




1. Rather than maintain planned spending, the Conservatives
are committed to taking money out of the economy in just a
few months time – pulling this support puts the recovery at
risk

For the financial year 2010/11 the Government has set out a clear plan for
public expenditure, with Total Managed Expenditure rising from £675.7bn in
2009/10 to £706.6bn in 2010/11, an increase of £30.9bn.

£ billion
Estimate 2009-10 Projection 2010-11

Total Managed
Expenditure 675.7 706.6

Pre-Budget Report 2009, Table B15, p190

With relatively weak private spending, maintaining Government support is
crucial to securing economic recovery.  The Conservatives have said they do
not support the 2010/11 spending plan and instead they would take money
out of the economy in just a few months time.1

“We know they are now going to have a budget. Well the test for that budget will be
do we tear up the spending plans announced for 2010 and actually start making
some progress in reducing those plans.”
David Cameron, Press Conference, 25 January 2010

"We believe we should make a start in reducing public spending in 2010. You’ve got to
start looking at making some savings earlier than the government are going to."
David Cameron, NHS Manifesto Q&A, 4 January 2010

“You’ve got to make a start and what we’re proposing is that you should make a start
in 2010 to signal to everyone we’re going to get this country to live within its means
again.”
David Cameron, Radio 5 live, 11 January 2010

MA: Just briefest of final points, you say you’d go further, what in addition would
you, would you have done that the chancellor did not do today?

PH: Well we would start earlier, we will start in 2010 to reduce public spending…
MA: That’s all it is, timing?
PH: It’s all about timing, if we start earlier the cumulative total will be bigger, so

we’ve got to make a start in 2010 both to get the deficit down more quickly
and to send an early signal to the markets and to businesses that it’s safe to
invest in Britain.

Matthew Amroliwala/Philip Hammond, BBC News Channel, 9 December 2009

“So the right approach is to make an earlier start on deficit reduction, in 2010, but of
course it has to be carefully managed, it has to be coordinated with the monetary
policy of the Bank of England, keeping short-term interest rates low, and it has to be
mindful of the progress of economic recovery.”
Philip Hammond, Sky News, 4 January 2010

                                                            
1 In contrast the Government’s position is that, while we will halve the deficit over four years,
it is wrong to pull support from the economy while its is still recovering.



How much would the Conservatives take out of the economy?

The Conservatives have refused to set out  exactly how much they intend to
cut from planned public expenditure in 2010/11.

On some occasions they have suggested that they would start reducing
overall spending in 2010/11 – implying that they would not proceed with the
£30.9bn increase in Total Managed Expenditure and actually reduce Total
Managed Expenditure by some unspecified amount.

“The government are basically saying they are not going to make any progress on this
in 2010. Public spending actually under their plans going up by £30 billion starting
April this year. Another £30 billion and we’re saying you should make some progress
in cutting some of the department this year..“
David Cameron, Radio 5 live, 11 January 2010

“On the one hand, they are saying we will be out of recession and growth will return
by the turn of the year.
Yet on the other hand, they are planning to increase spending from £671 billion this
year - 2009\2010 - to £701 billion for the financial year starting in April 2010. That's
a £30 billion increase.  This complete contradiction comes down to one thing - political
calculation, not economic necessity.  Does anyone imagine that without an election
next year Gordon Brown would pursue such a reckless path?  The Prime Minister's
resolve to do the right thing reminds me of one of those fridge magnets: the diet
starts tomorrow.  I have said how we're going to take people through this debt crisis -
with honesty and straight talking.  I have said when spending cuts need to start.”
David Cameron, Speech at the Imagination Gallery, 8 September 2009

“Total spending is planned to go up by £31 billion in nominal terms, or by more than 2
per cent in real terms. During a period when the Treasury expects the economy to be
growing by at least 2 per cent, and with the largest budget deficit of any developed
economy, that is simply not credible.” 
George Osborne, Speech at the LSE, 14 January 2010

“Last week, George Osborne went further by promising to start cutting as soon as he
enters the Treasury. A £31 billion spending increase this year will be reversed,
although he has not provided new detail on how he would do it”
Ben Brogan, Daily Telegraph 21 January

But the hints at their spending plans vary depending on the audience.  At
other times, David Cameron implies they will make smaller cuts, suggesting he
would allow the increases in social security benefits and debt interest
payments (known as Annually Managed Expenditure), and not make
compensating reductions in other expenditure.

