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This report provides a ready-reference guide to the Tullett Prebon interpretation of the UK economy. 

Key points are: 

 After the credit super-cycle 

The context for UK economic woes is the global credit super-cycle, which began in the early 1980s 

and drove debt ratios to unsustainable levels. The banking crisis of 2008 was the inevitable 

denouement of this borrowing binge.  

 A profoundly different recession 

Previous post-War recessions were destocking events, but the UK is now mired in a deleveraging 

recession. The monetary and fiscal tools which can counter destocking recessions do not work in a 

deleveraging recession.  

 Dependency on debt 

From about 2002-03 onwards, British attitudes to debt underwent a profound change. Annual real net 

borrowing by individuals doubled. Together, government and individuals borrowed an annual 

average of 11.1% of GDP between 2002-03 and 2007-08.    

 Excessive public spending 

The Labour administration increased public spending by more than 50%, in real terms, between 

1999-2000 and 2009-10. This was based on a largely illusory increase in the tax base, and resulted 

in huge deficits once debt-driven growth subsided..  

 Economic imbalances 

In the years prior to the banking crisis, the two drivers of the economy were (a) private borrowing and 

(b) public spending, both of which are now dead in the water. Reflecting this, sectors such as 

construction, real estate, finance, health, education and public administration prospered, whilst other 

sectors lagged. About 70% of the UK economy should now be regarded as ex-growth. Rebalancing, 

therefore, is imperative.    

 The fiscal plan 

The government is right to prioritise deficit reduction, as the Moody’s have underlined. The highly-

leveraged UK economy is extremely exposed to any rise in interest rates.   

 The growth imperative 

But the deficit reduction plan is hostage to growth, and cannot succeed unless growth can be 

restored. 

 The economic challenge 
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Government needs to find ways of promoting growth in an environment in which almost all traditional 

policy options (including rate cuts, fiscal stimulus and QE) have ceased to function.  

There may be scope for fiscal stimulus, which could be accomplished (without spooking the bond 

markets) through a combination of (a) immediate tax cuts and (b) deeper-than-planned, but more 

gradual, reductions in public expenditures.     

In the absence of effective macroeconomic tools, the focus needs to be on microeconomic reform 

instead.  

This must involve reforms in areas such as labour laws and health and safety. The principal issue 

here is the conflict between pragmatic choices and the inherited mindset of social liberalism 
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Tullett Prebon has published many reports about the UK economy (including Project Armageddon), 

but there has been one omission from our research catalogue – a brief but comprehensive synopsis 

of our economic analysis. That synopsis is provided in this report. 

We explain here that the context for Western economic woes is the fall-out from a “credit super-

cycle”, a long cycle characterised by an excessively relaxed attitude to debt. In Britain, this has been 

compounded by a reckless increase in public expenditures. 

The British economy became excessively dependent on the twin drivers of private borrowing and 

public spending. The sectors which benefitted from these drivers prospered whilst other industries 

languished. This has left about 70% of the economy in an ex-growth lockdown now that both of the 

erstwhile drivers are dead in the water. 

So heavily is Britain leveraged that the government has been right to make deficit reduction its 

primary objective.  But the fiscal plan is dependent on growth, and growth is proving elusive in a 

post-borrowing, post-state-largesse environment. 

In Britain, as elsewhere, the current slump is a deleveraging recession, which is quite different from 

previous destocking events. Fiscal and monetary tools which work effectively in a destocking era 

cannot counter a deleveraging downturn. This is why deficit stimulus (of over £500bn), QE (£325bn 

and counting), near-zero interest rates and devaluation have failed to deliver growth. Deleveraging 

negates most conventional economic policy tools. 

There remains one macroeconomic policy option which is worth trying. Government could cut taxes 

immediately whilst committing itself to paying for tax reductions through deeper reductions in 

expenditures over the medium term. Whilst weakening fiscal rigour in order to boost spending would 

earn the wrath of the bond markets, doing so in order to boost growth through tax cuts probably 

would not. 

