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Introduction


Forty-nine days of madness


For over four decades there was no question about when Britain’s post-war economic fortunes reached their nadir. It was September 1976, when Jim Callaghan’s Labour government had to ask the International Monetary Fund (IMF) for a record loan to prevent the pound and the economy from collapsing. But during her forty-nine-day premiership in the autumn of 2022, Liz Truss managed to outplumb that low.


Unlike Chancellor of the Exchequer Denis Healey, who didn’t make it to the IMF conference in Manila in 1976, memorably having to turn back from Heathrow, Truss’s chancellor Kwasi Kwarteng did attend the IMF gathering in 2022 held in Washington DC. But he was recalled early to be sacked by Truss. He had been chancellor for little more than a month, making his stint at the Treasury the second shortest in modern times. Casting him aside so brutally did not save the prime minister: soon after appointing Jeremy Hunt in his place she was forced to resign, making her premiership the shortest on record.


For both Callaghan and Truss, the financial markets had passed a vote of no confidence in a government living beyond its means. When Truss became prime minister in early September, she adopted the Facebook motto, ‘Move fast and break things’. Following plans she had worked out in advance, she and her chancellor did indeed move fast. And the ‘mini-budget’ delivered by Kwarteng on 23 September 2022, less than three weeks after Truss had become prime minister, certainly broke things.


Britain’s trip to fiscal la-la land


What went wrong?


First and foremost, Kwarteng cut a whole range of taxes – including bringing the top rate of income tax down from 45 to 40 per cent – without corresponding spending cuts to balance the books. He reversed an additional National Insurance levy that had only just been introduced, and cancelled a big impending increase in the main corporation tax rate. Altogether, the lost revenue amounted to £45 billion a year, making it the biggest package of tax cuts (as a share of gross domestic product [GDP]) of any budget in half a century.1


Second, this maxi- rather than mini-budget dodged scrutiny by the independent Office for Budget Responsibility (OBR). That followed a pre-emptive strike against the top civil servant in the Treasury. On his first day in his job, Kwarteng, with the backing of Truss, sacked Tom Scholar, the respected permanent secretary of the Treasury whose experience would have come in handy in the crisis that erupted.2 In Truss’s brave new economic world, institutions such as the OBR and an independent civil service no longer seemed to count.


The radical budgetary measures were supposed to jolt a sluggish economy back to life and put it on a trajectory of stronger growth. That, at least, was the case Truss and Kwarteng made. But it had the exact opposite effect. The financial markets went into turmoil as they witnessed a government seemingly transported to economic la-la land, where massive unfunded tax cuts would miraculously pay for themselves through higher revenue from a bigger economy.


Just as in 1976, a sinking pound indicated a loss of faith in the British government. The day after Kwarteng had unwisely told the BBC’s Laura Kuenssberg on her Sunday news show that there was ‘more to come’, sterling fell to its lowest-ever value against the dollar, trading at $1.035 in Asian markets.3 But it was the gilt market, in which dealers buy and sell government bonds, that really sounded the alarm.


The effect of Kwarteng’s unfunded tax cuts would be to increase already high public borrowing, meaning that the Treasury would have to issue even more debt. Investors took fright and started to sell gilts, driving down their prices. Since yields (the returns to bond investors) are inversely related to prices their yields were driven up.


Long-term bond yields are usually slow to move because so much of their value lies far in the future. They are also loosely connected to short-term borrowing costs set by the Bank of England. Yet in a matter of days the thirty-year gilt yield vaulted from around 3.5 per cent to over 5 per cent, the highest level in two decades.4 That jump was all the more astonishing because the Bank of England’s base interest rate was still only 2.25 per cent.


All pain, no gain


This was where the mini-budget got close and personal for two sets of people. Disquietingly, pensioners learned that their final salary company pension funds were in trouble: they were having to make payments on over-clever schemes supposed to protect pensions, forcing them to dump gilts at a loss to release the money. The second was homeowners with fixed-rate mortgages, typically for either two or five years. Since those rates were priced off the shorter-term gilt market, they rose sharply for anyone re-mortgaging. For those with existing loans not immediately affected, pain loomed menacingly ahead since the loans had been taken out when interest rates were unusually low. It would be all the more punishing because mortgages were now so large, reflecting inflated house prices driven ever higher by cheap borrowing costs.


But almost all the population stood to suffer. Inflation was already surging and the last thing the economy needed – contra Truss and Kwarteng – was an injection of more demand. British households were facing a desperate cost-of-living squeeze as energy bills threatened to become unaffordable after an extraordinary increase in European gas prices. Truss had pledged a two-year guarantee to hold down household energy prices. But this involved yet more borrowing. And if the British state remained under siege in the markets, would it even be capable of honouring its promises?


