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no way out? 
why the British economy is in very deep trouble  

� The debate over deficits and growth ignores the pivotal role played by private 

borrowing in driving economic output during the ‘Brown bubble’.  

� Over the past decade, the British economy has been critically dependent on 

private borrowing and public spending. Now that these drivers have disappeared - private 

borrowing has evaporated, and the era of massive public spending expansion is over - 

the outlook for growth is exceptionally bleak.     

� Sectors which depend upon either private borrowing or public spending now 

account for at least 58% of economic output. These sectors are now set to contract rather 

than expand, which renders aggregate economic growth implausible. And, without 

growth, there may be no way of avoiding a debt disaster.  

After a decade of private and public excess, Britain has a debt-ravaged economy for which deficit 

reduction is vital. The government’s deficit-reduction plan is critically dependant upon growth 

returning to pre-crisis levels, and a return to growth is essential anyway if the burden of wider (private 

as well as public) debt is not to prove too heavy for Britain to carry.  

Government and opposition alike base their thinking on the assumption that, by one means or 

another, growth can be restored. 

We see no reason whatever to assume this. To focus on the deficit is to ignore the fact that the 

British economy had become debt dependant long before the financial crisis.  

Together, private and public borrowing has averaged 11.2% of GDP since 2003. Over the past 

decade, borrowing has driven up output in financial services (+123%), construction (+27%) and real 

estate (+26%), whilst lavish public spending has propelled expansion in health (+35%), education 

(+27%) and public administration and defence (+22%).  

Real output in all other industries is now 5% lower than it was ten years ago. 

Between them, real estate, finance, health, education, construction and public administration are six 

of Britain’s eight largest industries, and account for more than 58% of output. Yet the future 

prospects for at least five of these six sectors are grim, because:  

� Public sector spending cuts are modest, but growth is now a thing of the past.  

� Net mortgage borrowing, critical to the real estate and construction sectors, has crashed, 

from £113bn in 2007-08 to a derisory £3bn last year. 

� The aggregate of private (mortgage and credit) borrowing has now turned negative.  

That sectors which account for 58% of output are hamstrung in this way leads us to believe that the 

fiscal and economic outlook is drastically worse than is generally assumed.       
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The ex-growth lock-down – the commanding heights of the UK economy* 

 Sector £bn  %** Key factors 

1 Real estate £299 23.8% Mortgage issuance has collapsed 

4 Finance £126 10.0% Significantly linked to borrowing  

5 Health £94 7.5% Public sector – spending flat 

6 Education £77 6.1% Public sector – spending down 

7 Construction £73 5.8% Mortgage issuance has collapsed 

8 Public admin. & defence £65 5.2% Public sector – spending down 

 Total £733 58.4%  

*Source: Tullett Prebon UK Economic & Fiscal Database ** Shares of the economy by GVA, 2009.  

 

The comfort-blanket of false assumptions 

The coalition government and its opponents differ on many issues, but they seem to agree over the 

general outlines of Britain’s parlous economic and fiscal condition. Conventional logic states that 

government deficits only really took off in 2008-09, when there was a very sharp downturn in 

economic output. The coalition and Labour disagree on why the downturn happened – was it 

domestic mismanagement, or was Britain battered by global events over which it had no control? – 

and they further disagree on the optimal pace and scale of deficit reduction.  But the general 

consensus is that, whilst deficits at recent levels are unsustainable, the return of growth will in due 

course resolve Britain’s problems. 

The first chart seems, at first sight, to bear out some of these views. During the period 1999-2000 to 

2007-08, when trend growth was 2.8%, deficits averaged just 1.8% and only once exceeded 3%. Not 

until the economy deteriorated sharply during 2008 did the deficit escalate. It looks like a classically 

Keynesian picture.   

 

1: Keynesian? Deficits and growth, 1996-97 to 2009-10* 

 
*Source: Tullett Prebon UK Economic & Fiscal Database 

 

2: The bigger picture – government and private net borrowing since 1996* 
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*Sources: Tullett Prebon UK Economic & Fiscal Database, Bank of England, ONS 

 

But this widely-accepted interpretation is fundamentally flawed, because it leaves a critical 

component out of the equation. That component is private borrowing, shown in fig. 2 as secured 

(mortgage) and unsecured (credit) borrowing by the public.  

