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challenging the denial con-sensus  
needed: a radical alternative based on tax cuts  

The Reform Trilogy: Part One 

Despite the sound and fury of Parliamentary and media exchanges, the Government and its political 

opponents differ remarkably little over the appropriate level of public expenditure. Both accept that 

the overwhelming bulk of the truly massive (+53%) real-terms spending increase of the last decade is 

a fixture. The coalition, whose plans amount to a real-terms cut of less than 4% between 2009-10 

and 2015-16, aims to keep public spending very close to its current levels, and hopes that the deficit 

will be eliminated by tax increases and by the revenue proceeds of economic growth. The opposition 

differs only over the pace and extent of the very modest spending reductions planned by the 

Government, arguing that continued high state spending can alone deliver growth.   

If politeness were allowed to outweigh harsh realities, this state of affairs could be called a 

consensus. But the reality is that it betokens mutual self-deception, an unwillingness to look reality in 

the face, and an abject failure to ask tough questions about the affordability of public spending, about 

the real outlook for growth, and about the burden being borne by hard-pressed tax-payers. 

Over the past decade, two factors have put the British economy into an ex-growth stranglehold. First, 

individuals and government alike have borrowed to the hilt, with the recycling of asset-driven private 

borrowing masquerading as growth. Quite apart from creating massive personal indebtedness, this 

has elevated the economic prominence of debt-driven sectors to the detriment of industries which 

can generate genuine organic growth. Second, and expressed at constant values, public spending 

soared from £451bn in 1999-2000 to £688bn in 2010-11. The public are being asked to believe that 

this spending increase is irreversible, and that a debt-shackled economy, about 70% of which is ex-

growth, can afford to let its government carry on spending at this level. This is totally delusional. 

Working people are now bearing the brunt of this abdication of leadership. Nominal wage 

growth is minimal, and incomes are being eroded by inflation which is high even in general terms, 

and very much worse where essentials (such as fuel and utilities) are concerned. The outlook for 

ordinary people is grim, and they are entitled to ask whether they can be helped by reductions in the 

burden of taxes and charges. So, too, are small and medium enterprises (SMEs), which are the only 

potential sources of jobs, of growth and of higher standards of living. 

This report is the first of three which, together, pose some radical questions and reach some equally 

radical conclusions. Public spending is at levels which Britain simply cannot afford. Working people 

can no longer shoulder the tax burden which excessive public spending creates. Nothing less 

than truly drastic tax cuts, funded by further reductions in public spending and amounting to perhaps 

£50bn, can realign the economy enough to deliver a return to growth. 
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The Reform Trilogy                                                             PART ONE: A RADICAL ALTERNATIVE 

Back in July, we published Thinking the Unthinkable, the concluding report of Project Armageddon, 

our fundamental appraisal of the economic and fiscal outlook for the United Kingdom. The successor 

project, being published as The Reform Trilogy, has been triggered by our perception of the 

complacency in which government and opposition alike seem to be mired. There appears to be a 

near-total sense of denial over the complete failure of the British economic model, and the abject 

failure even to consider radical alternatives seems to us an abdication of responsibility. 

After more than a decade of dependence on private borrowing and public spending, at least 70% of 

the British economy is trapped in an ex-growth lockdown. Both the borrowing and the spending 

drivers are dead in the water. The injection of close to £600bn of borrowed and printed money has 

not delivered a recovery. Traditional monetary and fiscal policy levers have ceased to function. Yet 

the political class seems to have nothing to offer other than a pious, Micawberish assumption that 

“something [economic recovery] will turn up”. It won‟t; and the reality is that the economic downturn is 

proving more protracted even than the Great Depression of the 1930s. This cannot change unless 

policy alters radically. 

The Government pays lip-service to the fundamental need to transfer resources from ex-growth to 

growth-capable parts of the economy, but the substance is almost wholly lacking. Government plans 

– which are to reduce real-terms public expenditures by less than 4% - will, even if implemented in 

full, transfer less than 1.4% of GDP from the state to the private sector. This is not realignment. It is 

simply an exercise in moving the deckchairs. 

As a radical alternative, we advocate using cuts in public spending to reduce the burden of taxes and 

charges by at least £50bn. We should make it clear beyond peradventure that this sum needs to be 

redistributed, not to the affluent, but to working people on low and medium incomes.  

