price of the 

average property increased by 130% (from £75,600 to £197,100), which made homeowners feel a 

great deal better-off. Partly reflecting this, unsecured borrowing for consumption totalled a net 

£100bn. Net new mortgage borrowing – a significant proportion of which was consumption-targeted 

equity release – totalled £690bn. Property gains, in large part channelled into consumption, enabled 

people to enjoy standards of living that, in reality, far exceeded real improvements in their incomes. 

Now that the borrowed consumption element has dropped away (with house prices falling, and 

individual borrowing-for-consumption grinding to a halt), the real relationship between wages and 

costs has become painfully apparent. Between 2000 and 2010, nominal wages in the public and 

private sectors increased by 46% and 40% respectively, which doesn‟t sound too bad when set 

against official (CPI) inflation of 23% over the same period. 

But three factors have served to undermine the apparent improvement in living standards which 

these figures seem to imply: 

 There have been rapid, above-CPI increases in the prices of essentials, such as gas 

(+131%), electricity (+69%), council tax (+69%), petrol (+60%), water charges (+59%) and food 

(+36%) (fig. 2).  

 The government tax take has risen, over and above inflation, such that there have been real-

terms increases in the public burdens of VAT (+34%), National Insurance (+30%) and income tax 

(+20%). 

 The situation has worsened dramatically since 2007, with nominal private sector wages rising 

by 4.4% over three years, a rate far outpaced by general inflation (+9.4%), let alone the prices of gas 

(+27%), petrol (+22%), food (+19%), electricity (+15%) or water (+13%) (fig. 3). 
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Fig. 3: Cost and wage inflation, 2007-10* 

 
*Sources: Tullett Prebon UK Economic & Fiscal Database 

 

With the real disposable incomes of working people now under such relentless pressure, it seems 

both politically foolhardy and socially inequitable not even to consider reducing the tax burdens 

imposed on people on low- and middle-incomes. In economic terms, too, these pressures on real 

disposable incomes have extremely adverse implications for future growth. 

We believe, not only that the economy needs tax reductions, but that tax cuts are imperative for 

working people. Government argues that tax cuts are unaffordable – indeed, tax rates have been 

increased by the coalition, not reduced – whilst the opposition seems unwilling to sacrifice some of its 

statist sacred cows in order to hand money back to working people.    

Which taxes should be cut? 

Our view on this state of affairs is unequivocal, and we believe it to be imperative that government 

deliver immediate tax cuts of £50bn, to be funded by the savings in public spending outlined in our 

previous report. 

The choice of which taxes to cut needs to be addressed on a basis which combines economic 

pragmatism with political reality and simple equity. The possible choices include the following: 

- Tax reductions concentrated on working people on low- and middle-incomes (a group defined 

here as those with gross earnings of up to £37,000) would alleviate very real hardship whilst 

strengthening the correlation between work and reward. 

- Cutting the rate of VAT would boost consumption. 

- Reducing the tax burden on small and medium enterprises (SMEs) would promote the 

creation of jobs.    

- Specific taxes could be reduced because they have adverse economic effects (for example, it 

has been argued that air passenger duty undermines tourism, that insurance duty is a tax on 

prudence, and that taxes on private pension funds have proved exceptionally damaging).  
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“The financial circumstances of millions of working people surely make it incumbent on 

politicians to explain why they should not be given some of their own money back”.   

 

Big though it sounds, the £50bn sum suggested by our analysis represents a comparatively modest 

(about 9%) proportion of total government revenue. This requires that tax cuts be targeted to achieve 

a set of clearly-defined objectives, which in our opinion should be, in order of priority, the following: 

1. Lifting the burden on working people on low- and medium-incomes, and creating a stronger 

correlation between effort and reward. 

2. Stimulating economic activity and, in particular, the creation of jobs. 

3. Encouraging consumption. 

4. Promoting capital investment. 

5. Enhancing the national skills base. 

The issue, then, becomes one of selecting the most pragmatic and the most equitable tax reductions.  

Cut #1 – direct taxes on low and middle incomes: £30bn 

Income tax
1
, together with National Insurance (NI), accounted for about 44% of government revenue 

during 2010-11. But there are severe iniquities in the way in which income tax and NI are levied on 

low earners. Income tax is payable on incomes in excess of £7,475, and NI is payable on weekly 

earnings above £139 per week, equivalent to about £7,200 per year. We believe that levying income 

taxes at such low earnings levels is iniquitous.  

