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in search of national efficiency 
reshaping Britain, part one  

� In the first of a planned series of reports about reshaping the UK for the 

twenty-first century, we look at the need for tough economic, defence and 

foreign policy choices.  

  

In his Guildhall speech last Monday, David Cameron confronted, head-on, the argument that Britain 

is in decline. Naturally enough, the Prime Minister dismissed this gloomy interpretation, pointing to 

British advantages (in terms of language, culture and a defence budget which remains the world’s 

fourth-largest), and promising a focused, hard-headed foreign policy in the future. Ultimately, he 

argued, sorting out the inherited fiscal mess is imperative if the UK is to maintain and enhance its 

global standing. 

Of course, tackling the budget deficit is indeed imperative, and being positive about Britain’s status in 

the world is part of the premier’s job description, so one could hardly have expected Mr Cameron to 

have adopted any other line. The view taken here is not that Britain is in decline, but that, whilst the 

UK most certainly (and surely undeniably) has declined, the country does not need to continue to 

decline in the future. Two decades of bungled government would, after all, have inflicted heavy 

economic, political and social damage on any country.  

Countries’ fortunes are not subject to inexorable and irreversible tides, however much it can appear 

so from a superficial study of the broad sweep of history. In the 1980s, it seemed that nothing could 

halt the inexorable rise of Japan as an economic power. In the 1990s, the mantle of unstoppable 

progress passed to the ‘Tiger’ economies of South East Asia, and now, of course China is being 

regarded in much the same way as Japan and the ASEAN countries were before her. Continued 

progress is never an inevitability - and neither is irreversible decline.  

In the first in an occasional series on the imperative need to reshape the United Kingdom for the 

twenty-first century, this report takes a look not just at the pros and cons of the ‘national decline’ 

argument but, more positively, at some of the things that might be done to strengthen Britain’s 

economic standing and political role in the world. 

We conclude that the UK needs to make key choices – choices over encouraging equity-based 

enterprise, reforming banking, aligning her armed forces towards power projection rather than 

intervention, and resolving whether the UK is, or is not, a committed member of the European Union. 

The coalition administration has shown, over the budget deficit, a commendable ability to take hard 

choices. Fiscal rebalancing is indeed, as Mr Cameron has said, an essential prerequisite for 

progress, but other decisions need to be taken with equal resolution. This report looks at just some of 

the areas in which choices are imperative.  
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The indictment 

Critics making a case for British decline can marshal a phalanx of arguments in support of their 

views. Britain’s economy, they maintain, is extraordinarily weak, and the UK has the worst fiscal 

deficit amongst the G20 group of leading economies. The City of London, long a powerhouse of the 

UK economy, is in decline, both because financial services worldwide are in retreat after the 2008-09 

banking crisis and because the UK’s relative competitiveness in the industry is wilting under the 

combined onslaught of public hostility and higher taxes.  

North Sea oil and gas production, until recently both a competitive advantage and a comfort-blanket, 

has declined below self-sufficiency, exposing a seemingly-irremediable structural trade deficit. 

Swathes of vital industries are foreign-owned – Britain’s nuclear industry is French, most of her 

airports are Spanish, the majority of British utilities are under foreign ownership, and even the UK’s 

‘independent’ nuclear deterrent is actually built around Trident missiles leased from the US.  

Once derided as a “nation of shopkeepers”, Britain has become instead a nation of bureaucrats, with 

government spending almost half of the country’s GDP yet failing to deliver adequate public services. 

National debt, though a seemingly-modest proportion of GDP, is growing rapidly, and in any case 

hides huge public sector obligations. The UK has one of the world’s most frightening levels of 

external debt, much of it racked up to inflate the housing market and to purchase Asian 

manufactured goods, many of which, sooner rather than later, end up in landfill anyway.   

Reflecting this, critics allege, Britain counts for less in the world that at any time since the Industrial 

Revolution. The UK was powerless to do anything about the murder, in London, of Alexander 

Litvinenko, has blindly followed the US into two futile wars, places excessive and one-sided reliance 

on the ‘special relationship’, regularly ignores human rights issues as a supplicant for trade deals, 

and two successive premiers have not even rated one-on-one meetings with President Obama. At 

home, Britain’s political elite is widely viewed with contempt. 

Defence, critics continue, is in a shambles. Retreat from Afghanistan is likely to follow an ignominious 

withdrawal from Basra as Britain belatedly learns the price of giving unquestioning support to 

American neocon adventurism. The UK, which invented naval aviation, now intends to strip its Navy 

of air power until the arrival of two new aircraft carriers which cannot be afforded anyway, yet the 

Ministry of Defence (MoD) employs nearly as many civil servants as soldiers. 