“Now I think it’s really important to explain what the Conservative plan is. We are not
saying here in 2009, that we should suddenly slash public spending and try and get
the deficit down that way, that’s not what we’re saying at all. We’re saying that next
year, 2010, instead of the government’s current plan which is to spend another £30
billion on top of what they already spend, we should be starting next year to actually
get to grips with some of the departmental spending programmes and make some



reductions in those. We’d still be spending more because of the debt interest and
because of the cost of unemployment, but the government’s plans are too expensive.”
David Cameron, Cameron Direct – Richmond, 19 October 2009

If the Conservatives were to allow the increase in Annually Managed
Expenditure to go ahead, as David Cameron indicates, they would only be left
with the option of reducing Resource Departmental Expenditure Limits2. It is
this area that David Cameron said should see “some reductions” next year.

The Government’s plans are shown below.

£ billion
Estimate 2009-10 Projection 2010-11

Resource
Departmental
Expenditure Limits

342.2 353.4

Reproduced from the Pre-Budget Report 2009, Table B15, p190

If the Conservatives restricted their cuts to just this additional planned
spending, they would take £11.2bn out of the economy.

If they actually wanted to cut departmental spending, as they often claim,
they would need to go beyond this £11.2bn.

The expert consensus is that taking money out of the economy at this
time would put the recovery at serious risk

On January 4 2010, the Financial Times asked a number of economists what
they thought were the three main risks facing the economy.  A number raised
the threat of cutting spending too early in the recovery:

“The three main risks are: a premature tightening of monetary and fiscal policy in
2010, both in the UK and other major economies; no significant improvement in
availability of credit to SMEs; a sharp increase in imported price inflation feeding into
pay settlements. The first and second of these risks concern me most.”
John Philpott, Chartered Institute of Personnel and Development

“Premature or excessive tightening (fiscal and/or monetary) a big risk, which could
usher in the dreaded double dip”
Stewart Robertson, Aviva Investors

“Excessive fiscal tightening: Just as inaction on the fiscal deficit poses a risk to the
economy, so too does excessively rapid fiscal tightening. If public spending cuts are
too front-loaded, it could easily throw the recovery off track.“
Martin Gahbauer, Nationwide Building Society

“1) Fiscal policy and fiscal outlook. Major fiscal consolidation is needed, and more
concrete plans should be developed and communicated as early as possible. However,
the weak economy is not yet ready for major actual consolidation, which probably
should start in earnest 2011.”
Henrik Braconnier, OECD

                                                            
2 That is the only part of Total Managed Expenditure, other than Annually Managed
Expenditure, that increases in 2010/11.



“Three risks are: oil and commodity prices strengthen too much; policy makers tighten
too quickly so threatening recovery; emerging markets, particularly China suffer a
crisis so plunging the world economy back into slow growth.”
Trevor Williams, Lloyds TSB

[What are the three main risks facing the economy?]
“(i) Too rapid withdrawal of fiscal /monetary stimulus.”
Ian Plenderleith, former Bank of England head of markets

“The three main risks to the economy are further problems in the financial sector, a
renewed downturn in the housing market, and a premature or excessively large
tightening of fiscal policy. People should be particularly concerned about the latter.“
Jonathan Loynes, Capital Economics

“1) Fiscal policy is tightened too quickly, or an expectation takes hold that it will be
cut more aggressively than currently projected by HM Treasury, and this has an
adverse effect on confidence and stalls the recovery in private sector demand before
it has begun.”
Peter Westaway, Nomura

“On the policy side, premature monetary or fiscal tightening (i.e. anytime before 2011
on any scale) would be risky but we don’t expect that.”
John Hawksworth, PricewaterhouseCoopers

George Soros has also argued that taking investment out of the economy at
this stage ‘increases the chances of a double dip’:

"I think that since the adjustment process to the recession is incomplete, there is a
need for additional stimulus. The political resistance to it increases the chances of a
double dip in the economy in 2011 and after that."

George Soros, Guardian, 27 January 2010
http://www.guardian.co.uk/business/2010/jan/27/davos-soros-debt-double-recession

Getting the recovery properly underway is central to reducing the deficit in
the coming years.  As Dominique Strauss-Kahn of the IMF has set out there is
a “delicate balancing act” as to when to reduce spending without creating a
“double-dip” recession.