The contradictions implicit in the low starting rates of tax have been exemplified by the operation of 

the statutory minimum wage. The Labour government was widely commended for introducing the 

minimum wage, but the basic income-tax-free allowance remained a long way below the annual 

equivalent of this wage throughout Labour‟s period in office, and remains so today.  

Such a policy made two deeply contradictory statements – first, that “no-one can be expected to live 

on less than £x”, and second, that “we see no contradiction in exposing a large chunk of this 

essential sum to tax”. In the first fiscal year (1999-2000) in which the minimum wage applied, the full-

time annual equivalent
2
 of the minimum was £6,394, but the personal tax allowance was £4,335, 

meaning that 32% of the minimum wage was taxable. Thereafter, the situation worsened. By 2007-

08, the minimum wage was worth £9,563, but £4,428 (46%) of this was exposed to tax (see figs. 4 

and 5). 

 

 

     

                                                 
1 Income tax was introduced in Britain in 1798 to pay for the war against Napoleon. Because of the supposedly „emergency‟ nature of 
this tax, Parliament refused to renew it in 1816 (because hostilities had ceased in 1815), going so far as to order the pulping of all 
income tax documentation. Repeal necessarily caused fiscal chaos (as Britain had incurred huge debts during the war), and income 
tax was reintroduced. Advocates of the 1816 repeal argued that taxing people‟s incomes was iniquitous.   

 
2
 Calculation based on earning the minimum wage for 37 hours per week during 48 weeks of the year. 
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Figs. 4 & 5: How much help? – exposure of the minimum wage to tax* 

  
*Source: Tullett Prebon calculations based on data from HMRC 
and Low Pay Commission  

*Source: Tullett Prebon calculations based on data from HMRC 
and Low Pay Commission 

 

Reflecting a pre-election commitment by the Liberal Democrats, the coalition government plans to 

raise the minimum tax threshold to £10,000 over five years. But today‟s annual equivalent of the 

minimum wage (£10,665) already exceeds this objective, and it is highly likely that inflation will push 

the minimum wage to a still higher level by 2015-16.   

We believe that levying income taxes at levels of earnings as low as £10,000 – let alone the £6,475 

inherited by the coalition government – is deeply unsatisfactory, for four main reasons: 

 As a matter of simple equity, people on very low incomes should not be expected to pay 

income tax or NI at all. 

 People on low- and middle-incomes are in dire need of help, because the combination of 

stagnant wages and high inflation are exerting severe downwards pressure on real disposable 

incomes. 

 Taxes levied on low incomes provide a disincentive to work. 

 The current system weakens the relationship between work and reward.   

Therefore, amongst the various taxes that could be reduced, our strongest preference (by a very 

wide margin) is to raise the threshold below which no taxes on income are payable. Such cuts 

would hand money directly to working people on low- and middle-incomes. We advocate using 

£30bn for this purpose. 

The way in which this would work is pretty straightforward in principle, though calculations are 

complicated by the interplay of NI, tax credits and higher-rate taxes. Our aim would be to: 

- Increase the threshold below which no income tax is payable, the intention being to: 

(a) Remove millions of taxpayers from income taxes altogether. 

(b) Reduce the tax liability of all working paying the 20% basic rate. 

- Adjust NI rates such that those people who benefit from the up-rating in the income tax 

threshold would also benefit from reductions in NI payments.  

- Index the starting level for the 40% high-rate tax band in line with CPI. 
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Initially, our aim would be to increase the basic allowance for income tax from the current £7,745 to 

£12,000, whilst ensuring that no one earning below £12,000 would pay NI either. This measure 

would remove millions of working people from income tax and NI altogether, and would boost the 

annual net incomes of low- and middle-earners by almost £1,500. The benefits would be less 

pronounced for higher earners, because the 20% tax band would become narrower. 

We calculate the gross cost of this measure at £30bn, against which government might make 

significant savings on tax credits.  

Two key economic benefits would result from such a policy. First, the incentive to work would be 

enhanced. Second, consumer disposable incomes would be increased. 

