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where‟s the money?  
how to fund tax cuts for working people 

The Reform Trilogy: Part Two 

"Dear Chief Secretary, I’m afraid to tell you there's no money left." 

Liam Byrne, outgoing Chief Secretary to the Treasury
1
  

 

The British economy, hamstrung by a decade of dependency on private borrowing and public 

spending, is flat-lining now that both of those drivers are dead in the water, and the current downturn 

is proving more protracted even than the Great Depression of the 1930s. Most macroeconomic 

policies have been tried already, to little or no effect. Over the course of three fiscal years, 

governments have injected £390bn of borrowed stimulus spending, and have injected a further 

£275bn of printed (QE) liquidity, none of which has sparked a recovery. Interest rates have been kept 

a near-zero rates for the best part of three years, again without delivering growth.  

The coalition administration recognises the need to narrow the fiscal deficit, but official strategy 

depends primarily upon revenue increases, not reductions in public spending, and revenue 

projections are largely hostage to economic growth assumptions which are looking ever less 

plausible. The likelihood of achieving the planned deficit reduction has receded even further following 

recent concessions over public sector pensions. 

But, as I outlined in part one of The Reform Trilogy, there is one policy that seemingly has not even 

been considered, let alone implemented. That policy would involve cutting the tax burden on 

working people. With wages stagnant and real incomes eroding in the face of high inflation, and 

with consumers heavily burdened by debts, households certainly need reductions in their tax bills. 

Tax reductions could help consumer spending, and would at the same time shift resources to the 

most growth-capable parts of the economy.  

Of course, the implementation of meaningful tax reductions would involve delivering far 

greater cuts in public spending than thus far have been proposed by the government. The 

widespread assumption seems to be that making really significant inroads into state spending lies 

outside the scope of practicality. But is this really true? Between 1999-2000 and 2009-10, state 

spending increased by more than 50% in real terms. Where has Gordon Brown‟s largesse actually 

gone? Have public services really improved in line with the escalation in spending? What spending, 

considered „essential‟ now, did Britain get along fine without a decade ago?   

This second report in The Reform Trilogy explains the case for making really big spending cuts in 

order to reduce the tax burden on working people. It also explains that structural reforms, and 

bearing down on procurement, are more important issues than employment numbers, salaries or 

benefits.     

                                                 
1
 "Ex-Treasury secretary Liam Byrne's note to his successor: there's no money left", The Guardian 17 May 2010 
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The Reform Trilogy                                                                        PART TWO: FINDING THE CUTS 

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. 

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. 

 

http://www.tullettprebon.com/strategyinsights/index.aspx
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Executive summary 

 The massive public spending increases of the Brown years are no longer affordable now 

that the „boom‟ of those years has been exposed as a myth built on private borrowing and public 

spending. The government‟s deficit reduction plan relies primarily on rates of growth that are 

looking increasingly implausible. 

 Working people, heavily indebted, and with wages stagnant and their real incomes 

declining because of inflation, need major cuts in taxation. SMEs need tax cuts, too, if jobs are 

to be created.  

 Given the scale of the fiscal deficit inherited by the government, public spending needs to 

be cut to fund reductions in taxation. We believe that real-terms annual spending needs to be 

reduced by £50bn more than the current, very modest (£20bn) government target. 

 Within the expansion in the government‟s direct spending, outsourcing and procurement 

have played a far bigger role than pay. So spending can be cut without major reductions in front-

line public sector jobs and wage rates. 

 Government needs to unwind two decades of failed reform, fragmentation and spurious 

competition in the public sector, and to start moving services back to the pre-1990s centralised 

command model.  

 Benefit spending requires both better targeting and a partial move from payments-in-

cash to payments-in-kind, whilst so-called “middle class benefits” are a luxury that Britain can no 

longer afford. 

 Against calculated potential gross savings of £70bn, we recommend a £20bn increase in 

direct capital investment by government, including a £10bn annual house-building programme.    

 

Introduction  

As we have explained before, the British economy is in very big trouble. Courtesy of a decade of 

reliance on private borrowing and public spending, at least 70% of the economy is incapable of 

growth. The economic downturn is proving more protracted even than the Great Depression of the 

1930s. With wages stagnant and the cost of living rising very rapidly, working people, many of them 

already heavily indebted, are paying the price for a decade of mismanagement and excess. 

Most macroeconomic policy levers have already been tried, without resulting in a recovery. 

Devaluation has failed to deliver the much-vaunted “export-led recovery”. Over three fiscal years, 

governments have pumped in some £390bn of borrowed spending, whilst the Bank of England has 

printed £275bn, and interest rates have been held at near-zero levels, yet none of these policies has 

delivered growth. 

This leaves one untried policy option, an option which, despite a good historic track-record, has not 

even been considered by the policymaking elite. That untried option is to cut the tax burden on 

working people. Given the scale of the fiscal deficit, the delivery of material tax reductions would 

involve big cuts in public spending. Whilst the coalition government has paid lip-service to the need 

to realign the economy towards growth-capable sectors, planned spending cuts amount to just £20bn 
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in real terms. The general assumption seems to be that the vast bulk of the huge increases in public 

spending delivered by Gordon Brown are an unchallengeable fixture. 

This report aims to demonstrate that deep spending cuts can be implemented without impairing the 

quality of essential public services. Moreover, the cuts suggested here do not involve losses of front-

line public sector jobs, or pay restraints in excess of those already planned by the Government. 

This report demonstrates a sharp deterioration in public service productivity, but explains that this 

has not resulted primarily from escalating employee numbers or pay. Rather, successive 

governments have introduced failed reforms to public service delivery, replacing the previous 

command structure with a fragmented system which, though supposed to foster choice and 

competition, has actually resulted in administrative excess, duplication of support services and an 

escalation in outside procurement. We advocate the reinstatement of the command system, the 

abandonment of quasi-competition and spurious choice in the public services, and a reversion to the 

direct provision of services. 

