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Executive summary

The UK economy faces the biggest challenge of the post-war period. According to • 
the IMF the recession will be deeper than in most other developed countries and the 
recovery will be slower.
Government has the power to minimise the consequences of the recession by • 
supporting businesses under pressure, investing in public infrastructure and offering 
additional support to the unemployed.
The focus of policy must be on unemployment given the devastating consequences for • 
individuals, families and businesses. High unemployment could delay the process of 
recovery and turn a recession into a prolonged slump.
Other countries have already taken more determined action than the UK – including • 
the USA and Germany (despite the widespread view that the Germans are opposed to 
‘vulgar Keynesianism’).
Another fiscal package is eminently affordable, given that countries with a much weaker • 
fiscal position (Japan for example) are increasing borrowing and spending at this 
difficult time. The Institute for Fiscal Studies estimate that the measures taken so far in 
the UK only account for around one fifteenth of the rising budget deficit.

Unemployment is rising rapidly and is now at the highest level since 1998, with • 
reputable commentators forecasting that more than three million people could be 
unemployed by the end of 2009.
There is very limited evidence that this is a ‘middle class’ recession. The worst affected • 
areas are those that have been badly affected in the past – the North, the Midlands 
and Wales. While the service sector has seen a large number of job losses, the biggest 
relative impact has been in manufacturing. Those with fewer qualifications are more 
likely to find themselves unemployed than those with higher level qualifications.
Youth unemployment could be a particular problem in this recession because there is • 
a ‘bulge’ in the age distribution as the children of the baby boomers enter the labour 
market. This suggests that policy should try and delay labour market entry for as many 
young people as possible.

There can be no doubt that there has been a rapid deterioration in the UK’s public • 
finances, but this is a consequence of the recession (falling tax revenues, rising benefit 
payments) rather than profligate public spending.
The fiscal boost provided by the 2008 Pre-Budget Report was around 1% of GDP and • 
may have been less, because the extra ‘investment’ in 2009 was capital spending 
brought forward from future years. If the government wants to hasten economic 
recovery then another fiscal boost is essential.

Background
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Executive summary

It is premature to judge whether the VAT cut was really effective in stimulating • 
consumption. The theoretical arguments are evenly balanced, although many 
independent commentators (including the IMF) are on the pessimistic side of the 
argument.
The critical issue is whether fiscal activism is affordable. The debt to GDP ratio in • 
the UK will remain below the USA and the euro area even on the recent pessimistic 
projections. Of course it is important for the government to make credible commitments 
to return the public finances to health in a reasonable period.
The VAT cut will be unwound next year and increases in income tax and national • 
insurance contributions have already been announced. These are the ‘credible 
commitments’ demanded by the IMF. It is an open question whether further spending 
cuts and tax rises will be required. Much depends on the depth of the recession and the 
speed of the recovery.

At the G20 summit in London, participating governments committed themselves to • 
taking the necessary action to restore the global economy to health.
Many G20  s have already used fiscal policy to stimulate their economies. The scale of • 
intervention elsewhere is on a generally larger scale than in the UK.
The IMF has proposed some principles for the development of fiscal policy in a • 
recession. They argue that to be effective a fiscal package must be:  
 – timely          
 – large          
 – lasting         
 – diversified         
 – contingent         
 – collective and         
 – sustainable.        
It is not entirely clear that the action taken in the PBR meets these criteria. Most of • 
the package was accounted for by the VAT cut (so the instruments used were not 
diversified). The scale of intervention looks small when judged against action taken 
elsewhere (so it was not large). It has not been made clear that further action will be 
taken if this package proves to be insufficient (so it is not contingent). And the measures 
are set to expire in the early part of 2010 (so the package is not lasting).
What is most striking perhaps is that the ‘investment’ component of the PBR stimulus • 
looks very small indeed in comparison with the measures taken in both the USA and 
across the EU. If the government decides to take further action then this is where they 
must focus their attention.

Fiscal policy 

across the G20
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Executive summary

For all these reasons we argue for the implementation of a second fiscal stimulus that includes 
the following elements:

Helping to keep people in work through the introduction of a short-time working • 
scheme. The government, through the benefits system would partially compensate 
workers for lost wages where a reduction in hours and earnings had been agreed with 
the employer.

Offering high quality job search support and better financial support for the unemployed. • 
The focus of policy must be on maintaining the quality of service offered by JobCentre 
Plus, pressing ahead with the welfare reform programme (although scaling back the 
ambition) and increasing the level of Jobseekers’ Allowance by at least £10 per week – 
at a cost of approximately £0.8 billion.

Creating more (short-term) public sector employment. In previous recessions the public • 
sector has stepped in as an employer of last resort. We support the proposal for a job 
guarantee for those that have been unemployed for more than 12 months. But these 
must be worthwhile jobs, filling genuine vacancies in the public sector with proper 
opportunities for skills development.

Investing in ‘shovel ready’ public infrastructure projects which can enhance the level of • 
growth as the UK begins to recover from recession. So far the ‘investment’ component 
of the UK’s fiscal package looks small in comparison with the action taken elsewhere in 
the EU and by the US government. Investment should take place in housing, education 
(resolving the capital budget crisis in the FE sector) and ‘green jobs’, with incentives for 
R&D in environmental technologies. We believe that this must be on at least the scale 
of the VAT cut – around £12 billion.

Taking specific action to reduce the risk of youth unemployment – principally by • 
encouraging young people to continue in education and upgrade their skills. This must 
be a priority, simply because the UK has a very large cohort of young people about 
to enter the labour market whose lives could be scarred by an early experience of 
unemployment. The number of FE/HE places should be expanded, the financial support 
available to students from poor backgrounds should be increased and the school 
leaving age should be raised to 18 at the earliest possible opportunity.

What more 

should the 

government 

do?
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Executive summary

Offering a further targeted fiscal boost through an increase in tax credits for low • 
paid families. We noted in Hard Labour, our paper published before the Pre-Budget 
Report, that the most effective fiscal measures put extra money in the hands of those 
most likely to spend it. We remain committed to the view that there is still scope for 
government to implement such a policy at a cost of £2.7 billion.

Much of the commentary so far has suggested that a further fiscal boost is unaffordable. We 
reject that view. We have costed our package at £23 billion, with a degree of uncertainty about 
the impact of a short-time working programme and the extent to which the public sector will be 
permitted to fill all potential vacancies. Nonetheless, given everything else that we have said, we 
believe that measures on this scale are essential if the worst effects of a prolonged slump are to 
be avoided. 

There remains a question about whether the UK’s structural budget deficit was unsustainable 
before the recession began, but far from being a matter of imprudence on the part of the 
government, it was a consequence of the deliberate policy choice not to raise the level of 
personal taxation. The pre-announcement of income tax increases to address the rising budget 
deficit may open up the possibilities for a more sophisticated public conversation about tax 
and spending. Policy makers must explain that there is a choice between either high quality 
public services and sustainable levels of taxation or low levels of taxation and declining public 
services. These unavoidable realities have been hidden from view for far too long. An intelligent 
approach to fiscal policy demands that they must be exposed.
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1. Introduction

This year’s budget is perhaps the most important of the last twelve years. It will influence the 
speed at which the UK economy recovers from recession, determine whether unemployment 
is a difficult rather than a catastrophic experience for those affected and will either enhance 
or diminish the life chances of millions of people. From any standpoint the general economic 
picture is rather bleak. Recent IMF forecasts suggest that the slowdown in the British economy 
will be sharper than in other major countries and the recovery will be slower too (Figure 
1.01). Unemployment is set to rise significantly over the course of the year and even sober 
commentators now foresee the jobless total reaching 3 million by the end of 2009. Of course 
these circumstances are challenging, but government has instruments available that can 
minimise the severity of the recession, protect the position of those currently in work and 
improve the position of the unemployed.

Figure 1.01: Change in output, year on year (%)Figure 1.01:  Change in output, year on year (%)
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The Work Foundation’s argument is that the Chancellor should use the Budget to implement 
another fiscal stimulus. In our view this is both essential and affordable. As we will see later in 
our analysis the action taken so far is welcome but insufficient. Most importantly, the package 
announced in the 2008 Pre-Budget Report is set to run for no more than eighteen months. The 
public works programme was brought forward from 2010, which means that capital spending will 
be falling at a time when further public investment is needed. Other countries have done rather 
more (most obviously the USA, with a package worth 5.5% of GDP) but the German 

Economic 

overview

Source: IMF World Economic Update, January 2009
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stimulus package looks bigger than what has been done in the UK so far, particularly given the 
more extensive automatic stabilisers operating in Germany.

No doubt the focus of debate about the Budget will be the level of public borrowing and the 
impact on the sustainability of the public finances. The governor of the Bank of England has 
been trenchant in his rejection of the case for a further fiscal stimulus. We do not share his 
view. Our argument, to the contrary, is that doing nothing could be even more damaging to the 
public finances if the consequence is a longer and deeper recession. As the Institute for Fiscal 
Studies have pointed out, most of the increase in the UK’s budget deficit is a consequence 
of the recession rather than profligate spending.1 Benefit payments rise, tax receipts fall and 
government borrowing increases as the level of economic activity declines. To seek to restrain 
spending in such circumstances (by cutting benefits or public spending and raising taxes) would 
have an adverse impact on the economy and delay the prospect of recovery. All governments 
in the developed world have allowed these so-called automatic stabilisers to operate. Indeed 
the communiqué agreed at the recent G20 Summit was clear in the commitments made by all 
governments to take ‘whatever action is necessary’ to restore growth and jobs.2 

Countries in a significantly worse fiscal position than the UK are continuing to use fiscal policy 
to stimulate growth and employment. Net public debt in Japan is running at more than 160% 
of GDP, but this has not prevented the Japanese government from announcing a £68 billion 
fiscal package to get the economy moving again. Nor does there seem to be any concern about 
affordability, as one commentator has observed:

Japan’s debt is already so high that a few percentage points would make little difference. 
At these levels whether gross debt is 175% or 180% is neither here nor there.3

Simply expressed, investors have been perfectly willing to loan the Japanese government 
money despite the high level of indebtedness. Bond yields (the rate of interest the government 
pays on these debt instruments) have remained relatively low because official interest rates 
have been close to zero and there has been a continued experience of deflation. It is not 
entirely clear whether Mervyn King would see this course of action as fiscally irresponsible.