When this private component is factored in, a wholly new picture emerges. Though government 

borrowing didn’t escalate until 2008, aggregate (private and government) borrowing was high 

throughout the period beginning in 2002-03. During the pre-crash years (2002-08), private borrowers 

added to their debts at an annual average rate of 9% of GDP. The previously-abundant supply of 

private lending was then cut off abruptly when the financial crisis hit, with net private borrowing falling 

from £114bn (8% of GDP) in 2007-08 to just £16bn (1%) in 2008-09.  

What really happened in 2008, then, was less a matter of intervention per se but of government 

stepping in to sustain the aggregate level of borrowing once mortgage and credit expansion 

collapsed. The expedient of replacing private with public borrowing was always time-limited and has 

now reached end-point, but there has been no recovery at all in private borrowing.  

Taking government and private components together, it becomes apparent that borrowing has 

become a way of life over the last decade. During 1996-2002, aggregate public and private 

borrowing averaged 4.9% of GDP. Between 2003 and 2010, however, aggregate borrowing 

averaged 11.2% of GDP and, with the single exception of the 2008-09 crisis year (7.8%), annual 

borrowing never fell below 10.4%.  

This dependency on borrowing would be even more pronounced were it possible to identify the 

purely domestic component of escalating corporate indebtedness in the era of leverage and private 

equity. The tax system favoured debt capital over equity because interest expense was (and 

remains) tax-deductible whereas dividend payments are not.  

 

Even without the corporate component, however, a key feature of the British economy since 2002 

has been the emergence of long-term dependency on borrowing at least 10% of GDP, year after 

year.    
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Moreover, the overwhelming majority of this borrowing came from overseas, because the domestic 

savings ratio collapsed under the double onslaught of the pensions tax grab and interest rates which 

remained far too low to provide any incentive to save rather than to borrow. During the boom years, 

British banks customarily funded their domestic lending from international wholesale markets, a 

process which not only contributed to a massive escalation in gross external debt (from £1.9 trillion at 

the end of 1999 to £6.4 trillion by end-2008) but put the banking system into an immediate crisis 

when, in 2007, the supply of wholesale debt dried up virtually overnight. 

A borrowed boom – the economic impact of debt addiction 

What we have seen, then, is that the UK has become debt-dependent over the last decade, with 

government and individuals collectively borrowing at least 10% of GDP year after year, the 

overwhelming bulk of which has been sourced from overseas. Government debt escalation may have 

been a recent phenomenon, and one that the coalition is determined to eliminate, but national debt 

addiction has a longer history, and a much more worrying one.  

The critical economic role played by debt is reflected in divergences between the performances of 

different business sectors. By the 2007 high-point of the ‘Brown bubble’, the real-terms economic 

contribution of the financial services industry had increased by 123% in just seven years, whilst 

manufacturing output had declined by 26% (fig. 3). Two other borrowing-related sectors, construction 

and real estate, increased their output by 27% and 26% respectively. Tellingly, of the six fastest-

growing sectors, the other three were all in the public sector – health (+35%), education (+27%), and 

public administration and defence (+22%).  

 

3: A skewed boom – real output by industry, 2007 vs 2000* 

 
*Source: Tullett Prebon UK Economic & Fiscal Database 

 

4: Disparate growth, 2000-09* 
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*Source: Tullett Prebon UK Economic & Fiscal Database. ‘Public sector’ = Education + Health + Public Administration & Defence  

 

In practical terms, it is not possible to draw a hard and fast distinction between ‘bubble’ and ‘non-

bubble’ industries. But, in an endeavour to draw some very general ‘bubble’ and ‘non-bubble’ 

distinctions, fig. 4 strips out construction, real estate and finance (‘CREF’), and the principal public 

spending sectors, from all other industries, and indexes the real value of output between 2000 and 

2009. Over that period, CREF output increased by 42%, and the public component by 28%, 

compared to a 5% decline for other industries within overall economic expansion of 15%. As will be 

explained in a forthcoming report1, we estimate that compound growth of 2.8% between 2000 and 

2008 would have been less than 1.4% in the absence of ‘Brown bubble’ borrowing.  

More importantly when looking ahead, six of the eight largest sectors of the UK economy are 

dependant either on private borrowing or on public spending. Three of these (accounting for 

18.8% of the economy) are in the public sector, and have been powered by an era of spending 

growth which is well and truly over. Real estate and construction (29.6%) are leveraged to net 

mortgage lending, which collapsed from £113bn in 2007-08 to just £3bn last year. Financial services, 

though not dependant on private borrowing, are nevertheless linked to private financial activity. 

