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SUMMARY 
 

 The public spending cuts planned by the 
Coalition only involve reversing, over five 
years, a comparatively small part of the 
enormous real-terms increase which took 
place over the preceding decade. 

 In 1999-2000, UK government spending was 
£343bn, a figure which would, had it simply 
moved in line with inflation, have reached 
about £450bn by 2009-10. Actual spending in 
that year had risen to £669bn, a massive 
(53%) increase in real terms. 

 The spending plans outlined in the 2010 
June budget reduce real-terms outlays from 
a projected £697bn this year to £686bn in 
2015-16. Spending then will actually be 
higher than it was in 2009. 

 Interest payments and the political decision 
to maintain health and foreign aid budgets 
means that spending by unprotected 
departments will fall in real terms. But the 

fall is only 7% – from £523bn this year to 
£485bn by 2015-16.  

 This level of cuts is therefore neither 
excessive, nor “savage”. But it is imperative. 
For the alternatives are all far worse:  

 higher government borrowing would 
almost certainly entail much higher 
interest rates; 

 further QE would risk a surge in inflation 
(once monetary velocity recovers), 
which would also lead to higher interest 
rates; 

 and huge tax rises would seriously 
undermine economic competitiveness. 

 The risk of higher interest rates must be 
avoided, as it entails the danger that 
monthly mortgage payments could rise to 
unaffordable levels. That could open up a 
chasm of negative equity and reduce 
millions of people to penury.  
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1. INTRODUCTION 
The public spending cuts planned by the 
Coalition Government – and due to be spelled 
out on 20 October in the Comprehensive 
Spending Review (CSR) – are both modest and 
essential.1 That the cuts are modest is easy to 
demonstrate, given the sheer scale of the 
expansion in government outlays over the last 
decade. That the cuts are also essential should 
also cause little controversy once the 
alternatives, all of them very much worse, are 
fully comprehended.  

To understand this issue, policy-makers and 
the broader public need to be fully aware that 
the economic history of the UK (and of many 
other western countries) over the last decade 
has been a chapter of excess, on the part of 
individuals, businesses and government alike.  

Different countries have taken different routes 
to (and, in some instances, beyond) the brink 
of dangerous indebtedness. In the US, the 
Bush administration combined tax cuts, and 
the cost of two wars, with a massive 
accumulation of indebtedness through sub-
prime mortgages and an almost unregulated 
alphabet soup of derivatives. Since 2000, 
Greece, Portugal and Spain have lived on the 
cheap credit made available to them by the 
resilience of the euro. Ireland engaged in 
‘Celtic Tiger’ hubris, whilst Iceland’s regulators 
seem to have been soundly asleep at the 
wheel. And so on. 

The result – crystallised by the 2008 financial 
crisis – was a belated awareness that 
borrowing was out of control. And, as excess 
has been the common cause, consolidation 
and debt reduction – or “deleveraging” – have 
been the common and essential response.  

                                                 
1  This paper is based on research by the author 

published by Tullett Prebon Storm in a Spend-Cut, 20 

September 2010 (Strategy Notes, issue 12). 

What this means is that the current downturn, 
unlike any of its post-War predecessors, is a 
deleveraging recession. Previous recessions 
have been destocking events, when, in the face 
of weaker demand, businesses cut their stocks 
and reduced their capacity. In a destocking 
recession, boosting demand through the 
Keynesian stimulus of fiscal deficits can be an 
appropriate and effective response.  

But the tried-and-trusted stimulus response 
does not work when we are confronted with a 
deleveraging recession. Self-evidently, one 
cannot borrow one’s way out of a debt 
problem. To attempt to do so would be to pour 
the petrol of stimulus on to the bonfire of debt 
excess. So ingrained is the Keynesian calculus, 
and so different is this recession, that many 
policy-makers genuinely cannot see that the 
stimulus approach won’t work this time. Yet it is 
essential that calls for further stimulus are 
resisted by the Coalition Government. 