There are solid economic as well as social reasons for slanting redistribution in this way. 

Economically, there is an imperative need to boost private consumption, and this can best be 

accomplished not by handing money back to the better off, but by raising basic tax thresholds and by 

cutting the rate of VAT. We also advocate realigning the taxation of small and medium enterprises 

(SMEs) with the express intention of promoting job creation (and it is high time that policymakers 

recognised that the concept of a „jobless recovery‟ is a contradiction in terms).  

Socially, working individuals and families on low and medium incomes are the principal victims of 

political denial over the true state of the economy. The debt burden, whose creation largely resulted 

from regulatory negligence, is huge. Real living standards are subject to an ongoing process of 

severe decline as the purchasing power of stagnant wages is eroded by rapid rises in prices in 

general, accompanied by an even greater escalation in the cost of essentials. 

The state of the economy and the national finances is such, that policies of minor adjustment are 

incapable of stopping the rot. What is required is the radical alternative of cutting back the state, and 

handing resources instead to ordinary working people. 
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Executive summary 

 Between 1999-2000 and 2009-10, public spending increased by 53% in real terms, and 

soared from 36% to 49% of GDP. The economic downturn is proving more protracted than the 

Great Depression of the 1930s, and there is no recovery in sight, because past reliance on 

private borrowing and public spending has rendered at least 70% of the British economy 

incapable of growth. 

 All macroeconomic options, bar one, have been tried, and have failed. Neither near-zero 

interest rates, huge debt-funded stimulus spending nor the printing of enormous sums through 

QE has delivered a return to growth.   

 The untried option is to reverse much of Gordon Brown‟s public spending binge and 

hand the proceeds back in tax cuts aimed at working people, thus stimulating consumer activity 

and shifting resources towards growth-capable sectors. 

 Where rebalancing the economy is concerned, the coalition government‟s plans are 

feeble. Planned overall spending cuts leave most of the “Brown binge” in place on the 

assumption, seemingly shared across the political class, that most government spending is a 

fixture. The Government‟s deficit reduction plan relies instead on a combination of (a) harmful 

tax increases, and (b) the placing of undue reliance on rates of growth which look highly 

implausible.     

 Instead, this paper is the first of three which will advocate implementing far greater 

spending reductions designed to hand at least £50bn back to working people in the form of tax 

cuts.  

 

Introduction – the phoney war  

After Britain declared war on Germany in September 1939, many months passed in which very little 

seemed to happen. Determined not to provoke the Germans, the British authorities limited the Royal 

Air Force to dropping leaflets, not bombs. In France, the soldiers of the British Expeditionary Force 

leaned on their rifles. At home, the public stumbled through the black-out, and members of the LDV
1
 

paraded with pitch-forks, whilst the much-feared bombing offensive failed to materialise. Only at sea 

was there any significant conflict at all
2
. All of this would change, of course, from 10th May 1940, 

when German forces swept into the Low Countries and France, but in retrospect the first eight 

months of the Second World War were to become known as “the phoney war”.  

A very similar ‘phoney war’ is now taking place over Britain’s parlous fiscal and economic 

condition. Beyond the sound and fury of Parliamentary debates and media exchanges, very little 

constructive action is being undertaken by the Government, or proposed by its opponents. The 

coalition talks tough over public spending, but has actually promised very little (and, if the recent 

climb-down over public sector pensions is any guide, may deliver even less). In comparison with the 

enormous (in real-terms
3
, £237bn) spending increase which occurred between 1999-2000 and 2009-

                                                 
1
 Local Defence Volunteers, the predecessor of the Home Guard. The joke “Look, Duck, Vanish” prompted the name-change.  

2
 The German pocket battleship (“panzerschiff”) Graf Spee was scuttled after the Battle of the River Plate in December 1939.   

3
 Throughout this report, and unless otherwise stated, „real terms‟ means converted to current values using the GDP deflator. 
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10, the coalition actually plans to reduce state outlays by just £20bn, with even this modest reform 

being spread over five years.  

Although the Government recognises that the budget deficit inherited from Labour is unsustainable 

and must be reduced, the pious assumption is that the restoration of economic growth will do the 

trick, helped by some increases in the rates of tax. The opposition differs little over this agenda, 

recognising the unsustainability of the deficit, and differing only over the scale and pace of spending 

cuts, and over the best way in which growth can be encouraged. 