We will never know what the full disastrous impact of the mini-budget might have been because the proposals were dropped like hot bricks – starting with the provocative cut in the top rate of income tax. The only measure of note that went ahead was the abolition of the extra National Insurance levy; and that was partially offset by dropping a previously announced plan to cut the basic rate of income tax from 20 per cent to 19 per cent. The costly energy price guarantee offered by Truss and Kwarteng was restricted to cover just the winter to come rather than two years.5


Once Truss was herself replaced by Rishi Sunak in October 2022, both the new prime minister and his chancellor Jeremy Hunt went out of their way to represent themselves as trustworthy custodians of the public finances. When Hunt issued his autumn statement in mid-November, the jilted OBR was fully back in the fold. It painted a bleak picture of the nation’s finances.


Even with the fiscal adults back in charge there was reason to rue the costs of Truss and Kwarteng’s fit of delinquency. The concerns of pensioners proved to be short-lived, not least since the Bank of England intervened to cool things in the gilt market. But even though long-term interest rates came down, the impact on mortgages endured. At the height of the panic, lenders had withdrawn swathes of new mortgage products. When they returned to the market, loans had become more expensive, providing banks with a bigger safety margin protecting against future volatility.6


All in all, it had been a close-run thing. For a time during the premiership of Truss, Britain had lost all fiscal credibility. The new partnership of Sunak and Hunt made a big difference. The jump in long-term interest rates now resembled a spike. By the end of the year, the ‘moron premium’ – a term coined during the autumn madness to describe the additional yield that international investors were demanding for British gilts – had largely disappeared.


Unlike in 1976, Britain had avoided having to go cap in hand to the IMF and then having to impose the harsh economic and fiscal conditions attached to such loans. But maybe that was what was needed? In June 2023, Adam Posen, an American economist and a former member of the Bank of England’s Monetary Policy Committee that sets interest rates, suggested it was ‘time for the UK to think like an emerging market’ – quite a comedown for arguably the first developed economy. Specifically, those in charge ‘should now act as though they are under a self-imposed IMF stabilisation programme’.7


A tale of two turnarounds


The wheel had turned full circle since 1976. Yet for a good stretch of the period after that first crisis, the British economy had confounded the pessimists. In particular, the fifteen years following the recession of the early 1990s were an exceptionally good period with sustained growth and low inflation, delivering in turn steadily rising living standards.


But any self-congratulation – and there was plenty of it about in the mid-2000s – was premature. Following the financial crisis that came close to toppling Britain’s banking system in the autumn of 2008, there was no more summertime when the living was easy. Rather, the fifteen fat years were followed by fifteen lean years of stubbornly low growth. Those past fifteen years – and how to break the negative spiral that has become the new norm – are the subject of this book.


One consolation during the 2010s was that inflation generally remained low. But that unnatural calm was abruptly shattered after the pandemic when consumer prices took off. Inflation reached 11.1 per cent in late 2022, the highest for forty years; but for the government cap on home energy prices, inflation would have reached a peak of 13.6 per cent in early 2023.8


The leap in inflation tore a hole in family finances. Living standards, measured by real household disposable income per person, declined in 2022–23 by the most in any financial year in records stretching back almost seven decades.9 The Trussell Trust reported that it distributed almost three million emergency food parcels across the UK between April 2022 and March 2023, over half as many again as the 1.9 million in 2019–20. The number of people using one of its food banks for the first time was 760,000.10


Other depressing figures suggested that gains in health had also slowed. In the 1990s and 2000s, there were steady and appreciable gains in life expectancy at birth. That reflected lifestyle changes such as falling smoking rates as well as medical advances. But even before the pandemic, demographers and actuaries were taken by surprise as improvement petered out during the 2010s.11


Too much wishful thinking, too little resilience


One explanation for this dire record (favoured by Conservative ministers) was that Britain had been battered by a succession of extreme international shocks. These had started (under Labour) with the financial crisis of 2007-09, the worst since the early 1930s. Then there was the outbreak of Covid in 2020, another once-in-a-century event. The shortages and bottlenecks resulting from lockdown triggered the rise in inflation, which was then turbocharged by an unprecedented rise in European gas prices associated with Russia’s invasion of Ukraine in February 2022, and the clampdown on Russian gas exports that followed.


However, Britain’s record in coping with these international shocks was poor. Financial services had long made up an unusually large proportion of national output and became even more prominent in the run-up to the banking crisis. That meant the economy was especially hard hit following the 2008 crash. Much the same could be said of the pandemic’s impact. At best, Britain’s overall performance judged by excess mortality was middling. But during the first wave in the spring of 2020, England’s was the worst among European countries.12 Yet it had had advance warning from Italy where the new disease had struck earlier.


The collateral damage to the NHS was also worse than in other European health services. Figures from the Organisation for Economic Co-operation and Development (OECD) showed that ‘elective’ (planned) operations in 2020 slumped far more in Britain than in the rest of Europe. On average, among twenty-three EU countries, hip replacements dropped by 14 per cent in 2020 compared with the number in 2019, whereas they fell by 46 per cent in the UK; for knee replacements, the respective declines were 24 and 68 per cent. Among all the countries compared, the falls for such treatments were biggest in the UK.13


Put to the test, the NHS had clearly done a lot worse than other health systems in looking after patients who were not ill with Covid. That contributed to the extraordinary jump in the hospital waiting list, which rose in England from an already high 4.6 million before the pandemic to well over seven million in 2023. Even though a lot more money was belatedly going into the NHS it was still underperforming.