The UK is accused of being schizophrenic over Europe, being neither in the European Union nor out 

of it, and has handed the initiative in European development to France and Germany whilst 

neglecting Commonwealth ties. Domestically, individual liberties have been seriously undermined by 

more than a decade of moral absolutism, political correctness and quasi-socialist dogma.        

Responses – two stark options 

Faced with an indictment as comprehensive as the one summarised here, the British government 

and public have two stark options. One course of action is simply to deny critics’ accusations, some 

of which are indeed exaggerated. The other, which is surely to be preferred, involves facing up to the 

UK’s weaknesses, and doing something about them. Of these, the first option, which can be 

described as “managed decline”, is a policy of least resistance which will do nothing other than 

guarantee more of the same. The national preference should surely be with reform. And that, in turn, 
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needs to begin with enhancing economic competitiveness. This is a challenge which requires a 

complete re-think of fundamental assumptions.   

Until the mid-1970s, the UK, like most other developed world countries, operated her economy on an 

assumption of Keynesian demand management. Since then, and again in common with many other 

economies, Britain has embraced an unfettered free market ideology sometimes described as the 

“Anglo-American model” or the “Washington consensus”. This has now proved a spectacular failure. 

We should be in no doubt at all that a market economy can be a more effective generator of wealth 

and well-being than any form of state control. But we should, equally, be in no doubt that there are 

perils in excess. It is no coincidence whatsoever that the countries which embraced the Anglo-

American model with the greatest enthusiasm – including Britain, the United States, Ireland and 

Iceland – are also those which now have the most profound economic problems. Whilst Gordon 

Brown was treating Britain’s EU partners to homilies on “light touch” regulation, an excessively 

deregulated financial system was racking up huge public, corporate and private debts, and Labour 

was spending up to and beyond the capabilities of what was, in reality, a financial bubble, not a 

genuine economic boom. 

The weakness at the very heart of the Anglo-American economic chimera was the supposition that 

‘debt doesn’t matter’. The size of a person’s mortgage ‘doesn’t matter’ so long as the value of the 

property rises, interest rates remain low and the borrower’s income remains unimpaired. Corporate 

debt ‘doesn’t matter’ so long as cash flow exceeds debt service costs and returns on assets remain 

higher than the cost of capital. National debt ‘doesn’t matter’ so long as economic output remains 

robust and the economy is not side-swiped by adverse economic events. 

Britain, like many other countries, has long operated under the fiscal imbecility of favouring debt 

capital over equity. Labour compounded this weakness by excessive deregulation, by stripping the 

Bank of England of its unitary regulatory power, and by leaving asset price inflation out of the 

monetary policy equation altogether.  

The inevitable result was that all of the ‘so long as’ provisos didn’t hold good. House prices did fall, 

corporate cash flows and returns did drop, and the economy was side-swiped by a global downturn 

which exposed prior growth for the borrowed bubble that it had been all along. 

Solution #1 – favour equity and enterprise  

By restoring regulatory authority to the Bank, the coalition has made a first and vital step towards 

restoring balance to the system, and the Financial Services Authority (FSA) has produced admirable 

proposals for injecting greater resilience into the mortgage industry. But Britain needs to move a lot 

further towards an equity- rather than a debt-based economy. Here are three proposals for how this 

might be furthered. 

First, the government should level the playing field between equity and debt by addressing the long-

standing anomaly that, whilst interest is tax-deductible, dividends are not. The notorious 1997 

pensions “raid” needs to be reversed by restoring the favoured tax status of pension funds’ dividend 

incomes, but beyond this it would not be fiscally feasible to make all dividends tax-free. Therefore, 

the logical solution is to at least cap the tax deductibility of corporate interest expense. We 

believe that this relief should be capped at 20% of pre-tax earnings, a level sufficiently high to protect 
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corporations which operate reasonable debt-equity ratios. Defenders of the current system will 

doubtless claim that tax relief on interest attracts business and investment, but the reality is that it 

simply attracts debt.   

Such a move would yield a big windfall for the Treasury, and we would propose using this to exempt 

all small and many medium-sized businesses from corporation tax altogether. This would not 

be vastly expensive, because it would not exempt the owners of these businesses from taxation – 

any dividends and disposal gains would, of course, remain fully taxable. But a tax threshold higher 

than in many other countries would attract small and start-up businesses, which are the principal 

creators of private sector jobs. 