The UK is not Japan and will not experience such a high level of public indebtedness on even 
the most pessimistic projections. According to the IFS, debt levels will peak at around 90% of

1 Chote et al, Budget 2009: tightening the squeeze?, IFS (2009)
2 G20, The Global Plan for Recovery and Reform, Communiqué from the London Summit, para 10 (2009)
3 Julian Jessop at Capital Economics, quoted in the Guardian 21/4/09: $100bn stimulus to avoid return to Japan’s ‘lost 
decade’

Introduction
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GDP and this calculation assumes that a large proportion of the liabilities flowing from the 
recapitalisation of the banks finally crystallise; in other words, the government sells its 
stake in the partially nationalised banks at a loss. Far from rendering another fiscal stimulus 
unaffordable, 

any plausible additional stimulus would also be likely to pale into insignificance relative to 
the underlying weakness of the public finances.4

The judgment that the government has to make is whether the costs of inaction are greater 
than the costs associated with higher borrowing. Or, to put the question another way, should 
the government be willing to spend today in the expectation that the recession will therefore be 
shallower and the return to growth somewhat faster? In our earlier commentary on the economic 
crisis we highlighted the human cost and misery caused by persistently high unemployment 
(see Box 1 below).5 We remain committed to the view that governments have a responsibility to 
ensure not just economic stability but full employment too. There is another important feature 
of the current difficulties that reinforces the case for action: we have a larger than average age 
cohort of young people about to enter the world of work and if they find themselves unemployed 
before they reach age of 24, they will run a much higher risk of unemployment throughout their 
working lives (the so-called ‘scarring effect’ of unemployment). Preventing youth unemployment 
in particular has to be a priority for public policy. The legacy of the recessions of the 1980s and 
1990s continues to blight the most disadvantaged communities in the UK. government has a 
responsibility to ensure that the cycle is broken in this recession, simply because of the serious 
impact on social cohesion and the quality of life for all communities.

Doing nothing could lead to even higher costs for the public sector. We know, for example, that 
unemployment has an adverse effect on health, increasing the pressures on the NHS. And we 
know too that unemployment is associated with reduced life expectancy, rising suicide rates, an 
increase in crime and a lower level of happiness across society as a whole, not just among the 
unemployed. Those arguing against further fiscal measures rarely take these costs into account, 
but we know from experience that they are substantial and can persist long after the economy 
has returned to growth. Crime and social breakdown are geographically concentrated in the UK 
and are strongly associated with high levels of worklessness in communities where jobs have 
been in short supply since the early 1980s. 

4 Chote, op cit p.11
5 Brinkley et al, Hard Labour: Jobs, Unemployment and the Recession, The Work Foundation (2008)

Introduction
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Box 1: The health effects of unemployment

Physical health
There is a positive association between mortality and unemployment for all age • 
groups, with suicide increasing within a year of job loss.
Cardiovascular mortality accelerates after two or three years and continuing for the • 
next 10-15 years.
There is an estimated 20% excess risk of death for both men actively seeking work • 
and their wives, with the possibility that this may be higher still in areas of higher 
unemployment.
Studies illustrate that during the anticipation and termination phase of factory closure, • 
illness and health service use increase, the rate of hospital admissions doubles and 
conditions such as heart disease and higher blood pressure increase.
Upon re-employment, there appears to be a reversal of these effects. While the • 
direction of causality is difficult to determine, unemployment is considered to be a 
significant cause of psychological distress in itself.

Mental health
Studies indicated a positive association between unemployed people and a higher • 
prevalence of common mental disorders.
The literature describes a stabilisation of unemployed people’s mental health levels • 
once they have undergone a period of adjustment to their new circumstances.
Factory closure studies indicate that job insecurity itself was found to bring higher • 
levels of psychiatric morbidity among those anticipating the threat of redundancy 
compared to those anticipating no change.
Those with a more negative outlook on life tend to be more damaged by • 
unemployment, while those who are unemployed but have more positive and goal-
oriented outlooks fare better.
Being married has been understood as a ‘protective agent’ against psychological • 
distress.
There is an assumption that women do not show psychological distress to the • 
same degree as men because of lower levels of attachment and identification with 
work. Though some studies have found no association between unemployment and 
psychological distress, others have found that for single women the relationship 
between mental health and unemployment is similar to that for men.

Introduction
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What is most striking about the argument today (in the UK and the USA at least) is that very 
little seems to have changed since the 1930s. Latter day Keynesians call for deficit financing to 
get the global economy back to growth while those with a more conventional perspective worry 
about affordability, suggesting that if the economy is left to itself it will return to equilibrium. 

Certainly in the USA in the late 1930s, conservative commentators contended that future 
generations would find themselves burdened with the costs of Franklin Delano Roosevelt’s 
profligate use of the public purse. But the essential Keynesian insight was right then and it 
is right now. If the stimulus acts as a shock to the system then it will generate the economic 
growth that generates the saving that pays for the government’s borrowing. In other words, the 
stimulus pays for itself. Another way of understanding this argument is that when evaluating the 
importance of government debt as a percentage of GDP, the important number is the size of 
the economy rather than the size of the debt – the denominator matters a great deal more than 
the numerator. If the effect of the stimulus is to generate higher growth than would otherwise 
have been the case then the scale of debt to GDP will fall. This is the real test of affordability, 
although government commitments to principles of fiscal prudence are important too (see the 
discussion in Section 3, below). 

The fundamental purpose of this document is to make the case for decisive action to tackle the 
UK’s growing jobs crisis. At the heart of our argument is the belief that Britain needs another 
fiscal boost and that the benefits of fiscal activism more than outweigh the costs. We offer 
an overview of the public finances, an assessment of the fiscal measures taken elsewhere, 
an account of the growth in unemployment and some proposals for practical interventions by 
government that may pull the economy out of recession. It is worth noting, given the partisan, 
polarised nature of the British debate, that an international consensus supports the use of fiscal 
policy an appropriate instrument to use to get the global economy moving again. The IMF has 
called for a co-ordinated package equivalent to 2% of global GDP with the possibility of further 
action in the future if the recession proves to be longer and deeper than is currently anticipated. 
Far from being a radical outlier in the debate on fiscal activism, The Work Foundation has 
located itself in the global mainstream, seeking to make evidence based recommendations for 
practical and affordable public policies. It is for readers to judge whether we have passed that 
test.

The persistence 

of orthodoxy

Objectives

Introduction
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No-one knows how deep or lengthy the recession will be. GDP is likely to fall by 3% in 2009, 
with little or no recovery in 2010. Unemployment using the ILO definition will peak at over three 
million and take years to return to its pre-recession level.6 

Figure 2.01: Unemployment (000s) 1980-2009Figure 2.01: Unemployment (000s) 1980-2009
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While the increase in unemployment does not look too dramatic from a historical perspective, 
we should recall that this is a lagging indicator and that the number of jobless rose by over 
400,000 from the autumn of 2008 to the autumn of 2009. Moreover, the situation is likely to 
deteriorate over the course of the year and it is almost certainly the case that the worst is yet to 
come. Nonetheless, intelligent intervention by the government can both protect those already in 
jobs and safeguard the position of those who do become unemployed. 

We date the start of recession from the March quarter 2008, roughly the time when both 
employment and economic activity started to fall. At the end of 2008, the pattern looks 
surprisingly familiar. The biggest job losses have been amongst men in full time work, the 
young, office workers or administrative workers, and manual workers in manufacturing and 
construction. Part time work has grown, as it did in previous recessions. 

6 International Labour Organisation (ILO) definition: looked for work in the past four weeks and able to start a job in two 
weeks time. The narrower claimant count measure only includes those claiming unemployment related benefits

2. What has been happening to jobs?

Employment and 

unemployment – 

The big picture

Source: Labour Force Survey
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The places with the biggest rises in people claiming unemployment benefit also have a familiar 
ring – big cities and older industrial areas. 

One difference so far is that services have been more seriously affected than production 
(manufacturing, construction, energy). Despite the huge media attention given to investment 
bankers being made redundant in the City, the jobs disappearing are more likely to be in 
areas such as retailing and hospitality, property market services, labour supply agencies, and 
the advertising industry. This will change as large-scale redundancies in manufacturing and 
construction start to come through – but so far this a service led recession.

Many have commented on the continued growth in public based employment in areas such 
as education and health. This is not exceptional. Employment in these areas grew in previous 
recessions too in the UK, the US, and across the EU15. For example, the US has seen nearly 
0.5 million new jobs in healthcare created in the twelve months to January 2009. 

The chart below shows what has happened to employment in the first nine months of the 
recession comparing December 2008 with March 2008. The figures on the left come from the 
household Labour Force Survey and the figures on the right are the Workforce Jobs measure 
derived from employer surveys of payroll jobs and other administrative sources.7

A services and a ‘middle class’ recession?
A number of assertions were made at the beginning of the recession about how different the 
experience would be from the downturns of the 1980s and 1990s. Jobs were predicted to 
disappear for skilled middle class workers in finance and professional services, predominantly 
in London and the South East of England. So far there is only limited evidence to support the 
view that this is either a services or a middle class recession – although a little more support for 
the former than for the latter. According to the ONS analysis of workforce jobs by industry, the 
biggest percentage fall in employment from December 2007 to December 2008 took place in 
manufacturing (4%). Finance and business services witnessed a fall in employment of 3.3%, but 
employment in the public sector (1.3%), other services (2.9%) and construction (2.1%) all grew 
over the course of the year. Overall, employment fell by 284,000 or 0.9% which seems to be a 
remarkable story of labour market robustness under conditions of adversity.

7 Labour Force Survey measure includes employees, self-employed, unpaid family workers, and those on government 
training schemes and is average of Feb-April compared with average of Nov-Jan. Workforce Jobs measure includes 
payroll employees, self-employed, HM Forces, people on government training schemes and compares March and 
December 2008. March is the quarter when total employment started to fall on the LFS measure

Sectors, 

regions 

and cities

What has been happening to jobs?
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An attentive reader may have noticed that there is something slightly misleading in this account, 
simply because finance is a much larger employer today than manufacturing. The absolute 
numbers of employees affected in finance are significantly larger (-220,000 as compared with 
-128,000 in manufacturing), but if we are looking at the seriousness of the recession for the 
sector it is clear that manufacturing is suffering more profoundly.

A similar picture emerges from the ONS Employer Survey, which is drawn from payroll data and 
only covers employees. This shows a concentration of job losses in services – although, as we 
shall see, these jobs are not necessarily ‘middle class’ jobs (Figure 2.03). 