Collectively, this means that 58% of the economy is accounted for by sectors which are, at best, 

ex-growth.  

With real disposable incomes declining, retailing – another 11% of output – will struggle even to 

stand still, lifting the ‘ex-growth’ proportion of the economy to 70%.   

The mathematical implausibility of growth poses major problems given that the government’s fiscal 

rebalancing plan is entirely dependant upon growth reaching at least 2.8% in less than two years 

from now.  

If this doesn’t happen – and we are convinced that it can’t - the deficit reduction plan will come 

apart at the seams.  

 

5: Borrowing and growth #1 – opposite directions* 

                                                 
1
 Thinking the Unthinkable; The Conclusions of the Armageddon Project  (provisional title) 
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*Sources: Tullett Prebon UK Economic & Fiscal Database, Bank of England, ONS 

 

The undermining nexus - high borrowing, low growth 

In fig. 5, we revisit annual increments to government and private debt by superimposing real GDP 

growth rates onto the chart. The disturbing feature of this chart is that, just as incremental borrowing 

escalated (from 4.9% of GDP during 1996-2002 to 11.2% between 2003 and 2010), growth rates 

dropped rather than improving. 

The implication, which is that borrowing-addicted Britain gained ever less growth from each 

successive increase in debt, is amply borne out by fig. 6, which shows a huge divergence between 

real rates of growth in aggregate debt and in GDP.  

After 2000-01, and just as borrowing began to escalate, growth stagnated, showing no gains 

whatsoever over the preceding (1996-2001) period. Indeed, trend growth was a lot lower during 

2002-08 (2.6%) than it had been in the earlier period (3.5%).   

If Britain’s economy has indeed become dependent upon annual debt increments exceeding 10% of 

GDP, why was there not at least some improvement in growth rates? The conundrum is one that 

asset managers term returns on capital employed – Great Britain plc has increased its capital (debt) 

base very markedly without generating any improvement at all in income growth. Why?   

The nature of addictive borrowing 

To understand the conundrum posed by a growing capital (debt) base and diminishing growth, we 

need to distinguish between two types of debt. These are termed ‘self-liquidating’ and ‘non-self-

liquidating’ debt.  

If the owner of a successful restaurant borrows to invest in additional seating space, the debt is self-

liquidating because it will be serviced and paid off from the higher income that the expanded 

restaurant will generate. But borrowing to pay for a new car or a foreign holiday is non-self-

liquidating, because it is a form of consumption which does not leverage the borrower’s income. 

Though the parallels are necessarily less than exact, the sharp fall in Britain’s return on capital 

reflects the fact that the overwhelming bulk of new borrowings have been non-self-liquidating. 

6: Borrowing and growth #2 – a dangerous divergence* 
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*Sources: Tullett Prebon UK Economic & Fiscal Database, Bank of England, ONS 

 

Government has been guilty of over-consumption, and very little has been invested in self-liquidating 

projects such the improvement of the country’s road, rail, power or telecommunications 

infrastructure. But the biggest problems have not been caused by government, but by individual 

borrowers.  

The biggest single debt increment during the period between 2002 and 2009 was mortgage 

borrowing, which increased by £590bn between those years. Many borrowers saw this as 

investment, a view which was profoundly mistaken even though many policymakers and even 

bankers managed to delude themselves otherwise. As average property prices soared from 

£121,000 in 2002 to £197,000 in 2007 (a real terms increase of almost 70%), escalating mortgage 

debt looked like an investment, and a good one at that. But to believe this was to overlook two critical 

points. 

The first point that was generally misunderstood was that property prices, whilst realisable on an 

individual basis, are not realisable in the aggregate. Therefore, and as borrowers and lenders alike 

were to discover, property prices, far from being an absolute, are an example of ‘notional value’. 

The second reason why the escalation in mortgages was not an investment was that a steadily 

diminishing proportion of new issuance was actually going into the purchase of homes – by 2007, 

only 35% was being used for this purpose, with the balance going into buy-to-let (BTL) (26%) and 

equity release (39%)2. Whilst BTL might have looked like an investment, the reality was that it was a 

low- or negative-return punt on property prices continuing to rise ad infinitum. Equity release, 

meanwhile, amounted to the direct leveraging of balance sheets into consumption.       

