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4. the way we live now

To the limited extent to which there 
has been any public debate at all 
about the urgency of deficit reduction, 
the dividing line, essentially, has 
been between two views. The first, 
associated with the Conservatives, 
is that there is a need to commence 
deficit reduction without too much 
delay. The counter-argument, advanced 
by the government, is that early action 
to reduce the deficit would imperil 
the economic recovery. An ironic (and 
seemingly counter-intuitive) by-
product of this positioning is that any 
bad news about the economy appears 
to strengthen the government’s case 
for ‘safeguarding the recovery’.

In fact, and as we have been at pains 
to argue throughout, this is a false 
debate, for two main reasons. First, the 
government’s argument assumes that 
Britain has plenty of time in which to 
tackle deficit reduction. This is not true. 
Time is in fact very limited. Second, 
the implicit assumption – and one 
underpinned by the optimistic budget 
growth projection – is that economic 
expansion will go a long way in itself 
towards bringing down the deficit. This 
isn’t true either. Britain cannot expect 
to ‘grow out of’ the deficit.

There has been a natural progression 
– through the TAT process described 
earlier – in which toxic risk has 
migrated from individuals, via the 
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banking system, to government 
balance sheets. Most conspicuously 
in the case of Greece, this has put 
sovereign debt into the firing line. Thus 
far, Britain has largely escaped from 
serious market pressure. In one sense, 
Britain’s comparative immunity is 
surprising, given the severe weakness 
of public finances which are, in the 
words of Pimco’s Bill Gross, ‘resting on 
a bed of nitroglycerine’39. 

This immunity is purely temporary, and 
results, we believe, from three factors – 
we term them ‘the three props’ – each 
of which is essentially short-term in 
nature. These ‘props’ are:

1. 	 Quantitative easing, which 
obviated any need for the 
UK government to seek new 
borrowings from the international 
markets despite a CGNCR40 fund-
raising requirement of £201bn 
during 2009-10.

2.	 The imminence of the general 
election, which has given the UK 
a fragile ‘year of grace’ through 
market recognition that resolute 
action is unlikely to happen before 
the election takes place.

3.	 The weakness of sterling, which is 
regarded as an automatic stabiliser 
which should boost exports 
and deter imports, thus helping 
economic recovery.

Each of these ‘props’ is now fast 
approaching its sell-by-date. For 
reasons outlined earlier, QE is a strictly 
limited expedient which cannot be 
used on an ongoing basis without 
shaking investor confidence and 
triggering inflation. The election 
defence is obviously about to become 
time-expired. And sterling weakness 
does not appear to be boosting 
economic performance. 

Our ‘three props’ interpretation leads 
us to believe that resolute action 
immediately after the election is 
imperative, such that the debate 
over timing is essentially a false one. 
We believe, first, that it would be too 
hazardous for the UK to use QE to 
monetise its deficit for a second year 
– if this happened, QE would begin 
to look like a permanent instrument, 
and markets would punish the UK 
accordingly. 

Second, markets are not going to wait 
indefinitely for a UK economic recovery 
which, thus far, appears pretty feeble. 
Third, a post-election government (of 
whichever party) will no longer be 
able to play the ‘pre-election hiatus’ 
card. Markets will expect swift action 
immediately after the election.

Thus far, and despite solid recoveries 
in other developed nations such as 
the US, France and Germany, the 
British economy is lagging. The most 

recent GDP figures (for the fourth 
quarter of 2009) showed growth of 
just 0.3%. Though the revised number 
was better than the initially-released 
figure (+0.1%), growth of 0.3% is, by 
any standards, anaemic, particularly 
when the weakness of sterling ought 
to be benefiting net trade. Far from 
benefiting from currency depreciation, 
the trade figures for January showed 
that the deficit had widened to £3.8bn. 
Moreover, the net figure emerges from 
a combination of weak imports (which 
have negative implications for levels of 
economic activity) and sluggish exports 
(which suggest that exporters are not 
benefiting from the depreciation of 
sterling).

The clear impression, then, is that the 
UK economy is mired in recession, even 
if a single quarter of only marginal 
growth is sufficient to mark the 
technical end of recession (which is 
defined as two or more quarters of 
consecutive GDP shrinkage). As we 
explained earlier, we suspect that 
reported GDP growth figures may be 
questionable anyway.
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the economy – what is the problem? 

The overall impression, then, is that 
UK’s economy is not performing either 
as well as competitors’ or as well as 
might have been expected as the world 
economy gradually emerges from 
recession. Why?

The bottom line, we believe, is that 
UK competitiveness is being stifled 
by a system of government which is 
at once both excessively costly and 
unnecessarily interventionist. Industry 
is burdened by a level of regulation, 
much of it essentially petty, which runs 
the gamut from unduly prescriptive 
health and safety rules to a pursuit of 
equality which, while commendable in 
principle, imposes too great a burden 
on enterprise. 