The upsurge in inflation following the pandemic was also particularly severe in Britain. Not only was the peak in 2022 of 11.1 per cent higher than the eurozone’s 10.6 per cent and America’s 9.1 per cent, inflation stayed higher for longer, only coming down to single figures in April 2023, months after the eurozone.


A common factor in all these crises was a lack of resilience born of complacency. Ahead of the financial crisis, too little attention was paid to the risks of hosting an outsize international banking centre in the City. The pandemic exposed a woeful state of public health preparation. The inflation shock was especially acute in Britain because it was the fourth most dependent economy on gas in Europe. Yet scarcely any provision was made to store reserves: just a few days’ capacity compared with over a hundred in the Netherlands.14


The habit of wishful thinking that lay behind this lack of resilience was also apparent in Brexit. The casual way in which then prime minister David Cameron promised a vote on Britain’s most crucial economic relationship was matched by the careless way in which the referendum itself was conducted. The vote and the chaotic paralysis that followed it revealed deep structural weaknesses in the British state itself.


Charting a way back


This book will explore how and why the British economic success story of the early millennium turned sour while the public finances deteriorated at a frightening pace. It will answer crucial questions. Is the City too big for its boots? Does Britain make enough things? Could more immigration be the answer? How damaging has Brexit been and was there ever an economic case for it? Is there a better way of funding the NHS? What are Britain’s economic strengths and how can they be built upon? As important, how can longstanding weaknesses such as poor vocational skills throughout the country and lagging regions in central and northern England be put right?


In the pages that follow I analyse what went wrong – and what we need to do to recover our former status as an economic powerhouse. I end with a ten-point plan that our political leaders – whatever their party affiliation – could start putting into action right away.


Britain turned itself around after 1976 and it can turn itself around again. But what that will require is a coherent set of reforms and a rethink of the way that the country is governed. Above all, it will require a consistency of purpose that has been conspicuous by its absence in the last fifteen years.









Chapter 1


From hero to zero: a brief (recent) history of the British economy


When Tony Blair won his landslide victory in 1997 to the thumping soundtrack of ‘Things Can Only Get Better’, it turned out that he was right – at least in one respect. During his decade as prime minister the economy continued on the upward trajectory that had started after the recession of the early 1990s. New Labour presided over a new economy.


GDP rose consistently and strongly. Inflation, the bane of post-war governments, lost its sting. Unemployment was low. The City was a world financial centre vying only with New York. Living standards in Britain, which had fallen well behind those in other big European nations in the post-war period, caught up with Germany’s and surpassed those in France and Italy.


The boom meant extra revenues poured into the Exchequer which Labour spent on public services. The sovereign remedy of cash worked in the NHS: waiting times fell and treatments rose. Other public services such as schools also got a lot more money. All this was possible without busting the national finances. In fact, in the mid-2000s public debt was at a very reasonable 35 per cent of GDP.


The good times came to a juddering halt during the financial crisis of 2008. That triggered a severe recession. Worse, when the economy recovered, it shifted down a gear to much slower growth. Then came the Brexit vote in 2016, which sapped business investment owing to prolonged uncertainty over the UK’s status. Boris Johnson’s hard trade deal with the EU at the end of 2020 inflicted more damage.


By the early 2020s Britain had tumbled down the prosperity league table: living standards were now markedly lower than in Germany. Prolonged austerity had taken its toll on the public services with the NHS, in particular, stuck in a year-round winter crisis. The public finances were also strained, with debt hovering close to an unwelcome 100 per cent of GDP, the highest in six decades.


Why did things go so right for so long? And why since 2008 have they gone so stubbornly wrong?


The exceptional decade-and-a-half


The British economic success story for most of the 1990s and 2000s broke the post-war template of relative economic decline. By historic standards, growth in the 1950s and 1960s was more than respectable. But there was no Wirtschaftswunder or les trente glorieuses, when the German and French economies respectively boomed as never before. British attempts to emulate their success generated a stop-go cycle. Fiscal easing through measures such as cutting taxes and monetary loosening through lowering interest rates (‘go’), opened a hole in the balance of payments and put the pound under pressure in the foreign exchange markets; that prompted a ‘stop’ as the brakes were put on.


Already by 1960, West Germany had caught up with the UK in terms of prosperity, an astonishing achievement for an economy that lay in ruins after the war.1 Over the next two decades, Britain lagged behind. In 1979, GDP per person was 16 per cent lower than in West Germany, 13 per cent less than in France and had even fallen below Italy’s.2 Britain was the sick man of Europe, suffering not just from weak growth but rampant inflation: a toxic combination known as stagflation.


