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Overview
After March’s pre-election phoney Budget, this is the real 
thing. The Chancellor’s statement contained no real surprises as 
most of the measures had emerged over the last couple of days –
indeed some of them were on the Treasury’s web site this 
morning. Long gone are the days when the first one knew of the 
Budget’s proposals was when the Chancellor announced them in 
the House of Commons.

The increase in VAT to 20 per cent – the EU average – was a cast-
iron certainty despite pre-election denials given it will raise £13 
billion. It is estimated that it will cost the average household £425 
a year and according to the British Retail Consortium, result in the 
loss of over 160,000 jobs and a reduction in consumer spending 
by £3.6 billion over four years.

Both Coalition partners can point to the inclusion of some of their 
key policies: the Liberal Democrats to the increase in the personal 
income tax allowance which will mean that 880,000 of the lowest 
paid be taken out of tax; the Conservatives to the rise in the 
thresholds for employer National Insurance Contributions, 
reducing the cost of employing people on lower incomes – some 
650,000 workers will be exempted. 

The reduction in the headline rate of Corporation Tax which 

brings us in line with some of our competitors will no doubt be 
welcomed by the business community; as will the five-year plan 
to reform the corporate tax system, through simpler rules leading 
perhaps to the abolition and rationalisation of reliefs and 
allowances which fulfils a pledge made by the Coalition in its 
Programme for Government.

The increase in Capital Gains Tax has been watered-down, in the 
face of a campaign led by the Daily Telegraph against the original 
proposal, and may now be accepted by the Conservative 
backbenches. 

The Coalition Government is determined to portray the Budget as 
tough but fair as “we are all in this together”. To underline the 
point, figures have been published by the Treasury that spell out 
that the wealthiest will be proportionally hardest hit. However, 
this Budget is only the beginning of the pain. The Chancellor has 
said that he wants to reduce the structural deficit through 23 per 
cent of increased taxation and 77 per cent of public expenditure 
cuts. 

We now know where the 23 per cent will come from but who and 
which parts of the country will be most badly affected by the 77 
per cent of spending cuts will only become clearer later. 

Headlines
• VAT to rise to 20 per cent from January 2011

• Corporation Tax down to 24 per cent over 4 years

• The level at which employers start to pay National Insurance Contributions increased by £21 per week from April 

2011

• Personal Income Tax allowance increased by £1,000

• Capital Gains Tax to rise from 18 per cent to 28 per cent for those liable to income tax at he higher and additional 

rates

• Bank Levy introduced from January 2011

• Council Tax frozen in 2011-12

• Two-year pay freeze for public sector workers except those earning £21,000 or less.

• Basic State Pension uprated by a triple guarantee of earnings, prices or 2.5 per cent whichever is highest, from April 

2011

• Child Benefit frozen for three years
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The Main Points

Economic Overview

In his statement today, the Chancellor painted a dire picture of 
the state of the nation’s finances, arguing that the coalition 
Government had inherited from its predecessor almost the 
largest budget deficit of any economy in Europe. 

Debt: The Office of Budget Responsibility figures reveal that 
the structural current deficit is larger than originally thought, 
at 0.8% of GDP. The Government’s goal is to have debt falling 
and a balanced structural current budget by the end of this 
Parliament. Public sector net debt as a share of GDP will be 
62% this year, before peaking at 70% in 2013-14. It will then 
begin to fall to 69% in 2014-15 and then 67% in 2015-16.

Growth: Growth in the UK economy for the coming five years 
is estimated to be 1.2% this year and 2.3% next year, rising 
steadily to 2.7% in both 2014 and in 2015. Consumer price 
inflation is expected to reach 2.7% by the end of the year 
before returning to target in the medium term. The Chancellor 
confirmed that the inflation target remains at 2% as measured 
by the Consumer Price Index. 

Borrowing: As a result of the measures announced today, 
public sector net borrowing will be £149 billion this year, 
falling to £116 billion next year, then £89 billion in 2012-13, 
and then £60 billion in 2013-14. By 2014-15 borrowing reaches 
£37 billion, exactly half the amount forecast in the March 
Budget. In 2015-16, borrowing falls further to £20 billion. As a 
share of the economy, borrowing will fall from 10.1 per cent of 
GDP this year to just 1.1 per cent in 2015-16. 

Unemployment: The unemployment rate is forecast by the 
OBR to peak this year at 8.1% and then fall for each of the next 
four years, to reach 6.1% in 2015.

Current expenditure: Current expenditure will rise from £637 
billion in 2010-11 to £711 billion in 2015-16 – the increase 
being due to the rapidly rising bill for debt interest. The 
Chancellor announced additional current expenditure 
reductions of £30 billion a year by 2014-15, but stated that 
capital spending will be ring-fenced. 

Euro Preparations Unit: The Chancellor announced the 
abolition of the Treasury’s Euro Preparations Unit, re-iterating 
that the Government will not be joining the Euro in this 
Parliament. 