“Let me address some of these challenges. I‘ll begin with exit strategies. As the
recovery gathers steam, the question of when and how to exit from the
accommodative fiscal, monetary, and financial sector policies will top the agenda. Exit
too soon, and you kill the recovery. Exit too late, and you sow the seeds for the next
crisis. As I said, it will be a delicate balancing act.
Right now, I think it is still too early for a general exit. Exit should instead await a
sustained recovery in private demand, as well as entrenched financial stability—a key
litmus test. We recommend erring on the side of caution, as exiting too early is
costlier than exiting too late.”
Dominique Strauss-Kahn, Managing Director, International Monetary Fund, Speech to
the CBI, 23 November 2009
http://www.imf.org/external/np/speeches/2009/112309.htm

Continuing aggressive budgetary spending would in the meantime add to public debt,
which is already growing in many nations due to their recent deficit spending.



Still, such risks are outweighed by the risk of another downturn, and "our advice is,
(be) very careful not to exit too early," he [Strauss-Kahn] said.
Wall Street Journal Online, 18 January 2010
http://online.wsj.com/article/BT-CO-20100118-
703128.html?mod=WSJ_latestheadlines

The Conservatives often claim CBI Director General Richard Lambert agrees
with their approach, but in fact he is careful to point out how dangerous it is to
cut spending at this time as they propose:

“Let’s be clear, we’re completely not political and, you know, I don’t regard myself as
shouting Mr Osborne’s song here.  No, what we feel is that the public finances have to
get back on to a more stable course over time.  I think the Government is right to say
that it would be a bad idea to slam on the brakes right now because the economy’s
still so fragile.”
Richard Lambert, CBI Director General, The Today Programme, 26 January 2009

Even David Cameron when under pressure has had to admit that “if you do too
much too early, you would choke off some demand” although his judgement is
that there should be a reduction in spending in from spring 2010.

During Tuesday's interview, Mr. Cameron called for tackling the deficit aggressively.
But he added: "Of course, there is a danger, if you do too much too early, you would
choke off some demand." Thus far it has been the Labour government, aiming to draw
battle lines before the election, that has warned against rushing the deficit pullback.
David Cameron, Wall Street Journal, 9 December 2009



2. Where the Conservative strategy has been tried
before it has caused contraction

The Conservatives’ proposal to begin fiscal consolidation immediately ignores
some of the most cautionary tales of recessions past. In a number of well-
studied recessions, modest recovery has been dashed by further quarters of
negative growth, usually stimulated by tightening fiscal and monetary policy.

• In Japan, in the period since the early 1990s, over tightening fiscal
policy at the wrong time has contributed to double dip recessions;

• the U.S. did likewise in the 1930’s and 1980’s;
• the UK in the 1980’s saw a recovery undermined by fiscal policy.
• And the Swedish recovery, which coincided with a tight fiscal

consolidation, benefited from a far more benign global economic
environment that offers warnings about when rapid fiscal contraction is
appropriate.

These historical recessions have therefore informed the international
consensus today that tightening fiscal policy too soon is a greater risk than
tightening it too late. Indeed, writing for the Economist last year on the
lessons of the 1930’s US double-dip recession for US fiscal policy, Christina
Romer, the Chair of President Obama’s Council of Economic Advisers wrote:

“The 1937 episode provides a cautionary tale. The urge to declare victory and get back to
normal policy after an economic crisis is strong. That urge needs to be resisted until the
economy is again approaching full employment. Financial crises, in particular, tend to
leave scars that make financial institutions, households and firms behave differently. If
the government withdraws support too early, a return to economic decline or even panic
could follow.

In this regard, not only should we not prematurely stop Recovery Act spending, we need
to plan carefully for its expiration. According to the Congressional Budget Office, the
Recovery Act will provide nearly $400 billion of stimulus in the 2010 fiscal year, but just
over $130 billion in 2011. This implies a fiscal contraction of about 2% of GDP. If all goes
well, private demand will have increased enough by then to fill the gap. If that is not the
case, broad policy support may need to be sustained somewhat longer.
Christina Romer, The Economist, June 18 2009

Professor Romer then goes on to say:

To switch to austerity in the immediate future would surely set back recovery and risk a
1937-like recession-within-a-recession
Christina Romer, The Economist, June 18 2009



The Japanese Recession – Premature consolidation

A pronounced housing and asset price boom accompanied Japan’s robust
growth of the 1980s. The 1990’s however saw stagnant growth far below
Japan’s level of trend output. So Japan took both monetary and fiscal action in
response, injecting a large dose of fiscal stimulus.

Japan then conducted two unsuccessful consolidations: firstly in 1997, and
again in 2001. Shortly after consolidation measures were implemented in
1997, the economy plunged into recession for the second time that decade
forcing the Government to put in another large stimulus which helped the
recovery in 1999. Then after another fiscal consolidation attempt in 2001,
GDP growth over the year fell close to 0 and the deficit began to rise again.
Once more, fiscal consolidation had to be abandoned. The economy enjoyed an
export-led recovery shortly after.