The economy was also wracked by three wrenching recessions, in the mid-1970s, the early 1980s and the early 1990s. The worst was the middle one when, from peak to trough, output fell by over 5 per cent.3 Unemployment rose to a post-war high of above three million. Over 10 per cent of the workforce were jobless for much of the 1980s.4


But following the third recession in the early 1990s, the economy jumped out of that dismal groove. For almost sixteen years until the start of 2008, GDP grew steadily without a single dip. Labour chancellor Gordon Brown boasted that this was Britain’s longest uninterrupted boom in three centuries.5 The claim required some historical arm-wrestling with the stats, given that quarterly GDP figures began only in the mid-1950s. Still, his point was well made.


While growth was high and stable, inflation was low and stable. In the summer of 1975 inflation had reached an eyewatering 27 per cent (a rate at which the real value of your savings would halve in just three years) but that now appeared a distant aberration. For most of the 1980s inflation was in single digits. After briefly returning above 10 per cent during 1990, it started a long retreat, so much so that people started to worry about it being too low.6


Unemployment touched 3 million again following the recession of the early 1990s. But the recovery brought it down to 1.4 million in 2004. Meanwhile, pay rose on average by more than 4 per cent a year between 2001 and 2008. Given low inflation, that translated into real earnings rising by close to 2.5 per cent a year. 7


Britain appeared to have reached the sunlit uplands of sustainable growth. There were two crucial elements in this success: workers were producing more through continuing increases in productivity; and labour resources rose, whether measured in higher employment or more hours worked.


American economist and Nobel laureate Robert Solow famously quipped in 1987: ‘You can see the computer age everywhere but in the productivity statistics.’ This was a time when American productivity was increasing much more slowly than in the post-war era until 1973. But in the late 1990s, IT advances did show up in the figures: productivity growth surged.8 Britain stepped up its investment in IT in the late 1990s and early 2000s. Unlike in America this did not push up labour productivity growth noticeably – it remained on average at around 2 per cent a year. But that steady increase in output per worker was still better than in continental Europe where the pace slowed to around 1 per cent in France and Germany.9


Combined with higher employment and longer working hours, Britain was able to catch up in terms of living standards with Germany and to overtake France by the middle of the 2000s.


Victory has many fathers


The received narrative about the new economy was that it reflected a new economic policy model. After the long post-war struggle to revive Britain’s flagging economic fortunes, the government had apparently stumbled on a winning formula. Instead of the state trying to engineer growth, it would be left to private enterprise. Government would step aside and confine its role to refereeing markets. Its main job was to ensure that inflation was kept low and the public finances in good order.


Naturally, both main parties sought to take credit for the new approach. The Conservatives pointed to the reforming zeal of Margaret Thatcher who curbed the trade unions and imposed market discipline. Thatcher abandoned an industrial strategy, dismissing it as a doomed attempt to ‘pick winners’, and privatised large chunks of the public sector including telecoms, energy and water. New Labour paid tribute to Thatcher by essentially accepting her economic settlement. In opposition, Blair abolished the party’s historic commitment to nationalisation embodied by clause four of its constitution. Unlike previous Labour administrations, his government would not try to steer the economy through old-school growth plans or industrial policy.


A crucial part of the new economic model was a revolution in how inflation was controlled. Both main parties had a hand in this. The Conservatives had initially sought price stability by trying to put a lid on the amount of money in the economy, on the grounds that inflation was ‘always and everywhere a monetary phenomenon’ as Milton Friedman, the high priest of monetarism, once declared. After that turned out to be unworkable – the money supply was a fickle friend – they tried to restrain inflation by tying sterling to the German mark through membership of the European Exchange Rate Mechanism (ERM). That ended in the ignominy of 16 September 1992 – Black Wednesday – when the pound was forced out of the ERM. Only then did the Treasury finally adopt an approach that worked. Britain became an early pioneer of inflation targeting – setting an explicit goal for inflation and thus creating a discipline for the government to achieve that, as well as an expectation among the public that price rises would be kept under control.


Labour built on that innovation by freeing the Bank of England to set interest rates and giving it the job of meeting the Treasury’s inflation target. Brown’s surprise move in his first week as chancellor bolstered the government’s credibility on low inflation. In the following decade, the fastest that consumer prices (which in 2003 replaced the older retail prices measure for the inflation target) rose was 3.1 per cent in March 2007. A sharp increase in global oil prices drove inflation up to 5.2 per cent in September 2008; but it then swiftly fell back since the economy was, by then, in a severe recession.10


Brown introduced two fiscal rules to allay market fears that he would play fast and loose with the public finances: public debt should not exceed 40 per cent of GDP; and the Treasury would borrow only to invest, the so-called ‘golden rule’. During the decade that Brown was chancellor, the government met the first target and just about managed the second, though this required some jiggery-pokery with the fine print. (To save the blushes of the chancellor, in 2005 the Treasury fudged the golden rule by re-dating the ‘economic cycle’ over which it was supposed to be met.)11


Brown also sought to make the economy flourish through a range of supply-side reforms (affecting production as opposed to demand). These included a big regulatory shake-up to heighten competition with the aim of spurring productivity improvements.12 The chancellor commissioned studies on increasing house building and improving skills. But too often these worthy initiatives ran into the sands.