Public Spending

The Chancellor is following a 77:23 rule of thumb – 77 per cent 
through lower spending and 20 per cent through higher taxes. 

Public Expenditure: Overall current government expenditure 
will rise from £637 billion in 2010-11 to £711 billion in 2015-16
Current expenditure reductions will increase to £30 billion a 
year by 2014-15.  There will be no further reductions in capital 
spending totals in this Budget. 

Disposal of government assets: The Chancellor announced 
plans to dispose of the government’s shareholding of the 
National Air Traffic Control Service; sell the Student Loan Book 
and facilitate a private capital injection into the Royal Mail 
Group.

Civil List: Remains frozen at £7.9 million for the coming year, 
and in future will be scrutinised by the NAO and Public 
Accounts Committee.

Departmental expenditure

• The NHS will receive real increases throughout the 
Parliament and international aid budget protected.

• Other departments will face an average real cut of around 
25% over four years – a total of £61 billion in 
departmental cuts by 2014-15.

• Final departmental settlements will be set in the Spending 
Review to be presented to Parliament on 20 October. 

Public sector pay

• Two-year pay freeze across the public sector except for 
those who earn less than £21,000.

• The operational allowance in the Armed Forces  will 
double to £4,800.

Public sector pensions

• John Hutton will carry out review into public sector 
pensions.

• Accelerate the increase in the State Pension Age to 66.
• Consult on phasing out the Default Retirement Age. 
• Will Hutton to draw up plans for fairer pay across the 

public sector so that those at the top of organisations are 
paid no more than 20 times the salaries of those at the 
bottom.
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Welfare Reform

The Chancellor spent a great deal of time outlining changes to 
the “largest bill in government”, saying it has risen by 45% in 
the last ten years to £192bn. Plans to reduce the welfare bill 
by £11bn by 2014-15 include linking the benefits system to the 
consumer price index rather than the retail price index to save 
£6bn over the next parliament.

Tax Credits - the Government will: 
• Reduce payments to families earning over £40,000 next 

year 
• Increase the taper rate at which awards are reduced
• Remove the baby element for new children from April 

2011
• Remove the one-off payment to new workers over 50 

from April 2012 
• Reduce the income disregard from £25,000 to £10,000, 

and then £5,000

Disability Living Allowance - There will be continued support 
for those claiming the disability allowance, however because 
three times as many people  now claim total than when it was 
introduced costs have increased to £11 billion per year. 
Therefore the Gvernment is going to introduce a medical 
assessment for Disability Living Allowance from 2013, which 
will be applied to new and existing claimants. 

Housing Benefit - Spending on housing benefit has risen from 
£14 billion ten years ago to £21 billion today. Therefore the 
Government has drawn up plans for reform: 

• Re-setting and restricting Local Housing Allowances
• Up-rating deductions
• Reducing certain awards
• Re-adjusting Support for Mortgage Interest payments
• Limiting social tenants’ entitlement to appropriately sized 

homes
• Maximum limits on housing benefit: From £280 a week for 

a one-bedroom property to £400 a week for a four-
bedroom or larger

• There will be an additional budget for Discretionary 
Housing Payments of £40 million 

Child Benefit  - will be frozen for the next three years

Child Tax Credit - There will be an increase in the child 
element of the child tax credit by £150 above indexation in 
2011. This will be a commitment of £2 billion to low income 
families. 

Taxation

VAT – VAT will rise to 20% from 4 January 2011.

Council Tax  - The Chancellor announced that if local 
authorities can keep spending down then council tax will be 
frozen from April 2011. This will mean that the average family 
will be able to save £35 per year.

Income Tax  - The tax-free personal allowance will rise to  
£7,475 in April 2011, enabling 23 million basic rate tax payers 
to gain up to £170 per year.  880,000 of the lowest income 
taxpayers will be taken out of tax altogether. However, higher 
rate tax earners will not benefit from this change, and the 
higher rate threshold will remain frozen until 2013/14. 

Capital Gains Tax - to rise from 18 per cent to 28 per cent for 
those liable to income tax at he higher and additional rates.

Duties ςThe Chancellor announced that fuel, tobacco and 
alcohol duties will not rise in this Budget, but that the 10% 
cider tax will be reversed.