The widespread supposition that the UK cannot cut public spending further than the modest real-

terms 6.8% currently planned is a myth. Between 1990-2000 and 2009-10, real state expenditures 

increased by 53%. No-one has yet explained why the British state somehow must spend about 

£700bn today having managed perfectly well on £450bn (at today’s values) ten years ago. Our 

research has revealed sharp and continuous declines in public service value-for-money going back 

over more than a decade.  
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This said, we do not believe that any single macroeconomic bullet can restore competitiveness and 

growth to the British economy. This means that the only alternatives to an over-indebted, over-

spending, low-growth future must lie in microeconomic reforms – in other words, scaling back the 

excessive regulation of businesses, a burden which has become particularly onerous for those small 

and medium enterprises which can alone create jobs and prosperity. Since such reforms would mean 

surrendering cherished shibboleths in areas such as health & safety, equality and employment rights, 

the real choice now lies between hard-nosed economic pragmatism on the one hand, and well-

meaning sentimentality on the other. Here, the omens are not encouraging. Recent opposition to 

imposing an annual cap of £26,000 on cash benefits shows how out-of-touch some contributors to 

the debate have become.                  
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The aim of this report is to summarise the Tullett Prebon interpretation of the British economy in a 

single, ready-reference document. Most of the data used here is sourced from the Tullett Prebon UK 

Economic & Fiscal Database 2011, itself based on official data. 

1. CONTEXT 

1.1 The credit super-cycle 

In common with many other Western countries, Britain is dealing with the after-effects of the credit 

super-cycle, a massive ramping up in all forms of debt, in relation to income, which began in the 

early 1980s and culminated in the 2008 financial crisis.  

Though the latter stages of this super-cycle were characterised by successive bubbles in asset 

classes as diverse as real estate, commercial property, commodities and tech equities, the 

underlying dynamic was systemic debt escalation. 

1.2 A profoundly different recession 

We need to distinguish between two types of recession: 

1. A destocking recession takes place when businesses, anticipating weak demand for their 

products and services, reduce their capacity by destocking. This makes the anticipated 

weakening in demand a self-fulfilling prophecy. 

2. A deleveraging recession occurs where over-indebted individuals and businesses seek to 

scale back their leverage.  

Previous post-War recessions have been destocking events. These tend to be relatively shallow and 

short-lived. They can be (and have been) countered by loosening monetary and fiscal policy. 

The current recession, by contrast, is a deleveraging event.  

1.3 Traditional tools are ill-suited to deleveraging events 

Traditional monetary and fiscal policies are ineffective where a deleveraging recession is concerned. 

Funds injected by the authorities are not used to increase demand, but to reduce private sector 

indebtedness. Individuals and businesses use injected funds to pay off their debts, not to increase 

their spending. 

This process transfers debt from the private to the public balance sheet. This is compounded where 

the government also intervenes to bail out the banking system. This process of toxic asset 

transference accounts for much of the escalation in sovereign debt. 

In this context, we should note that the published public debt figure (£1.0 trillion, or 64% of GDP) 

excludes financial interventions. Including these, public debt is £2.33 trillion, or 149% of GDP.  

Past evidence suggests that private leverage is reduced first, and only after that can government 

indebtedness be reduced. This process is underway in the United States, but has yet to begin in 

Britain.   

The deleveraging nature of the current downturn helps explain why efforts to reduce sovereign 

leverage through austerity are being undermined by low growth. 
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II. BRITAIN – STRUCTURAL ISSUES 

2.1 Dependency on debt 

From fiscal year 2002-03 or thereabouts, there was a profound change in the public attitude to debt.  

Previously, net borrowing by individuals had tended to average about £60bn annually (all figures 

expressed at constant 2010-11 values). From 2002-03, net individual borrowing spiked, averaging an 

annual £120bn over a six-year period, though individual net borrowing has collapsed since 2009. 

Government tended to run modest deficits during this period, but aggregate (individual plus 

government) net borrowing averaged 11.1% of GDP (see fig. 1), whereas economic growth 

oscillated between 2.1% and 3.1%. Net borrowings, then, far exceeded annual increments to GDP.  

Fig. 1: Annual net borrowing at constant values 
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Moreover, much of the apparent ‘growth’ in GDP was illusory, because it resulted from recycling the 

influx of debt. 

Presumably in the belief that apparent growth was real and reliable, the Labour government 

increased public spending by 53%, in real terms, between 1999-2000 and 2009-10 (fig. 2).  

This set the scene for a dramatic widening in the deficit once revenues fell away as the economy 

deteriorated. 

Fig. 2: Public spending, 1999-2000 to 2009-10 
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2.2 Economic imbalances 

Obviously, if an economy becomes dominated by two specific drivers, the sectors most exposed to 

these drivers will grow more than sectors less exposed to them. In the UK, sector exposure was as 

follows: 

 The construction, real estate and finance (‘CREF’) sectors were propelled by private 

borrowing. In aggregate, these sectors grew by 42% in real terms between 2000 and 2009.  