This interpretation seems to be borne 
out by the Global Competitiveness 
Report 2009-10, produced by the 
World Economic Forum (WEF). The 
UK has fallen by four places in the 
last two reports, and now ranks 13th 
in the rankings. While 13th sounds 
a reasonable position, this in part 
reflects some natural advantages (such 
as market size, and developed world 
levels of education and health). 

Some of the detailed findings and 
trends are much more worrying. 
Britain ranks 75th on ‘wastefulness 
of government spending’, and 86th 
on ‘burden of government regulation’. 
These are only two categories within 
the 110 covered by the research, so 

do not have a huge impact on overall 
rankings. But as individual measures 
they are telling. They mean that UK 
government spending is more wasteful 
than that of, for example, Tunisia, the 
Gambia, Malawi, Ethiopia or Albania, 
and government regulation is more 
burdensome in Britain than in Bulgaria, 
Nigeria, Pakistan or China.

These factors – government 
wastefulness and bureaucratic 
meddling – adversely impact the ‘offer’ 
which Britain makes to businesses, 
which can be summarised as follows:

‘We encourage you to invest in Britain. 
If you do so, you will be required to 
comply to the letter with vast codes of 
practice governing all aspects of your 
activities. You will be expected to act 
as an unpaid tax collector, collecting 
sales, income and local taxes. Your 
business will be subject to a tax code 
which, having more than doubled in 
length since 1997, now exceeds 10,000 
pages. Even our own tax authorities 
do not fully understand the tax code 
but, where in doubt, we reserve the 
right to interpret it to our advantage. 
In addition to national regulatory and 
fiscal agencies, you should also expect 
interference from local authorities, to 
whom you will pay substantial taxes in 
return for minimal services. Welcome to 
the United Kingdom’

Obviously, this is put rather starkly. 
Obviously too, it highlights problems 

which are by no means unique to 
the UK. However, we believe that 
over-complex and excessively costly 
government has been a by-product 
of an attempt to remodel society, 
certainly since 1997 and arguably since 
1990. This shows up most obviously 
in bureaucracy where, as explained 
earlier, the bulk of the expansion has 
occurred not in the conventional civil 
service but in a plethora of ‘agencies’ 
and quangos. This is a critical issue, not 
just because of its adverse implications 
for business, but also because of the 
role that the expansion in the cost of 
government has played in creating an 
unsustainable fiscal deficit.

Given that the Prime Minister is the 
elected chief executive of the British 
government, one might expect him 
to rank at least somewhere near the 
top of the public sector pay league. 
In fact, this is not the case. Based on 
remuneration of £194,000 – and even 
excluding the government-owned 
banks from the list – Mr Brown ranked 
297th in the 2008-09 league table of 
those employed by the taxpayer. Of the 
296 people above him, only 11 were 
civil servants (of whom the highest 
paid earned £248,000). 

Of the other 285 people paid more 
than Mr Brown, no less than 82 were 
employed (at an aggregate cost of 
£17.5m) by the health care trusts into 
which the NHS has been fragmented 
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by quasi-market reforms. Some £4m 
was paid to seven employees of 
National Rail, £6.1m to 21 members 
of Transport for London, £3.2m to six 
Channel Four executives and £13.9m to 
fifty BBC managers. The £3.3m paid to 
four Royal Mail executives surely needs 
no further comment41.

In total, the 296 people who were paid 
more than Mr Brown in 2008-09 cost 
the taxpayer £81m. While this is not 
a major sum in the context of total 
public spending of £630bn during that 
year, it does highlight the sheer extent 
of the UK bureaucracy. The total cost of 
government administration – including 
all quangos, agencies and local 
authorities – is difficult to isolate, but 
our outline estimates suggest a figure 
of at least £150bn annually. We suspect 
that the overall cost of administering 
the NHS alone exceeds £25bn, with 
MoD administration costing about 
£8bn and HMRC perhaps £16bn. 

As we explain later in this report, the 
excessive cost of government provides 
a valuable pointer towards necessary 
reforms, and leads us to believe that it 
is perfectly possible for government to 
cut spending very markedly without 
damaging the provision of front-line 
services. To be sure, this will not be 
easy. But, in a situation in which the 
deficit exceeds safe limits by more than 
£5,000 per household, there are no 
pain-free and easy solutions. 



strategy insights | issue four54

britain at the crossroads | the case for fundamental change

part three: 
the road out

5. limited options

Thus far in this report, our aim has 
been to examine the origins and nature 
of the fiscal problems facing the United 
Kingdom. Essentially, government has 
allowed itself to be misled by a largely 
illusory boom in economic growth, and 
has driven spending up to – or rather, 
far beyond - levels that, surely naively, 
appeared affordable under those 
circumstances. As a result, and as soon 
as the illusory boom gave way to an all-
too-real bust, the gap between revenue 
and expenditure widened, reaching 
levels which are both unprecedented 
and unsustainable. 