Savings can be made, too, in transfer payments, though not by reducing the provision made for 

those in genuine need. We advocate tighter benefit eligibility criteria, and a move from payment-in-

cash to payment-in-kind. 

No spending cuts can be implemented in a wholly pain-free way, but the measures recommended 

here can save an estimated £70bn without undermining the pay or conditions of the vast majority of 

public service workers, or withdrawing support from those in genuine need. Moreover, we 

recommend earmarking £10bn of the proposed savings towards direct capital investment in 

hospitals, schools and infrastructure and a further £10bn for an annual programme of building homes 

for rent. This would leave £50bn for redistribution to working people on low- and middle incomes, and 

to the small and medium enterprises (SMEs) which can alone deliver increases in employment.           

The need for a radical re-think 

The escalating sovereign debt crisis in the Eurozone, and its possible implications for the UK, have 

tended to distract attention from some very disturbing issues at home. One of these issues, rightly 

prioritised by the coalition government, is the sheer scale of the inherited fiscal deficit. But the 

fundamental problem, and one to which the government has thus far done little more than pay lip-

service, is the lack of growth. The current economic downturn is proving even more protracted than 

the Great Depression of the 1930s. The real impact of the downturn on working people, hitherto 

deferred by the injection of almost £600bn of borrowed and printed money, is now turning up with a 

vengeance.  

Worse even than the simple absence of growth is the sheer implausibility of economic expansion. 

This implausibility is grounded in two key factors. One of these factors is the structural configuration 

of the British economy. The second is the apparent total exhaustion of conventional macroeconomic 

levers.  

The supposed „boom‟ enjoyed by the British economy in the decade prior to 2008 was very largely 

phoney, propelled as it was by two drivers, both of which are now dead in the water. The first of 

these drivers was private borrowing, whilst the second was the blistering pace of growth in public 

spending.  
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Fig. 1: The ex-growth lockdown* Fig. 2: The implausible recovery* 
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*Source: Tullett Prebon estimates based on ONS data *Sources: H.M. Treasury, Office for Budget Responsibility 

  

The borrowing binge created rapid expansion in industries such as real estate, construction and 

financial services, sectors which appear incapable of growth now that private borrowing has 

evaporated. The brisk expansion in public spending boosted other sectors, most notably health care, 

education and public administration, sectors which, again, are ex-growth now that continued 

spending expansion has become unaffordable.  

Together, the debt- and state-driven sectors that must be regarded as ex-growth account for 59% of 

the economy. With retailing, too, now under severe pressure from declining real consumer incomes, 

at least 70% of the economy is trapped in what we have called an „ex-growth lockdown‟ (see fig. 1). 

This makes the officially-anticipated economic recovery (fig. 2) look highly implausible. 

If structural paralysis is one dimension of the ex-growth conundrum, the other is the seemingly total 

exhaustion of traditional macroeconomic policy tools. Interest rates have been slashed almost to 

zero, and have now been kept there for the best part of three years. Spending stimulus has been 

tried, with governments borrowing £390bn over the course of three financial years. Quantitative 

easing (QE) – the current euphemism for the printing of money – has been tried to the tune of 

£200bn, and has now been resumed in a £75bn move that looks like a measure of desperation. 

Meanwhile, sterling has been subjected to a process of severe devaluation, yet Britain‟s trade 

remains heavily in deficit and there is no sign of the much-vaunted “export-led recovery”. 

Governments, it seems, have maxed-out their monetary and stimulus-spending resources without the 

economy showing any real signs of revival. Observers have even begun to speculate about a 

Japanese-style “lost decade”.  

Meanwhile, the general public are clearly suffering. Unemployment remains stubbornly high, and 

more than 12% of the working-age population depend upon out-of-work benefits. The wages of those 

in work are stagnant whilst their real incomes are being eroded by inflation which is running at well 

over 5%. The prices of essentials (such as energy) are rising even more rapidly. Low interest rates 

have already driven massive inroads into the incomes of savers. In this context, any form of 

consumer-led recovery seems wildly implausible. 

There is, however, one policy option that seemingly has not even been considered, let alone tried. 

That option is tax reduction, a policy which, for valid economic as well as social reasons, could best 
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be targeted at working people on low- and middle incomes. Given the severity of the deficit, of 

course, any material reduction in the burden of taxation would need to be funded from reductions in 

state spending. So why is this last, untried policy option not even on the table? 

Judging by its stated plans, the government certainly seems to regard a policy of reducing taxation 

as completely out of the question. Between 2009-10 and 2015-16, and expressed at constant (2010-

11) values, the Treasury aims to reduce overall real public spending by just £20bn, whilst 

simultaneously expecting the tax take to expand by £115bn, the latter depending largely upon growth 

rates which we have long regarded as highly implausible. 

The radical alternative – stimulate and cut?  

The government‟s current policy combination – very modest real spending cuts, plus reliance upon 

implausible growth to close the fiscal gap - necessarily raises two different sets of questions. First, 

might the government‟s critics be right about the desirability of slackening the pace of deficit 

reduction in order to stimulate the economy? Second, is the current level of public spending 

necessary or, more to the point, is it affordable? 

Ironically, the deficit-funded stimulus option is probably going to happen anyway. At constant (2010-

11) values, the government aims to reduce the fiscal deficit from £160bn in 2009-10 to £26n by 2015-

16 (fig. 3). The net reduction (of £134bn) rises to £158bn when the anticipated rise in interest 

expense is factored in. Of this, government plans to find £44bn (29%) from spending cuts and the 

remaining £115bn (71%) from increases in revenue, with perhaps £85bn of the latter assumed to 

result from the resumption of brisk economic growth.  