Cut #2 – reduce the rate of VAT to 17.5%: £13bn 

Prior to the 2008 financial crisis, value added tax (VAT) was payable at a rate of 17.5%. In order to 

stimulate economic activity, then-Chancellor Alistair Darling reduced the rate to 15% for a limited 

period. The rate was restored to 17.5%, and then raised to 20% by the incoming coalition 

government in its June 2010 budget.  

VAT is, essentially, a regressive tax, which is a flat-rate levy that has its greatest proportionate 

impact on those with the lowest incomes. The principal virtues of VAT are that it is (relatively) simple 

to collect, and is difficult to evade.  

Our view is that the rate of VAT could usefully be reduced back to 17.5%, costing government £13bn 

but would give a significant benefit to people on low- and middle-incomes whilst also boosting 

consumption.     

Cut #3 – realign taxation on SMEs: £7bn 

The taxation of small and medium enterprises (SMEs) is complex, but is in general detrimental to 

economic growth, and to the creation of jobs. 

To its credit, the government has announced that the main rate of Corporation Tax (CT) is to be 

reduced from 28% in 2010 to 25% by 2012. But the small profits rate remains at 20%, and applies to 

companies earning up to £300,000. We believe that the immediate objective with small company 

taxation should be to reduce this rate to 10%, and either to raise the upper limit for small profits tax or 

to introduce an intermediate band between the small and full CT rates.. 

Objections to such proposals are sometimes made along the lines that they free the owners of small 

businesses from tax. This is not, in fact, the case, since any income taken by proprietors (in the form 

of salaries or dividends, for example) is subject to taxes in the normal way, as are any gains made 

from selling the company. The aim is to reduce taxes on profits retained within the business. 

One of the problems frequently identified by small businesses is the difficulty of accessing finance. 

Reducing the burden of taxation on these businesses could help in two ways. First, it would leave 

more retained profit available for reinvestment. Second, it would improve income streams, providing 

better coverage ratios for loans.  
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Other taxes – cuts are desirable, but not a priority 

As we have explained, our priorities for tax-reduction would be:  

(a) Cutting the income tax and national insurance burden on working people on low and middle 

incomes. 

(b) Reducing the rate of VAT. 

(c) Removing part of the tax burden on SMEs. 

Of course, there are other taxes which could be reduced, but there is a limit to what can be achieved 

even with the £50bn of total reductions that we propose. Here are some of the suggested tax 

reductions we which we regard as being of lower priority, and therefore not affordable at present: 

The 50% top tax rate, which applies to those earning over £150,000, is almost certainly counter-

productive, costing the economy more (through the deterrent effect) than the modest sum raised for 

the Treasury. But the balance of public opinion reflected in this tax needs to be recognised, and 

accepted. Critics are wrong to blame “the rich” for all the ills of society and the economy, but 

inequality has been worsening for more than a decade, and the 50% rate is widely regarded as a 

form of redress. 

Air Passenger Duty (APD) is unpopular with the airline industry, and may have a deterrent effect on 

tourism, but is not, in our view, a candidate for reduction, not least because it acts as a green tax 

which in part offsets the low rate of tax on aviation fuel worldwide. 

Insurance Premium Tax is a better candidate for abolition, as it is a deterrent to prudence, but the 

£2.3bn which abolition would cost can be better used in reducing the burden of taxation on low- and 

middle-earners. 

Business rates, at least where they impact SMEs, are a matter of considerable concern, and are 

expected to rise by £5bn over the coming five years. Government, however, is already undertaking 

reform of the business rate system as it affects small companies.       

One further observation here is that Government must be seen to be acting more strongly on closing 

tax loopholes used by the wealthy and by large corporates. As we explained in our report about the 

economic dimension of the riots, Britain is divided by a belief that the elite are prospering at the 

expense of the majority. This widely-held supposition is buttressed by a loss of faith in Parliament 

(n.b. the expenses scandal), in bankers, in the media (because of the phone-hacking affair) and in 

the police.    

Overall implications for the economy and the public finances  

As readers of our research will know, we have long regarded the officially-projected rates of 

economic growth as implausible. Our own, much lower growth assumptions suggest that the budget 

deficit will be narrowed, not by the real-terms £134bn that the government expects but, rather, by just 

£41bn, with the bulk of the shortfall (£70bn) arising from lower-than-predicted revenues. This would 

leave the deficit at close to 8% of GDP rather than the 1.6% projected by the Treasury. 