2. A DECADE OF IRRESPONSIBILITY 
New Labour was in office during a decade of 
irresponsible excess. If we are to grasp why 
cuts are essential now, we need a thorough 
understanding of where Mr Blair and Mr Brown 
went wrong. The best way to understand the 
need for a hangover cure is to develop a clear 
recollection of the party. 

Under New Labour, the essential problem was 
one of excess. For a start, deregulation was 
excessive. To be sure, the Bank of England 
was given a degree of independence, but it 
was also obliged to base monetary policy on a 
strictly retail price measure, the Consumer 
Price Index (CPI), a frame of reference which 
wholly excluded the concept of asset price 
inflation. The Bank’s regulatory capability was 
further undermined by a dilution of its authority 
through the “tripartite system”, which shared 
responsibility with the Treasury and the 
Financial Services Authority (FSA). 
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Anyone and everyone, it seemed, could offer 
credit to the public, within a deregulated 
framework in which controls were too lax and 
interest rates were too low. The excessive 
availability of debt went a long way towards 
turning the British public into credit junkies. 
Tied to its retail inflation mandate, the Bank 
had to sit back and watch property prices 
escalate in an unsustainable and increasingly 
dangerous manner. In place of earlier informal 
norms – such as loan-to-value (LTV) maxima of 
about 85% to 90%, and earnings multiples in 
the range 3.0 to 3.5 – it was an environment of 
‘anything goes’, not just in mortgage finance 
but also in consumer credit. Lenders would 
offer mortgages on earnings multiples in 
excess of five times salary, often without 
requiring any proof of earnings, whilst some, 
far from requiring a reasonable deposit, also 
offered loans which exceeded the value of the 
property. All of this was obvious at the time in a 
host of indicators, but the Bank’s restricted 
mandate, and diluted regulatory role, made it 
powerless to intervene. 

Reassured by inflated housing equity, the 
public indulged in the consumer debt that was 
pushed at them, gearing up either directly or 
by using equity release to turn their properties 
into cash-card machines. Business, too, moved 
increasingly from an equity to a debt basis, 
encouraged to do so by cheap money and by 
the long-established idiocy of a fiscal system 
which gave debt interest preferential treatment 
over equity dividends (and which also taxed 
capital gains at rates lower than earned 
income).  

Needless to say, the massive increase in debt, 
most of which was poured into inflating the 
property bubble, had huge spin-off effects 
where apparent economic performance was 
concerned. Activity boomed in a gamut of 
properly-related trades, including building, 

electrical supplies, plumbing, furnishing, white 
goods, estate agency and legal services. This 
boom was, of course, artificial, in that it was 
founded upon an unsustainable increase in 
indebtedness. Tragically, the illusory nature of 
this boom was misunderstood by the Labour 
Government, which believed that it had 
delivered the nirvana of inflation-free growth. 
Just as rising property equity had reassured 
homeowners as they ramped up consumer 
debt, so an illusory economic boom enabled 
the Labour Government to undertake an 
unprecedented (in peace-time) expansion in 
public spending. 

3. THE MODEST NATURE OF THE 
PROPOSED CUTS 
Anyone who believes that the cuts planned by 
the Coalition are unnecessary or excessive 
needs to be fully aware of what happened under 
Gordon Brown. In 1999-2000, government spent 
£343 billion, a figure which would, had it simply 
moved in line with inflation,2 have reached about 
£450 billion by 2009-10. Actual spending in that 
year had risen to £669 billion, a massive (53%) 
increase in real-terms. Despite early efforts to nip 
further planned increases in the bud, the 
Coalition reckons that spending will rise to £697 
billion in this fiscal year.  

Figure 1 overleaf shows public spending since 
1999-2000 at 2010 values (together with current 
money equivalents for reference). If the 
Government were to trim a seemingly-massive 
£87 billion from the current-year projection, 
ministers would simply be returning outlays to 
their real level in 2006-07. There is no evidence 
that public services were in any way under-
resourced in that year, when spending was 
already 26% higher, in real terms, than it had 
been just seven years previously.  