 

 

Fig. 3: Depending on growth – the deficit reduction plan* 

Constant £bn 2009-10 2015-16 +/- % +/- £bn Contribution 

Public spending £688 £668 -2.9% (-£20) 15% 

of which:      

Interest £32 £56 +76.4% (-£24) -18% 

Other spending £657 £612 -6.7% +£44 33% 

Revenue £528 £643 +21.7% +£115 85% 

of which:      

Tax rates (est.)    +£30 22% 

Growth (est.)    +£85 63% 

Deficit £160 £26  (-£134) 100% 

* Source: Tullett Prebon estimates based on data from H.M. Treasury. All data shown at constant 2010-11 values. Totals may not 

sum due to rounding 
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Fig. 4: The fiscal implications of low growth * 

£bn constant 09-10 10-11 11-12 12-13 13-14 14-15 15-16 

vs 09-

10  

Government plan          

Revenue £528 £549 £572 £588 £610 £627 £643 +£115  

Interest £32 £43 £47 £48 £52 £56 £56 +£24  

Other spending £657 £646 £643 £635 £622 £612 £613 -£44  

Spending £688 £690 £690 £683 £674 £668 £669 -£20  

Deficit £160 £141 £118 £95 £64 £41 £26 -£134  

As % GDP 11.1% 9.6% 7.9% 6.2% 4.1% 2.5% 1.5%   

Memo: GDP growth -3.5% +1.8% +1.9% +2.7% +2.9% +2.9% +2.8%   

Low growth outlook         

vs 

plan 

Revenue £528 £549 £563 £565 £571 £573 £573 +£45 -£70 

Interest £32 £43 £48 £49 £54 £61 £65 +£33 +£9 

Other spending £657 £646 £645 £640 £630 £624 £627 -£29 +£15 

Spending £688 £690 £693 £689 £685 £685 £692 +£4 +£24 

Deficit £160 £141 £130 £125 £114 £112 £119 -£41 +£94 

As % GDP 11.1% 9.6% 8.8% 8.3% 7.4% 7.2% 7.6%   

Memo: GDP growth -3.5% +1.8% +0.9% +1.3% +1.4% +1.4% +1.4%   

Deficit variation   +£12 +£29 +£49 +£71 +£94   

* Source: Tullett Prebon estimates based on data from H.M. Treasury.  All data shown at constant 2010-11 values. Totals may not sum 
due to rounding 

 

If, as we have long argued is overwhelmingly likely, this growth fails to eventuate, the deficit 

reduction plan simply won‟t work (fig. 4). Revenue growth will fall far short of expectations, and 

„automatic stabiliser‟ spending will undermine the anticipated reductions in expenditures, leaving the 

deficit at close to 8% of GDP in 2015-16, rather than the 1.5% projected by the Treasury. Moreover, 

the recent lamentable and misdirected climb-down over public sector pensions strongly suggests that 

the government might weaken over its spending plans. 

If, then, the government is probably going to miss its deficit reduction target anyway, which of the 

following explanations might get the best response from the bond markets? 

1. “Britain has missed its deficit target because growth hasn’t happened” 

2. “Britain has missed its deficit target because the government failed to cut spending 

sufficiently” 

3. “Britain has missed its deficit target because taxes have been cut in pursuit of growth” 

If we recognise (as we surely should) that the sovereign debt crisis is predominantly a growth rather 

than an absolute debt issue, then the third of these alternatives is far more likely than either of the 

others to forestall bond market problems. Yet advocates of stimulus amongst the government‟s 

opponents always advocate using stimulus in the form of higher spending, and almost never 

advocate the alternative, which is to stimulate the economy by cutting taxes instead.  
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This is odd, even in political terms, let alone from an economic perspective. Politically, working 

people, the majority of the electorate, are suffering from a flat economy, stagnant wages and rising 

prices, and really need reductions in the burden of taxation. Economically, the spending variant of 

stimulus has been tried, repeatedly, and without any appreciable economic response. It seems, then, 

both politically and economically advisable to consider tax reductions, which are the one untried 

policy option left to government. 

How much government can Britain afford? 

Even if the near-inevitably of failing to hit the deficit target is factored into the equation, it is clear that 

the delivery of tax cuts of a scale sufficient to reinvigorate the economy would require spending 

reductions that are far deeper than have been contemplated thus far by the government. Given that 

public spending increased by more than 50% in real terms between 1999-2000 and 2009-10 – whilst 

the coalition government plans to reverse just a small proportion of this huge increase – a series of 

spending-related questions need to be asked.  

First, how much public spending can Britain actually afford? Second, and to paraphrase Liam 

Byrne, where has all the money gone? Third, where’s the pay-off? Have huge increases in public 

spending delivered big improvements in services? Fourth, why are coalition plans so modest? 

Our answers to these questions, set out in the remainder of this report, coalesce around a disturbing 

set of observations. First, current (and planned) levels of public spending far exceed the sums which 

realistically are affordable if Britain is to create a balanced and growth-capable economy. Second, 

increases in spending have been wasteful, and have coincided with sharp declines in productivity 

such that improvements in service quality have not matched the scale of the real increases in public 

spending. Finally, government spending plans are modest because the coalition seems to have 

‘gone native’ in Whitehall rather than advocating a truly radical new direction for the UK. 