The funding gap has, thus far, 
been met by the one-off (and risky) 
expedient of QE. Britain thus faces the 
very real risk of a ‘debt vortex’ unless 
resolute action is taken to reduce the 
deficit to a more viable level, by which 
we mean the 3% limit mandated by 
the Maastricht Treaty. It is to be hoped 
that our examination of the causes of 
the problem has suggested some of 
the solutions. First, though, we need to 
assess some of the basic options where 
the balance between revenue and 
spending is concerned. These options 
can be summarised as:

1. 	 Business as usual.

2. 	 Narrowing the deficit through tax 
increases alone.

3. 	 Applying a balanced approach in 
which taxes are increased and 
spending is reduced.

4. 	 Tackling the deficit entirely through 
spending reductions.

We think that we have made clear 
our view – which appears to be the 
view of informed observers, such as 
the European Commission, as well - 
that relying on growth to rectify the 
deficit is not going to work, neither 
will any such attempt command the 
confidence of markets once the ‘three 
props’ – QE, the pre-election hiatus 
and the devaluation of sterling – have 
fallen away. 

Specifically, we believe that relying on 
real GDP growth of 3.25% annually is 
neither realistic nor, where markets 
are concerned, convincing. Therefore, 
we have assumed real growth of 
2% annually in each of our case-
studies. (We have also accepted the 
government’s inflation projections, 
though we are far from persuaded that 

inflation will actually be as low as the 
official forecasts assume).  

A business-as-usual scenario - in which 
growth is relied upon to bridge the 
deficit – is effectively the government’s 
default position, and is summarised 
in fig. 14. As yet, there have been 
neither major tax increases nor drastic 
spending cuts. The government has 
spoken of ‘restraint’ in public spending, 
but restraint and cuts are quite 
different things. Essentially, growth is 
relied upon to do most of the work in 
bringing down the deficit to 4% of GDP 
by 2015. 

This objective is less ambitious than 
the European Commission – with 
which our own analysis agrees - 
believes to be necessary. Moreover, 
it is heavily dependent upon growth 
assumptions which look to us 
pretty heroic. We have tested the 
government’s spending plans against 
a core 2% growth assumption and a 
downside 1% case. In the former, the 
deficit is over £100bn in 2015, is an 
uncomfortable 6.1% of GDP. Using a 1% 
growth assumption, the outcome is, 
naturally, even worse.
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Fig 14: Budget projections

£bn 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 vs 09-10

Revenue £534 £508 £541 £582 £621 £660 £699

(as % GDP) 37.2% 36.1% 37.0% 38.0% 38.3% 38.4% 38.3%

Expenditure £630 £674 £704 £713 £730 £748 £772

(as % GDP) 43.9% 47.9% 48.1% 46.5% 45.0% 43.5% 42.3%

Deficit £96 £167 £163 £131 £109 £88 £73

(as % GDP) 6.7% 11.8% 11.1% 8.5% 6.7% 5.1% 4.0%

Treaty debt £796 £1,004 £1,179 £1,318 £1,438 £1,534 £1,618

(as % GDP) 55% 71% 81% 86% 89% 89% 89%

Memo:

GDP £1,435 £1,406 £1,464 £1,533 £1,621 £1,720 £1,824

Growth -1.50% -3.75% 2.00% 3.00% 3.25% 3.25% 3.25%

GDP deflator 2.50% 1.75% 2.25% 1.50% 2.50% 2.75% 2.75%

In 2010 £:

Revenue £547 £508 £529 £561 £584 £604 £622 +22.6%

Expenditure £645 £674 £689 £687 £686 £684 £687 +2.0%

Deficit £99 £167 £159 £126 £102 £81 £65
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Next, let’s consider dealing with the 
deficit entirely through raising taxes 
(a strategy that would no doubt be 
popular with many in the public 
sector). Using this approach, narrowing 
the deficit to our self-imposed but, we 
think, reasonable objective – a deficit 
of 3% by 2015 – involves increasing the 
tax take by 26%, in real terms, over five 
years. To put this in broad-brush terms, 
this increase, were it spread equally 
across all categories of taxation, would 
imply VAT of 22%, basic-rate income 
tax of 25%, and higher-rate tax of 50%, 
accompanied, of course, by big hikes in 
excise duties on items such as alcohol 
and fuel. 

In real (2010) terms, it would burden 
the average household with extra taxes 
of over £5,200 per year, equivalent to 

a reduction of almost 15% in average 
household after-tax income. After the 
deduction of non-discretionary costs 
such as utilities, food, housing and 
fuel, this would decimate the average 
consumer’s discretionary spending 
capability. This would wreak havoc on 
discretionary industries (such as leisure 
and non-food retailing). Since the 
word ‘lethal’ would not be too strong 
a term to apply to the implications 
of this for business, investment and 
trade, a national decision to fix the 
deficit entirely through tax hikes 
could amount to a collective economic 
suicide pact.