If we look at the skill group of those employees most likely to be adversely affected, we find 
once again that those at the bottom of the labour market are the principal victims (Figure 2.04). 
So perhaps the best that we can say is that it would be premature to rush to judgement about 
which sector is likely to be worst affected. The conclusion for policymakers is that the data must 
be accurate, comprehensive and credible, not least because a policy aimed at semi-skilled 

Figure 2.02: Employment in the first nine months of recession 
All figures UK, seasonally adjusted March-December 2008
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workers in manufacturing will look very different from a policy that addresses the problems of 
well-educated workers in financial services. And the same might be said about a policy dealing 
with graduate level employees in the service sector as compared with a policy aimed at those 
with NVQ level 2 skills. 

Whatever we make of these data, there is no cause for complacency and a strong argument 
that the labour market has now passed a turning point. Given the forecasts for the UK economy 
over the next year (where the IMF foresees a deeper recession and a slower recovery than in 
any other major economy) we can only predict that unemployment will rise and rise significantly. 

Cities and regions
Looking at the local authority level, if we simply take absolute increases in the number of 
claimants from February 2008 to February 2009 across the UK, then the labour market 
downturn is a story of the core cities. The largest increases in the total number of people 
claiming unemployment benefit have been in the North’s largest cities – Manchester, Liverpool, 
Sheffield, Leeds, Hull, Glasgow and Birmingham. Birmingham has seen a rise of over 12,000 

Figure 2.03: Jobs in services worst affected?

Source: Employer Survey: Office for National Statistics

What has been happening to jobs?
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claimants amongst the city’s resident population from February 2008. These increases are not 
unexpected as the core cities have the largest concentrations of employment and population. 

The percentage change in claimant counts presents a different geography. Whilst the absolute 
figure captures the total increase in numbers of people claiming unemployment benefits, the 
relative figure is a percentage that varies according to the levels of unemployment that existed 
before the recession. That means that those places with low levels of unemployment before the 
recession only need to have a small number of people moving onto unemployment benefits to 
show a large percentage increase. Concurrent with the recession of the 1990-1992, the highest 
percentage increases in claimant counts have been concentrated in the South East and East 
Midlands. The absolute increase in the number of claimant counts more generally across these 
regions has, however, been small. East Dorset, for example, has seen an increase of nearly 
200% in the number of claimants, whilst the increase in the number of people claiming benefits 
has been under 600.

To assess the affect on employment at a local level we need to take the local population into 
account. Figure 2.05 shows the increase in the claimant rate (the claimant count weighted by 
population) across the UK at local authority level from February 2008 to February 2009. The 
increases in claimant rate indicate that it is areas in the north, the Midlands and Wales that are 

Figure 2.04: Manual and unskilled occupations are the worst affected
All figures UK seasonally unadjusted, 2007Q4 to 2008Q4.Labour Force Survey international 
definitions of employment

Source: Office for National Statistics

What has been happening to jobs?



A Boost for Britain: The Case for Activist Fiscal Policy. The Work Foundation’s Budget Preview  17

being disproportionately affected. There is no clear large city/small city divide in these figures 
and the areas affected are not confined to the north. Whilst there have been increases across 
the UK, the highest absolute increases in the proportion of residents claiming unemployment 
benefits have been in Wear Valley, Sedgefield and Easington in the North East, Hull in 
Yorkshire, Cannock Chase, Redditch and Walsall in the West Midlands, Corby in the East 
Midlands, Swindon in the South West and several districts in South Wales. The claimant rates 
increased significantly across all of these local authority areas and the proportion of residents 
now claiming unemployment benefits in these areas stands well above the national average. 

We have no national data on employment by industry at present as the statistics lag further 
behind.8 The exception is manufacturing where there have been over 100,000 job losses since 
May 2008. The areas with the highest increases in claimant rate have all experienced large job 
losses in manufacturing, as well as in retail, distribution and the automotive industry. 

Unemployment in the local authorities most affected
In Swindon, the claimant rate has almost tripled to 4.7% over the last year and is now above 
the national average of 3.8%, with an increase of over 3,800 residents claiming unemployment 
benefits. There have been mass redundancies in Swindon within the car manufacturers Honda 
and TS Tech, and following the collapse of Woolworths around 500 jobs were lost in the closure 
of the chain’s main distribution warehouse. 

In South Wales (in particular in Blaenau Gwent, Merthyr Tydfil, Caerphilly, Bridgend and 
Rhondda, Cynon, Taff) there have been hundreds of job losses from manufacturers Hoover, 
Ford and Bosch. The proportion of residents claiming unemployment benefits is high across 
South Wales and in particular in Blaenau Gwent, where the claimant rate is over twice the 
national average at 8%.

In Walsall and Cannock Chase there have been several hundred job losses within the firms 
Bolton Brass, Best Value Conservatories and Amtrak. Within Walsall there has been a rise of 
over 4,300 residents claiming Job Seekers Allowance. 

In Hull there has been a significant increase of over 5,300 in the claimant count and in February 
2009 the claimant rate was the highest in the country at 8%, along with Blaenau Gwent in 
South Wales. There have been large job losses in the caravan manufacturing sector and the 
construction industry.

8 Industry statistics at the local level for 2008 are not due to be released from the Annual Business Inquiry 
until December 2009
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In the North East there have been significant rises in Wear Valley, Sedgefield and Durham. 
Within the North East there have been large scale redundancies from car manufacturers Nissan 
and the closure of the Electrolux factory has led to a loss of 500 jobs. The claimant rate is 
highest in Wear Valley at 6.2%.

How much has London been affected?
Unemployment is predicted to rise in London because of the high levels of employment in 
financial services and associated industries but also the knock-on effect of redundancies in 
these sectors on personal services. But what is perhaps most striking about the map is that 
London does not stand out as having large increases in the proportion of residents claiming 
unemployment benefits. Neither have there been large increases in absolute number of 
claimants in London over the past year. 

Rather than this map showing that the recession is not impacting on the labour market in 
London – there has been a significant number of redundancies reported in the capital – it is 
more likely that the statistics distort the picture. The rise in people claiming unemployment 
benefit in London is likely to be lower for several reasons. High earners who are made 
redundant are less likely to claim unemployment benefits. London also has a higher number 
of migrant workers who are not likely to claim unemployment benefit if made redundant and 
migrant workers who have been made redundant may choose to leave London rather than claim 
benefits and so not show up in the figures. In addition, the figures might be quite different if we 
were to look at the increases in claimants by workplace as there are large numbers of people 
commuting into the capital. Redundancies in the capital therefore might well lead to increases in 
people claiming unemployment benefits elsewhere. 

Whilst there is some early indication from the ILO unemployment rates that unemployment is 
rising in London, the lags in data mean that it is really too early to tell. Yet given the reliance of 
London on financial services and associated jobs, and the global changes that are happening 
in that sector, it is highly likely that there will be some industrial restructuring in the capital, as 
well as the figures on unemployment increasing as the statistics catch up in coming months. 
In previous recessions, London has been hit hard, but bounced back fastest. In this recession, 
there are questions about how London can build on its diverse skills base, connectivity, 
reputation and specialist sectors to do the same.
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A regional assessment
Unemployment has risen across the country and the likelihood is that the recession will 
continue to impact on every city and region across the UK. It is clear so far however that some 
places have suffered worse than others with significant increases in claimant rates. To date 
it seems that the downturn has exacerbated problems in less economically successful cities; 
high claimant counts in these areas have been pushed way above the national average. The 
employment services in these areas now have to cope with massive increases in case loads. 
However, the short-term impact on cities that have been growing in the past decade should not 
be underestimated, nor should the importance of policymakers considering how to invest in the 
innovation and skills required for all our cities to thrive in the longer term.

To minimise the adverse consequences of recession, policy makers will need to use a range of 
supply-side and demand-side measures. The challenge is to keep people in or close to work, as 
well as getting those made redundant back into employment. On the supply side, high quality 
job search support needs to be sustained. Skills and training provision needs to be tailored to 
the needs of the individuals but also the needs of local employers. Skills provision should not 
just focus on re-training but also improving skills in existing sectors: in the last recession many 
employers let experienced staff go and then needed to re-hire them in the upturn. Demand-side 
interventions should include support for SMEs under pressure, encouraging employers to retain 
human capital by reducing working hours rather than making staff redundant, and using the 
public sector to create employment opportunities through procurement and by bringing forward 
public works programmes. 

One of the key challenges facing national government and local partnerships is whether to 
continue investing as much in long-term unemployment or to switch some of those resources to 
addressing the needs of people who are closer to the labour market. This is no easy choice but 
The Work Foundation’s view (as expressed in Hard Labour9) is that some resources do need 
to be diverted to helping keep people in the labour market, for example through the demand- 
side measures mentioned above of short time working hours (with partial wage compensation 
provided by government through the benefits system) and providing public sector funded 
contracts and opportunities. Long-term worklessness initiatives may need to be re-focused, with 
investment being made in addressing longer-term barriers to employment rather than rushing 
people in and out of ‘revolving door’ jobs, which works less well when there are fewer jobs 
available. 

9 Coats, D., Brinkley, I., Clayton, N., Overell, S. & Hutton, W. (2008) Hard Labour: The Work Foundation
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Figure 2.05: Rising claimant rates across Great Britain, February 2008 to February 2009

Source: Claimant Count, ONS
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All interventions seeking to mitigate the effects of the recession – both supply-side and demand-
side – need to be rooted in the principles of partnership working. Effective partnerships at the 
local level between stakeholders in the community and voluntary sector as well as the public 
and private sectors, with clear priorities for joint working and effective coordination, will be vital 
if the short-term impact on cities is to be minimised and if cities are to invest in longer-term 
prosperity. 

David Bell and David Blanchflower have pointed out that youth unemployment could prove 
to be a particular problem in this recession. We have already drawn attention to the scarring 
effect of unemployment on those aged under 24 and we can see that youth unemployment has 
been on an upward trajectory since 2003. If this were not already bad enough, the problem is 
compounded by the fact that a substantial rise in the size of the youth age cohort is already 
taking place. According to Bell and Blanchflower:

[S]ince 2000 the size of the youth cohort has grown steadily, from 6.4 million (10.8% of 
the population to 7.4 million (12.1%) in 2007. The growth of the 16-24 cohort has thus 
been faster than the overall growth in the population…However, the size of that cohort 
will decline quite rapidly.10

Figure 2.06: Youth unemployment (% aged 16-24) 2003-09

10 Bell and Blanchflower, What should be done about rising unemployment in the UK?, Institute for the Study of Labour, 
Discussion Paper no.4040, p.28 (2009)
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What this means is that the government has a temporary problem that will disappear in two or 
three years time as these workers mature. But in the meantime, there is a larger youth cohort 
exposed to a much higher risk of unemployment. Addressing the problem has to be a critical 
issue for government if it is to rise to the challenge of the recession. What this might mean for 
policy is considered further in Section 5.