Instead, the central domestic mission of New Labour turned out to be spending tax revenues generated by a strong economy. Blair sought public sector reform, especially in the NHS; but the public services got better mainly because of more generous funding. This made possible, for example, the recruitment of more doctors and teachers. The need to improve the public services was undeniably urgent. Although mostly counted as current expenditure, education and health spending is also an investment in the human capital and health of the nation. But there was an unanswered question about New Labour’s approach: what would happen if the money ran out?



The three tailwinds


In practice, the new economic model was less decisive in changing Britain’s fortunes than its architects claimed. Three underlying forces were helping to drive the economy.


The first was demographics. Although there was an immediate post-war spike in births in the late 1940s, the main baby boom was in the second half of the 1950s and the 1960s. The birth rate peaked in England and Wales in 1964.13 As that generation matured, it boosted the labour supply both in numbers and in quality, since it had benefited from better state education. The timing of the baby boomers’ entry into the workforce was unfortunate, however, since it coincided with the weak labour market of the early to mid-1980s. Indeed, high youth unemployment was an unhappy feature of that decade – baby boomers didn’t have it all their own way, as is now so widely claimed.


But during the 1990s and 2000s the economy benefited from a bulge in the number of people in their most productive years (roughly twenty-five to fifty-five).14 This is when earnings typically rise reflecting greater individual productivity in the workplace.15 That home-grown effect was reinforced by a surge in migration, especially from Europe following the accession to the EU of eight east and central European countries in May 2004. The new migrants were young and keen to work.


The second force was globalisation. A world where markets and trade were opening up also played to British strengths. English was the lingua franca of commerce, and Britain was unusually well connected globally owing to its former far-flung empire. The City had always been outward-looking and could cash in on the boom in international finance as new supply chains snaked round the world.


Globalisation became especially intense in the two decades following the fall of the Berlin Wall in 1989 and the collapse of the Soviet bloc. That released reserves of cheap labour among the former members of the Warsaw Pact. More important still was the increasing integration into the global economy of China and its huge low-wage workforce, a development accelerated further by its accession to the World Trade Organisation (WTO) in 2001. By one reckoning, the global labour force doubled in the 1990s.16


Britain benefited from globalisation mainly through lower import prices. By the early 2000s, this downward pressure meant that the Bank of England was grappling with inflation being too low rather than too high. In an early warning that the inflation targeting regime might be flawed, the Bank was forced to bring down interest rates in the second half of 2003 to 3.5 per cent, the lowest rate for almost half a century. This, in turn, generated a boom in house prices that was good for older homeowners but less so for first-time buyers.


The third tailwind was the delayed benefit of joining the European club in 1973. British industry was exposed to more intense competition and compelled to get its act together. At first, this was a rude awakening as underperforming companies came under pressure. But those that survived were more productive and had the opportunity to sell goods throughout the European community.


The fillip to the economy was increased by the drive to create a genuine European single market from the mid-1980s to the early 1990s by removing regulatory barriers to trade. This contributed to the rush of companies setting up operations in Britain both to seize the new opportunities and to avoid being locked out of ‘fortress Europe’ if the single market was protected by higher barriers, a fear that turned out to be misplaced.


There have been several attempts to work out how much the British economy benefited from joining the European club. Shortly before the June 2016 referendum, economic historian Nicholas Crafts of Warwick University, an authority on Britain’s growth record, reviewed these studies. He judged that membership had over time lifted GDP by around 10 per cent (compared with staying outside the bloc). That was a handsome return in greater prosperity on the ‘membership fee’ of being in the EU – the net contributions to the budget plus the cost of European regulations that were badly designed, which he put at about 1.5 per cent of GDP.17


The good times masked underlying flaws


The standard explanation of Britain’s economic relapse in the 2010s is that everything changed with the financial crisis, the worst since the early 1930s. When banks start collapsing there can be massive economic harm, not just through triggering severe recessions but also by curbing recovery as businesses and households become much more cautious. Given that, it was unsurprising that a crisis of the magnitude of the one in 2008, affecting not just Britain but the rest of Europe and America, took its toll. In particular, there was a notable deceleration in productivity growth across Europe and America. But that slowdown was especially marked in Britain because the banking crisis had been so severe thanks to the City’s intimate involvement in dodgy financial engineering.


Productivity – output per worker – fell by almost 1 per cent in 2008 and 3 per cent in 2009. This in large measure reflected the sharp economic downturn induced by the financial crisis. But it was what happened next that caught economists by surprise. After recovering by just over 2 per cent in 2010, productivity made only stuttering progress in the rest of the decade. The main engine of GDP growth was idling.