A balanced approach might work, 
and seems likely to be applied unless 
the next UK government is serious 
about reducing spending to levels 

that are affordable within the levels 
of government revenue that are likely 
given a realistic growth trajectory. 
Incorporating already-announced tax 
rises, achieving a reduction of the 
deficit to 3% of GDP over five years via 
this route might see the real-terms tax 
take rise by about 20%, combined with 
a real-terms spending reduction of 
4%. If huge swathes of spending (such 
as health and education) were ring-
fenced – which we think would be a 
mistake – then real-terms spending in 
unprotected areas could fall by 8-10%. 
In many ways, this scenario would be 
commendable only in the sense that it 
would spread pain across the board.
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Fig 15: Case study based on tax at 35% of GDP, deficit at 3%

£bn 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 vs 09-10

Revenue £534 £508 £525 £541 £564 £588 £614

(as % GDP) 37.2% 36.1% 35.8% 35.6% 35.4% 35.2% 35.0%

Expenditure £630 £674 £672 £667 £668 £668 £667

(as % GDP) 43.9% 47.8% 45.9% 43.9% 41.9% 40.0% 38.0%

Deficit £96 £166 £147 £126 £104 £80 £53

(as % GDP) 6.7% 11.8% 10.0% 8.3% 6.5% 4.8% 3.0%

Treaty debt £796 £1,004 £1,218 £1,362 £1,482 £1,573 £1,637

(as % GDP) 55% 71% 83% 90% 93% 94% 93%

Memo:

GDP £1,435 £1,409 £1,465 £1,520 £1,593 £1,672 £1,756

Growth -1.25% -3.50% 1.50% 2.00% 2.00% 2.00% 2.00%

GDP deflator 2.50% 1.75% 2.25% 1.50% 2.50% 2.75% 2.75%

In 2010 £:

Revenue £547 £508 £514 £522 £530 £538 £546 +7.6%

Expenditure £645 £674 £657 £643 £628 £611 £594 -11.9%

Deficit £98 £166 £144 £121 £98 £73 £48
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This kind of pain-spreading approach 
would then pose two possibilities. One 
is that government would become 
unpopular with virtually everybody, 
from tax-payers and businesses at 
the one end of the spectrum to public 
sector workers at the other. The 
alternative (and much more politically 
likely) possibility is that government 
would go soft on the deficit target. This 
would deliver the worst of all worlds 
– sluggish economic growth, and a 
continuation of all of the potential 
hazards (such as higher interest rates 
and inflation) that accompany ‘vortex 
risk’.

Is there, then, a viable alternative? 
We believe that there is. The massive 
increase in public expenditures over 
the last decade has been hugely 
wasteful, most notably in terms of the 
costs of administration. For example, 
administration absorbs 20% of the 
budget of the Ministry of Defence, 
whereas international peers get by on 
just 11%. Much the same applies to 
the NHS and, indeed, to most aspects 
of administration. On top of that are 
the huge expenditures incurred by the 
forest of quangos that has proliferated 
over the last two decades.

If we start with the assumption – 
before going on to look at how it 
might be accomplished – that slashing 

administrative costs can deliver 
huge savings, what would be the 
implications for fiscal balances? Our 
‘drastic reform’ case-study, set out 
in fig. 15, assumes that government 
makes two very bold decisions. 

The first is that government should 
live within its means. This means 
reversing the current situation, in 
which government decides what it 
would like to spend and only then sets 
out to find this sum through taxation 
and borrowing. 

The second bold decision is that the 
UK needs to create a more competitive 
economy by reducing the tax take, 
albeit only slightly, to 35% of GDP from 
the current 36%. Therefore, the object 
of the exercise is to tailor spending to 
the twin objectives of (a) fitting within 
a 35% tax take, and (b) reducing the 
deficit to 3% of GDP over five years. 
Naturally enough, this means cutting 
public spending from 48% of GDP in 
2009-10 to 38% by 2014-15. How this 
seemingly-difficult challenge might be 
accomplished is considered in the next 
chapter. 

In nominal, money-of-the-day terms, 
this objective indicates that spending 
in 2014 would, at about £670bn, be 
about the same as the sum spent in 
2009-10. In real, inflation-adjusted 
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terms, of course, spending would 
decline by 12% in this scenario, to 
£594bn at 2010 values, compared with 
the 2009-10 out-turn of £674bn. 

At this point, some will doubtless 
suggest that a spending cut of this 
magnitude would be impossibly 
difficult, and would inflict serious 
damage on the public services. But 
reducing spending to about £590bn 
at 2010 values would still leave 
real expenditures well ahead of the 
2004-05 level (£560bn), let alone the 
out-turn in 2001-02 (£480bn). Public 
services did not seem desperately cash-
starved in the first half the decade. 

Moreover, both of the main parties 
have, in the recent past, accepted the 
need for precisely the kind of cost-
cutting that we advocate here. In 2005, 
David James, for the Conservatives, 
produced a report42 in which he 
identified £35bn of potential savings, 
equivalent to about £49bn at 2010 
values. On behalf of the government, 
Peter Gershon produced a report43  
pointing to similar potential savings.  