There are good ethical and economic reasons for making unemployment the government’s 
top priority. We know that worklessness can be a devastating experience for individuals and 
families, both financially and economically. And we also know that unemployment represents a 
colossal waste of human capital and a significant loss of productive potential. An economy with 
a high level of unemployment is unlikely to achieve either stable growth or provide an adequate 
level of opportunity for all of its citizens. The most disadvantaged will be condemned to cramped 
and narrow lives with poor health, limited life chances and lower life expectancy. This state 
of affairs cannot be tolerated by any government committed to helping citizens acquire the 
capabilities they need to choose lives that they value. That is why the G20 made commitments 
at the London summit to endorse a global plan to restore the world economy to health. Many of 
the countries present at that event have made aggressive use of both monetary and fiscal policy 
to return their economies to growth. Both the extent and effectiveness of these policies are 
highly relevant as we consider the measures that the UK government might take in the budget, 
and it is to an analysis of the action taken so far in both the UK and internationally that we now 
turn. 

Assessment
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The recession has caused a very rapid deterioration in the UK’s public finances. However, the 
debate is often confused about the extent of public borrowing and debt because there is little 
consistency in the way either is measured. 

The UK Treasury has its own unique national definitions which are not comparable with figures 
published by either the OECD or the EU. Moreover, the OECD and the EU use different 
definitions. The EU measures are consistent with the Maastricht Treaty limits but are not directly 
comparable with economies outside the EU. 

By 2020 the UK budget deficit will be the second highest in the EU at just under 10%, according 
to the EU Commission’s interim economic forecast published in January 2009. The average 
deficit across the euro area11 as a whole is expected to reach between 4% and 5% of euro area 
GDP. 

As the European Commission notes, most of the increase in the deficit is due to the weaker 
macroeconomic context.12 The EU’s forecasts show that in 2009 UK GDP is expected to 
contract by 2.8% compared with a fall of around 2% across the euro area as a whole. Tax 
revenues have been disproportionately hit by the collapse in financial services profitability and 
the property market. 

Some have nonetheless blamed the government’s handling of the public finances which meant 
the UK entered the recession with both public sector debt and borrowing at excessive levels. 

The government’s fiscal rules allow the government to borrow for public investment (the golden 
rule) over the economic cycle. According to the Institute for Fiscal Studies the government met 
the ‘golden rule’ over the past decade1997-1998 to 2006-2007 (when the last economic cycle 
ended). In contrast, previous governments would have missed the golden rule had it been in 
force by a significant margin over the period 1978-1979 to 1996-1997.13 

Government borrowing is often confused with government debt. The latter is the accumulated 
burden produced by past net borrowing. Here the UK started the recession in a much more 
advantageous position. Whatever definition is used, the UK’s public debt in 2007 was lower than 
other major economies and the latest OECD and EU forecasts suggests it will be either close to 
or below public debt levels in other major economies (Figure 3.01).

11 Germany, France, Italy, Spain, Belgium, Denmark, Ireland, Greece, Portugal, Finland, Austria, Netherlands, Slovakia, 
Slovenia, Cyprus, Malta, Luxembourg
12 European Commission, Interim Economic Forecast, January 2009 (2009)
13 Green Budget 2009, p87, Institute for Fiscal Studies
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We can also see the rapid increase in public sector debt in the early 1990s recession, which 
rose from 33% of GDP in 1991 to 49% of GDP in 1993, and eventually peaking at 53% of 
GDP in 1998. In 2007 public sector debt was 47% of GDP (all figures OECD estimates and 
definitions). The OECD forecast is that UK debt will increase to 69% of GDP in 2010 compared 
with 83% in the US and 75% in the euro area. Although the increase in debt in this recession will 
exceed that of the early 1990s, it is hardly unprecedented to see debt escalate rapidly in severe 
economic downturns.

Figure 3.01: Public debt compared
General government gross financial liabilities, OECD definitions

Figure 3.01 Public debt compared 
gener al  go ver nment  g r o ss  f i nanc ial  l i ab i l i t i es , OEC D  def int i o ns . OEC D  Eco no mic  

Out lo o k D ecember  2008 , A nnex t ab le 32 , p  280 . 
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The rapid increase in UK debt is partly the result of the macro-economic position of the UK and 
the consequent big increase in government borrowing. However, it may also reflect how the 
measures taken by governments to stabilise the financial sector are treated in the forecasts. 
Where governments are providing capital, the Commission has assumed it adds to government 
debt but not borrowing.14 So the rise in UK public debt also reflects the size of the capital 
injections required to stabilise the UK’s financial sector. 

14 State guarantees are not counted as government spending and so therefore do not add to either deficits or debt 
levels until there is evidence that they are paying out. However, the fees charged are included as revenue, so as long 
as income from fees equals or exceeds payouts there are no public deficit implications. A final ruling on how capital 
injections and state guarantees are to be treated within the public finances will be made by Eurostat

Source: OECD Economic Outlook December 2008, Annex tables, p 280
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The Commission does not say specifically what, if any, of the announced bank capital injections 
has been included within its forecast for UK public debt. However, the nationalisation of 
Northern Rock and Bradford and Bingley is likely to be included in any debt forecast, as these 
measures were enacted last year. The IFS Green Budget points out that the nationalisation 
of Northern Rock alone added over £80 billion to public net debt, and the nationalisation of 
Bradford and Bingley is likely to add up to £40 billion. Public sector net debt could, as a result, 
increase by about 10 percentage points from 38% to 48% of GDP (UK national definitions) 
according to the IFS. 

These figures are likely to be dwarfed by the impact of taking majority stakes in some UK banks 
if the ONS rules that a majority stake gives the government operating control and therefore that 
these stakes should count as public sector net debt. According to the IFS, the inclusion of RBS 
would increase public sector net debt to 120% of GDP, and the inclusion of Lloyds Group would 
take the figure to 240%.

However, this is not a sensible way to assess public sector debt, as the government’s intention 
is to sell these institutions and stakes back to the private sector, quite possibly at a modest profit 
to the taxpayer. Moreover, the statistical measure takes no account of the significant assets 
such as the value of mortgage books that these institutions hold while counting in full their 
liabilities. The Treasury has decided to publish net public sector debt estimates excluding the 
nationalisations and majority stake-holdings, a step the IFS regards as reasonable.

The government has suspended the fiscal rules until the global economic shocks have worked 
their way through the system. Instead, they remain committed to reducing the debt to GDP ratio 
over time and a return to the golden rule of only borrowing to invest, but have left the timescale 
and the appropriate level of debt flexible. This is reasonable, given the huge uncertainties about 
the length of the recession, the need for a further fiscal stimulus, and the likely impact on both 
government spending and tax revenues.

The danger of course is that investors lose confidence in the government’s ability to get 
the public finances under control. On this view borrowing costs rise inexorably, future debt 
payments become unsustainable and the overall level of government indebtedness puts 
pressure on the exchange rate. In our view these concerns are overstated – not least because 
Japan has proved that a country can continue to borrow even though it already has a high 
debt to GDP ratio. As the IFS points out, demand for government debt as a virtually risk free 
investment is likely to remain firm even if the returns are modest. As we showed above, future 
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levels of public debt (excluding state ownership of some banks) are not out of line with those 
sustained by other major economies in the past. 

In economic downturns sensible governments accept the need for public borrowing, caused 
by more spending on unemployment related benefits and less tax revenues, to rise in order 
to allow the ‘automatic stabilisers’ to work. However, in severe downturns the stabilisers can 
be overwhelmed, especially in an economy like the UK where the low level of benefits means 
the restoration of some of the spending power caused by unemployment has less impact than 
in economies where welfare benefits are more generous. Governments around the world are 
therefore taking action to further stimulate economic activity.

The 2008 Pre-Budget Report announced a series of measures to stimulate demand, primarily a 
cut in the VAT rate by 2.5 percentage points. The selection of measures was partly justified by 
the criteria of ‘timely, targeted and temporary’ – in other words, they should have a quick impact, 
they should directly address the problem of insufficient demand in the economy, and they can 
be withdrawn once recovery has started.

However, it is not always straight forward to work out the size of such packages, either here or 
in other countries. Measures announced are often for more than one year (the VAT cut will run 
for 18 months), and packages include tax and benefit changes and spending that would have 
happened anyway. For example, several government departments have announced initiatives 
that will be met by moving cash from within existing budgets. This may be a more targeted 
way of responding to the recession, but of itself such measures add little to aggregate demand 
across the economy.

The Pre-Budget Report provides an estimate of how much spending is likely to occur in 2009-
2010, using the standard convention that all spending measures that occurred since the 2008 
Budget are additional to existing plans. By this criterion, the fiscal package was worth about £20 
billion or around 1% of GDP. We think the effective boost was rather less, because some of the 
‘extra’ spending was simply a continuation of previous commitments. Almost all of the effective 
increase was in the cut in VAT, with some increase in public works (Figure 3.02).
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There have been two major changes since the Pre-Budget Report. Firstly, the economic 
situation has significantly worsened, so the recession will be deeper and will persist for longer 
than the Treasury thought at the time the fiscal measures were announced. Secondly, more 
detail has emerged at what other governments are doing, notably in the United States. As our 
statement on the G20 Jobs Summit showed, the UK’s fiscal stimulus looks relatively small 
(albeit we may not be comparing like for like) even though the UK may suffer a bigger fall in 
economic activity than other major economies.15 

We think the worsening economic position and the relative size of the package justify a further 
fiscal stimulus. This case would be even stronger if it became clear that the VAT cut had proved 
ineffectual in stimulating demand. Some have already dismissed the VAT cut. We think that 

15 Coats et al, Tackling the Global Jobs Crisis: Why the G20 Summit Matters, The Work Foundation (2009)

Figure 3.02: PBR fiscal package in 2009-2010 – ‘additional’ spending £16.3 billion
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Note: Compensation package for 10p rate abolition made permanent and increased in scope for 2009-
2010, worth £3.6 billion; VAT cut worth £8.6 billion in full year; public works brought forward £2.5 billion; 
DWP job centre expansion £0.4 billion; remainder of PBR package from within existing budget. Other net 
tax and benefit changes include bring forward some benefit upratings 
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judgement is premature because – as we discuss below – there is so little hard evidence either 
way. However, if there is a positive impact, it is likely to be modest and, as we argue below, any 
further measures need to focus much more on directly increasing the demand for labour.