The question of affordability needs to be seen within the context of the real performance of the British 

economy over the period prior to the financial crisis. As we have explained in several previous 

reports, much of the growth reported between 1999 and 2009 was phoney, in that it was propelled by 

private borrowing and public spending, not by organic expansion. Reflecting this, output from the 

primarily debt-driven „CREF‟ (construction, real estate and finance) sectors aggregated 48% over 

that period, whilst the public-spending-propelled „HEPA‟ (health, education and public administration) 

sector saw a 35% increase in output. Over the same period, the rest of the economy actually shrank 

(by 3%). Retail, too, was materially driven by private borrowing. Leaving retailing out as well, the 

shrinkage in the underlying economy was 7% (see figs. 5 and 6).             

Whilst it is difficult entirely to isolate those parts of the economy whose growth was not a function 

either of private borrowing or public spending, the overall situation seems clear enough – those 

sections of the economy not propelled by either of those unsustainable drivers grew very modestly 

indeed between 1999 and 2007 before falling back sharply in 2008 and 2009. This in turn means 

that, in underlying terms, the apparent spike in the proportion of GDP spent by the state was far more 

pronounced than the official numbers suggest. 
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Fig. 5: The distorted economy* Fig. 6: The phoney boom* 
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Between 1999-2000 and 2009-10, public spending increased by an annual compound average rate 

of 3.9%, far higher even than reported economic growth (1.5%), let alone growth on an underlying 

(ex-borrowings) basis. At constant values, spending increased from £451bn to £690bn. Our analysis 

suggests that real-terms spending growth of this magnitude would not have been affordable even if 

the economic „boom‟ of this period were taken at face value. The share of GDP absorbed by the 

state climbed from 36% to 41% even before the global crisis combined with the ending of the 

borrowing binge to hike the ratio to 48%. 

 

 

Fig. 7: An appropriate balance?* Fig. 8: Affordable public spending?* 
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Had spending risen by a more modest (but still significant) annual real rate of 2.7%, public 

expenditures would have remained at about 36% of GDP before jumping to 41% during the 

economic slump (fig. 7). At a real growth rate of 2.7%, government spending in 2009-10 would have 

been £70bn lower at about £620bn (fig. 8). At our suggested level of affordability, then, government 

would aim to reduce public spending in 2015-16, not to the planned £670bn, but rather to £620bn, a 

saving of £50bn over and above the more modest target set by the Treasury.  

In addition, the observation that the deficit target is most unlikely to be achieved anyway adds further 

scope for tax reductions. In part three of The Reform Trilogy, we will explain how potential savings 

might be used both to stimulate the economy and to help working people. Here, we look at how to 

fund them.        

The Brown Bonanza - where did the money go? 

Despite the publication of compendious official data, it can be surprisingly difficult to create a 

functional analysis of historic public spending, because of discontinuities created by departmental 

reorganisations and transfers of responsibility. Broad departmental aggregates (fig. 9) show that the 

biggest real-terms spending increases between 1999-2000 and 2009-10 occurred in health care 

(+89%), transport (+87%), education (+60%) and the catch-all “other” category (+79%). The latter 

can be assumed to include the general cost of government, where a relentless rise in real spending 

seems to underline the point that Britain is no longer Napoleon‟s “nation of shopkeepers” but, rather, 

a nation of bureaucrats instead. Defence (+24%) fared relatively poorly despite Britain‟s involvement 

in two major wars. Neither pensions (+39%) nor welfare (+45%) grew at rates comparable to the 

escalation in spending on health or education.  

 

 

Fig. 9: Public spending in real terms, 2009-10 vs 1999-2000* 

£bn at constant values** 1999-2000 2009-10 vs 1999-2000 

Health  £65.1 £123.3 +89% 

DfID £4.7 £5.8 +22% 

Pensions £86.6 £120.6 +39% 

Education £55.0 £88.1 +60% 

Defence £36.6 £45.2 +24% 

Welfare £77.5 £112.3 +45% 

Public protection £23.0 £35.7 +55% 

All other £70.0 £125.6 +79% 

Spending before interest £418.4 £656.5 +57% 

Interest £32.8 £31.8 -3% 

Total Spending £451.2 £688.3 +53% 

Memo: nominal spending £343.0 £668.9 +95% 

* Source: H.M. Treasury **Converted to 2010-11 values using GDP deflator. Totals may not sum due to rounding 
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Fig. 10: Real and nominal changes in total public spending* 
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Such departmental analyses are of limited value, however, beyond demonstrating the way in which 

Gordon Brown threw money at virtually every aspect of government within an overall real-terms 

spending increase of 53%. As fig. 10 shows, the real-terms increases in spending were relentless 

between 1999-2000 and 2009-10, averaging 4.3% annually, over and above inflation, throughout that 

period. Fig. 10 also shows the extremely modest ambitions of the coalition administration where 

future levels of real spending are concerned.   

Whilst there is a limit to the value of the insights that can be gained from a department-by-

department analysis of public spending, an arguably more useful analysis (fig. 11) can be obtained 

by dividing total expenditures into three categories: 

 Money directly spent by the government, also known as “general government final 

consumption expenditure” (GGFCE). 

 Funds transferred by the government, including pensions and benefits. 

 Interest paid on public debt. 