If – as we very strongly believe to 
be the case – a real-terms saving 
of £80bn can be accomplished 
over five years largely by cutting 
bureaucracy, the benefits would be 
enormous. Competitiveness would 

benefit from lower taxes and less 
intrusive government. The scope 
for discretionary spending by the 
consumer would increase, leaving him 
or her better off. The deficit would 
decline to 3% by 2015, and would be 
likely to fall further thereafter. And 
spending reductions on this scale 
would give Britain a margin of error for 
coping with any unexpected economic 
setbacks in the future.      

And there is every reason for factoring 
a significant degree of caution into 
forward planning, because current 
assumptions seem to us unduly 
optimistic – and not just where future 
growth rates are concerned. The first 
of these concerns inflation, which we 
are by no means convinced will follow 
the benign course assumed in current 
official projections. Though much 
has been made of deflationary risk, 
the fact remains that inflation (even 
as measured on the far-from-ideal 
CPI basis) remains obstinately above 
expectations. 

Our core thesis – to be outlined in 
detail in Issue Five – is that the global 
financial system is in the grip of a 
series of ‘dangerous exponentials’, 
which include a trend towards sharply 
higher levels of debt and of fiat money, 
combined with demographic pressure 
and looming resource constraints. Put 

simply, this means that an economic 
system which, by its nature, must 
grow, may be on course to collide 
with a global resource set which, 
by definition, cannot grow. This, to 
us, unmistakably spells inflation on 
anything other than a short-term 
view. Additionally, the UK faces local 
inflationary pressures through an 
ominously weak currency, through the 
temptation to push inherently-risky 
QE one stage too far, and through a 
looming energy squeeze.

The latter poses an additional risk for 
the next government. For a start, UK 
production of natural gas is declining 
rapidly, meaning that imports will 
increase successively. Second, energy 
policy has been bungled by successive 
governments. The Conservatives 
presided over a ‘dash for gas’ which, in 
addition to depleting reserves, skewed 
Britain’s power generation industry 
firmly towards gas. 
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Under both administrations, there 
has been a lamentable failure to bite 
the nuclear bullet. Of Britain’s eight 
nuclear reactors, five44 - accounting for 
60% of installed capacity – are due to 
close within the coming eight years, yet 
past government vacillation has meant 
that no new capacity is likely to come 
on stream until 2019.

The combination of local weaknesses 
and global ‘dangerous exponentials’ 
obviously spells inflationary risk, but it 
also spells higher interest rates, even if 
government succeeds in retaining the 
confidence of the international bond 
markets (something which is by no 
means certain unless resolute action is 
taken). This would be a multi-pronged 
threat. In addition to the ‘vortex risk’ 
described earlier, higher interest rates 
would cause an escalation in the cost 
of servicing government debt – which 
already costs more than defence or 
law and order - and would put further 
pressure on consumers both through 
higher mortgage costs and falling 
property prices.

The future, then, is fraught with 
economic risk at a time when the 
pre-election debate is characterised 
by vagueness and unreality. And there 
is one further area in which Britain’s 

functioning as an effective free-
market economy is clearly at risk, even 
if this can be addressed only briefly 
here. This is an increasing tendency 
towards coercion and surveillance. No 
less a person than then Information 
Commissioner Richard Thomas warned 
in 2004 of the danger of ‘sleepwalking 
into a surveillance society’45. One 
does not need to be Walter Wolfgang 
or Maya Evans46 to suspect that 
anti-terror laws are being used for 
purposes far beyond the original 
intentions of Parliament. It is possible, 
indeed, to envisage a 
future in which the 
British population 
is subjected to ever-
increasing taxation and 
charging to sustain 
an administrative 
superstructure which 
is increasingly coercive 
as well as unaffordably 
costly. 

This brings us to a point 
raised much earlier in 
this report, where we addressed the 
apparent mismatch between, on the 
one hand, a society that is by no means 
as ‘broken’ as is widely supposed and, 
on the other, a population which 

is deeply dissatisfied. In our earlier 
discussion of this conundrum, we 
suggested that politicians might 
actually try the innovation of listening 
to the public. Were they to do this, they 
might appreciate that the governing 
elite is increasingly out of touch with 
the governed on a gamut of issues 
ranging from discontent at ‘fat cat’ 
government, to excessive taxation 
and charging, to over-complex and 
petty regulation. It is well known that 
depression and de-motivation can 
seriously undermine the performance 

of the individual, 
but it is perhaps less 
appreciated that this 
is equally true of a 
society or an economy. 
So efficiency, social 
cohesion, economic 
weakness and fiscal 
overstretch seem to 
point towards the 
same conclusion, 
which is that the UK 
is in great need of a 
system of governance 

which is more efficient, less expensive, 
less intimidating, less ideological, and 
more responsive to the broader public. 

‘The future is fraught 

with economic risk 

at a time when the 

pre-election debate 

is characterised 

by vagueness and 

unreality’.
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6. practical alternatives

48  The per-household equivalent of a £167bn deficit is £6,550.
49  5th July 2009

In any financial crisis, a grim gallows 
humour tends to develop in the 
markets47. One of the pithiest – but, as 
it turned out, most inaccurate – such 
quips of the 2008 crisis was that ‘the 
only differences between Iceland and 
Ireland are one letter and six months’. 