The real test of the reduction in VAT is not whether overall retail sales go up or down, but 
whether sales were higher than would otherwise have been the case in the absence of the 
tax cut. This is very hard to estimate at the best of times, but is even more difficult at a time 
when some retailers were already cutting prices aggressively to stimulate sales. The VAT cut 
would have a less significant effect if either firms did not pass it on to consumers or consumers 
decided not to make any additional purchases as a result. 

A recent assessment of the VAT reduction by the IMF is on the pessimistic side of the argument:

[T]he degree of pass through to consumers is uncertain and its unwinding can contribute 
to a further downturn. It is also questionable whether decreases in VAT of just a few 
percentage points are salient enough to lead consumers to shift the timing of their 
purchases.16

Moreover, the IMF implicitly argue that the UK package is weaker than it could have been 
because so much reliance has been placed on the VAT cut. They suggest that successful 
policies are diversified in that they use a range of instruments to achieve the fiscal boost.17

Of course, this is a largely theoretical evaluation, suggesting that other fiscal instruments might 
have proved more effective in stimulating the economy. So far all we can say about the UK is 
that the evidence is mixed. The Office for National Statistics estimate that about a third of firms 
did not pass on the cut either in prices on the shelf or at the till. However, researchers at the IFS 
have suggested that the consumer reaction could exceed HM Treasury’s assumptions because 
people know that they have a limited spending window before VAT rises to its previous level in 
2009. On this view the VAT reduction is effective, not because it boosts household incomes, 
but because people know they only have a limited period in which to take advantage of lower 
prices. 

The key question, which the IFS could not answer, is whether the benefits of lower prices are 
outweighed in consumers’ minds by job and income insecurities. Consumers may take the view 

16 Spilimbergo, Antonio et al, Fiscal policy for the Crisis: IMF Staff Position Note, IMF (2008)
17 See the more extensive discussion in Section 4, below
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that prices will be even lower tomorrow despite the restoration of VAT. The Retail Price Index 
(RPI) fell to an annual rate of 0.1% in February, and is likely to record falls in overall prices 
over the next few months. This is the danger of deflation, where demand struggles to recover 
because people think prices will always be lower tomorrow.

The best we can say is that the VAT cut may have had some positive effect, but the net effect is 
likely to be modest. That is why in Hard Labour we argued that the stimulus could be delivered 
more effectively through a temporary increase in unemployment related benefits, as these are 
far more likely to have been spent rather than saved. Whether the VAT cut was the best thing 
to do at the start of the recession can be debated, but further across the board measures to 
stimulate consumer demand are unlikely to be very successful. As unemployment accelerates 
fears of job insecurity widen and deepen and more individuals put paying off debt ahead of 
current consumption so the next round of fiscal measures will have to focus much more directly 
on increasing the demand for labour. 

The key question is whether we can afford it or not, given the deterioration in the public 
finances. The borrowing figures are indeed very high. However what matters for long term 
sustainability is the level of public debt and as we showed, this is likely to be comparable 
with most other major economies. Moreover, it would be a mistake to think that the fiscal 
package would increase borrowing by the same amount. Fiscal measures that help reduce 
unemployment and sustain demand in the economy will partly pay for themselves through less 
spent on unemployment and other welfare payments and more buoyant tax revenues.

The EU Commission estimated in their January interim forecast that without the discretionary 
action by national governments (over and above the impact of the automatic stabilisers) GDP 
across the EU would, on average, have been 0.75 percentage points lower in 2009 and up 
to 0.5 percentage points lower in 2010. The Commission thinks the impact could have been 
bigger or smaller at national level depending on the mix of measures chosen. The Commission 
says temporary direct government spending and investment increases and support for private 
investment has bigger impacts than supporting household spending, while cuts in corporate tax 
rates are ineffectual.18

There will nonetheless be longer term implications for the public finances, even if the net impact 
of the fiscal stimulus on total borrowing and debt is relatively small. In other words, there must 
be an upper limit to the fiscal stimulus the government can deliver in any one year. That in turn

18 EU Commission Interim Economic forecast, January 2009 p.16
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must make it imperative to find ways in which the effectiveness of any fiscal package in 
stimulating employment could be improved. 

Moreover governments, when they increase borrowing in a recession, must find a way of 
making credible commitments to restore the public finances to health when the economy returns 
to a stable growth path. We endorse the IMF’s view that any government’s commitment to fiscal 
prudence can be judged by that government’s willingness to take the following action:

Implement measures that are reversible or have ‘sunset clauses’ so that they will end • 
when the economic situation improves (the Obama administration intends to let the 
Bush tax cuts expire).
Increase the scope for the automatic stabilisers to operate. They are by definition • 
counter-cyclical. Expanding the range would include measures like higher 
unemployment benefits, short-time working arrangements, higher benefit payments to 
the poorest families when their incomes are under pressure.
Be clear about the path to be taken to restore the public finances to balance. This is • 
the approach adopted by the Obama administration, which is increasing spending and 
borrowing at the same time as it formulates a deficit reduction plan. A similar approach 
has been adopted in the UK, with the Chancellor suggesting that the fiscal position will 
have been restored by 2016 – in other words, the ‘golden rule’ that the government will 
only borrow to invest over the course of the cycle will be reinstated. Governments have 
to be determined in meeting the goals for deficit reduction otherwise the markets will 
doubt the credibility of the approach and the costs of government borrowing will rise.
Withdraw stimulus measures at a specific date (like the UK VAT cut) or when GDP • 
growth has risen above a certain level.
Establish a robust medium term financial framework, which should include: ‘accurate • 
and timely projections of government revenues and expenditures; a government 
balance sheet reporting data on government assets and liabilities; a statement of 
contingent liabilities and fiscal risks; and transparent arrangements for monitoring and 
reporting fiscal information for central and sub-national government, other public sector 
entities, and central bank quasi-fiscal operations, on a regular and timely basis’.19

Strengthen fiscal governance by establishing independent fiscal councils to monitor • 
fiscal developments. Essentially, this would take the form of a panel of experts, 
publishing reports annually on the sustainability of the fiscal position. The IMF go a little 
further than this too, suggesting that these experts could advise on specific short-term 
policies and medium-term frameworks.

19 Spilimbergo, op cit, p.9
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Improve expenditures so that the investment in public works is targeted towards • 
projects that will raise long-term growth and tax revenues.

A careful reader will have noticed that the proposal for an ‘independent fiscal council’ could 
prove problematic. Substituting expert oversight of this kind may look like a more effective 
discipline than fiscal rules that can prove difficult to apply during a recession. On the other 
hand expert oversight could find itself confronted with some insurmountable political hurdles. 
For example, no politician from any part of the spectrum will wish to expose themselves 
to an annual academic brow beating about fiscal (ir)responsibility. Moreover, an ‘objective’ 
assessment of this kind could offer a little too much ammunition to opposition parties. 

The obvious advantage of fiscal rules is that they are only loosely binding; the government 
controls their application and to some extent their interpretation – witness for example HM 
Treasury’s willingness to change the date on which the most recent economic cycle began. 
Perhaps the best conclusion is that both these frameworks are imperfect. We simply need 
to accept the reality that politicians will find compelling reasons to reject the notion of expert 
oversight. Nonetheless, even a (flexible) rule bound system imposes real constraints because 
the markets must believe that the government’s application of the fiscal rules is credible. 
Perpetual fiddling with the definition of the economic cycle can prove fatal to a government’s 
reputation for fiscal responsibility.

In the past governments have resorted to de facto public sector pay policies to help constrain 
spending. A drawback of these policies is that they store up trouble in the long run if public 
sector wages are forced below those being set in the rest of the labour market. However, at 
a time of rising unemployment and very low inflation there may be more scope in the shorter 
term to impose a temporary freeze on public sector pay without seriously distorting the normal 
workings of the labour market.

There are two important objections to such a policy. One is that it is inconsistent with the overall 
objective of stimulating the economy through government spending and investment, including 
maximising the role of the public sector. This could be reconciled by making a public sector 
pay freeze both temporary and conditional on the government using the savings to provide 
additional (temporary) employment opportunities in the public sector (an issue to which we 
return in the Section 5). This would allow the government to deliver a bigger fiscal boost in the 
short term by directly targeting employment while reducing the longer run impacts on the public 
finances.
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The second objection is that it would unfairly cut wages for public sector workers compared with 
the rest of the economy. This may be less of an issue at a time when job security has become 
more important than pay increases, especially when very low inflation means that even zero 
increases have little impact on real wages. However, it would be easier to implement the policy 
if we saw a similar trade-off between employment and wages in the private sector. So far the 
evidence is ambiguous. 

Many private sector employers are reported to be considering pay and hours cuts in order to 
preserve jobs and some have already been implemented, especially in manufacturing. This 
has not yet shown up in the statistics on regular pay. The latest figures show that pay fell by 
2% in February compared with the same month a year ago in private sector services. However, 
this was entirely caused by firms slashing bonuses. Pay without bonuses has so far remained 
‘sticky’ at around 3.5%. Whether this changes over the coming months remains to be seen.

The public finances and the 2008 fiscal package
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It is now almost a commonplace that a successful fiscal stimulus must be timely, targeted and 
temporary.20 Timely, because the stimulus must be administered at just the point when the 
recession begins. Act too soon and the consequence could be inflation. Act too late and the 
stimulus may fail to pull the economy out of what could become a prolonged slump. Targeted, 
because the government must either aim to put money in the pockets of those most likely to 
spend or invest in projects of public works that are ‘shovel ready’. A tax cut for the rich may 
just increase their savings and investment in long-term infrastructure projects may take too 
long to come on stream, so that the economy begins to recover before the stimulus has any 
effect – although of course the recovery takes place from a much higher level of unemployment. 
Temporary, because the stimulus is meant to be a shock to the system, not a series of policy 
instruments to be used in good times as well as bad.