That the property market could not go on rising indefinitely was demonstrated in dramatic fashion 

when average prices fell by 19% between 2007 (£197,000) and 2008 (£160,000). Despite this 

correction, property prices still look very exposed in terms of earnings multiples, which remain far 

above historic norms (fig. 7). 

 

7: Dysfunctional – property prices, 1996-2010* 

                                                 
2
 Source: FSA 
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*Sources: Tullett Prebon UK Economic & Fiscal Database, Lloyds Banking Group 

** Halifax annual average property prices and earnings, converted to constant 2010 values 

 

With real disposable incomes now falling, interest rates poised to rise and the spreads on mortgage 

lending far higher now than they were before the crisis, a bet on a property price recovery would 

require courage bordering on foolhardiness. 

The harsh reality is that the overwhelming bulk of private borrowing during the Brown era was 

channelled into immediate consumption. ‘Spending like there was no tomorrow’ showed how the 

public had bought into the ‘easy money’ mentality of the ‘Brown bubble’, but individuals can hardly be 

criticised for this, since government itself had done precisely the same thing, increasing public 

spending by more than 50%, in real terms, between 1999-2000 and 2009-10 (fig. 8).  

 

8: Public spending, 1999-2000 to 2015-16* 

 
*Source: Tullett Prebon UK Economic & Fiscal Database 

 

 

The problems facing the UK today are the direct result of reckless consumption by individuals and 

government alike, the former funded by equally reckless lenders. Now, and although the public are 



page  

strategy notes | issue 23 

  9

not yet aware of it, the bill for this era of unheeding greed has turned up.  To put it colloquially, 

many of the imported gadgets might already be in landfill, but the debt incurred to buy them remains.   

What happens next? 

This is a brief survey, and a fuller analysis of Britain’s economic and fiscal trap must await our longer 

report. The focus here is on debt, and future borrowing – or rather, the lack of it – is one of the critical 

issues when assessing the economic and fiscal outlook. 

Annual borrowing averaged 11.6% of GDP between 2002-03 and 2007-08, comprising mortgage 

borrowing of 7.9%, credit of 1.0%, and government deficits of 2.7%. To see what might happen to the 

economy going forward, we need look at where each of these borrowing levels may go in the future.  

The government has already set out the trajectory of its own future borrowing, determining that the 

deficit will decline from 11.1% of GDP in 2009-10 to just 1.6% by 2015-16. Achieving this, of course, 

is critically dependant on the assumption that tax revenues will be driven sharply upwards (by 22% in 

real terms) by strong economic growth. 

Private borrowing, which accounted for 77% of the private and public aggregate during the boom 

years, has already collapsed (fig. 9). In 2007-08, net mortgage and credit borrowing totalled £114bn, 

but this crashed to £16bn in the following year before actually turning negative in 2010-11. 

The likelihood of mortgage borrowing increasing materially must be rated at close to zero, at least 

until property prices fall to a level at which affordability (which we regard as a price/earnings multiple 

of around 3.5x) is restored. This would require prices to fall by a further 22% from their 2010 

average, which was itself 23% below the 2007 peak.  

Unsecured (credit) lending has already turned negative, and is likely to remain so unless consumers 

are sucked into using credit to pay for necessities (rather than for discretionary purchases) as real 

incomes decline. That this may well occur is implied by the past rate at which the cost of necessities 

(such as utility bills and fuel) has consistently out-paced earnings (fig. 10).          

 

9 : The collapse of private borrowing* 

 
*Sources: Tullett Prebon UK Economic & Fiscal Database, Bank of England and ONS 

 

10: The squeezed middle – how the price of essentials has outpaced incomes* 
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*Sources: Tullett Prebon UK Economic & Fiscal Database and ONS. Compares 2010 with 2000. 

 

A combined outlook for public and private borrowing is set out in fig. 11, which shows that borrowing 

is set to be drastically lower over the coming five years than it was during the bubble.  

Given that the UK economy is critically debt-dependant – with five of the eight biggest sectors directly 

dependant either on private borrowing or on public expenditures - this outlook suggests that growth 

is likely to be very low indeed.  

This, in turn, implies that the government’s deficit reduction plan is most unlikely to succeed, because 

it is critically dependant on revenue expansion driven by strong economic growth.  