If politeness were allowed to trump reality, this state of affairs might be regarded as a consensus. 

When the economic facts are faced, however, it is revealed instead as an abdication of 

responsibility. Government and opposition alike accept that the absolute level of public debt will 

continue to rise (as, for that matter, will the state‟s even larger off-balance-sheet quasi-debts). The 

economy is flat-lining, and the current economic slump is proving more protracted even than the 

Great Depression of the 1930s. The pinning of pious hopes on a „recovery‟ overlooks the fact that 

past dependency on a combination of private borrowing and public spending has rendered at 

least 70% of the economy incapable of growth.   

Theoretical though all of this may seem in Westminster and Whitehall, its impact is all too real where 

working people are concerned. The effects of recession, initially knocked into the long grass by the 

injection of huge sums of borrowed and printed money, are now turning up with a vengeance. Real 

living standards are falling as stagnant wages are eroded by high inflation, with the cost of essentials 

rising even more rapidly than the general level of prices. The burden of taxes and charges continues 

to increase. Small and medium enterprises (SMEs), which can alone deliver growth and jobs, are 

subject to much the same burdens as working people. The Governor of the Bank of England seems 

to be alone in his recognition that the living standards of ordinary people may continue to fall for 

many years to come.  

A radical alternative 

Given the parlous state of the economy and the public finances, and the severe and ongoing 

deterioration in the standards of living of working people, policymakers are abdicating their duty if 

they fail at least to consider a radical alternative. That alternative is to reduce the burden on 

consumers and SMEs alike by using deep reductions in public spending to deliver material 

tax cuts targeted at working people. 

Since the advocates of high state spending ritually accuse exponents of tax cuts as being 

mouthpieces for “the rich”, let‟s be absolutely clear about where, as we see it, such cuts should be 

targeted. We believe that reductions in taxation need to be delivered in the following forms: 

- Reducing the income tax and National Insurance (NI) burden on working people earning less 

than £37,000. 

- Cutting the rate of value added tax (VAT) in order to boost consumer spending. 

- Eliminating part of the tax burden on SMEs with the aim of encouraging the creation of jobs. 

Tax cuts of the type listed here would help working people on low and medium earnings rather than 

benefiting those on higher incomes. The predominant aim with personal taxation would be to raise 

the taxable threshold such that millions of working people would be freed from income tax and NI 
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altogether. It is generally recognised that VAT is a regressive tax, which has a disproportionate 

impact on those on low incomes, so reducing the VAT rate would be of particular benefit to working 

people on low and medium earnings. Realigning taxes on SMEs can, if implemented effectively, lead 

to job creation on a very significant scale. 

Of course, and given the magnitude both of the deficit and of the national debt, the implementation of 

material tax reductions would require very extensive cuts in public spending. The tendency amongst 

government and opposition alike has been to accept that the current level of public spending is 

„about right‟ and that big reductions lie outside the realm of possibility. But is this assumption 

realistic? 

Unasked questions  

The near-consensus over spending, which hides behind the sound and fury of the political „phoney 

war‟, leaves a string of surely-critical questions not only unanswered but, worse still, unasked. Here 

are five such questions, each of which surely needs to be posed: 

First, how much public spending can Britain actually afford? In 2009-10, and expressed at 

constant values, the Government spent £688bn, which is £237bn (53%) more than was spent in 

1999-2000 (£451bn). Government expects to spend a not vastly dissimilar sum (£669bn) in 2014-15. 

But can Britain actually afford such levels of current and future state expenditure? As we have 

explained in several previous reports, and for reasons which will be reiterated here, the prospects for 

growth are far worse than have (at least until very recently) been assumed either by the Government, 

by the OBR
4
 or by the vast majority of independent analysts. With the real outlook for growth now 

becoming apparent, has the Government even considered how much public spending is actually 

affordable under straitened economic circumstances?  

Second, where has all the money gone? At 53%, the real-terms increase in state spending under 

Gordon Brown was truly colossal. Where has this spending actually gone? What are the „essentials‟ 

that government somehow „must‟ spend money on today, but managed fine without spending money 

on ten years ago? 