To be sure, Ireland had faithfully 
followed the same irresponsible 
economic approach which had 
effectively bankrupted Iceland. But 
Ireland has – albeit painfully – avoided 
the fate of Iceland, for two main 
reasons. Since an independent Irish 
currency would almost certainly have 
disintegrated in much the same way as 
the Icelandic króna, it is clear that the 
first of these reasons has been Ireland’s 
membership of the Eurozone. But the 
second reason for Ireland’s comparative 
resilience is that the Irish government 
reacted with commendable resolution, 
most notably by introducing public 
sector pay restraints which, combined 
with a pensions levy, effectively 
amounted to reductions in public 
sector pay of between 12% and 15%. 

This is not a policy which we 
recommend in Britain’s rather different 
circumstances, but there is one aspect 
of the Irish story which has particular 
significance in this context. It is 
the observation that, beyond some 
noisy demonstrations and a pretty 

modest number of strikes, public 
sector workers in Ireland have largely 
accepted the need for government 
spending restraint. While it is too 
soon yet to judge whether public 
sector employees in Greece will 
respond as phlegmatically as their Irish 
counterparts, there seems to be every 
likelihood that Greece will succeed in 
imposing significant restraint without 
system-stopping unrest. 

There are, essentially, two perceived 
obstacles to the implementation of 
big public spending cuts in the UK, of 
which the first (and biggest) is a fear 
that public sector workers will react by 
bringing government to a standstill. 
We think that this fear is over-rated. 
When the delayed bill for the recession 
arrives – which it indubitably will – 
public sector employees will become 
aware of two things. First, that they 
have hitherto enjoyed not only better 
conditions of employment (and far 
superior pension arrangements) than 
their private sector counterparts but, 
latterly, have received higher average 
earnings as well (so that the traditional 
defence of the pension scheme, 
on the grounds that it is a form of 
compensation for lower earnings, is 
no longer valid). Second, it needs to be 
explained that the British state has, 
for many years, been living beyond 
its means to an extent that now 

equates to more than £6,500 per UK 
household48. 

The second perceived obstacle to 
spending cuts is that front-line services 
will necessarily suffer severe damage. 
But, as our analysis of the nature of 
the over-spend has endeavoured to 
explain, this assumption need not be 
correct. Essentially, the British public 
sector over-spends because it is over-
managed. Far from improving the 
quality of public services, this over-
management has resulted in excessive 
complication, an undue reliance on an 
arbitrary and distorting target culture, 
and a diversion of resources away from 
front-line services.

This suggests that cutting spending 
will be by no means as difficult as is 
generally supposed. Writing in The 
Guardian49, Audit Commission chief 
executive Steve Bundred explained why 
the need for big cuts in public spending 
need by no means lead to a degrading 
of front-line services, pointing out 
that ‘the idea that spending cuts will 
destroy the quality of public services’ 
is a ‘myth’. ‘Even if a budget reduction 
of some £50bn fell entirely on lower 
spending rather than higher taxes, 
that would still leave us with a real 
level of public spending greater than 
in 2003/04, when services were not 
noticeably worse than they are now. 
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50  Adjusted for subsequent inflation, public spending in 1999-2000 (of £343m) equates to £437m in 2010  
	 money, meaning that actual spending (of £676m) equates to a real terms increase of 55%.

Moreover, as most public sector 
workers know, some services remain 
underfunded, but the relationship 
between spending and service quality 
is at best complex and in many 
instances tenuous’. ‘So don’t believe 
the shroud wavers who tell you 
grannies will die and children starve if 
spending is cut. They won’t’, concluded 
Mr Bundred. ‘Cuts are inevitable, and 
perfectly manageable’. 

Mr Bundred is surely right about this. 
Moreover, we believe that the approach 
to be adopted in the UK needs to be 
rather more nuanced than it has been 
in Ireland. For the most part, we do not 
believe that government needs to cut 
the wages of any public sector workers 
earning less than the national average 
wage (about £21,000 per year). In this 
category, a pay freeze is likely to suffice. 
Rather – and in addition to tackling the 
pensions problem - government needs 
to look at imposing graduated cuts, 
restricting Irish-scale reductions to 
those earning more than £30,000 per 
year. Though any future government is 
going to need a pretty thick skin where 
public sector pay restraint is concerned, 
there are ways of handling the need for 
cuts which can help to offset adverse 
reactions.

This said, there is an undoubted need 
to reduce the overall public sector pay 

bill, but this, we think, can be best 
accomplished by a sharp reduction in 
the numbers of administrative staff. 
Entire entities – to name just one 
category amongst many, the regional 
development agencies – could be 
scrapped with no detriment to the 
quality of public services. Spending 
cuts need not mean that public 
services suffer, or – contrary to the 
predictable protestations of some 
public sector unions – that the incomes 
of such low-paid worthies as school 
dinner-ladies or hospital porters need 
suffer either.