At the time these principles were formulated, the prevailing view was that the recession would 
be deep but short. Rapid fiscal action on a fairly modest scale could turn the economy round. 
Unfortunately, the crisis has deepened since that time and it is not entirely clear that these 
principles are adequate in these new and more difficult circumstances. For this reason the IMF 
has devised a further set of principles to guide fiscal policy during the recession.21 In the IMF’s 
view, a successful package should have the following characteristics, it must be:

Timely• 
Large• 
Lasting• 
Diversified• 
Contingent• 
Collective and • 
Sustainable.• 

The package must be large because the global recession is deep. It has to be lasting to the 
extent that policies must have a continuing stimulatory effect for as long as proves necessary 
– a ‘one off’ boost will not be adequate. Unless a package is diversified governments run the 
risk of putting all their eggs in one basket – there must be some room for both experimentation 
and for policies to fail. The contingent principle is a recognition that governments should make 
clear their willingness to do more if the initial fiscal stimulus is ineffective. In other words, if the 
economic situation continues to deteriorate then government must act again. Moreover, such 

20 Elmendorf and Furman, If, When, How: A Primer on Fiscal Stimulus, Hamilton Project Strategy Paper (2008)
21 Spilimbergo et al
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policies will be more effective if they are internationally co-ordinated, in other words, if they are 
collective. As we have pointed out elsewhere, this also means that those countries with more 
fiscal room for manoeuvre can help those with less.22 Finally, the policies must be sustainable 
to the extent that governments make credible commitments to return the public finances to 
balance once the economy has returned to a stable growth path.

We should also note, perhaps, that prior to the G20, the IMF called for a fiscal boost across the 
world equivalent to 2% of global GDP. This is a remarkable turn of events, not least because the 
conventional wisdom of the last thirty years has suggested that activist fiscal policy will either 
prove ineffective or inflationary (or both). This tells us that orthodox thinking is of little help in a 
severe crisis. Unconventional measures are the order of the day.

What can we say about the action that has been taken so far? Do the various fiscal packages 
meet the IMF’s criteria? Will they have the desired effect? There are two ways in which we can 
begin to answer these questions. The first looks at the impact of fiscal policy over time, while the 
second simply evaluates the impact of the packages in 2009.

It is clear that most major G20 countries are using discretionary fiscal policies to help their 
economies recover from recession (Figure 4.01). What is also clear, however, is that the scale 
of the intervention varies hugely from one country to another and that the UK is exceptional in 
that the measures taken so far expire in the early part of 2010, whereas in other countries the 
measures continue to have a stimulatory effect. Moreover, public investment in the UK is set to 
fall rather than rise in 2010, largely because the ‘public works’ element of the 2008 package is 
accounted for by projects that have been brought forward from later years. What appeared to be 
decisive action at the time of the Pre-Budget Report now runs the risk of being a short-run and 
ineffective stimulus, failing to meet the IMF’s ‘lasting’ criterion described above. Given that the 
recession in the UK (and across many G20 countries) is now expected to run into 2010, there is 
a strong case for a second intervention to keep effective demand at a stable level.

The UK’s position looks a little better if we assess the scale of the stimulus in 2009 (Figure 
4.02), although by this measure the action taken so far fails to hit the IMF’s 2% target. Equally, 
the action taken elsewhere, particularly in the USA and China, makes the UK’s package look a 
little anaemic. Somewhat surprisingly, given the reported disagreements between the USA, the 
UK and Germany on the importance of fiscal stimulus, the German government has done rather

22 Coats et al, Tackling the Global Jobs Crisis, op cit 
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more than one would expect in 2009 (a package worth 2.9% of GDP) and will do even more in 
2010.23

Those countries implementing the largest stimulatory packages have done so to compensate 
for the loss of export markets. Some of the emerging economies in the G20 (Brazil for example) 
have done significantly less because their economies are still expected to grow in 2009, albeit at 
a much slower rate than in previous years. 

A slightly nationalistic British observer might say that at least the UK government has done 
more than Nicolas Sarkozy. But the French fiscal package runs well into 2010 and that, in itself, 
suggests that there is scope for the UK to do more next year as well as this. In the government’s 
defence we might say that the forecasts in the Pre-Budget Report made assumptions about 
a return to growth in 2010 that now look rather optimistic. Once again, applying the IMF’s 
contingent principle reinforces the case for further action to stimulate the economy. Perhaps the 
biggest difficulty is that the largest element of the UK’s fiscal stimulus is the VAT cut, which is

23 For a comprehensive assessment of the fiscal packages see IMF, Global Economic Policies and Prospects, IMF Staff 
Note for G20 Summit (2009)

Figure 4.01: Discretionary fiscal measures selected G20 countries

Source: IMF
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Figure 4.02: Fiscal stimulus in 2009, G20 countries and selected others (% GDP)

scheduled to expire in April 2010. The composition of the PBR package may meet the timely and 
temporary tests, but it could have been better targeted and it fails to pass the more demanding 
tests set by the IMF in their paper published in December 2008 (Figure 4.03).24

24 Spilimbergo, op cit

Source: IILS
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Figure 4.03: Break-down of select EU packages in 2009 by spending category

Source: Bruegel
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What is most striking here perhaps is the relative weakness of the ‘investment’ component in the 
UK when compared with the action taken in the EU member states selected. This should be a 
priority area for action as the government considers what further measures might be taken – an 
issue to which we return in the next section.

Fiscal policy across the G20
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If readers have followed the argument so far, then even the most sceptical ought to concede 
the case for considering a further fiscal stimulus in the UK. In this section, we outline some of 
our proposals and also return to the questions of both affordability and the action that needs to 
be taken to restore the public finances to health. Perhaps the most important policy goal is to 
return the economy to a stable growth path, with a trend rate of growth of 2.5% each year. Our 
argument throughout this paper has been that this core objective cannot be achieved if the UK 
experiences high and persistent levels of unemployment. A programme for getting people back 
to work is a necessary condition of economic recovery and growth.

In our view there are several areas where government might take further action:

Helping to keep people in work through the introduction of a short-time working • 
scheme.
Offering high quality job search support and better financial support for the unemployed.• 
Creating more (short-term) public sector employment.• 
Investing in ‘shovel ready’ public infrastructure projects which can enhance the level of • 
growth as the UK begins to recover from recession.
Taking specific action to reduce the risk of youth unemployment – principally by • 
encouraging young people to continue in education and upgrade their skills.
Offering a further targeted fiscal boost through an increase in tax credits for low paid • 
families.

We believe that this approach has much to commend it. Indeed, we would argue that doing 
anything less will prolong the severity and the length of the recession.

The response policymakers adopt to rising unemployment depends to a large extent on 
their analysis of what is causing unemployment to rise. Some analysts have argued that the 
real problem is falling outflows – in other words, fewer job seekers are finding a path from 
worklessness to sustainable labour market participation. Others have suggested that the real 
problem is with rising inflows – more people are losing their jobs, adding to the unemployment 
rolls even though the outflow from unemployment remains unchanged. If you accept the first 
hypothesis then a policy focused on activating job search may look like a sensible response, 
which has been the principle underpinning policy in the UK for almost two decades. It is hard 
to quarrel with this analysis if the supply of jobs is plentiful, but a policy dedicated to ‘activation’ 
is unlikely to be successful if the supply of jobs is falling. If, on the other hand, you accept 
the second hypothesis, then the correct response is to try and keep people in the jobs that 
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they already hold even if, at the same time, one accepts that activation policies make sense 
because, applying Richard Layard’s dictum, ‘if you pay people for doing nothing that is precisely 
what they will do’.

Recent research suggests that the second hypothesis is a better explanation for rising 
unemployment than the first or, in Bell and Blanchflower’s words:

The notion that inflows play an important role in determining unemployment dynamics 
partly switches the policy focus towards preventing redundancies rather than providing 
assistance to the unemployed to find jobs.25 

It is for this reason that The Work Foundation proposed that the UK government should 
implement a short-time working scheme for the duration of the recession. Essentially, the 
state, through the benefits system would partially compensate workers for loss of earnings 
where the employees had agreed a reduction in working hours and pay with their employer. 
An arrangement of this kind has obvious advantages for all concerned. The workers keep their 
jobs, the employer retains valuable human capital and the state saves on both unemployment 
benefits and the associated costs of unemployment (poor health, increased crime, increased 
risk of family breakdown etc).

Two significant objections have been raised to this scheme. The first is that it will have 
significant ‘deadweight’ costs in that some firms could afford to survive the recession without 
such a scheme. The second is that ‘non-viable’ firms may be kept in business and that this is 
contrary to the public interest because ‘creative destruction’ is the engine of growth, innovation 
and efficiency.

In response we would make the following observations. First, before employees can make use 
of the scheme there must have been an agreed reduction in working hours and pay which, other 
things being equal, will lead to a reduction in effective demand. The workers have less to spend, 
which means that they will spend less. This is self-evidently undesirable when the economy is in 
recession. Second, businesses are very often the best judges of what is in their own interests. It 
is hard to see why a business that is not under pressure would want to implement a cut in hours 
and pay. The mere fact that an agreement of this kind has been reached suggests that the firm 
is in difficulty. Third, we would not quibble with the notion of Schumpeterian creative destruction, 
but we are opposed to destructive destruction, which is the likely consequence of recession. 

25 Op cit, p.11
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That is why we propose that a short-time working scheme should only be available when the 
economy is in recession – the tap would be turned off once the economy began to grow again.

Finally, we would point out that these schemes are widely used elsewhere – most notably in 
Germany – and that the UK can learn from these experiences.26 The most important lesson 
is that short-time working should only be used to deal with a cyclical downturn rather than 
structural change. Adopting the latter approach really would allow the inefficient to stay in 
business; public money would be used to sustain lame ducks, which is not our intention at 
all. Moreover, other countries treat these instruments less as exceptional measures and more 
as automatic stabilisers, which can be adapted according to the severity of the downturn. In 
Germany, for example, the short-time working scheme is available for eighteen months from the 
date of application, with the state compensating up to 68% of lost earnings. Plans are already in 
train at the Ministry of Labour to extend the scheme to twenty-four months if the duration of the 
recession appears to lengthen. We should also note that the ‘lost’ working time is often used for 
skills development, with the state once again offering incentives to encourage workers and their 
employers to invest in human capital. 

Keeping workers in jobs and ensuring that they have the skills needed to respond to economic 
recovery when it arrives are central elements in the German strategy for tackling the downturn. 
British labour market policy should build on this experience. Far from being a device to create 
rigidities in an otherwise flexible labour market, short-time working is a policy that offers some 
temporary relief for both workers and their employers in very difficult circumstances.