As fig. 11 shows, the increase in transfers (£125bn, or +65%) appreciably exceeded the rise in sums 

spent directly by government, though the latter, too, increased very sharply (£113bn, or +50%). The 

single largest increase occurred in transfers other than pensions and unemployment benefits. The 

massive (£88bn, or 91%) in this transfer category is reflective less of out-of-work benefits than of 

Labour‟s ambition to remodel society. This was not a matter of transferring money from “the rich” to 

“the poor” (since inequality as measured by the Gini coefficient actually worsened under Gordon 

Brown) but of reallocating funds from some groups of working people to others. Our stance on this 

issue is that such redistribution should be scaled back, in order not just to reduce spending to more 

affordable levels but also to create a better alignment between work and reward.   
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Fig. 11: Functional analysis of public spending, 1999-2000 to 2009-10* 

£bn at 2010-11 values 1999-2000 2009-10  vs 1999-2000  

Health £65.1 £123.3 +89% +£58.2 

Education £43.4 £68.0 +57% +£24.6 

Defence £30.0 £37.2 +24% +£7.2 

Welfare administration £23.1 £35.2 +53% +£12.1 

Public order & safety £22.3 £32.1 +44% +£9.8 

Other £42.7 £43.6 +2% +£0.9 

GGFCE £226.7 £339.5 +50% +£112.8 

Overseas aid £4.7 £5.8 +22% +£1.0 

Pensions £86.4 £120.1 +39% +£33.7 

Unemployment £4.3 £6.8 +59% +£2.5 

Other transfers £96.3 £184.3 +91% +£88.0 

Transfers £191.8 £317.0 +65% +£125.3 

Interest £32.8 £31.8 -3% -£1.0 

Total expenditures £451.2 £688.3 +53% +£237.1 

* Sources: Tullett Prebon estimates based on data from H.M. Treasury and Office for National Statistics 

Public services – better, or just more expensive? 

Between 1999-2000 and 2009-10, the sums spent on public services increased by a real-terms 

£113bn (+50%), with biggest increases taking place in health and education. Real spending on 

health increased from £65bn in 1999-2000 to £123bn in 2009-10. Between 1997-98 and 2009-10, 

real spending on health doubled, but did this double the quality of state health care in the UK?  

Subjectively at least, the correlation between spending and outcomes certainly seems weak given 

depressingly recurrent reports about poor care quality, most notably where the elderly are 

concerned. More generally, has the massive (in real terms, +50%) increase in spending on public 

services delivered a corresponding improvement in the quality of those services?   

Until comparatively recently, little or no attempt was made to measure taxpayer value-for-money in 

terms of the relationship between public service spending and outputs. In recent years, however, the 

ONS
2
 has made commendable efforts to measure public service productivity, such that departments 

accounting for about two-thirds of GGFCE are now analysed. These measures show a small 

deterioration in productivity between 1997 and 2008, with outputs increasing by 37% whilst inputs 

expanded by 42%. 

There are, however, two serious problems with the methodological approach used by the ONS. First, 

the necessarily-subjective criteria by which outputs are measured are in some instances open to 

criticism. Where education outputs are concerned, for example, the ONS accepts examination results 

as a principal output measure even though there is legitimate debate over „grade inflation‟. But the 

most serious objection to output measurement surely concerns health, where a massive increase in 

GP prescribing is accepted as a quantum of improvement. It is at least arguable that a healthy 

population would require fewer prescriptions, not more. 

                                                 
2
 The Office for National Statistics 
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Fig. 12: Health care inputs and outputs* Fig. 13: Public service inputs and outputs* 

182

167

132

0

20

40

60

80

100

120

140

160

180

200

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

  Input real cost

  Input volume

  Outputs ex-Rx

 

159

142

127

0

20

40

60

80

100

120

140

160

180

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

  Input real cost

  Input volume

  Outputs ex-Rx

 
*Sources: Tullett Prebon estimates based on data from ONS 

and H.M. Treasury  
*Sources: Tullett Prebon estimates based on data from ONS and 

H.M. Treasury  

 

The second (and far more serious) objection to the official methodology is that it is based on the 

volume of inputs (such as total labour hours) rather than the real cost of those inputs. For the public 

services as a whole, the volume of inputs may have increased by 42% between 1997 and 2008, but 

their real (inflation-adjusted) cost rose by 59%, such that the real unit cost of inputs rose very 

appreciably. An effective measure of public service productivity needs to relate outputs to the real 

level of funding provided by the taxpayer. 

In figs. 12 and 13, respectively, we set out the relationship between input volumes, real input costs 

and outputs (excluding prescription volumes) for health and for the public services as a whole. These 

numbers are re-cast as productivity measures in figs. 14 and 15. In the health sector, cash-based 

productivity declined by 27% between 1997 and 2008, as the increase in ex-prescriptions output 

(+32%) was far exceeded by real-terms cash inputs (+82%). In the public services as a whole, the 

rise in real costs (+59%) again exceeded the increase in outputs (+27%) to leave productivity 20% 

lower over the same period. 

 

Fig. 14: Health care productivity* Fig. 15: Public service productivity* 
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Fig. 16: Estimated taxpayer cost of declines in public service productivity* 

Health     Public services   

 99-00 09-10    99-00 09-10  

Output 100.0 141.2 +41.2%  Output 100.0 127.5 +27.5% 

Cost index 100.0 189.3 +89.3%  Cost index 100.0 149.8 +49.8% 

Real cost £bn** £65.1 £123.3   Real cost £bn** £226.7 £339.5  

Productivity 100.0 74.6 -25.4%  Productivity 100.0 85.2 -14.8% 

Volume of inputs 100.0 160.6 +60.6%  Volume of inputs 100.0 136.6 +36.6% 

Unit cost 100.0 117.9 +17.9%  Unit cost 100.0 109.6 +9.6% 

Cost to taxpayer:     Cost to taxpayer:   

Unit cost inflation  £11.7   Unit cost inflation  £21.9  

Productivity  £19.7   Productivity  £28.5  

Total cost to taxpayer  £31.3   Total cost to taxpayer  £50.4  

*Source: Tullett Prebon estimates, see text 

** At 2010-11 values 

 

In the next section of this report, we look at why productivity has fallen so disturbingly, but we need 

first to note the implications for public spending (fig. 16). This table sets out estimates of what the 

same output of public services would have cost if declines in productivity between 1999-2000 and 

2009-10 had not occurred. If real health care costs had matched outputs over that period, health 

spending in the latter year could have been lower by £31bn, whilst the saving across the whole of the 

public services would have been £50bn, with most of the £19bn difference between these sums 

being accounted for by education. 