Obviously comparisons between specific recessions are hard to make. But
lessons can be learned. It should be acknowledged that no conclusive view of
fiscal consolidation can be reached from looking at Japan but we can learn
something more profound for Britain today. It appears that Japan’s attempts at
fiscal consolidation were badly timed - insufficiently cognisant of the global
economic environment.

 
The ’97 Asia crisis, had a negative impact on Japanese

growth as the financial crisis spread to Japanese banks and the regional
economy entered recession. Similarly, the 2001 consolidation coincided with
the bursting of the “dot-com” bubble and the events of September 11th, which
precipitated a global slowdown. Some have also argued that Japan paid
insufficient attention to restructuring their economy before embarking on
consolidation – something we have been keen to avoid in the UK through
aggressive financial services reform and the launch of New Industries New
Jobs.

In short, fiscal consolidations that are premature and ignorant of global
economic circumstances can go badly wrong and create further deficit
problems.

The US 30’s Recession – Double Dip

By the mid-1930s, the US had recovered from the Great Depression with
unemployment falling from around 25 per cent in 1933 to a little over 14 per
cent in 1937. Fiscal policy was then tightened between 1936 – 1938, with
deficit cut by 5.5% of GDP. This provoked a double dip recession in 1938 with
output falling by 3.4 per cent over the year and unemployment rising to 19%.
Most commentators attribute this to the removal of a large bonus paid out in
1936 to veterans of the First World War and the introduction of social security
taxes for the first time. But they also note the contribution of tightening
monetary policy as well, which the Federal Reserve employed to target to stop
banks holding excess reserves, which in turn damaged lending.



Once again every recession must be considered differently but as Professor
Christina Romer points out in her assessment of the 1937/8 double dip
recession, it is the classic cautionary tale of premature fiscal tightening. Like
the US in the 1930s, there is political pressure in the UK today to cut spending
now but policymakers need to be very cautious about starting too soon whilst
setting out longer term plans for deficit reduction. As Romer concedes:

“As someone who has written somewhat critically of the short-sightedness of
policymakers in the late 1930s, I feel new humility. I can see that the pressures they
were under were probably enormous. Policymakers today need to learn from their
experiences and respond to the same pressures constructively, without derailing the
recovery before it has even begun.”

The US 1980’s – Hidden fiscal tightening

It is also worth looking briefly at the US recessions of the 1980’s. These are
almost entirely accounts of monetary policy impact but there is a lesson for
fiscal policy. These recessions were driven by attempts to fight high inflation
following the oil price shocks of the 1970s. In August 1979, the Fed began
increasing the federal funds rate, from 10.5% to 17.5% in April 1980. This
coincided with the first dip of 1980Q1-Q2, with output falling by over 2% over
the 2 quarters. The federal funds rate was then lowered until it reached 9.5%

in August 1980, but inflation remained persistent. A new round of rate
increases brought the rate to 19% in July 1981. The increases in the fed rate
were even more significant when adjusted for inflation, which fell through this
period. A further fall in output soon followed; GDP fell by 2.9% over 1981Q4-
82Q1.

Interestingly, US fiscal policy did not attempt to offset the necessary
adjustment. The US budget deficit actually fell slightly between 1980 and
1981, despite GDP falling. This largely reflected the impact of very high
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inflation rates pushing individuals into higher tax brackets (known as ‘fiscal
drag’). This ‘hidden’ fiscal tightening may have also been a contributory factor
in driving the US ‘double-dip’, although of course, monetary policy assumed the
primary role.

The UK 1980’s - Growth choked off

From 1979, the incoming Conservative government attempted to tackle high
inflation by raising interest rates (from 12 per cent in May 1979 to 17 percent
in November of that year) and tightening fiscal policy to reduce a budget
deficit which stood at 5 per cent of GDP in 1978/79. The economy officially
fell into recession at the beginning of 1980, reflecting the impact of monetary
and fiscal tightening, a substantial appreciation in the exchange rate and a
slowdown in the world economy. On a quarterly basis, the early 1980s saw a
double-dip recession, with GDP falling from 1979Q4 to 1981Q1, rising over
the following two quarters, but then falling back again in 1981Q4.