In recent months much journalistic commentary has focused on the supposed failures of 
government employment policy.27 One might attribute this, at least partially, to bad luck and 
bad timing. For most of the last decade the government could assume that employment would 
be growing and that unemployment would be low. The UK economy’s high demand for labour 
led to an unprecedented wave of migration from Central and Eastern Europe and the return 
to levels of unemployment most recently witnessed in the 1970s. In these circumstances it is 
not surprising that the focus of policy turned to those who expressed a desire to work but had 
become completely detached from the labour market – most obviously lone parents and those 
in receipt of incapacity benefit. Employment policy was rooted in the assumption that a high 
demand for labour would continue and that there would be an ample supply of entry jobs for 
those returning to the labour market. Recent events have proved all these assumptions to be 
false. 

26 Schemes with the same broad objectives are in operation in the Netherlands, France, Italy and Spain
27 Welfare Reform Under Scrutiny, Financial Times, 29/1/09; Minister in Welfare reform ‘Cover-Up’, Observer 8/3/08; 
Political Ambitions Put in Jeopardy, the Guardian 15/4/09
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A further complication is that some people object to the involvement of the private sector in the 
process of welfare reform. Much of the New Flexible New Deal was designed to be delivered 
by the private and voluntary sectors under ‘outcome based’ contracts, which offered the highest 
rewards for those providers who proved most successful at securing a return to work for their 
clients. Objective evaluations of such schemes in other countries identified real problems with 
‘parking’ and ‘creaming’ – the hardest to help get parked and therefore ignored, whereas those 
who are closest to job readiness get the most intensive support – but suggested that these 
flaws in the policy could be resolved through intelligent contract design. An assessment of the 
Dutch scheme by the Joseph Rowntree Foundation revealed significantly better outcomes for 
the unemployed who were 10% more likely to find work under the outcome based contracting 
system than under other arrangements.28 For all these reasons, The Work Foundation took the 
view that the welfare reform programme should be given qualified support, with a strong case 
being made for piloting, testing and the evaluation of outcomes.

Nevertheless, this still leaves the UK government with a problem. JobCentre Plus will need 
to be rapidly reconfigured to deal with the higher inflow of ‘job ready’ clients who may find it 
difficult to find work in the recession, but the welfare reform programme cannot be abandoned 
just because unemployment is rising. It would be quite wrong to say to the disabled and lone 
parents ‘you have no chance of returning to work until the economy returns to a stable growth 
path’. This was the policy mistake made in the 1980s and 90s, when huge numbers of people 
were effectively ‘parked’ on Incapacity Benefit.

There are three uncontroversial areas for practical action. First, government must make sure 
that JobCentre Plus has the resources available to cope with a higher volume of JSA claims. 
This is essentially a matter of efficient administration, after all, benefit payments should be made 
on time. Second, JobCentre Plus must have the capacity to offer a high quality service to all 
citizens. Much progress has been made in the last decade that could be overwhelmed by rising 
unemployment. Job centres need the right number of advisers with the right skills to ensure that 
a high quality, personalised service is available to all. Inevitably these proposals have a cost 
attached, but the positive outcomes (maintaining a strong sense of labour market attachment) 
are well worth the additional expenditure. Third, an early assessment must be made of whether 
an individual is at a high risk of losing their attachment to the labour market. We know, for 
example, that the risks of developing mild to moderate mental illness are much higher in the first 
six months after redundancy. But current policy only provides for intensive intervention after an 
individual has been unemployed for more than six months. It would be quite wrong to argue for 

28 Finn, The British ‘Welfare Market’, Joseph Rowntree Foundation (2008)

What else should the government do?



A Boost for Britain: The Case for Activist Fiscal Policy. The Work Foundation’s Budget Preview42

intensive support from day one of unemployment (the deadweight costs would be huge), but we 
do believe that there is a strong case for a risk assessment to be undertaken so that appropriate 
support can be provided to those who may rapidly find themselves joining the ranks of the long-
term unemployed. 

Our final proposal is somewhat more controversial: we believe that out of work benefits in the 
UK should be higher and would support an immediate increase in JSA of £10 per week, at a 
cost of £0.8 billion over the next year. Analysis for the OECD’s Jobs Study Review in 2004 
suggested that the UK offered a rather low level of out-of-work benefits, particularly when a 
like-for-like comparison was made with other EU member states (Figure 5.01). This assessment 
may look a little out of date, but nothing has happened to benefit levels in any of the countries 
since that time to suggest that the overall position has changed. 

Figure 5.01: Initial net replacement rate (% of net earnings in work)
Figure 5.01: Initial net replacement rate (% of net earnings in work) 

(Source: OECD 2004)
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Our argument for an increase is founded on two fundamental principles. First, unemployment 
should not be a financially catastrophic experience and second, active job search is most likely 
to take place if workers know they are building on a secure platform rather than the shifting 
sands of financial insecurity. No doubt some will remind us once again of Richard Layard’s 

Source: OECD 2004
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observation that ‘if you pay people for doing nothing that is precisely what they will do’. But we 
know from the OECD’s analysis that it is the administration of the benefits system (particularly 
job search and eligibility requirements) that matters for a rapid return to work.29 Countries with 
significantly higher benefits than the UK (the Netherlands and Denmark in particular) have 
employment records that are just as good. Moreover, if we are looking for an effective fiscal 
boost, then an increase in the incomes of the unemployed is an attractive instrument. Given 
their straitened financial circumstances the unemployed are virtually certain to spend rather 
than save any additional income, which suggests that the policy meets the targeted test that 
we described in Section 4. In the medium term, we would wish to see the replacement rate (the 
relationship between benefits and average incomes) increased to the levels available in the 
high benefit/low unemployment’ countries of the EU. Of course, unemployment is rising in the 
Netherlands and Denmark just as it is in the UK. Our argument is that we can learn from the 
experience of these countries in good times to help the UK get through the bad times. It would 
be quite wrong to believe that all the best policies to resolve the unemployment crisis are to be 
found exclusively in Whitehall and Westminster.

We have already noted that the public investment component of the Pre-Budget Report 
measures looks weak when compared with the action that has been taken in other major 
economies. Moreover, we have seen that public investment in the UK is set to fall in 2010 when 
it is set to rise elsewhere – largely because the investment element of the UK’s fiscal boost 
consists of bringing forward projects that were otherwise scheduled to begin in 2010.

Our view is that further public investment is essential to get the economy moving again. As Bell 
and Blanchflower have pointed out, local authorities, health authorities, universities and housing 
associations all have construction projects ready for implementation if the resources are 
available.30 Furthermore, we know that a large number of FE colleges currently have projects 
on hold following the mismanagement of the capital budget by the Learning and Skills Council. 
Government could solve a political and an economic problem by providing the resources 
available to bring these projects to fruition. It is not as if the government is short of proposals 
from stakeholders with an interest – the Housing Corporation, for example, could identify 
worthwhile social housing projects at very short notice.

Action of this kind would provide a boost to the construction sector at the moment when its need 
is greatest and would ensure an appropriate regional distribution of funds (although some 

29 For a useful discussion see HM Treasury, EMU and Labour Market Flexibility (2003)
30 Bell and Blanchflower, op cit, p.60
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prioritisation might be required). Commitments have already been given by ministers to 
implement policies that will move the UK in the direction of a low carbon economy. We endorse 
the broad thrust of policy and would argue (as Bell and Blanchflower have suggested) that the 
development of clean and renewable energy and the upgrading of the national grid are essential 
elements in any such programme. There is some evidence too that ‘green jobs’ are more likely 
to be quality jobs, paying well above the average wage.31 

Perhaps the most important point here is that these projects must be ‘shovel ready’. Those 
with planning permission should take priority over those without and ministers should act to 
remove planning obstacles from the path of desirable projects. Of course, not everything that 
is desirable can be funded and some projects will no doubt make a bigger contribution to 
economic growth than others. The best operational principle is that government should support 
those projects that are most likely to generate sustained growth in the future. This was the 
foundation of Roosevelt’s New Deal, where the electrification of rural America helped to create 
the conditions for rapid economic growth in the post-war era. A similar technology for the UK 
today would be broadband infrastructure, ensuring that all regions of the country can benefit 
from the recovery when it comes. 

So how much should the government invest? We return to the question of affordability below, 
but for the time being we would suggest that the government should commit to investment in 
infrastructure that at least matches the VAT cut implemented in the Pre-Budget Report – £12 
billion.

Another set of proposals worthy of consideration concern the expansion of public sector 
employment. In previous recessions governments have often found themselves becoming 
employers of last resort, creating public sector jobs to see the economy through the downturn. 
Some commentators have suggested that something similar should be instituted now by offering 
the unemployed a ‘job guarantee’ once they have been unemployed for more than 12 or 24 
months. 

We accept the logic of this case, but believe that the employment on offer must be genuine and 
must be focused on building an individual’s capabilities – in other words it must have a human 
capital component. Make-work programmes are not acceptable. An obvious policy choice is to 
allow all public sector organisations to fill all available vacancies. In other words, if budget 

31 Ibid
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constraints were temporarily lifted (for two years perhaps) then more teachers, police officers, 
youth workers and social workers would find themselves in work.32 

Expanding public sector employment has a significant cost attached and there may be an 
inevitable trade off here between the level of public sector employment and the growth of public 
sector pay. We have already observed that pay is ‘sticky downwards’ and that many private 
sector organisations are freezing pay at the same time as private sector employment is falling. 
It might look odd therefore if public sector pay and employment were both rising when the 
public finances are apparently under pressure. One possibility would be to negotiate an explicit 
agreement with the public service trade unions about how these issues should be handled 
– essentially a public sector ‘social contract’ of the kind that was familiar in earlier periods. 
No doubt some union activists might object, but the challenge here is to the unions’ sense of 
solidarity. To what extent are they willing to accept the responsibility of working with government 
to mitigate the consequences of rising unemployment? 

The youth unemployment problem confronting the government is essentially temporary and 
arises from the unfortunate coincidence that the youth age cohort is growing at just the moment 
when youth unemployment is rising – although as we have seen, the next cohort is somewhat 
smaller and there will be a fortunate coincidence of falling unemployment and fewer young 
people looking for jobs at the point when the recovery begins. 

In the short-term, however, the problem is acute. Amongst the measures that could be 
considered are:

An immediate increase in the school leaving age to 18.• 
An expansion in the number of places available for students in FE/HE.• 
The provision of further financial incentives for young people to stay in full-time • 
education.