Third, where’s the pay-off? Have the huge increases in public spending delivered comparable 

improvements in services? Is NHS treatment twice as good because real spending has doubled 

since 1997? Or did Labour preside over a severe deterioration in the relationship between 

government spending and public service quality? 

Fourth, why are coalition plans so modest? It must be assumed that the Government recognises 

the imperative need to reallocate resources towards growth. This being so, why are planned 

spending cuts so modest? Does the Government really think that redistributing less than 4% of 

current spending (equivalent to barely 1.4% of GDP, with even that spread over five years) from the 

public to the private sector is going to turn the UK from a debt-dependent laggard into a growth 

economy?  

Finally, where does the ordinary working person fit in this equation? At a time when state 

spending is at peace-time record levels, nominal wages are stagnating, real wages are falling 

sharply, and the cost of essentials is out-pacing inflation, let alone incomes, such that real 

                                                 
4
 The Office for Budget Responsibility 
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discretionary disposable incomes are declining rapidly. The quality of private sector pension 

provision has deteriorated sharply, and individual debt levels are uncomfortably high. But there 

seems to be no prospect of any reduction in the burden of taxes and charges. What is the ordinary 

working man or woman in the street supposed to make of all this?  

Groundwork – myths and facts  

As we have explained in several previous reports, a widespread public perception, which is that the 

coalition government plans to make „massive‟ cuts in public spending, is simply wrong. The key facts 

on the spending issue, each of them expressed at constant (2010-11) values
5
, are as follows: 

- Public expenditures rose from £451bn in 1999-2000 to £688bn in 2009-10, an increase of 

£237bn, or 53%, over and above inflation (see fig. 1). 

- According to published coalition government plans, real spending will fall from £688bn in 

2009-10 to £669bn in 2015-16, a decrease of £19bn, or 3%. 

- Public spending will remain £218bn, or 48%, higher in 2015-16 (£669bn) than in 1999-2000 

(£451bn). 

Additionally: 

- Between 2009-10 and 2015-16, the Government expects its tax take to rise by £115bn, or 

22%, from £528bn to £643bn, of which most (perhaps £85bn) is supposed to result from a 

resumption of brisk economic growth. 

- Even on this rosy scenario, public debt, excluding the effect of financial interventions, is 

projected to rise from £1,000bn, or 71% of GDP, in 2010, to £1.5 trillion, or 80% of GDP, in 

2016
6
.   

Of course, these are raw facts whose interpretations are subject to legitimate debate. Forward 

spending plans are skewed by rising interest expense, and by the exemption of health and aid 

outlays from spending reductions. Future projections are subject to economic assumptions which we 

have long regarded as unduly sanguine.  

 

Fig. 1: UK public spending, 1999-2000 to 2015-16* 

£bn 1999-2000 2009-10 2015-16*** vs 2009-10 vs 1999-2000 

Nominal £343 £669 £764 +14% +123% 

At 2010-11 values** £451 £688 £669 -3% +48% 

As % GDP 36.3% 47.6% 39.9%   

Memo: nominal GDP £945 £1,406 £1,915   

* Sources: H.M. Treasury and Tullett Prebon UK Economic & Fiscal Database  

** Converted using the GDP deflator  

*** Based on official forecasts 

 

 

                                                 
5
 Converted to 2010-11 values using the GDP deflator 

6
 Debt on the Maastricht Treaty basis 

http://www.tullettprebon.com/strategyinsights/UK_Economic_and_Fiscal_Database.aspx
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Fig. 2: The deficit reduction plan* Fig. 3: The assumed recovery* 
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*Source: Tullett Prebon estimates based on official data *Sources: H.M. Treasury, Office for Budget Responsibility 

 

But the fundamental facts remain stark. The coalition government is committed to eliminating most of 

Britain‟s fiscal deficit, but does not plan to reduce the national debt. Rather, debt will continue to rise, 

since the Government aims simply to reduce the rate at which debt is increasing, not to reduce debt 

itself. Based on official projections, higher revenues (of £115bn in real terms) will play a far bigger 

role than net spending cuts (£20bn) in reducing the deficit. 

If – as we have long predicted – growth were to fall appreciably short of official expectations, the 

deficit reduction plan would fall apart at the seams. The growth-driven surge in tax revenues would 

fail to eventuate, and increases in „automatic stabiliser‟ spending would undermine, or quite 

conceivably eliminate altogether, the very modest real-terms spending cuts planned by the 

Government.  