 Health, education and public administration (‘HEPA’) expanded on the back of escalating 

public spending, growing by 28% over the same period. 

 Other sectors shrank by 5%, within which retailing grew by 8% but manufacturing output fell 

by 26%. By 2009, the manufacturing share of the economy had declined to 11%, from 17% in 2000.   

These trends can be seen in more detail in fig. 3
1
. 

2.3 Critical sectoral imbalances 

Disparate rates of growth resulted in severe imbalances in the sectoral composition of the economy.  

By 2009: 

 The CREF sectors, linked to growth in private borrowing, accounted for 40% of economic 

output. 

 HEPA activities, linked to public spending, accounted for a further 19% of the economy. 

 

  

Fig. 3: Contributions to GVA, 2000-09, expressed at constant 2010 values 

£bn at 2010 values 2000 2007 2008 2009 vs 2000 % of 2009 

Construction £59 £87 £84 £75 +27% 6% 

Real estate £244 £319 £317 £307 +26% 24% 

Finance £58 £112 £122 £130 +123% 10% 

                                                 
1
 Technical note: as of Blue Book 2011, the Office for National Statistics has made radical changes to GVA reporting. We aim to 

maintain proxy equivalents to these figures for 2010 and subsequent years. 
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CREF £361 £517 £523 £512 +42% 40% 

Health £72 £96 £98 £96 +35% 7% 

Education £62 £78 £80 £79 +27% 6% 

Public administration £55 £68 £68 £67 +22% 5% 

HEPA £189 £242 £246 £243 +28% 19% 

Other sectors £569 £586 £584 £538 -5% 42% 

Of which:       

Retail £134 £152 £154 £144 +8% 11% 

Manufacturing £194 £166 £157 £144 -26% 11% 

All other £241 £267 £274 £249 +4% 19% 

Economy (GVA) £1,119 £1,346 £1,353 £1,292 +15% 100% 

GDP £1,265 £1,510 £1,509 £1,436 +14%  

 

This means that 59% of UK economic output is linked to two erstwhile drivers (private borrowing and 

public spending), both of which are now dead in the water.  

At the same time, the combination of wage stagnation and high inflation has eroded consumer 

disposable incomes to the detriment of retailing, which accounts for a further 11% of the economy. 

We can say, therefore, that as much as 70% of the British economy has become incapable of 

growth. The case for drastic realignment of the economy seems self-evident. 

III. BRITAIN – POLICY RESPONSES 

3.1 The government fiscal plan 

The coalition government is determined to eliminate Britain’s structural fiscal deficit. In the last year 

of the Labour administration (2009-10), the government borrowed £156bn, or 11.2% of GDP.  

Of every £1 spent by the state in that year, 23.3p was borrowed.  

We are convinced that the government is right to make deficit reduction a policy target. The recent 

announcement from Moody’s underlines this imperative. 

Rises in interest rates would be a disaster, given that UK household debt stands at over 150% of 

incomes.   

At the end of FY 2010-11, private secured (mortgage) debt totalled £1,238bn, and unsecured credit 

totalled £222bn. Together, these sums equate to 99% of GDP.  

Note, also, that: 

 If interest rates were to rise by just 100bps, 24% of all variable rate mortgages (by value) 

would “need to adjust” (meaning negotiate with lenders, or default). This percentage increases to 

47% if rates were to rise by 200bps, and 69% at 300bps.    

 In 2009, 32% of all small firms
2
 had interest payments which exceeded their profits, as did 

27% of larger firms (and 41% of small real estate businesses).   

3.2 The plan’s Achilles’ heel – dependency on growth 

                                                 
2
 In this context, “small” firms are those with turnover of less than £1m. 
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Given the severity of the debt exposure both of individuals and of the British economy as a whole, 

the government is right to emphasise deficit reduction.  

But the weakness in this plan is that it relies far more on revenue growth than on spending 

reductions. This dependency on growth remains in place despite recent sharp downgrades to official 

growth projections.  

As set out in fig. 4, the government aims to reduce the deficit (at 2010-11 values) from £160bn in 

2009-10 to £41bn in 2014-15, a decrease of £119bn.  

Within this £119bn target, £99bn – 83% of the total – is expected to come from increases in revenue, 

and £20bn (17%) from lower spending. 