Moreover, and since the real level of 
government expenditure increased by 
55%50 between 1999-2000 and 2009-
10, it would be remarkable if current 
outlays did not include huge swathes 
of waste. As we have remarked earlier, 
the template for future success is 
often to be found in the errors of the 
past which, in this instance, means 
reversing much of the improperly-
controlled expansion in the scale and 
cost, not of public services, but of 
government itself.

‘Efficiency, social cohesion, 

economic weakness and 

fiscal overstretch seem to 

point towards the same 

conclusion, which is that 

the UK is in great need of 

a system of governance 

which is more efficient, less 

expensive, less intimidating, 

less ideological, and more 

responsive to the broader 

public’ 
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So what is needed is wholesale reform 
of a public sector which has become 
massively over-managed. Since this 
applies as much in health and in 
education as it does in other areas, 
we see no need (beyond pre-election 
posturing) for ring-fencing any 
spending areas where the requirement 
for reform-driven spending reductions 
is concerned. In several areas – most 
notably health – government needs 
to start reversing a quasi-market 
process which has fragmented public 
services, and 
increased costs, 
while generating 
little if any real 
competition and 
giving the public 
very little real 
freedom of choice. We believe that 
patients, and for that matter parents, 
would prefer good quality public 
services based locally, rather than an 
often spurious (and impossible-to-
exercise) ‘choice’ between different 
hospitals and schools. 

We also believe that government 
needs to become far smarter where 
the use of technology is concerned. 
Government employees need to 
understand that laptops and data-
sticks are not designed to boost 
freedom of information by being left 
on trains or in cabs. The aim with 

information technology should be the 
efficient conduct of administration, 
not an increase in the endeavour to 
control a population which is already 
subject to massively intrusive systems 
of surveillance. Abuse of anti-terror 
powers should itself be rendered a 
criminal offence, and made subject 
to the binding oversight of the 
Information Commissioner. 

As well as dealing with current issues, 
a future government needs to look 

ahead, and to try to 
anticipate future trends 
which could put the 
public finances under 
renewed stress. In 
doing this, two key 
factors need to be 

borne in mind. The first of these is the 
demographic challenge posed by an 
ageing population and a worsening 
ratio between working-age and 
retired people. The second is the trend 
towards ‘dangerous exponentials’, 
mentioned earlier, and which will be 
explained in a forthcoming Strategy 
Insights report. For UK purposes, this 
issue points to a need to move away 
from a growth-and-debt model which, 
in Britain as elsewhere, is based upon 
the assumption that the economy can 
continue to grow indefinitely despite 
the confines of a finite resource set. 
Specifically, this implies awareness of 

potential resource constraint (most 
notably, but by no means only, in terms 
of energy). 

Britain’s public sector pension 
obligations, unless tackled resolutely, 
could turn into a fiscal time-bomb. 
Therefore, a key imperative is to ensure 
that this obligation ceases to grow. 
Specifically, government needs, at 
the minimum, to raise public sector 
pension contributions to the point 
where annual income at least covers 
annual outgoings. Similarly, to avoid 
the build-up of future financing 
problems, we advocate scrapping PFI 
with immediate effect, and reverting 
to the historic policy of directly funding 
capital projects. 

As well as seeking to defuse future 
fiscal time-bombs, it is imperative that 
action is taken to prevent a recurrence 
of the borrowed boom of 2000-07 
and the ensuing crash of 2008-09. The 
first requirement here is to dismantle 
the failed tripartite system. The FSA 
has a vital role to play in ensuring 
probity and consumer protection in 
the financial services industries, but 
regulation of the banking system 
itself needs to be handed back to the 
Bank of England. It is essential that 
monetary targets be recalibrated to 
include asset inflation. 

‘The British public sector 

over-spends because it is 

over-managed’
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51  The quest for national efficiency was the title of a ground-breaking 1971 study by G.R. Searle, which  
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Since property price expansion is by 
far the largest cause of bubbles, the 
government should re-impose limits 
on mortgage lending, where we believe 
that a maximum multiple of 5.5 times 
proved net income, and a maximum 
LTV of 85%, are essential.  

While bank regulation needs to 
be tightened, essentially petty 
intervention in other areas needs to 
be reduced. Government needs to 
adopt a ‘self-denying ordinance’ and, in 
addition to creating mandatory limits 
to deficits, start to reverse the historic 
process of ever-greater interference in 
the conduct of business.

Welfare reform needs to focus 
primarily on eliminating the poverty 
trap. Essentially, this trap refers to 
marginal changes of income which 
impose a severe deterrent on those 
seeking to move from benefits to 
work. One step in the right direction 
would be to seek to raise the income 
tax threshold to the equivalent of 
the minimum wage (some £10,000, 
based on current rates). This could 
be paid for by dismantling the over-
complicated and capricious tax credit 
system. At the same time, the National 
Insurance fiction should be abolished 
by combining NI into income tax.