These estimates relate only to those departments to which the ONS applies output calculations, and 

there exists significant further scope for productivity gains in sectors for which no such output 

measures are available. For example, when the coalition government took office, the number of 

civilians employed by the Ministry of Defence (MoD) exceeded the combined totals of uniformed 

personnel in the Royal Navy and the Royal Air Force. If, instead of shedding 25,000 of these 

administrators over five years, government had instead unloaded 50,000 almost immediately, Britain 

might not have found itself deprived completely of carrier aviation.    

Declining productivity – don’t blame the workers 

As we have explained, then, public service productivity (defined here as output per real £ of 

expenditures) has declined sharply since 1997. But partial data available for periods prior to that year 

suggests that the trend towards ever-lower value-for-money began well before Labour took office. 

The problems, then, appear to be systemic rather than a direct consequence of Labour‟s largesse. 

Given that costs have risen more than output (and, indeed, more than volumetric inputs as well), it 

might be assumed that staff numbers and rates of pay have been the main cost-driver. Our analysis, 

however, suggests that this has not in fact been the case. Staff salaries seem to have accounted 

for less than one-third of the increase in public service expenditure between 1999-2000 and 

2009-10. 
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Over that period, the increase in total public sector employee numbers
3
 was a comparatively modest 

11% (though NHS employment increased by 27%
4
). Average nominal public sector wages increased 

by 49% over ten years, but this was equivalent to a much more modest 17% increase after the 

deduction of inflation. Our calculations suggest that, within the £113bn (50%) real-terms rise in 

government consumption expenditures (GGFCE) between 1999-2000 (£227bn) and 2009-10 

(£339bn), a comparatively modest £34bn (30% of the total) was accounted for by the pay bill. In 

other words, non-staff costs – overwhelmingly, the purchase of goods and services – were 

responsible for most (70%, or £79bn) of the real-terms escalation in expenditures.  

Moreover, the rate of increase in public service non-salary costs between 1999-2000 and 2009-10, 

which we estimate at 70%, was far greater than the increase in employment costs (29%). Rising 

costs and declining productivity, then, seem to be linked far more closely to procurement expense 

than to staff numbers or pay. Similarly, real-terms procurement costs in the NHS increased by 80% 

between 2000 and 2009, whereas staff costs rose by 63% within an overall 68% increase in 

spending. 

This is not to say that there are no problems with staffing numbers and costs within the public 

services, but these problems concern functional allocations rather than total numbers or real rates of 

pay. The Ministry of Defence (MoD), which employs more civilians that the combined total of the 

uniformed Royal Navy and Royal Air Force, is a notorious example of over-administration, but is by 

no means unique in terms of the skewed balance between front-end and back-office. The NHS 

employs 329,000 non-front-line staff within a total head-count of 1,421,000, and the number of 

managers in the health service increased by 77% between 2000 (25,256) and 2010 (44,732), a rate 

of increase which far exceeded that experienced by doctors (+42%), let alone nurses (+23%)
5
.             

Public service efficiency – two decades of failed reform 

Where rising costs and falling productivity in the public services are concerned, then, the issues 

requiring explanation are as follows: 

 Real public service expenditure has soared, far exceeding more modest increases in output. 

 Total staff pay represents a comparatively modest part of the overall increase in costs, 

though the public services do seem to be drastically over-managed. 

 Procurement has accounted for at least two-thirds of all cost escalation. 

The explanation for this combination of circumstances is to be found, we believe, in two decades of 

bungled reform.  

In the 1980s, Margaret Thatcher famously started the privatisation process, selling off state-owned 

enterprises such as British Telecom, British Gas, Rover, Jaguar, British Airways, Britoil and 

Enterprise Oil. But the common theme here was that the divested entities were industrial concerns 

which had had no logical place in government hands in the first place. It is regrettable that the 

privatisation process of the Thatcher years failed to incorporate measures to prevent strategic assets 

(such as utilities) from passing out of British control. But what Mrs Thatcher emphatically did not do 

was to privatise parts of the public services.  

                                                 
3
 Excluding financial sector 

4
 NHS total employment increased from 1,118,958 in 2000 to 1,420,998 in 2010. Source: NHS Information Centre 

5
 Source: NHS Information Centre 
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Rather, the public service problems identified here began in the immediate post-Thatcher years, 

when governments (initially Conservative, latterly Labour) tried to introduce both private sector 

involvement and competition into areas that naturally belonged in state hands. The adverse trends 

evident since 1990 have included out-sourcing, the use of private capital and, above all, the 

fragmentation of the public services in pursuit of quasi-competition.  

In the private sector, competition is indubitably good for consumers and employees alike. Where 

consumers enjoy choice between a multiplicity of suppliers, each business competes to provide the 

customer with the most attractive combination of quality and price, whilst employers seek to recruit 

and retain the most productive workers by offering the best available terms and conditions. But the 

theory that the same improvement in quality might be injected into the public services by replicating 

private sector competitive practices was to prove fatally flawed, because there is a world of 

difference between genuine competition and real choice on the one hand, and pseudo-

competition and spurious choice on the other. 

Health care provision is a striking example of the way in which the creation of spurious markets and 

illusory choice has undermined both quality and productivity. Until the early 1990s, the NHS was 

essentially a monolithic command system. All hospitals and GP practices were part of a centrally-

managed system, albeit with some regional devolution. Beginning in the early 1990s, government 

began to undermine this previously-monolithic structure, fragmenting it into a multiplicity of hospital 

and primary care trusts.  