If we allow for the impact of higher interest payments on government debt, the targeted reduction 

totals £143bn. Of this, £99bn (69%) is allocated to revenue increases, and £44bn (31%) to 

reductions in all spending other than interest.  

Within the targeted £99bn increase in revenues, we estimate that £32bn would result from higher 

rates of tax and £67bn from the revenue effects of growth. 

 

 

Fig. 4: Contributions to deficit reduction plan, 2014-15 versus 2009-10 

£bn at 2010-11 values 2009-10 2014-15 +/- As % of target 

Revenues £528 £627 +£99 83% 

of which:     

Tax rates   +£32 27% 

Growth   +£67 56% 

Expenditure  £688 £668 (-£20) 17% 

of which:     

Expenditure ex-interest £657 £612 (-£44) 37% 

Interest £32 £56 (+£24) -20% 

Deficit   £160 £41 +£119 100% 

 

If – purely for illustrative purposes – the economy was no larger in 2014-15 than in 2009-10, the 

following could be expected to happen to the plan: 

 Revenue shortfall: £73bn 

o Absence of growth component: £67bn 

o Adverse impact on yield from tax rate increases: £6bn 

 Spending over-shoot: £26bn 

o Automatic stabiliser costs: £19bn 

o Additional interest expense: £7bn 

 Overall deviation from plan: £99bn 

 Actual deficit reduction only £20bn (rather than the planned £119bn). 
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We must conclude, therefore, that the deficit reduction plan is a hostage to economic growth.   

We can also observe that, whilst revenues are projected to grow by 19% in real terms between 2009-

10 and 2014-15, real public spending (other than interest expense) is slated to decline by only 6.8% 

over the same period. 

Cuts in real departmental budgets are far larger than 6.8%, but this reflects leverage to the following: 

 Spending on health and international aid is excluded from spending reductions. 

 Most of the cuts will come from ‘own spending’, not from transfer payments such as benefits 

and pensions.  

The government’s plan, therefore, depends upon growth. Revenue expansion - rather than spending 

cuts - is expected to carry the lion’s share of deficit reduction.      

3.3 The policy challenge 

Let’s sum up the situation as it stands: 

 The government is right to target deficit reduction, but its plan is a hostage to growth. 

 Neither of the erstwhile drivers of the British economy – private borrowing and rising 

government spending – remains operative. 

 As much as 70% of the economy is incapable of growth in the absence of these drivers. 

The policy challenge, then, is to deliver growth in the absence of the principal pre-crisis drivers 

of the British economy.  

3.4 Traditional policy tools have failed 

Most traditional monetary and fiscal policy tools have been tried, but have not delivered growth: 

 Interest rates have been held at 0.5% for almost three years.  

 Deficit stimulus has been tried (to the tune of about £515bn): 

o 2008-09 deficit: £96bn 

o 2009-10 deficit:  £156bn 

o 2010-11 deficit: £141bn 

o 2011-12 deficit: est. £120bn 

 QE –£325bn to date. 

The core of the problem, where traditional policy tools are concerned, is that: 

 Most conventional policy alternatives have failed, principally because this is a deleveraging 

(rather than a destocking) recession. 

and 

 Scope for further stimulus is limited by the deficit reduction imperative. 

but 

 The deficit plan depends upon restoring growth.    

3.5 A workable macroeconomic alternative? 
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If an objective of macroeconomic policy is to stimulate the economy without unnerving the bond 

markets, a viable policy option might be to loosen the fiscal reins in order to cut taxes, not to 

continue to over-spend.   

Under this plan, government would announce tax cuts to take effect now, combined with deeper 

spending cuts to be implemented later. This alternative strategy is compared with the existing plan in 

figs. 5 and 6.  

 

Fig. 5: the existing plan Fig. 6: the low-tax alternative 
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Under this proposal, government would implement immediate tax cuts of £50bn, simultaneously 

announcing additional spending cuts of £50bn to be implemented by 2015-16.  

The effect of this plan would be to widen the fiscal deficit by £40bn in 2012-13, by £20bn in 2013-14 

and by £10bn in 2014-15, whilst sticking to the fiscal target for 2015-16. 

A critical issue which policymakers need to address is the stance of the bond markets on sovereign 

debt and deficits. Fiscal stimulus could provide improved economic growth, but the accompanying 

deficits could create bond market risk. 

We believe that the markets would punish Britain if the deficit plan was relaxed to increase public 

spending, but probably would not react adversely if a looser deficit was used to reduce taxes and 

thereby boost market-led growth.        