                                                 
2  The broad-measure GDP deflator is used in this 

calculation. 
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The Government’s actual ambition is more 
modest even than this (see Figure 2). On the 
basis of data published in the June 2010 
budget, real-terms spending will only be 
reduced to the 2009 level, with even that scale 
of real-terms reduction talking place, not 

immediately, but over five years. Proponents 
and opponents alike have presented the 
coming spending cuts as draconian, or savage. 
But in reality the anticipated downpour turns 
out to be a shower, not a hurricane. 

 
FIGURE 1: TURNING BACK THE YEARS? REVERSING THE SPENDING BOOM* 

*Source: Tullett Prebon calculations based on data from H.M. Treasury 

 
FIG. 2: A MODEST AMBITION? CORRECTING THE SPENDING BINGE* 

*Source: Tullett Prebon calculations based on data from H.M. Treasury 
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FIGURE 3: A LESS THAN TERRIFYING CORRECTION 
£bn 09-10 10-11 11-12 12-13 13-14 14-15 15-16 

NOMINAL SPENDING:        
Protected departments 125 130 132 135 138 140 143 

Interest expense 31 44 47 52 58 63 67 

Total non-discretionary 156 174 179 187 195 203 210 

All other 514 523 522 524 526 534 547 

Total expenditure 669 697 700 711 722 737 757 

AT 2010-11 VALUES:        

Total protected 159 174 175 180 183 185 186 

All other 524 523 511 502 492 486 485 

Total expenditure 682 697 687 682 675 671 671 

As % GDP 47.5% 47.3% 45.5% 43.9% 42.2% 40.9% 39.8% 

*Source: Tullett Prebon calculations based on data from H.M. Treasury and Office for Budget Responsibility 
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To be sure, the shower will be a heavy one, for 
two main reasons. First, two areas of public 
spending – heath and overseas development 
– are specifically excluded, whilst interest 
expense is poised to rise rapidly because of 
past increases in national debt. These ‘non-
discretionary’ exclusions will leverage cuts in 
unprotected areas.  

Second, costs in many spending categories – 
such as healthcare and defence – inflate more 
rapidly than general inflation. 

Even so, real-terms cuts of as much as 8% to 
10% in some unprotected areas should not be 
seen as draconian or savage, particularly given 
the excesses, inefficiencies and wastefulness 
which necessarily accompany any spending 
increase of the magnitude which was 
implemented over the last decade.  

Meanwhile, the national debt has escalated. 
Sums which Britons owe to each other may be 
manageable, but the real danger lies in debt 
owed to foreign lenders. The UK’s external 

debt has risen dramatically over the last 
decade, and now amounts to almost $149,000 
for each man, woman and child in Britain, a 
level far higher than in the US ($44,000), Italy 
($40,000) or Spain ($59,000).3 

4. A WAY AHEAD 
The spending cuts will hurt. Jobs will be lost. But 
deep inroads into front-line services are not 
necessary. The salaries of front-line workers 
earning up to £21,000 need not be cut or even 
frozen, but can be pegged to inflation, with a 
freeze being necessary amongst those earning 
between £21,000 and £30,000. Only above that 
level might pay reductions (and higher pension 
contributions) be necessary, and any such cuts 
should be biased towards the top-level 
bureaucrats. Government job losses can largely 
be confined to rolling back the excessive growth 
in administration which has accompanied the 
spending binge of the last decade.  

                                                 
3  These figures are for gross external debt. Source: CIA 

World Factbook 
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One approach to cutting the deficit would be 
for the Treasury to present each spending 
department with the current-money equivalent 
of its expenditures of five years ago, and 
asking each to justify any subsequent 
increase.  

5. WHEN THE ALTERNATIVES ARE 
WORSE 
The task facing the Coalition is one of pain-
allocation. Essentially, four different policy 
options exist: 

1. Continued borrowing, which would avoid 
the pain of tax hikes or spending cuts, but 
at the near-certain price of much higher 
interest rates. 

2. Further QE, which would risk a surge in 
inflation. 

3. Huge tax hikes, which could seriously 
impact economic competitiveness. 

4. Public spending cuts, which could hurt, and 
could impair potential growth but which are 
manageable, particularly as they involve 
reversing, over five years, a comparatively 
small part of the enormous real-terms 
increase which took place over the 
preceding decade. 