Rather than the increased efficiency and patient choice that the architects of these reforms intended, 

the real result of this fragmentation process has been a proliferation of expensive administration, 

such that lists of the best-remunerated government employees are peppered by highly-paid Trust 

bureaucrats. Whilst the administrative overhead has escalated, as has the replication of services, the 

intended competition and patient choice have proved overwhelmingly spurious. Control of hospital 

and primary practice governance, which had very largely been in clinical hands under the command 

system, has successively been transferred to administrators, many of whom are both non-specialist 

and over-paid.  

The introduction of spurious markets into health care has also resulted in a proliferation of out-

sourcing, transferring many functions (some as basic as simple cleanliness) out of professional and 

into commercial hands. This process has delivered few if any real benefits to patients, has done little 

or nothing to enhance the professionalism or the terms and conditions of front-line employees, and 

has materially undermined the public service ethos. As we have explained in previous reports, one 

natural corollary of the outsourcing process was the growth of the private finance initiative (PFI), a 

system that has been bad value for patients and taxpayers alike.  

These adverse trends have been in play not just in health care but across the gamut of central and 

local government services. We believe that the pursuit of quasi-competition and spurious choice in 

the public services has resulted in administrative excess, fragmentation and replication of functions, 

an undermining of staff morale, deterioration in the quality of services, and huge increases in 

procurement costs. One of the key findings of our analysis of the public services has been that the 

departure from the previous centralised service model has had severely adverse 

consequences for the users of public services, for the taxpayer, and for the vast majority of 

public service workers. 
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Consequently, the most radical reform suggested by our analysis is a reversion to the centralised 

command system of public service provision. In health care, the trust system should be 

dismantled, with control of hospitals and primary care practices handed back to regional divisions of 

a centralised NHS. Primary and secondary schools should be put under direct central or regional 

control, whilst there should be a successive scaling-back and termination of outsourcing both at 

national and at local government level. Similarly, government should put an end to the failed, poor-

value PFI system. 

Reinstating the pre-fragmentation public service model would necessarily take time, but could in due 

course yield annual taxpayer savings of at least £50bn, whilst simultaneously reinvigorating the 

public service ethic and enhancing, rather than undermining, the terms and conditions of front-line 

public sector workers. Realistically, government needs to control wage costs, which we believe can 

be accomplished by freezing salaries above £30,000 whilst indexing lower earnings to CPI inflation. 

At the same time, government should try to anticipate the administrative savings of reconsolidation 

by cutting the salaries of all administrators earning in excess of £50,000.  

We are convinced that a strategy of unwinding the failed „internal markets‟ model – a model so faulty 

that Labour tried to invigorate it by creating a costly and futile system of arbitrary targets – would 

yield huge benefits for users and front-line employees alike and the same time as freeing up 

resources which could be transferred to working people through tax cuts. The sheer wastefulness of 

much government procurement spending has already been spelled out in Sir Philip Green‟s report.  

Finally, where public services are concerned, let’s be clear about where the savings in such 

reforms would come from: 

- No savings from front-line employee numbers or salaries other than the modest 

restraint already planned by the Government. 

- Real-terms savings of at least £10bn from a reduction in administrative overhead and 

estate, sharp cuts in numbers of managers, and curbing of top-end managerial 

salaries.  

- Reductions of £30-40bn in the annual procurement budget.             

Who benefits? Refocusing welfare 

Since almost half of government spending takes the form of transfers to others rather than direct 

expenditures by the state itself, it is clear that no plan aimed at freeing up funds for tax reductions 

can ignore the cost of what can loosely and collectively be called „benefits‟. These include payments 

to the elderly, to the unemployed, to the disabled and to lone parents. In aggregate, the real-terms 

cost of these benefits increased by 65% between 1999-2000 (£192bn) and 2009-10 (£317bn) 

meaning that, in the latter year, government was transferring 22.5% of GDP between different groups 

of people. 

Let‟s start with pensions, perhaps the easiest piece of the welfare bill to assess. We believe that the 

state pension is by no means generous. Moreover, since the cost of essentials (such as food, energy 

and utilities) has risen much more rapidly than the generality of prices over the last decade, it is at 

least arguable that the tying of pension payments to general inflation has worked to the detriment of 
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the elderly, who tend to spend a higher proportion of their incomes on essentials. Therefore, there is 

no case whatsoever for cutting the sums paid to individual pensioners. 

But the aggregate cost of pensions is rising inexorably as life expectancies improve. The retirement 

ages of 65 for men and 60 for women were set at a time when people could expect to be drawing 

pensions for a far more limited time than is the case today. Health in „early old age‟ is, in general, far 

better than it was half a century ago. There is, then, a very strong case for raising pension ages. 

Moreover, the differential between male and female pensionable ages has become indefensibly 

discriminatory. Both the Labour and the coalition governments have accepted the need to raise 

pension ages, and to equalise the retirement ages for men and women. We concur with government 

plans to raise pension ages and to eliminate the inequity between male and female retirement ages.  

We believe that government should seek to normalise the retirement ages of men and women at 70, 

and to achieve this objective no later than 2020. But we would not seek to make overall savings 

through this process. Rather, any aggregate savings resulting from this process should be 

channelled into above-inflation increases in the basic state pension.  

Public sector pensions are a rather different matter. Past tax changes (such as the notorious 1997 

“tax raid”) have worsened private pensions, yet public sector workers and their unions have shown 

utter determination to fight any tightening of the public sector pension system. Until comparatively 

recently, public sector pensions were in balance, with the sums paid to retirees matched by 

contributions from current workers, but this relationship has moved seriously out of balance, a 

situation that is set to worsen. Government is right to seek to redress this balance, but has recently 

backed down by agreeing to exempt from changes any public sector worker who is within ten years 

of retirement.  