Within the £50bn of tax reductions recommended here, at least £30bn should be spent on raising the 

thresholds for income tax and National Insurance (NI) in order to concentrate benefits on low- and 

middle-earners. These income groups typically have a higher spending propensity than the better off. 

They are also the group most exposed to interest rate risk.  

Politically, seeking to redress the legitimate concerns of “middle Britain” seems not just desirable but 

imperative. There is a widespread perception that:  

(a) The wealthiest benefit from the system. 

and  

(b) Recipients of benefits are protected by the state. 

but  

(c) Low- and middle-income working people are squeezed. 
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This perception is both valid and dangerous.      

3.6 Scope for savings 

The debate over public spending is misinformed. Between 1999-2000 and 2009-10 – with all figures 

expressed at 2010-11 values – expenditures increased by 53%, from £451bn to £688bn. By contrast, 

the government plans to reduce real-terms spending by just 3% by 2014-15.  

Where departmental expenditures are concerned, the impact of spending reductions is leveraged by 

interest expense, transfer payments (such as benefits and pensions), and the ring-fencing of 

expenditures on health and international aid (fig. 7). 

 

 Fig. 7: The leveraging of public expenditures 

£bn at 2010-11 values 1999-00 2009-10  vs 99-00 2014-15  vs 09-10  vs 99-00 

Total £451 £688 +53% £668 -3% +48% 

Less: interest £33 £32  £56   

Ex-interest spending £418 £657 +57% £612 -7% +46% 

Less: transfer payments £192 £317 +65% £325* +2% +69% 

Government own spending £227 £339 +50% £287 -15% +27% 

Less: ring-fenced** £70 £129 +85% £134 +4% +92% 

Unprotected spending £157 £210 +34% £153 -27% -2% 

* Estimated figure for 2014-15 ** Health and international development  

3.7 Sharp falls in public service efficiency  

Our research has unmasked long-term value-for-money decline in the public services. Official 

figures, which show modest declines in productivity, are skewed by the use of volumetric input 

measures instead of real spending data, and are further distorted by the unwarranted assumption 

that there is a direct health outcomes correlation with the massive increase in prescribing since the 

mid-1990s. 

Between 1995 and 2009, we calculate that real expenditure on healthcare in the UK increased by 

111%, but outputs (excluding the surge in prescribing) rose by only 56%, meaning that productivity 

declined by 26%. This deterioration in cost-effectiveness has been replicated across much of the 

public services. 

If output-per-£ could be restored to the level of 1999-2000, we calculate that the same services could 

be delivered at a saving of £50bn, of which £31bn could be saved in health spending.     

3.8 Why public service efficiency has declined  

Our examination of public service performance reveals that the biggest cost increases have not 

resulted from increases in front-line employee numbers or remuneration. We endorse the 

government’s policy of public sector pay restraint, but do not regard this as the key productivity issue. 

Real-terms spending has increased most rapidly in out-sourcing and procurement, leading us to 

believe that the costs of fragmentation, out-sourcing and the creation of internal markets have 
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exceeded any benefits from these processes. We recommend a return to a more centralised model 

of public service delivery. 

At the same time, there has been an excessive growth in management across the public sector. In 

the National Health Service (NHS) in England, for example, the number of managers increased by 

77% between 2000 and 2010, whereas employment in all other categories only increased by 26%. 

This suggests that there is a strong case for delayering the public services.      

3.9 The policy imperative – microeconomic reform  

Though we believe that cutting taxes now, and paying for this through further (but more gradual) 

reductions in public spending, could stimulate growth without unsettling the bond markets, we also 

believe that the effectiveness of traditional fiscal and monetary tools is very strictly circumscribed in a 

deleveraging recession.  

Given the severe weakening in the effectiveness of macroeconomic policies, we conclude that the 

main focus needs to be placed on microeconomic reform. This means deregulating small and 

medium enterprises to enable them to deliver growth and create jobs.   

Part of the burden of excessive regulation has resulted from the over-bureaucratised nature of British 

society. But part of the regulatory burden has resulted from well-meaning initiatives in areas such as 

health and safety, labour rights, equality and the ill-defined (and subjective) catch-all category of 

“fairness”. Ultimately, Britain may need to choose between a deregulated, more dynamic economy 

on the one hand, and a socially-engineered, over-regulated, slow-growth economy on the other. 

Future choices between pragmatism and sentiment are likely to be the principal factors 

determining the economic future of the United Kingdom.        
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