Business taxation – Plans include:
• Reducing Corporation Tax rates by 1% for each of the next 

four years to 24%
• Raising the threshold at which employers start to pay 

National Insurance by £21 per week above indexation 
from April 2011, lifting 650,00 employees out of the tax

• Reducing the small companies tax rate to 20%
• Extending the Enterprise Finance Guarantee Scheme
• Reinstating the favourable tax rules for furnished holiday 

lettings
• Repealing tax relief for the video games industry
• Reducing the rates for capital allowances and reducing the 

Annual Investment Allowance to £25,000pa, but delaying 
them until April 2012

• Taking forward plans for a Green Investment Bank
• Establishing a Regional Growth Fund to provide finance 

for regional capital projects 
• Introducing tax breaks for new businesses outside London
• Generating £2bn revenue through a ƭŜǾȅ ƻƴ ōŀƴƪǎΩ 

balance-sheets

Pensions - Pensions will revert to being linked to earnings and 
they will accelerate the process of extending the retirement 
age to 66. There will also be a new triple lock, which will 
guarantee that the pension will rise every year in line with 
earnings or by 2.5% (whichever is greater).
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Conservative Reaction

Labour ReactionLib Dem Reaction

Liberal Democrats will be delighted that the personal income 
tax allowance is to be increased by £1,000 in April to £7,475 
as the first step in meeting their key election commitment of 
taking the first £10,000 of income out of tax altogether. This 
measure will provide a real benefit to those in work and on 
lower incomes. Nevertheless, the Budget announced today 
contains a number of difficult decisions - but for that it is 
genuinely a Coalition document and not just a Conservative 
one. The Liberal Democrats endorse the need for strong 
action to tackle the deficit and to put the nation’s finances 
on a more stable footing. No Budget in which VAT is 
increased, and some benefits frozen or restricted, is the kind 
of Budget people go into politics to deliver; but it is a 
measure of the crisis facing the country that it is necessary. 

There will be some on the Lib Dem benches who will be 
unhappy with aspects of today’s announcement, as no doubt 
there will be on the Conservative benches. What is critical 
for the Coalition is to ensure the public understand and 
accept as clearly as possible that the cause of today’s 
toughness was yesterday’s profligacy and that without taking 
measures now to reduce borrowing the recovery, which will 
drive future growth and prosperity for everyone, would be 
threatened. 

On 16 May, a few days after becoming Prime Minister, David 
Cameron responded to a question from Andrew Marr asking 
whether the Emergency Budget would increase VAT by saying 
άǘƘŀǘΩǎ ƴƻǘ ǎƻƳŜǘƘƛƴƎ ǿŜ Ǉƭŀƴ ǘƻ ŘƻΦέToday, George Osborne 
raised VAT in a Budget full of tax rises, spending cuts and pay 
freezes which represents a gamble on the strength of our 
economic recovery.

Labour’s argument is that the deficit was falling anyway – down 
£30 billion in recent months – and that these cuts are 
ideologically driven by a Tory Party intent on shrinking the state. 
Also, the broken promise on VAT gives the new party leader a 
gift of an opportunity to campaign against this tax on the poor. 

In the longer-term, the big question is whether this fiscal 
tightening – which all sides agree is needed – has come so 
prematurely that it causes a double-dip recession. This was the 
big judgment call the Chancellor had to make, and whether he’s 
got it right or not will probably determine the longevity of the 
coalition, and the outcome of the next General Election.

One last thing to watch is how the Labour leadership candidates 
position themselves against the Budget. Sure, they’ll all be 
critical, but the specific positions they take will do much to 
determine the leadership election and Labour’s future 
campaigning strategy.

Sarah Richardson
Associate Director, Edelman

Over the last few weeks the Chancellor and his team have 
worked hard to prepare expectations around this 
“unavoidable” budget which had to cut hard and raise the tax 
burden to ensure the country proceeds on a firmer financial 
footing. Philosophically, Osborne’s decision to find 77% of the 
budget adjustment from spending cuts and 23% from tax 
increases will be the right ratio for Conservatives who gritted 
their teeth through the announcement of the hike in VAT. 

Other cuts have been finessed to make them more palatable to 
the Conservative base. Relinking the basic state pension to 
earnings will be a popular (and long overdue) move. As the 
largest party in Local Government, the decision to help councils 
freeze council tax will benefit not only those on fixed incomes 
but also Conservative councillors in marginal seats. Freezing 
child benefit rather than introducing means testing or taxing it 
results in the burden of this cut not falling disproportionately 
on working mothers and dual income families. 

The regional emphasis in plans to support businesses 
outside London and the southeast, including a regional 
growth fund, underlines the Conservatives’ commitment 
that they are a Party of the whole nation - and working for 
people in the key marginals in the Midlands and North 
West who remain the key to a future majority government. 
Even the Banking Levy has been tempered with the 
collusion of France and Germany.

Had the Conservatives won an outright majority at the 
General Election, it is doubtful that any changes to Capital 
Gains Tax would have been touted and the postbags of 
Tory MPs have been dominated by sensible savers and 
small time investors “who didn’t vote Conservative for 
this”. These Tory grumblings have worked in part with the 
touted 40% rate discarded in favour of a higher rate of 28 
per cent for higher rate tax payers.

Flanked by Nick Clegg and Danny Alexander to fully 
implicate the Lib Dems in this Budget, Osborne gave an 
assured performance. His choice of headline would 
emphasise his progressive vision – and his courage in 
beginning to make the tough choices.