Third, we would introduce banking separation along the lines which prevailed in America until the 

disastrous repeal of the Glass-Steagall Act in 1999. Retail banks providing a service to the public 

would continue to enjoy a taxpayer guarantee, but Treasury protection would be withdrawn from 

speculative activities. As a response to the public’s understandable anger over banking excesses, 

this would be far better than punitive taxes. If investment banks wish to take risks, thereby generating 

high profits and paying generous bonuses, they would remain at liberty to do so, but they would no 

longer enjoy taxpayer downside protection in the event of excessive risks turning sour.               

Solution #2 – making defence choices  

In its recent Strategic Defence and Security Review (SDSR), the government gave a very necessary 

increase in emphasis to cyberspace defence and intelligence, and also announced a long-overdue 

cutback in civilian employment at the MoD. Beyond this, however, the SDSR looks like unfinished 

business, in two key respects. 

First, the SDSR avoided hard choices, instead continuing the lamentable post-1945 tradition of 

spreading cuts along fairly equal tri-service lines. The Army loses some 7,000 soldiers, the RAF 

loses the Harrier force and Nimrod whilst keeping its Tornados, and the Royal Navy gets its new 

carriers but pays for them by losing HMS Ark Royal, fixed-wing aviation and four excellent frigates 

immediately, and either Ocean or (more probably) Illustrious in the near future. To defence planners, 

this probably seems ‘fair’. To any outside observer, it looks surreal, resulting in aircraft carriers 

shared with France, and/or without aircraft, and an Army still just about large enough to be sent in to 

Iraq-type interventions but far too small to conduct them effectively. 

Second, no decision was taken on whether Britain should emphasise power projection or intervention 

within the proviso that the UK most certainly cannot afford to do both. We believe that George 

Robertson got it right in his 1999 Strategic Defence Review (SDR), when he gave clear emphasis to 

power projection. Unfortunately, his wise choices were then disregarded when the Labour 

government committed to participating in the invasions of Afghanistan and Iraq. Following the latest 

cuts, the maximum number of soldiers that Britain can deploy in theatre for any period of greater than 

three months is probably about 6,500, which is nowhere near world scale (in Iraq, about 300,000 

coalition troops took on an Iraqi army that probably numbered about 375,000). 

A much better course of action would be to divide British forces into a Home Command (led either 

by the Army or by the RAF) and a Power Projection Command (led by the Navy). The former would 

be charged with the defence of the UK, whilst the latter would combine commandos, special forces, 
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carrier aviation and Fleet submarines (SSNs) into tailored packages for short-duration power 

projection operations overseas. Since it can never be assumed that countries adjacent to a conflict 

zone will offer basing facilities, all logistics, including organic air cover and helicopter lift, need to be 

autonomous and self-sufficient.  

This is pretty much the stance already adopted by France, and a similar strategy for the UK could 

contribute to a potentially-valuable enhancement of Anglo-French military co-operation. Britain could 

also consider purchasing more French rather than American equipment, and explore the potential for 

shared procurement and development whilst maintaining ultimate defence autonomy1.             

Solution #3 – making a European choice  

Critics of UK foreign policy make the surely valid point that Britain simply cannot decide whether she 

is in the European Union or out of it. Instead, the UK has pursued a policy not just of vacillation but 

also of promoting a widening (instead of a deepening) of the EU. This indecision has been 

detrimental, not just to Britain but also to Europe. 

Therefore, government should ask the British public a once-and-for-all question – is Britain going to 

be a committed member of the EU, or would the electorate prefer to leave the Union altogether? 

Here, it would be a mistake to attempt to predict the resulting decision, but any outcome would be 

preferable to further vacillation. A decision to leave Europe would presumably result in a more 

Atlanticist stance involving even closer relations with - or, to put it less tactfully, even greater 

dependence on – the United States, though closer relations with Commonwealth countries could also 

be pursued to mutual advantage.  

If, on the other hand, the decision was taken fully to commit to Europe, very significant advantages 

could accrue to the UK, including the adoption of the far greater administrative decentralisation which 

is the norm in countries such as Germany and Spain. 

The common strand – time for choices 

In this necessarily brief look at how Britain can pursue an enhancement of national efficiency, one 

common strand can be identified, whether it concerns the economy, defence or foreign and 

European policy. This common strand is a need for taking decisive action, rather than dithering 

and vacillating, on each issue of national importance.  

The coalition administration has shown, over the issue of the deficit, that it is prepared to make hard 

choices. If Britain is to stem and then reverse the declines of the last two decades, more of this 

decisiveness is surely imperative.  

 

   

 

 

Dr Tim Morgan 

GLOBAL HEAD OF RESEARCH 

                                                 
1
 We plan to look in more detail at defence in a forthcoming Note 
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