The critical question, then, is this – is the British economy, as presently configured, capable of 

delivering growth? Our answer is emphatically in the negative, leading us to believe that only a 

fundamental realignment of the economy can deliver an economic recovery.       

Economic foundations – smoke and mirrors  

The answer to the first of our five questions – which concerns the affordability of public spending – is 

that the UK cannot even remotely afford the current level of public expenditures. State spending 

has escalated over a period in which, in underlying terms, there has been no net growth at all 

in British economic output. The escalation in public spending has only looked affordable because 

a borrowing binge has been passed off as growth. Now that the borrowing binge is over, the general 

public is becoming all too painfully aware of the truly parlous condition of the British economy. 

Policymakers and Whitehall alone seem to be blithely ignorant of this underlying reality, and of what 

it means for the affordability of the state.  

As explained earlier, Gordon Brown presided over a massive (53%) real-terms increase in public 

spending between 1999-2000 and 2009-10 (fig. 4). For most of that period, Brown and his colleagues 

argued that this massive hike in spending was affordable which, when spending was measured 

simply against reported GDP, appeared almost to be the case. The share of GDP accounted for by 

public spending did increase pretty sharply between 1999-2000 (36%) and 2007-08 (41%), but it 

remained broadly within historic parameters (fig. 5).  
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Fig. 4: Public spending, 1999-2015* Fig. 5: Spending as % GDP, 1968-2010* 
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*Sources: official data, Tullett Prebon database 
** Converted to constant 2010-11 values using GDP deflator  

*Source: H.M. Treasury 

 

The share of GDP absorbed by public spending peaked at close to 50% in the dire days of the mid-

1970s, but then declined gradually, such that the 36% recorded in 1999-2000 was a low-point in 

terms of the post-War relationship between national income and government expenditures.  

Apologists for the New Labour administration argued that the spiking in the ratio (to 49% in 2009-10 

from 41% in 2007-08) was, essentially, the product of the bad luck represented by the global 

economic crisis. Put simply, however, this justification based on affordability was nonsense, because 

it was founded on economic „growth‟ that, overwhelmingly, was phoney. Most of the apparent 

strong growth in the British economy was borrowed, not earned (see figs. 6, 7 and 8). Between 

2002-03 and 2007-08, and expressed at constant values, Britain (by which, in this context, we mean 

individuals and government together) borrowed a net £913bn, yet the real economy grew by only 

£221bn. Since 2008, of course, the borrowing/growth equation has begun to unravel alarmingly – the 

economy has contracted sharply, but aggregate (individual and state) borrowings have increased by 

a further £439bn.  

  

Fig. 6: The true price of ‘growth’, 2000-11* Fig. 7: The growth delusion, 1999-2010*  
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Fig.8: Hock and illusions - borrowing and growth, 2002-03 to 2010-11* 

£bn 02-03 03-04 04-05 05-06 06-07 07-08 08-09 09-10 10-11 

Nominal changes:          

Private borrowing £77 £104 £120 £112 £103 £115 £114 £29 £1 

Govt. borrowing** £25 £34 £39 £37 £31 £34 £96 £156 £141 

Aggregate borrowing £102 £138 £159 £149 £134 £149 £209 £185 £142 

Changes at 2010-11 values***:          

Private borrowing £95 £124 £140 £128 £114 £124 £119 £30 £1 

Govt. borrowing** £31 £41 £45 £42 £34 £36 £100 £160 £141 

Aggregate borrowing £125 £165 £186 £171 £148 £160 £219 £190 £142 

As % GDP:          

Borrowing 9.3% 11.9% 13.1% 11.7% 9.9% 10.5% 14.6% 13.1% 9.6% 

Growth 2.6% 3.1% 2.1% 3.0% 2.4% 2.6% -2.1% -3.5% 1.8% 

*Source: Tullett Prebon calculations, based on official data ** Fiscal deficit *** Converted using GDP deflator  
 

 

Though the forward-looking implications are disturbingly misunderstood, the way in which the UK 

hocked itself in pursuit of soft and largely illusory growth should be well known and requires only a 

short summary. In brief, government deregulated to the point of negligence, and kept interest rates at 

disastrously low levels. The „tripartite system‟ stripped away many of the Bank of England‟s 

moderating powers, and the Bank‟s specific mandate (which was to manage only retail inflation, as 

though asset price inflation did not even exist) together allowed the emergence of a lethally 

dangerous property price bubble.   