The UK has accepted the EU wide target that 85% of 22 year olds should have completed 
upper secondary education by 2010. At present the level of achievement is 78%, suggesting 
that decisive action is required or the target will not be hit. Employers continue to complain that 
a significant minority of school leavers lack the basic skills of literacy and numeracy, a view 
confirmed by a recent House of Lords enquiry into the subject.33 Bell and Blanchflower draw 
attention to US research which shows that raising the school leaving age reduces drop-out

32 Ibid, p.61
33 Apprenticeship: a key route to skill, House of Lords Committee on Economic Affairs (2007)
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rates, increases college enrolment, improves career outcomes and life chances more 
generally.34 

We are not suggesting that young people should simply be kept at school for a further two years 
just to keep the unemployment rolls low. The aim must be, once again, to offer real opportunities 
for skill development. This works with the grain of much government policy (the new diplomas 
for example), which seek to create parity of esteem between the academic and vocational 
routes. At the very least, additional training places will be needed in the FE sector to offer young 
people skills that will make them employable when the recovery materialises. Moreover, it is 
essential to ensure that the policy uses both a carrot and a stick. Educational Maintenance 
Allowances offer a significant incentive to young people from poor backgrounds to remain in 
education beyond the age of 16. We propose that EMAs should be increased and the eligibility 
modestly extended.

The government has another target that is important in this context – the goal of ensuring that 
50% of each age cohort has acquired graduate level skills. This is said to be important because 
it will ensure that the UK is equipped to compete in a knowledge economy, a conclusion 
supported by our own research.35 We found evidence of the rising cognitive complexity of jobs 
alongside rising skill levels, although we also found some evidence of skills underutilisation too. 

Nevertheless, the demand for higher education in the UK cannot be denied and more young 
people would (assuming the eligibility requirements are met) like to go to university. Most 
institutions would welcome the opportunity for further expansion and there is a compelling case 
for the creation of additional places. 

Just as with EMAs, we suggest that additional financial incentives may be needed to encourage 
the poorest students to continue in higher education. More generous grants and the waiver 
of fees (with government picking up the costs) would be a useful way of ensuring equality 
of access to those from all socio-economic backgrounds. We know, for example, that the 
recent expansion of HE has been of most benefit to students from middle class homes. 
There has been no significant increase in the numbers progressing to university from poorer 
backgrounds.36 This must change if the UK is to achieve genuine equality of access to higher 
education. 

34 Bell and Blanchflower, op cit
35 See Brinkley, et al, Knowledge Work and Knowledge Workers, The Work Foundation (2009)
36 Blanden and Machin, Recent changes in intergenerational mobility in Britain, Sutton Trust (2007)
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Of course, all these policies have a cost attached, but whatever extra expenditure is required, 
it is certain to be lower than the resources needed to cope with the scarring effects of youth 
unemployment and the likely consequences for social cohesion and family breakdown. These 
policies are, in the simplest sense, a genuine investment in the future. 

We argued in our paper published before the Pre-Budget Report that the government should put 
more money in the pockets of those most likely to spend it – the unemployed and the poor. We 
remain committed to this view and believe that the government’s desire to halve child poverty 
by 2010 can only be met if additional support for working families is available. Our proposal last 
year was for a temporary expansion of tax credits for the poorest families which, in July 2008, 
would have cost £2.7 billion. This should be a budget priority for the chancellor.

The question of affordability has been at the heart of the debate on the likely budget measures. 
In this paper we have explained that allowing budget deficits and overall public debt to rise 
in a recession is a necessary response to the economic slowdown. On the other hand, the 
government must make credible commitments to return the budget to balance when the 
recovery has matured otherwise the markets will lose faith in the prudence of fiscal policy, 
pushing up the costs of public borrowing and exacerbating the situation.

We have already seen that most of the increase in the budget deficit is accounted for by 
declining tax receipts and rising expenditure on benefits. According to the Institute for Fiscal 
Studies the fiscal stimulus announced in the PBR contributes only one-fifteenth of the increase 
in net public sector debt that HM Treasury forecasts to 2013-14.37 Not only does this suggest 
that a further stimulus is affordable, but that a delayed recovery (made more likely by the 
absence of another stimulus) could lead to a catastrophic deterioration in the public finances.

So how credible are the commitments given by the government so far? Do they meet the 
IMF’s tests for managing the costs of a stimulus package over time? From one standpoint the 
answer must be yes. The VAT cut is temporary and revenues will recover when the original 
rate is restored. Announcements have already been made of future tax rises (the 45% marginal 
rate and the NI changes to raise more revenue from higher earners) and undertakings have 
been given about future reductions in public spending – the PBR envisaged increasingly tight 
spending rounds to restore the budget to balance in 2015-16.

37 The IFS Green Budget, January 2009 (2009), p.38
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But as the IFS have also pointed out, the assumptions made in the PBR now look rather 
optimistic.38 Public borrowing is rising faster than anticipated because the recession is proving 
to be deeper than forecast. If recovery takes longer than HM Treasury assumed in the PBR then 
more determined steps will be needed to put the public finances on a sound footing. Of course, 
forecasts can be wildly inaccurate and there is no certainty today about the likely course of 
events. During the boom years HM Treasury proved to be more accurate than most independent 
forecasters and it would be wrong to succumb to a rather bleak pessimism immediately. On the 
other hand, even if optimistic assumptions of the PBR are applied, a significant fiscal tightening 
will be required to meet the chancellor’s target of a balanced budget by 2015-16 with significant 
tax rises and reductions in public spending in prospect. 

This leaves us with a final set of questions about the sustainability of the public finances 
assuming that the recession had not happened. There is a strong argument that the UK had a 
sizeable structural deficit – in other words, expenditure was exceeding income and borrowing 
was too high at that point in the cycle when the budget should either have been in balance or 
debt should have been repaid. It would be wrong to conclude as some do that spending was too 
high and right to take the view that it is not possible to sustain a highly developed welfare state 
with very low levels of taxation. A dispassionate observer might conclude that the government 
has made a rod for its own back by privileging private over collective consumption and by being 
unwilling to countenance rises in personal taxation. We would not dissent from this judgment. 

38 Chote et al, op cit 
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The centrepiece of our argument has been that the UK will experience a prolonged and 
profoundly damaging recession unless further fiscal policy action is taken. Government cannot 
wilfully stand by and allow the return of mass long-term unemployment. The consequences will 
be socially disastrous (as they were in the 1980s and 1990s) and economically damaging. 

Unemployment has an adverse effect on the physical and mental health of those affected. For 
young people the scarring effects endure throughout their lives. And the costs for society more 
generally are very high – increased health and benefit expenditure, rising crime, more anti-
social behaviour, an increasing incidence of family breakdown, more psychological harm to 
vulnerable children and a fractured, less cohesive society.

Any steps that can be taken to avoid these disturbing outcomes must surely be worth the 
increased short-term costs. It was for this reason that governments across the world took 
concerted fiscal policy action last year and in the early part of 2009. And it was for this reason 
that G20 governments committed themselves to take whatever measures might be necessary 
(including additional fiscal packages) to return the global economy to a stable growth path.

That the IMF has committed itself to a fiscal stimulus equivalent to 2% of global GDP shows 
the extent of the change from the previous conventional wisdom and also highlights the depth 
of the global recession. We have seen that the action taken so far by the UK government 
looks modest when judged against the measures taken by other G20 countries and, despite 
the apparent rejection of ‘vulgar Keynesianism’ by the German government, the PBR package 
offers less relief to the British economy than the policy mix in Germany.

Countries with much higher levels of indebtedness than the UK are taking more extensive 
measures too – most notably Japan – which throws into sharp relief the rather odd tone of the 
UK’s national debate. Centre-right commentators are still obsessed with debt and inflation when 
the real problems (confirmed by the IMF) are a slump and deflation. If the Japanese government 
can afford a fiscal boost when public sector net debt is running at 170% of GDP then surely the 
UK can do the same.

The critical ‘affordability’ question is not the level of debt but the size of the economy. If 
GDP grows more rapidly than the pessimists anticipate then the level of debt begins to look 
manageable. Our argument is that the deterioration in the public finances is largely accounted 
for by the consequences of the recession (not the fiscal boost provided by the PBR). Unless 
further action is taken then the public finances could look even less healthy. Despite Mervyn 
King’s strictures to the contrary, we believe that additional fiscal measures are both essential 
and affordable. 

6. Summary and conclusions
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Of course, as the IMF point out, the government’s commitments to restore the public finances 
to health must be credible. Some of the measures taken so far pass that test – the revocation of 
the VAT cut and the pre-announcement of tax rises. But, whatever assumptions are made about 
the future (whether optimistic or pessimistic) there can be little doubt that further tax rises will 
be required and that public spending will be kept on a tight rein. Most importantly, perhaps, the 
government’s desire to support a continental European welfare state is simply not sustainable 
on Anglo-American levels of taxation. Even without the recession some increases in personal 
taxation would have been inevitable. Now is the right time to have a more intelligent national 
conversation about the relationship between tax and spending. Politicians of all parties have 
been selling the electorate short by pretending that there is such a thing as a free lunch. In the 
end public services generate a bill that has to be paid. This is essentially a political choice and it 
is a choice that ought to be made clear to the electorate.

Given our profound concern about unemployment, our proposed budget measures are focused 
on that issue. We have therefore recommended that the government should:

Implement a temporary short-time working scheme to keep people in work.• 
Offer high quality job search support and better financial support for the unemployed.• 
Create more (short-term) public sector employment.• 
Invest in ‘shovel ready’ public infrastructure projects which can enhance the level of • 
growth as the UK begins to recover from recession.
Take specific action to reduce the risk of youth unemployment – principally by • 
encouraging young people to continue in education and upgrade their skills.
Offer a further targeted fiscal boost through an increase in tax credits for low paid • 
families.

These measures may look expensive, and some advocates of the more radical use of fiscal 
instruments have potentially undermined their argument by attaching a very high price tag to 
their preferred measures (Bell and Blanchflower quote a figure of £90 billion). Our case, to 
the contrary, is that government should ensure that there is an appropriate fiscal stimulus in 
2010 to help the UK recover from what is now generally acknowledged to be the most serious 
crisis confronting the global economy since the 1930s. Investment in infrastructure to sustain 
long-term growth must be the top priority, followed by measures to keep the already employed 
in work and additional financial help for the unemployed and the working poor. A package of 
measures of this kind will be good for government, good for business (because it will accelerate 
the process of economic recovery), good for the unemployed and good for people at work. Our 
hope is that the evidence presented here clinches the argument for continued fiscal activism. 
We commend our proposals to all those with an influence over public policy. 
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