But there is a superficially-persuasive 
argument, derived from the classic Keynesian 
calculus, which argues that cutting spending 
will reduce economic growth. It is indeed true 
that economic growth would be higher if 
government simply spent more. But there are 
two objections to this counter-argument. The 
first, as explained earlier, is that this is a 
deleveraging recession, not a destocking one, 
and the Keynesian calculus will not function 
under the very different circumstances of a 
deleveraging downturn. 

Second, advocates of using further Keynesian 
stimulus need to consider carefully what the 
consequences of such a policy might be. 
Expressed in terms of projected current-year 
GDP, the Government has already injected 18% 
through deficits over just two years, and a 
further 14% through quantitative easing (QE), 
the contemporary euphemism for the printing 
of money. Using additional QE would risk 
triggering damaging rises in inflation, not 
immediately, but as soon as monetary velocity 
recovers. Adding to debt, on the other hand, 
carries the clear and present danger of driving 
interest rates up, and this, for millions of 
second- and third-quartile earners with 
mortgages, could be lethally dangerous. 

Let us forget, just for now, the issue of 
“generational theft”, the debt burden that has 
already been piled on to the young people of 
today and tomorrow. Forget, too, the modest 
scale of the planned (and gradual) cuts in real-
terms public expenditures, when compared 
with the reckless expansions of the recent 
past. But we must not forget what interest rate 
risk means where millions of working, heavily-
indebted homeowners are concerned. Anyone 
flirting with rate-risking policies needs to be 
aware that monthly mortgage payments could 
rise to unaffordable levels, a process which 
would simultaneously open up a chasm of 
negative equity. This process could reduce 
millions of people to penury. This is a real risk, 
and one that must be avoided.  

Though not painless, spending cuts, 
particularly if relatively gradual and if 
concentrated on over-administration, hold far 
fewer terrors than dicing with interest rates. 

 

 



 

 

 

POLICY INTO ACTION 
 

The following proposals, first made by the Centre for Policy Studies, are some of those 
which the Coalition is now implementing (or plans to implement): 

Capital Gains Tax proposals amended: following polling and public advocacy by CPS 
Chairman Maurice Saatchi and CPS board Member Michael Forsyth, coalition proposals to 
increase Capital Gains tax were markedly less punitive to savers and investors.  

Increase tax allowances to £10,000: proposals to increase tax allowances to £10,000 – 
and to lift millions of people out of paying tax – were first made by Maurice Saatchi and 
Peter Warburton in Poor People! Stop Paying Tax! in 2001.  

Tax simplification: the Coalition has announced plans for simplifying the tax system, 
adopting many of the proposals made by Lord Forsyth in his Tax Simplification Committee 
report, Tax Matters, and by David Martin in Tax Simplification (2007). 

Abolition of the tripartite regulatory regime: recommendations in the Financial Services 
Regulation Bill were first put forward by Sir Martin Jacomb in his 2009 CPS report, Re-
empower the Bank of England.  

Benefit simplification: proposals for simplification of the benefit system followed the 
recommendations of Benefit Simplification by David Martin (2009).  

Freedom for Schools: the intellectual roots of the Academies Bill and the Education & 
Children’s Bill can be traced to CPS reports such as Freedom for Schools (2000) and An 
End to Factory Schools (2010).  

Abolition of school quangos: Coalition plans to abolish the several education quangos 
follow proposals first made in School quangos: a blueprint for abolition and reform (2009).  

Localism: the Decentralisation and Localism Bill echoes recurring themes of recent CPS 
publications, including the Direct Democracy series (2008) and A Magna Carta for 
Localism (2010).  

Abolition of the Serious Organised Crime Agency and the National Treatment Agency: 
first proposed by Kathy Gyngell in The Phoney War on Drugs.  

Liberty: proposals in the Freedom Bill and Identity Documents Bill follow many CPS 
recommendations to roll back state intrusion and restore civil liberties, including the 
abolition of the national children’s database, ContactPoint, as recommended by Jill Kirby 
in The Nationalisation of Childhood (2006). 
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