Planned fiscal policy was tightened significantly in the 1981 Budget. Major
tax increases were announced, along with other measures that aimed to cut
net borrowing in 1981/82 by about 2 per cent of GDP. In particular, personal
income tax allowances were not indexed, a significant revenue raiser with
inflation in double figures. Net borrowing actually came in almost 2.5 per cent
of GDP lower in 1981/82 compared to the previous financial year.

Of course Conservatives will argue that Mrs Thatcher faced such extenuating
circumstances – especially inflation and interest rates – that this approach was
the only alternative. But it is worth pointing out that those circumstances are
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not present today. We have a far more benign climate with exceptionally low
inflation and interest rates. And, as is well debated elsewhere, the social costs
of the 1980’s recession and resulting unemployment became a long term
fiscal and social burden for Britain with repercussions still felt today.

Sweden – Consolidation and economic context

The Conservatives frequently draw on the Swedish example of fiscal
consolidation as a possible role model for Britain today. The discretionary
consolidation began in earnest in 1995. Exports continued to grow, but
domestic demand stagnated as a result of the sharply contractionary stance of
fiscal policy and GDP growth fell to around 1_ per cent in 1996. Output fell
within the second quarter of that year, but continued to grow thereafter.

However the broader context of Sweden’s recovery needs to be understood.
First a key driver was aggressively loosening monetary policy; the repo rate
was a little over 4% by the beginning of 1997, representing a cut of close to 5
percentage points over a year. But perhaps more significantly, the Swedish
economy benefited from the pick up in global demand. The mid to late 1990’s
was far from being a period of global economic downturn. Conservatives must
recognise that viewing Swedish fiscal consolidation in isolation is a profoundly
dangerous exercise.
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3. The experience of this recession is that the fiscal stimulus
and Government intervention is working

The action the Government has taken so far has had a positive effect,
particularly in comparison to previous recessions in the UK. Had we let the
recession take its course as happened in previous recessions - and as David
Cameron and George Osborne advised -then the effects would have been
much worse:

• The fall in employment would have been four times greater than we
have seen.

• The rate of business liquidations would have been over two times
higher than we have seen.

• The rate of repossessions would have been twice as high as we have
seen.

A. Employment

Employment has so far fallen by less than in previous recessions, particularly
the 1990s, despite a larger fall in output

Graph 3a showing cumulative fall in employment (thousands)
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government did not take an active approach, with the then Tory Chancellor
saying unemployment is a Ôprice well worth payingÕ   The extent to which
Government intervention has made a difference in this recession is
substantial. Relative to the fall in GDP, almost four times as many people
would no longer be employed if we had followed now the policies that were
adopted in the 1990s.

B. Unemployment

Claimant unemployment has risen less and had a fall sooner

• in the 80s there were 44 consecutive monthly rises before first fall
(and kept rising after that)

• in the 90s there were 31 consecutive rises before the first fall.
•  in this recession there were 20 consecutive rises before the first fall.

Graph 3b showing claimant count (thousands)
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C. Business liquidations

The rate of business liquidations in the 1990s recession was 2.5 times higher
than we are seeing in this recession.

Despite this recession lasting longer than the recession of the 1990s, the
total number of businesses in England and Wales going into liquidation has
been lower.

The company liquidation rate1 for England and Wales was 1.76% in the 1990s
recession and 0.74% for this recession (around 2.5 times higher in the last
recession). 2

The company liquidation rate for Scotland was 1.0% in the 1990s and 0.4% for
this recession (around 2.4 times higher in the last recession).

Annualised corporate liquidation rate, %
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1 The company liquidation rate is the number of liquidations divided by the number of
active companies. To ensure the figures are robust, the annual liquidation rates are
then averaged over the duration of the recession. This ensures that peaks in the
figures are not compared to troughs. The full range of Insolvency Service statistics
can be found at: http://www.insolvency.gov.uk/otherinformation/statistics/insolv.htm
2 The Insolvency Service does not have the data for Northern Ireland in the 1990s so
it is not possible to make a comparison.



Repossessions: the 1990s and now

Repossessions peaked at 75,500 in 1991.

The Council for Mortgage Lenders’ forecast for 2009 is now  for 48,000
repossessions to have taken place. This is half the rate of repossessions seen
in 1991.

Detail - the 1990s and now

• In 1991 75,500 repossessions took place. There were 9.8m mortgages
in that year so this amounted to a repossession rate of 0.77%.

• The latest repossession figures and Council of Mortgage Lenders
forecasts show that in 2009 we are likely to have seen 48,000
repossessions.

• This is 25,000 less repossessions than originally forecast by the CML.

There are now 11.1m mortgages. So the repossession rate for 2009 was
0.43%.
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