 

 

11: Running out of steam – the end of the debt-based economy* 

 
*Source: Tullett Prebon UK Economic & Fiscal Database 
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Conclusions – prepare for the worst 

As this report has shown, past dependence on substantial levels of annual incremental borrowing 

has put Britain into a high-debt, low-growth trap. Because growth was feeble even when fuelled by 

the continuous injection of debt-funded demand, the outlook, now that the country’s borrowing 

capacity has been maxed out, may be for extremely low economic growth. 

The collapse in private borrowing has dreadful implications for two of Britain’s eight biggest industries 

(real estate and construction) and may have adverse implications for a third (financial services). 

Another three big sectors (health, education and public administration and defence) are necessarily 

ex-growth now that the expansion of public spending is over. Together, these six sectors account for 

58% of the economy, which makes the delivery of aggregate growth very difficult, and perhaps 

impossible.    

The UK is already showing unmistakeable signs of economic deterioration. Real incomes are 

declining, a trend to which individuals are leveraged by the high and increasing cost of such non-

discretionaries as food, fuel and utility bills. To make matters worse, interest rate rises seem 

inevitable, either for policy (inflation) reasons or because of bond market jitters. 

If the outlook is indeed for low growth, the government’s growth-dependant deficit reduction plan 

won’t work. And, if the plan were to come unstitched, sterling would come under severe pressure, 

exacerbating inflationary pressures and compounding the misgivings of international investors 

holding British debt. 

Further analysis of the very worrying economic and fiscal outlook for the UK will be set out in a 

forthcoming report, Thinking the Unthinkable, which will present the conclusions of the ‘Armageddon 

Project’.  

Meanwhile, it would be by no means unreasonable to conclude that, short of almost unthinkably 

drastic restructuring, there may be no way out of Britain’s low-growth, high-debt trap.  

 

 

 

Dr Tim Morgan 

Global Head of Research 

 

The Armageddon Project 

Some time ago, we reached the conclusion that, whilst the government is right about the dangers of 

further escalation of public debt, its opponents might be right to argue that the deficit reduction plan is 

likely to be undermined by low growth. 

The ‘Armageddon Project’ was established to investigate the implications if the fears of both sides are 

correct, but the solutions proffered by both are unworkable.  

If this is indeed the case, the imperative is to understand why, and to look at whether there are any radical 

solutions which might prevent catastrophe. 

We plan to publish the Armageddon Project final report in June. 
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Disclaimer 

The information in this communication is provided for informational and demonstrational purposes only and neither is it intended as an offer or solicitation 
with respect to the purchase or sale of any security nor should it serve as the basis for any investment decisions.  In the UK, this material is intended for 
use only by persons who have professional experience in matters relating to investments falling within Articles 19(5) and 49(2)(a) to (d) of the Financial 
Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended), or to persons to whom it can be otherwise lawfully distributed.  

Any reference to ‘Tullett Prebon’ refers to Tullett Prebon plc and/or its subsidiaries and affiliated companies as applicable. Where ONS is quoted as the 
source; Adapted from data from the Office for National Statistics licensed under the Open Government Licence v.1.0. 

Neither Tullett Prebon plc, nor any of its subsidiaries (collectively, “Contributors”) guarantees the accuracy or completeness of the information or any 
analysis based thereon.  Neither Tullett Prebon plc nor Contributors make any warranties, express or implied, with respect to the information (including 
without limitation any warranties of merchantability or fitness for particular purposes) and neither Tullett Prebon plc, nor Contributors shall in any 
circumstances be liable for economic loss or any indirect, or consequential loss or damages including without limitation, loss of business or profits arising 
from the use of, any inability to use, or any in accuracy in the information. 

Tullett Prebon provides a wholesale broking service only.  It does not provide services to private clients. Tullett Prebon (Securities) Limited and Tullett 
Prebon (Europe) Limited are authorised and regulated by the Financial Services Authority (“FSA”). 

This publication is produced and distributed in accordance with ‘COB 12.2 – Investment Research’ of the FSA Handbook.  Recipients should note that all 
such publications are objective and impartial in their content unless clearly notified otherwise.  The author(s) act in accordance with Tullett Prebon’s 
‘Conflict Management Policy’, full details of which can be viewed on our website at www.tullettprebon.com. 
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