In fact, the gloss was already peeling off the British economy before the crisis. In October 2003, Bank of England Governor Mervyn King dubbed the previous ten years the ‘nice’ – non-inflationary consistently expansionary – decade (he was a central banker). Speaking in Leicester, King said that the economy had experienced ten years of ‘unparalleled stability of both growth and inflation’. But his observation came with a warning: ‘Will the next ten years be as nice?’ he asked. ‘That is unlikely.’18


With hindsight, King looks prescient (though he was wrongfooted by the financial crisis). By the middle of the decade the gilded years were losing their lustre. For one thing, Britain still hadn’t fully caught up in the productivity race with comparable big economies. For another, there were familiar imbalances. The nation’s current account ran persistent deficits in the 2000s. That was all the more worrying since business investment was surprisingly weak in the first half of the decade given the buoyancy of the economy. Growth was, instead, driven by consumers together with politicians directing more resources into public spending. The consumer boom was in turn underpinned by a strong housing market. Most important, the underlying performance of the economy was less impressive than it appeared to be. In the mid-2000s the City was on steroids. The financial sector as a whole grew by almost 10 per cent a year between 2003 and 2007, far outstripping annual GDP growth of around 2.5 per cent.19 This was unsustainable.


Even though the economy was flattering to deceive before the crisis, few people predicted just how badly the British economy would do in the 2010s. Growth slowed from above the historical average to well below it. In 2002, the Treasury had pushed up its estimate of trend growth from 2.5 per cent a year to 2.75 per cent, an estimate it renewed in late 2006.20 This appeared reasonable given how well the economy was doing. But between 2007 and 2022 growth was little more than 1 per cent a year (see box).


Given the slowdown in productivity improvements, overall GDP growth performance was better than might have been expected. This was because employment increased strongly in the 2010s. One reason for this was the sharp rise in the state pension age for women, from sixty at the start of the decade – an age set during the Second World War – to sixty-six by 2020. Men’s retirement age of sixty-five, originally set in 1925, rose to sixty-six in the same year. Another was that more people came to work in Britain, especially from the EU.




The growth slowdown in numbers


Britain’s poor economic performance in the past fifteen years is usually described in terms of GDP, or national output. Going back half a century to 1973, when the first oil crisis ushered in a new period of lower growth, there have been three distinct phases. From 1973 to 1992, Britain’s GDP grew by 1.8 per cent a year. Between 1992 and 2007, growth accelerated to an annual rate of 2.9 per cent. But in the following fifteen years until 2022, GDP grew by only 1.1 per cent a year.


Businesses look at GDP to gauge demand for their products. Markets obsess over it as a guide to economic performance. But as an indicator of prosperity, it is GDP per person that matters. What this showed was annual growth of 1.7 per cent between 1973 and 1992; 2.5 per cent between 1992 and 2007; and 0.4 per cent between 2007 and 2022. Especially in the past fifteen years, a rising population has been dragging down growth in GDP per person.


The main yardstick of long-term economic performance is labour productivity – how much is produced per worker. As the economist Paul Krugman once observed: ‘Productivity isn’t everything, but in the long run it is almost everything. A country’s ability to improve its standard of living over time depends almost entirely on its ability to raise its output per worker.’


So what do the British productivity numbers show us? Between 1973 and 1992, output per worker grew by 1.7 per cent a year. In the fifteen years to 2007 that picked up to almost 2 per cent before collapsing to an annual rate of 0.4 per cent in the fifteen years to 2022. Excluding the short-term impact of the financial crisis, between 2010 and 2022 it still grew by a measly 0.6 per cent a year. Another way of measuring labour productivity – output per hour worked – tells a similar story.


The British economy was not alone: the same trends can be found in other G7 members. Where Britain stood out was in the extent of the slowdown. By the early 2020s, our living standards were considerably lower than in Germany and roughly similar to France’s.21





Tailwinds into headwinds


More people were being employed but the figures showed a sharp deceleration in the growth of output per worker. Why? Trying to solve what became known as the ‘productivity puzzle’ became a popular pastime for economists.


After much wracking of brains, a solution began to emerge. The City’s travails played a big part – just as its excesses had exaggerated growth ahead of the banking crisis. Perhaps surprisingly, another underperforming sector was information technology and communications. Altogether, there was a widening gap between firms at the forefront of productivity and those trailing behind. As Andy Haldane, the Bank of England’s chief economist, said in 2018: ‘Companies previously gliding in the slipstream are now floundering in the wake of frontier firms.’22 Best practice and innovation were no longer diffusing so readily into the mainstream.


The tailwinds that had supported growth in the golden period before 2008 were also turning into headwinds. Demographics were becoming less favourable. From 2010, the second wave of baby boomers started to turn fifty-five, an age when individual labour quality can start to deteriorate. An IMF study in 2016 highlighted the potential drag on productivity growth from such ‘workforce ageing’, in particular the rising proportion of fifty-five- to sixty-four-year-olds among Europeans.23 Ahead lay the 2020s when they would retire in large numbers – an eminently predictable fact that nonetheless appeared to come as a shock to politicians.


