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the sound of roosting chickens 
a reality-check on the UK outlook 

Even before the publication of the final report
1
 of our Project Armageddon analysis of the UK 

economic and fiscal outlook, we were getting a bit of a reputation for bearishness. But the GDP 

growth assumptions used in that report – +0.9% this year, and +1.4% in 2012 and beyond – no 

longer look outlandishly pessimistic. In the short time since that report was published, it has become 

ever clearer that the British economy will struggle to deliver growth of 1% in 2011, and we would not 

be at all surprised to see consensus expectations for 2012 gravitate down to a similar level.  

The follow-up point made in Project Armageddon was that, if growth turned out to be as weak as we 

expected, the government‟s fiscal rebalancing programme would start to unravel. The government‟s 

plan, which involves reducing the real-terms
2
 deficit from £160bn in 2009-10 to £26bn in 2015-16, is 

predicated on some pretty aggressive growth assumptions. If growth were to total 8% (instead of the 

officially-projected 16%) over that period, the numbers simply don‟t stack up. Such an outturn would 

hit tax revenues by about £65bn, increase debt interest by perhaps £13bn, and push spending 

upwards by at least £11bn. This in turn would cut the reduction in the deficit from £134bn to just 

£45bn, leaving the fiscal shortfall at over 8% of GDP (instead of the officially-projected 1.6%). 

Why has the outlook for the British economy deteriorated so seriously and so quickly? 

Apologists will, no doubt, try to pin the blame on others, and there is some justification for the view 

that the global economic headwinds have worsened markedly in recent weeks. The Eurozone is 

clearly floundering towards a tipping-point and, as we shall explain in a forthcoming report
3
, the 

outlook for the United States is clearly far worse than generally has been recognised up to now. 

But any attempt to pin the blame on foreigners simply won‟t wash (and it hasn‟t fooled the forex 

markets either, for that matter). Britain‟s growth rate is amongst the lowest in the OECD, and her 

fiscal deficit is one of the worst. The coalition government‟s resolve over deficit reduction has alone 

shielded Britain from rate rises which, for such a heavily-indebted country, would be an unmitigated 

disaster. 

Facts looked in the face, or heads buried in the sand? 

In this context, opposition calls for a softer line on public spending look ever dafter as the situation 

worsens. Let‟s be absolutely clear on one point, which is that any wavering over public spending 

restraint would court a catastrophic rise in interest rates. Ed Milliband, to his credit, is coming 

around to a recognition of this critical point, even if some of his more obtuse colleagues are not.  

                                                 
1
 Thinking the Unthinkable: Project Armageddon – the final report, July 2011 

2
 All sums are expressed at constant 2010-11 values 

3
 Armageddon USA? America at the Crossroads 
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But neither global headwinds nor opposition discomfiture helps the government very much at a time 

when living standards are falling, the recovery is going up in smoke and the maths underpinning the 

fiscal programme are falling apart before our eyes. What is needed – but is so desperately lacking in 

the corridors of power – is an appreciation, first, of what is really happening to the British economy 

and, second, of the measures which can start to build a genuine recovery. 

So let‟s get the facts straight. Between 2003 and 2010, Britain – by which in this context we mean 

both the government and individuals – borrowed an average of 11.2% of GDP each year. This isn‟t 

sustainable, and never was. Borrowing at this scale did deliver apparent „growth‟, but at an appalling 

cost, with each £1 addition to national output coming at a cost of £2.18. Meanwhile, between 1999-

2000 and 2009-10, government spending increased by 53% in real terms. The two drivers of the 

economy, then, were public spending and private borrowing. The denouement of this recklessness 

coincided with a global banking crisis, but no amount of “neo-endogenous growth theory” could 

disguise the fact that basing national prosperity on borrowing always contained the seeds of its own 

destruction. 

The first problem faced by the UK, then, is that both of the economic drivers of the last decade – 

private borrowing and public spending – are dead in the water. The second (and bigger) 

problem lies in the way in which the era of recklessness skewed the economy against organic 

growth. 

The biggest beneficiaries of private borrowing were real estate, construction and financial services. 

With the era of ever-increasing private debt well and truly over, these sectors cannot grow, which is a 

bit of a snag, because they account for almost 40% of economic output.  

Meanwhile, the ending of public spending largesse has also put a stop to growth in healthcare, 

education and public administration, collectively a further 18.8% of the economy. With falling real 

incomes impacting retailing as well, the total proportion of the British economy which is now ex-

growth rises to almost 70%. 

No good options?   

At the same time, almost all of the conventional macroeconomic levers in the hands of the 

authorities have been negated. With base rate at 0.5%, rate cuts are no longer an option. With the 

deficit still at frighteningly high levels – and with government borrowing still rising – neither stimulus 

spending nor tax reduction is a remotely viable proposition. All that is left is quantitative easing (QE), 

intrinsically a counsel of despair even if the UK can somehow buck the economic logic which links 

money-printing to inflation.  

In any case, macroeconomic intervention has hardly worked well so far. Between them, governments 

have borrowed £390bn (27% of current GDP) over three fiscal years, and have poured in a further 

£200bn (14%) through QE. Put simply, this huge intervention hasn’t worked. So it would hardly be 

too much to say that effective macroeconomic options no longer exist. 

This does not, however, mean that there are no shots left in the locker at all. The first and absolute 

priority is to prevent an economically-lethal rise in interest rates. If this requires that the deficit 

reduction plan be beefed up by deeper spending cuts, so be it.  

 



page  

strategy notes | issue 25 

 3 

“Neither global headwinds nor opposition discomfiture helps the government very much 

at a time when living standards are falling, the recovery is going up in smoke and the 

maths underpinning the fiscal programme are falling apart before our eyes” 

 

Critics of the government doubtless will argue that deeper cuts would further depress growth and, in 

the short term at least, this argument is correct. But these critics ought instead to ask themselves 

quite how damaging sharp rate rises might be. For that matter, they could put the same question to 

the 11 million British households with mortgages.  

The key point, however, is that the exhaustion of macroeconomic options perforce means that 

the only viable policy choices lie on the supply-side. Historically, jobs are created by small and 

medium-sized enterprises (SMEs), not by big ones, so the aim should be to offer help (and not 

merely rhetoric) to entrepreneurs. British businesses are burdened by huge quantities of bureaucratic 

red tape, and by ludicrously excessive regulation. Planning restrictions need to be relaxed, labour 

laws need to be pared back and, above all, bureaucratic interference needs to be slashed.  

Would such moves have some unpalatable side-effects? Quite probably (though to a much lesser 

extent than might widely be supposed). But, given where Britain actually is, there are no wholly 

good options, only choices between the fairly unpleasant and the downright nasty.  

Opponents of supply-side liberalisation need to face up instead to what a tail-spinning economy – a 

Britain in which rates are rising, output is plunging, jobs are haemorrhaging and debt is spiralling out 

of control – might be like. 

Thus seen, and with the British economy clearly running out of road, setting SMEs free to generate 

growth looks, at the very minimum, both a least-bad option and a policy well worth trying.                             

 

 

 

 

 

Dr Tim Morgan 

Global Head of Research 
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