The reductions in tax and expenditure recommended here would not, in the immediate term, make a 

big difference to this scenario, because these would be in balance. Indeed, our advocacy of 

delivering tax cuts before reconsolidation of the public services can yield savings would worsen the 

deficit over the first two or three fiscal years of the plan. 



page  

strategy notes | issue 28 

 12 

But the fundamental point is that our recommended programme would materially improve 

economic performance over the medium-term. The factors in play here are: 

- Government consumption expenditure would be £70bn lower. 

but 

+ The transfer of £20bn from current spending to the construction of homes, hospitals and 

schools would supply a material boost to construction and allied trades. 

+ Private consumption would benefit from the £30bn reduction in the tax burden on low- and 

middle-earners, and from the £13bn cut in VAT. 

+ Employment levels would begin to rise in response both to the capital investment programmes 

and to the reduction in taxes on SMEs. 

A critical question here has to be the likely impact on bond markets. Given the weak outlook for 

growth, the government‟s plan to reduce the real-terms deficit to £26bn by 2015-16 looks 

unattainable. Our plan would not, by 2015-16, have made a vast difference in deficit terms. But the 

key point is that, if the UK is going to miss its deficit reduction target anyway, which of the following 

would receive the best response from the bond markets? 

1. “Britain has missed its deficit target because growth hasn’t happened” 

2. “Britain has missed its deficit target because the government failed to cut spending 

sufficiently” 

3. “Britain has missed its deficit target because taxes have been cut in pursuit of growth” 

We believe that the third of these explanations would, by a wide margin, be the most acceptable to 

the bond markets, particularly if growth had begun to improve as a result of handing money back to 

low- and middle-income tax payers.   

Burdened with huge debts, and with its economy flat-lining even before the arrival of the impact of 

the Eurozone crisis, Britain stands at a crossroads. If government accepts that the past decade‟s 

massive increase in public spending is a fixture, includes tax increases as part of its deficit reduction 

plan, disregards the real pressure on low- and middle-earners, and continues to base its planning on 

highly implausible growth assumptions, the outlook is, at best, stagnation.  

The time has surely arrived at which the radical alternative of cutting spending (principally through re-

centralisation of the public services), and handing money back to working taxpayers, is worthy of 

consideration.   

 

 

 

 

 

Dr Tim Morgan 

Global Head of Research 
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Disclaimer 

The information in this communication is provided for informational and demonstrational purposes only and neither is it intended as an offer or solicitation 
with respect to the purchase or sale of any security nor should it serve as the basis for any investment decisions.  In the UK, this material is intended for 
use only by persons who have professional experience in matters relating to investments falling within Articles 19(5) and 49(2)(a) to (d) of the Financial 
Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended), or to persons to whom it can be otherwise lawfully distributed.  

Any reference to „Tullett Prebon‟ refers to Tullett Prebon plc and/or its subsidiaries and affiliated companies as applicable. 

Neither Tullett Prebon plc, nor any of its subsidiaries (collectively, “Contributors”) guarantees the accuracy or completeness of the information or any 
analysis based thereon.  Neither Tullett Prebon plc nor Contributors make any warranties, express or implied, with respect to the information (including 
without limitation any warranties of merchantability or fitness for particular purposes) and neither Tullett Prebon plc, nor Contributors shall in any 
circumstances be liable for economic loss or any indirect, or consequential loss or damages including without limitation, loss of business or profits arising 
from the use of, any inability to use, or any in accuracy in the information. 

Tullett Prebon provides a wholesale broking service only.  It does not provide services to private clients. Tullett Prebon (Securities) Limited and Tullett 
Prebon (Europe) Limited are authorised and regulated by the Financial Services Authority (“FSA”). 

This publication is produced and distributed in accordance with „COB 12.2 – Investment Research‟ of the FSA Handbook.  Recipients should note that all 
such publications are objective and impartial in their content unless clearly notified otherwise.  The author(s) act in accordance with Tullett Prebon‟s 
„Conflict Management Policy‟, full details of which can be viewed on our website at www.tullettprebon.com. 
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