Alone, these measures might 
not be sufficient to eliminate 
the poverty trap (though they 

would go a long way towards it). 
Consequently, if the excessively-
narrow difference in quantity cannot 
be widened sufficiently, it could be 
counterbalanced 
by a distinction 
of quality. In 
other words, 
part (perhaps as 
much as 80%) of 
benefits could be 
paid not in cash 
but in kind. As a 
result, a person 
who moved from benefits to work 
would enjoy not only a larger income 
in the absolute but the significant 
additional incentive of a greater 
freedom in how this could be spent.

We have remarked earlier that the 
tax system has long incentivised debt 
over equity capital by allowing interest 
expense, but not dividends, to be 
offset against tax. It has been argued, 
disingenuously, by defenders of the 
current system, that removing interest 
relief would damage big UK corporates. 
The solution would be simple – a cap 
limiting the interest deduction to no 
more than 20% of pre-tax profits.

Other desirable reforms will have 
been obvious from our analysis of 
the history and nature of the British 
malaise. The ID card scheme – which, 
as well as being ludicrously expensive, 
threatens to take the UK even further 

down the surveillance and intrusion 
route – should be scrapped, as, indeed, 
should an NHS IT programme which 
is on course to cost Britain more than 

£20bn. There is a crying need for 
thoroughgoing reform of local 
government.

The essence of our analysis is 
that the UK needs to modernise, 
and to commence a new ‘quest 
for national efficiency’51. Other 
progressive measures could follow 
from this, including electoral 

reform (moving away from the 
unrepresentative first-past-the-post 
system), an overhaul of the welfare/
taxation interface (where a system 
of ‘negative income tax’ would be a 
bold step forward), and the creation 
of an elected (rather than, as now, 
and ludicrously, a nominated) second 
chamber. But the most important 
need by far is for economic and 
administrative reforms designed both 
to reverse the economic and fiscal crisis 
and to prevent such crises recurring in 
the future.       

Dr Tim Morgan
Global Head of Research 
April 2010

“The UK needs to 

modernise, and to 

commence a new 

‘quest for national 

efficiency’”



In the interests of consistency, and 
except where otherwise noted, 
financial and economic data used 
in this report for the purposes of 
international comparison is sourced 
from the CIA World Factbook. 

To assist readers with comparisons, a 
summary of key data for 2009 is shown 
in fig. 16. In addition to GDP (which is 

stated at purchasing power parity), the 
table shows budgetary information 
summarising revenues, public 
expenditure, the surplus or deficit and 
reported government debt at year-end. 
The table also shows exports, imports 
and the trade balance. Key items – 
the fiscal deficit, public debt and the 
trade balance – are also shown as 
percentages of GDP.

In some instances, and reflecting a 
commonality of method, this data 
differs from nationally-published 
numbers. All data is for the 2009 
calendar year, whereas some countries 
(including the United Kingdom and 
the United States) report on the basis 
of their own fiscal years. With the 
exception of percentages, all data is 
shown in billions of US dollars. 

financial and economic data

appendix 1 

Fig. 16: Summary economic data, 2009*

Budget Trade As % GDP

$bn GDP** Revenue Spending +/- Debt Exports Imports +/- Deficit Debt Trade

Canada $1,287 $515 $547 -$33 $931 $299 $305 -$7 -2.5% 72% -0.5%

China $8,767 $972 $1,137 -$165 $1,596 $1,194 $922 $273 -1.9% 18% 3.1%

France $2,113 $1,229 $1,445 -$216 $1,684 $457 $532 -$75 -10.2% 80% -3.6%

Germany $2,812 $1,398 $1,540 -$142 $2,171 $1,187 $1,022 $165 -5.0% 77% 5.9%

Greece $339 $109 $145 -$37 $367 $19 $61 -$43 -10.8% 108% -12.6%

Iceland $12 $4 $5 -$2 $12 $4 $3 $1 -13.2% 101% 11.4%

India $3,548 $123 $223 -$100 $2,132 $155 $232 -$77 -2.8% 60% -2.2%

Ireland $177 $75 $105 -$30 $113 $107 $65 $42 -16.8% 64% 23.9%

Italy $1,756 $960 $1,068 -$108 $2,023 $369 $359 $10 -6.1% 115% 0.6%

Japan $4,141 $1,614 $1,997 -$383 $7,955 $516 $491 $26 -9.2% 192% 0.6%

Portugal $232 $92 $107 -$15 $175 $41 $59 -$17 -6.4% 75% -7.5%

Russia $2,103 $205 $307 -$101 $145 $296 $197 $99 -4.8% 7% 4.7%

Spain $1,367 $489 $640 -$151 $813 $216 $293 -$78 -11.1% 60% -5.7%

UK $2,165 $820 $1,132 -$312 $1,483 $351 $474 -$122 -14.4% 69% -5.6%

US $14,260 $1,914 $3,615 -$1,701 $5,661 $995 $1,445 -$450 -11.9% 40% -3.2%

Memo:

UK in £bn £1,406 £532 £735 -£203 £963 £228 £308 -£79 -14.4% 69% -5.6%
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* PPP ** Based on CIA World Factbook exchange rate of $1.54=$1
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