Funding the Future

The only way to cut government debt is to increase gove...
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| wrote the following blog in June 2009. Now we have a government proposing to slash
public sector employment it seems worth repeating it. The logic has not changed, at all.

“Give or take the public sector employs about 5 million people. If, as is demanded,
there should be public sector cuts of at least 10% then maybe 500,000 people will lose
their jobs.

| have considered the consequence of this by doing a simple exercise. | have done a
case study on the cost of a person earning £25,000 per annum who is a single parent
with a child of school age, paying £500 a month in rent and £700 a year in council tax
losing their job. The assumptions are slightly simplifying: benefits are harder to
calculate in more complicated households. The rate of pay is slightly above mean and
significantly above median UK pay. But £25,000 is a good, round number.

The total tax paid and benefits received by this person look like this:

Income £25,000
Income tax paid -3,705
National insurance paid -2,120
Net pay 19,175
Council tax paid -700
Income after council tax 18,475
Add: Child benefit 1,040
Child tax credit 1,110

2,150
Disposable income pre rent 20,625
Rent paid -6,000
Disposable income after
rent 14,625
Tax (VAT, petrol duty, car tax, TV licence,
alcohol duty, etc ) paid out of disposable 2,300
income (approximately 15%)
Income tax paid (as above) 3,705
Council Tax 700
National insurance paid (as above) 2,120
Total tax paid 8,825
Add, National insurance paid
by employer 2,465
Total tax paid as a result 11,290
Less, benefits received (as above) 2,150
Net contribution to government £9,140
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Now assume the same person was unemployed. They would get the following benefits:

Job seeker’s allowance £3,353
Child tax credits 2,785
Child allowance 1,040
Housing benefit 6,082
Council tax benefit 700
Total income 13,960
Tax paid: council tax -700
Net income after tax 13,260
Rent paid -6,000
Net income after rent 7,260

Tax (VAT, petrol duty, car tax, TV licence, alcohol duty,

etc ) paid out of disposable income (approximately 15%) 1,100
Add, council tax paid, as above 700
Total tax paid 1,800
Net cost to government

Total benefits paid 13,960
Less: tax paid -1,800
Net cost to government £12,160

The total lost to the government if this person loses their job in the private sector is the
addition of the total contribution lost plus the total cost paid. That is £21,300.

It could be argued that the cost is less in the public sector because tax deducted goes
straight back to pay the employment cost. It so happens the net effect is the same. In
that case the comparison with the private sector is maintained here.

The actual cost is higher though. The person in work has disposable income of about
£14,625; the same person unemployed spends £7,260. That is a difference of £7,365.
In other words they are twice as well off in work as out of work. But, most importantly,
of that difference at least 65% (http://www.statistics.gov.uk/pdfdir/gna0609.pdf table D
using 2008 figures) will support other people’s wages plus the taxes they spend on
goods and services. Assuming these other people pay taxes at about the same overall
rate as the person in the above exercise (and this is likely) that means about 36% of
that difference will indirectly go in tax as well. That's about £1,700. So now the benefit
of keeping the person in work is £23,000 and they are only paid £25,000. Put it another
way: 92% of the cost of cutting a £25,000 a year job when we have less than full
employment is paid by the state.

In that case it is abundantly clear that paying to keep people in work pays — especially
and even particularly if what they do has long term benefit that saves cost into the
future. That cost saving — for instance from green efficiencies - has only to be £2,000
for it to be entirely worthwhile creating a job out of government spending to keep this
person in work.

And that is before any account is taken of the social costs of being in employment,
which are substantial in terms of reduced crime, improved educational outcome, better
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health, and more besides.

Now let’s reflect on the fact that in reality the average direct cost of employing an
average public sector employee is less than this. Let’s make it around £21,000 — more
like median pay — and then note that 500,000 at this pay rate will supposedly save
£10.5 billion in the wage cost of the government. Putting these half a million people out
of work will save us about £0.8 billion. That's misery for 500,000 people and their
dependents to save just £1,600 per job lost.

That though is not the end of it. Total government spending (2009) is £671 billion, split
down like this:

&#160;

Other — £72bn
Debt interest £28bn

Social protection — £189bn
Public order and
safety — £35bn

Housing and
environment — £29bn

Industry, agriculture,
employment and
training — £20bn

Defence — £38bn

Personal social
services — £3lbn

Education — £88bn Health — £119bn

Transport — £23bn

&#160;

So to cut spending by 10% £57 billion of extra cuts are required on top of sacking
500,000 people. These savings would need to be made up of:

1. Reduced benefits, which will result in reduced consumer spending, or
2. Reduced payments to private sector contractors to provide work to the government.

Either way there is reduced demand. £57 billion of reduced demand. Of which 65%
approximately will go to labour. That's £37 billion of labour cuts then. At £25,000 or so
a head (approximately) that’s over 1.5 million more unemployed.

That, with the losses from the public sector adds more than 2 million to unemployment
— making well over 4 million in all. Some consider this likely, | know.

But what is the effect on public spending? Maybe 92% of the cost of this cost in lost
wages will fall on government either by benefits paid or lost revenue. That’s £34 billion.
And that’s before we deal with the massive social and crime related costs of that level
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of unemployment and the collapse in our long term prospects.

So, to achieve total savings of maybe a net £4 billion in borrowing (£3 billion net from
private sector cuts and about £1 billion net from public sector employee cuts) this
policy would put 2 million people out of work.

Now | know all the problems of extrapolation in here, and | know that not everyone will
get benefits in the way | have outlined above (but those that don’t will suffer even more
extreme losses in income — compounding losses elsewhere) but frankly all analysis in
this area is moving into the unknown, economically and statistically speaking. And
losses to government may also be bigger than | suggest — after all out of the £57
billion of non-labour cost cuts required £20 billion will be lost profits and rents — and
they could result in £6 billion of additional government tax losses, tipping the equation
in the direction of any cuts in government spending creating actual cost for the
government.

Which makes clear that the logic of cutting government spending now when we have no
jobs for those we make unemployed makes no sense at all. It's profoundly annoying to
have to reinvent the whole Keynesian argument in this way — because that is exactly
what | am doing — but needs must precisely because so many do not seem to
understand this obvious fact.

Of course this situation will eventually change: private sector demand will pick up and
employment with it. But right now there is no sign of that and to cut now would, | can
confidently predict, produce something like the outcome | predict here. Put simply: cut
spending and we’ll increase government debt. Perverse you might think — but true,
and exactly what Keynes predicted.

What is more, the reverse is true. Increase spending now and the multiplier effect which
compounds the impact of cuts in the above analysis goes into reverse: more jobs are
created, revenue flows to government, benefit spending falls and government debt
goes down with it.

The answer is simple: if we want to get out of the mess we’re in we spend. It's the only
way to reduce government debt at this stage in the economic cycle. It worked in the
30s. It will work now. Nothing else will.”

That's why the Tory cuts are going to be a disaster.
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