Drawing misplaced comfort from soaring (but purely notional) property equity, individuals took on 

hugely increased levels of credit, and also cashed in property price gains through equity release 

borrowing which reached an annual peak of over £50bn. Between 2000 and 2010, secured and 

unsecured borrowings increased by a nominal aggregate of £884bn, from £575bn to £1,459bn. This 

£884bn increment far exceeded even the nominal increase in GDP over the same period (£462bn), 

and the debt/growth disconnect has been exacerbated by net government borrowing of £390bn over 

the last three years, to which should, at least arguably, be added £200bn printed through the 

quantitative easing (QE) programme.  

That Britain has substituted easy borrowing for genuinely-earned growth should come as no surprise 

to anyone. But the structural implications for the economy seem to be alarmingly misunderstood. The 

reality, as figs. 9 and 10 show, is that the economy has become aligned towards sectors dependent 

upon either private borrowing or public spending. 

In fig. 9, in which we set out real-terms growth in economic output by principal sector between 2000 

and 2008, it will be seen that two broad areas of the economy prospered over this period. The first of 

these comprised industries largely driven by borrowing (such as real estate, construction and 

financial services), whose aggregate real output increased by 45%. The second, showing combined 

growth of 30%, was the group of sectors predominantly financed by the state, comprising health, 

education and public administration.  
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Fig. 9: Winners and losers, 2000-08* Fig. 10: The ex-growth lockdown*  
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*Source: Tullett Prebon calculations based on official data. * Source: Tullett Prebon calculations based on official data. 

 

Together, all other sectors essentially flat-lined (+3%), though even this component was boosted by 

debt-financed consumption, since retailing output rose by 15%. Real manufacturing output, on the 

other hand, declined by 19% between 2000 and 2008. 

Locked out of growth 

As fig. 10 illustrates, this trend – which favoured sectors driven either by private borrowing or public 

spending – has put the British economy into an ex-growth lockdown. In 2009 (the latest year for 

which fully detailed data is available), the three principal debt-driven sectors accounted for 40% of 

total output, and the three biggest state-funded sectors contributed a further 19%. If retailing (11%) is 

added to the ex-growth group – which it surely must be, with consumer incomes under severe 

pressure – it becomes apparent that a frightening 70% of the British economy is incapable of 

growth.     

This, of course, means that the Government‟s emphasis on rebalancing the economy is surely 

correct. The imperative aim does indeed need to be to transfer resources from ex-growth to growth-

capable parts of the economy. This proposition can be stated even more clearly – resources need to 

be transferred to from the state to SMEs and to private consumers. Historically, small and medium 

enterprises are far the most effective creators of jobs, whilst private consumers‟ ability to drive growth 

is being hampered by debt burdens and by the huge squeeze on disposable incomes. 

With this proposition being pretty obvious, how can Britain realign resources in this way? Obviously, 

government needs to head-off any dislocating rise in interest rates, which would damage both SMEs 

and consumers. Government also needs to bear down on the cost of non-discretionary consumer 

costs, such as utility bills (which have risen dramatically over the last decade). But an obvious and 

surely imperative further requirement is to transfer resources to individuals by cutting the burden of 

taxes and charges, which in turn – given severe budgetary over-stretch – can only be accomplished 

by implementing major cuts in state spending. 

Faced with these imperatives, and with the real incomes of ordinary people falling in a way which is 

politically worrying, what action is the Government actually taking? Precious little. Real state 

spending is to be reduced by less than 4%, equivalent to a transfer of just 1.4% of GDP from the 

state to individuals, with even this anaemic amount of resource transfer being spread over five years.  
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By no stretch of the imagination can this be said to amount to a radical restructuring of the economy. 

Rather, it is an exercise in moving a very small number of deckchairs. 

In the third part of The Reform Trilogy, we will look at why government needs to get real about 

transferring resources from the state to working people. Before that, in the second instalment in the 

series, we will explain how this can be funded by taking a long, hard look both at the necessity and at 

the sheer affordability of Britain‟s runaway public sector spending.  

 

 

 

 

 

Dr Tim Morgan 

Global Head of Research 
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