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Background

 Coalition inherited extremely bad fiscal situation by 
historic and international standards

 Not just because of the recession. Share of 
government spending in GDP: 40.6% (1997), 36.6% 
(2000), 47.5% (2008). OECD expects 52.5% in 2010.

 Fighting the 1914-18 war was cheaper!



Public sector debt interest payments
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Debt interest with changes in gilt yields
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Debt interest costs per household
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Significant progress on spending...

 Two year pay freeze

 Abolition of the Child Trust Fund

 Cuts in welfare spending

 Reducing grants to devolved regions

 Recruitment freeze

 Abolition of the RDAs

 Some quangos abolished

 Other cuts in the business department



The VAT Hike

 Main reservation concerns the VAT hike to 20%. 

 Laffer curve: You can tax your way out of a 3% 
budget deficit when spending is 33% of GDP, but 
you cannot tax your way out when spending is 
well over 50% and the deficit is well over 10%.

 What will happen? We have run some forecasts 
ƻƴ 5ŀǾƛŘ . {ƳƛǘƘΩǎ .ŜŀŎƻƴ 9ŎƻƴƻƳƛŎ CƻǊŜŎŀǎǘƛƴƎ 
model which suggest that we are now the wrong 
side of the aggregate Laffer curve. Therefore...



Effects of VAT Hike by 2020

 Claimant unemployment 235,000 higher

 Real GDP is 1.4% lower

 Real PDE is 1.3% lower

 Balance of Payments deficit is 0.6% of GDP lower 

 Borrowing to GDP ratio raised by 0.5% of GDP at its 
peak, although this eases to 0.2% by 2020-21
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