The second tailwind had been globalisation. But the opening up of the global economy lost momentum in the early 2010s. Instead of racing ahead of GDP growth as in the previous two decades, world trade only just kept pace. Globalisation turned into ‘slowbalisation’.24


Under Donald Trump, things deteriorated further as America embarked on a self-defeating trade war with China that led to tit-for-tat trade tariffs. Behind the scenes, the US government sought to weaken the WTO by sabotaging its role as an adjudicator in trade disputes. Anyone hoping that Trump’s successor Joe Biden would turn the clock back was swiftly disabused. Under his presidency, relations between America and China got even worse. Meanwhile, the misleadingly named Inflation Reduction Act introduced lavish protectionist subsidies for green energy. In another sign of Trump–Biden continuity, the new president made little attempt to revitalise the WTO. As the FT’s Gideon Rachman argued in August 2023, Bidenomics built upon Trumponomics. 25


In addition to the White House, multinationals were having second thoughts about globalisation. After the disruptions of the pandemic, supply chains that prioritised cost savings no longer seemed such a brilliant idea. Security of supply also mattered. Resilience became the new watchword, pushed hard by management consultancy McKinsey and the World Economic Forum at its annual summit held at Davos in the Swiss Alps. Offshoring anywhere that was cheapest was out; ‘friendshoring’ with added security was in.


Then there was Brexit. Foreign exchange markets have been called a continuing referendum on economies. Their verdict on the Leave triumph in 2016 was damning. When the markets closed in London on the day of the vote, the pound was worth $1.48 and €1.30. When the result was announced the next day, it dropped by 8 per cent against the dollar and 6 per cent against the euro. The decline against the dollar was the biggest 24-hour fall since the pound started to float against other currencies in the middle of 1972.


That fall in the pound’s value pushed up import prices over the next two years. This directly affected living standards. One estimate from economists is that by June 2018 consumer prices were 2.9 per cent higher than they would otherwise have been, imposing an enduring cost of £870 a year on the average household.26 Another malign effect was that firms cancelled or postponed plans to boost capital spending. After collapsing during the recession in 2008 and 2009, business investment made a vigorous recovery, rising sharply in the first half of the 2010s. But following the vote it stalled for the rest of the decade as the country became politically paralysed.27


Brexit finally took effect at the start of 2021 when Britain began to trade with the EU under the agreement negotiated by Boris Johnson. Brexit was a ‘unique’ example of deglobalisation, Mark Carney argued in an IMF lecture delivered in September 2017.28 Although the Bank of England governor said its effects could be anticipated, he could scarcely have imagined that the trade deal struck on Christmas Eve 2020 between Britain and the EU would be quite so damaging.


Churn, baby, churn


The upsurge in inflation following the pandemic and the Russian invasion of Ukraine in February 2022 was a global phenomenon. However, Britain stood out for both its severity and persistence: in the year to June 2023, inflation was still almost 8 per cent compared with the euro area’s 5.5 per cent and America’s 3 per cent. It didn’t help that the Bank of England was far too slow to anticipate and respond to the threat of inflation following the pandemic. Admittedly, it wasn’t alone among central banks in getting its forecasts wrong. But its failure undermined a crucial plank in the new economic policy model. The fiscal plank had also rotted, with soaring interest payments on public debt.


Britain, it appeared, had come back full circle to the stagflation disaster of the 1970s. Although inflation fell back sharply in the second half of 2023, ending the year at 4 per cent, that was still double the inflation target. Meanwhile, the economy slipped into recession in the second half of the year, according to initial estimates from the Office for National Statistics (ONS) in early 2024.29 The economy had flatlined over 2023 as a whole, growing by just 0.1 per cent compared with 2022, which in turn meant a sizeable fall of 0.7 per cent in GDP per head.


By the early 2020s, it was clear that Britain’s economic policy model was well past its sell-by date. Shrinking the state and rejecting its role in orchestrating growth might have made sense when the government had tried to do too much in the post-war era up to the 1970s. Persisting with the free market approach was also understandable while the economy was on a roll from the early 1990s to the financial crisis of 2008. However, the economy’s stuttering performance since that shock testified to the fact that the model of ‘private good, public bad’ no longer worked. The privatisation programme had initially yielded benefits as inefficiencies in previously state-run industries were eliminated and private ownership permitted higher investment than the Treasury had been willing to allow. But these were one-off gains.


The fundamental flaw of the model was that there was too little investment in either the good or the bad times. The state itself was far too stingy, a false saving since infrastructure investments underpin growth. For all its flaws, Britain’s old statist model had at least built lots of affordable homes, criss-crossed the country with motorways and educated baby boomers to basic standards of literacy and numeracy as high as the generation that followed them – unlike almost every other advanced economy where younger adults were well ahead.30 But businesses, too, were guilty of short-termism.