We believe that this was the wrong approach, and would have preferred to make concessions to low-

income workers, rather than to all employees irrespective of salary. Simple equity suggests, first, that 

the government needs to raise pensionable ages for the public sector in order to align them with 

state pension ages and, second, to increase pension contributions on a sliding scale, such that 

contributions paid by low earners should be increased only very modestly, whilst the contributions 

required from middle- and high-earners should rise very appreciably. Such changes could save the 

state at least £8bn by 2015-16, whilst having very little impact on the contributions required of the 

low-paid.  

In addition to the basic state pension, the elderly receive additional benefits which cover winter fuel 

costs, free bus-passes and subsidised (or free) television licences. Whilst admirable in principle, 

these payments are made to all pensioners irrespective of income. We advocate introduce means-

testing in order to confine such payments to pensioners on low incomes. There is no case for making 

such payments to affluent people simply because they happen to be of retirement age. Again, 

savings made by means-testing these payments should be channelled into sums paid to those who 

are in genuine need.   
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Fig. 17: Estimated scope for savings* 

Reinstating command model for public services: £40bn 

Salary costs of front-line employees £0 

Elimination of excessive administration £10bn 

Reduction of procurement costs £30bn 

Restricting transfer payments: £30bn 

Eliminating middle-class benefits £10bn 

Preventing further public sector pension imbalances £8bn 

Tightening benefit eligibility criteria £12bn 

Total savings: £70bn 

Less: enhanced capital programmes -£20bn 

Net savings versus official target £50bn 

*Source: Tullett Prebon estimates. All sums stated at constant 2010-11 values  

 

Much the same applies to so-called “middle class benefits”, most notably child benefit. Though there 

may, theoretically, be a political advantage to ensuring that everyone, irrespective of income, 

receives at least some benefit from the welfare state, such assumptions underrate public altruism, 

given that a recent poll showed overwhelming (92%) public support for the principle of the welfare 

state. The middle classes do, after all, benefit from state-funded services such as health care, 

education, policing and defence. We believe that universal benefits (such as child benefits and child 

tax allowances) are no longer affordable, but should be provided only to those on low incomes. One 

recent study calculated that the abolition of “middle class benefits” could save well in excess of 

£10bn annually. 

Where state transfers are concerned, the remaining categories concern in-work and out-of-work 

benefits. Collectively, 4.86 million people, or 12.4% of the working-age population, receive one or 

more out-of-work benefits
6
. Contrary to widespread public belief, there has not been a dramatic 

increase in this number over the last decade, though some of the numbers in receipt of individual 

benefits are startling. Almost 2.6 million people, or 6.6% of the entire working-age population, receive 

incapacity benefit, and a further 600,000 receive lone-parent payments, figures which exclude those 

who receive these benefits in addition to jobseekers‟ allowance. 

The problems with this scale of benefits dependency do not lie with the level of individual benefits, 

which can hardly be regarded as generous. Rather, qualification criteria for some benefits seem lax. 

We also believe that modern technology can be used to move away from a payment-in-cash to a 

payment-in-kind system. Taxpayers in general certainly seem to accept that benefits claimants 

should be provided with essentials such as housing, food and energy, but should they be provided 

                                                 
6
 Source: ONS.  
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with money for non-essentials as well? We believe that such non-essentials should be the 

prerogative of working people.  

Our approach to benefits spending would thus involve: 

- Tightening the eligibility criteria for out-of-work benefits. 

- Moving from payment-in-cash to payment-in-kind. 

- Limiting housing benefits to £400 per week. 

- Capping the overall amount that any benefit claimant can receive to £20,000. 

We believe that such measures could reduce the total cost of transfers (other than pensions and 

overseas aid) by 6.5%, saving £12bn. In practice, the overall saving would need to be of the order of 

10%, to reconcile the difference between the GDP deflator and CPI inflation.          

Conclusion - where money can be saved 

Based on a combination of the 2009-10 out-turn and 2015-16 projections, we believe that spending 

in the latter year can be reduced by a net £50bn, as set out in fig. 17.  

It will be noted that the gross savings set out in this table total £70bn, but that we offset this by a 

proposed £20bn annual enhancement to capital programmes. These suggested enhancements are 

as follows: 

- Replacing PFI programmes with direct capital investment in hospitals, schools and 

infrastructure (£10bn). 

- Instituting a major state-funded programme of building homes for rent (£10bn). 

The former programme recognises that, whilst PFI has proved wasteful and poor value for the 

taxpayer, investment in hospitals and schools is undoubtedly necessary, and can best be 

accomplished by direct investment. The latter is based upon a recognition that Britain faces major 

supply problems where homes are concerned, and that the construction of homes for rent can also 

contribute materially to industrial activity and the enhancement of skills.     

Clearly, savings of the magnitude proposed here cannot be pain-free, but the aim should be to 

protect front-line public service workers and those in genuine need. The main losers under our 

recommended programme would be the shareholders in companies which have profited mightily 

from excessive outsourcing and wasteful PFI schemes, and over-paid bureaucrats whose jobs have 

resulted from the ill-thought-out fragmentation of the public services. 

On the plus side, of course, ordinary working people, whether in the private or the public sector, are 

in dire need of tax cuts, as is the economy as a whole, points which will be explained in the final 

instalment of The Reform Trilogy.  

 

 

 

 

Dr Tim Morgan 

Global Head of Research 
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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. 

TPSN027 | Wednesday, November 23, 2011 | where‟s the money? 