Neither the state nor the private sector had worked out a coherent strategy for equipping people with the skills needed in a modern economy. As much as anything, it was the uncertainty created by incessant policy churn that was now dragging the economy down. Britain’s shiny new economic model had turned out to be no better than the one it had replaced. If Britain was to pull itself out of the mess there would have to be a comprehensive rethink of what the government should do – as opposed to what it shouldn’t do.









Chapter 2


Brexit blues: how to devalue a country


A year before the fateful Brexit vote of 23 June 2016, the world’s attention was focused on the looming danger of Grexit. The risk of Greece leaving the euro mounted when the radical left Greek government held a snap referendum on the bail out it was being offered – and the public emphatically rejected it. In the event, though, Greece stepped back from the brink whereas Britain stepped over it.


A crucial reason was that they were very different cliff-edges. Grexit was a sudden death prospect: a restored drachma would have immediately collapsed against the single currency, making it impossible to honour euro-denominated Greek debts and causing GDP to plunge by over 10 per cent. By contrast, Brexit was a slow-motion event because Britain was leaving the EU rather than the more tightly woven monetary union. Indeed, it took until the very end of 2020 for Britain to actually leave the customs union and single market. Even then the process was incomplete: at the start of 2024, the government had still not imposed full border controls on imports from the EU.1


The bitterly protracted nature of Brexit made it hard to assess the eventual economic impact. Would it be as damaging as the Remainers had suggested? Or could it yield the benefits that the Leave camp highlighted? Even if there was some economic harm would that be outweighed by the political gains of restoring full national sovereignty?


In the first few months after the vote, each side pointed to evidence backing its case. On the one hand, the foreign exchange markets delivered an instant thumbs-down. On the other, the wider economy avoided the punishment beating that George Osborne had predicted. As part of what Brexiters called ‘Project Fear’, the chancellor published a Treasury analysis a month before the vote warning that the economy would be tipped into recession if Leave won.2 As Remain nerves jangled still further with the vote only a week away, Osborne claimed there would also have to be an emergency austerity budget – with taxes going up by £15 billion and spending cut by the same amount.3


Neither dire prediction materialised. The economy did not come close to recession, not least since the Bank of England rode to the rescue in August with a package of measures including a cut in interest rates and a new scheme to support bank lending. There was no emergency budget. When delivering the usual Autumn Statement in late November, the new chancellor Philip Hammond set looser fiscal targets rather than tightening budgetary policy.


But what mattered was the longer-term impact of leaving the EU. Who came out best in this contest between claims and counter claims? Have any of the supposed benefits of Brexit materialised?


The economic case for Leave


Although the economic establishment – from the Treasury to the OECD – strongly backed Remain, the Leave campaign did have some formidable proponents. These included former chancellor Nigel Lawson, a towering figure in the Thatcher government of the 1980s, and David Owen, a former foreign secretary and one of the founder members of the pro-European Social Democratic Party, which broke with Labour in 1981. Another person to reckon with was Rishi Sunak, a fledgling MP who disappointed David Cameron by backing Brexit. On becoming chancellor in February 2020, Sunak showed his respect for Lawson (who died in 2023) by hanging a picture of him above his desk.4


The economic case for Brexit made by Lawson focused on three potential benefits.5 First, Britain would untether itself from Europe’s dysfunctional monetary union. Second, as the world economy was tilting eastwards, trade deals could be struck with fast-growing countries in Asia and elsewhere. Third, freed of interference from Brussels, Britain would be able to rewrite onerous regulations supposedly hindering economic performance. We could become a bigger version of a light-touch Singapore (though in fact Singapore is a lot more statist than its free-market fans like to admit).


In the run-up to the vote, Brexiters made much of the eurozone’s woes. The panic about a potential Grexit in 2015 followed half a decade in which Europe’s monetary union had stumbled from one crisis to another. Starting with Greece in spring 2010 and soon followed by Ireland, several countries in the currency union were unable to cope with soaring borrowing costs inflicted by investors and traders reckoning that they could no longer cope with the rigours of membership. In all, five required humiliating bailouts from sounder European economies and the IMF. In return, they had to swallow unpalatable economic and fiscal medicine. The travails of the eurozone undoubtedly contributed to the UK’s sluggish recovery in the early 2010s. But was this reason enough to leave the EU? In or out of Europe, Britain would still be influenced by its biggest trading partner.


A more credible fear was that Britain might get financially dragged into the euro’s travails. Yet this concern was greatly exaggerated. For one thing, the IMF committed to over a quarter of the first Greek rescue package. The remainder came from the other euro countries, above all Germany. Britain’s sole exposure to the other bailouts was indirect, through an EU fund backed by the European budget and thus all the member states, including those outside the euro area. But this fund, which would raise money by borrowing from the financial markets, could mobilise only up to €60 billion – little more than half the €110 billion pledged to Greece in its first bailout. Separately, the Treasury contributed later that year to Ireland’s rescue, but only because it was in Britain’s direct interests to do so.
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