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Introduction

Following the Money


Total UK spending (2022/23): £1.18 trillion1



By the time this book is published, it will be nearly half a century since the break-in by supporters of US president Richard Nixon into the Democratic Party headquarters at the Watergate Complex in Washington, DC. According to the film All the President’s Men, ‘follow the money’ was the advice given to the investigative reporters Bernstein and Woodward by their source, known as Deep Throat – a reference to the contemporary adult film actor Linda Lovelace. Deep Throat finally unveiled himself in 2005, at the age of ninety-one. It was Mark Felt, back then assistant director of the FBI – and it was he who met the reporters in the underground car park in Rosslyn just over the state line in Virginia. Not that there is any evidence he actually uttered those words. They were more likely invented for dramatic effect.

Let me say straight away that I am not implying that, when you have followed the money through the maze of taxes and government spending that defines the British state, you will find anything criminal. We are not following money towards corruption, though some of that may exist. We will, though, discover rather too much lazy thinking, a good deal of timidity, a pervasive failure to focus on the long or even medium term and, too often, a lack of both technical expertise and understanding of the actual effects of decisions on real people.

What hope then for the rest of us as we pay our taxes, receive our pensions, and use the schools and hospitals that our taxes pay for? What hope have we of holding our governments to account for the decisions they make that shape all our lives if we can’t judge the quality of the decisions they are making? That is the idea behind this book. To follow the money. To provide an explanation of where that money comes from, where it goes to, how that has changed and how it needs to change.

By following the money, I want to show how the choices governments make really do change the way we live and the sort of society we live in. Government decisions determine the welfare of the poor and the elderly, the state of the health service, the effectiveness of our children’s education, and our preparedness for the future – whether for a future pandemic or the effects of global warming. As a society, we are a reflection of what the government spends.

In the last twenty years we have lived through the relative plenty of the period up to 2008, the financial crisis itself, austerity in the 2010s, Brexit, the Covid pandemic and the associated biggest spending splurge in peacetime history, and, as I write, the resurgence of inflation. The government borrowed more during the pandemic year, 2020/21, than at any time in history outside of the First and Second World Wars. It is borrowing again on a vast scale to manage rising energy bills. Debt has ratcheted up. Demands for spending on health, social care, education, and much more besides are only going to go in one direction. Tax is following. The tax burden is at its highest sustained level in more than seventy years. An ageing population, and consequent need for more spending on health, social care and pensions, means that, whatever the politicians may tell you, there will be more tax rises, if not soon then certainly within the decade.

So, we must start by looking at how taxation works. That matters. How could it not when nearly four pounds out of every ten we earn goes, one way or another, to the taxperson? What are the combined effects of these decisions to take hundreds of billions from us every year and then dish it out again?

The rest of the book covers the welfare state, the big beasts of government spending: pensions, social security, health, social care, education, and local government. Defence spending will get a walk-on part in the concluding chapter, which will also contemplate the public finances more broadly alongside future challenges, not least those associated with climate change.

If you glance at the references you’ll see that most of what’s here is based on the work of my colleagues, at the Institute for Fiscal Studies. The idea is to stick to what I know, what I really know.

My perspective

It’s probably worth knowing a bit about me before you embark on this book. I’m trying to offer an objective assessment but I will inevitably bring my own experiences and prejudices to bear. You’ll have learnt something from the last paragraph. I am only going to write here about things I feel I know about.

I have been a working economist for the past three decades, both in and out of government. I have been a director responsible for public spending at the Treasury. I was a senior official in the Department for Education. I have shared many of the assumptions, including many of the flawed ones, that underlie our system of taxing and spending. But being now director of the IFS, I can look on with some detachment, and draw on a wealth of analysis, mostly done by my amazing colleagues.

Part of the need for this book reflects the failure of we researchers, think tankers and academics to communicate what we know. It also arises from the existence of a yawning chasm between the work of most academic social scientists and the work of government. The cultures, the incentives, the values are utterly different, the mutual incomprehension often astonishing to behold.

Both worlds remain far too insular. Too many policymakers and politicians – and therefore civil servants – are focused on the short term and are shockingly ignorant of advances in the research world. Too many researchers are dismissive of the needs of government and equally ignorant of the policymaking process. The two communities are far less than the potential sum of their parts. It is hardly surprising then that the public doesn’t really know where to turn or whom to believe.

The government employs literally thousands of economists, statisticians, social researchers and others carrying out good and important work. They are constantly analysing data, building and running models and advising ministers. In many areas of policy, more analysis happens within the relevant government department than in all external bodies combined. Yet little of it ever sees the light of day, and if it does it is often wrapped in a party-political blanket. What a dreadful waste of resources and what a drag on the quality of public discourse and of public policy. Meanwhile, far too few academics engage properly either with policymakers or the public.

‘Earth to economists: your ivory tower isolation is not an option’, said a headline in the Times Higher Education Supplement in 2014.2 I agree. It is our responsibility to explain what we can, and hold the government to account wherever possible. Without real understanding of the genuinely difficult decisions politicians have to take all the time, a breakdown of trust is inevitable. Without the sort of rigorous external holding to account which we at the IFS attempt to achieve, the politicians will get away with half-truths, elisions and dubious claims.

In the end the discipline of economics and the markets creates some constraints. The precipitous fall in the value of the pound, and increase in the cost of government debt, which followed the massive unfunded tax cuts announced by then chancellor Kwasi Kwarteng in September 2022, is evidence enough of that. But that is not enough. This book is designed to fill at least some of the huge gap left by the politicians, the civil servants and the academics. To explain the necessary compromises and unnecessary mistakes, the successes and failures.

I have been hugely fortunate to spend the majority of my career at the IFS outside the constraints of politics. In all we do, we try to be objective. We are determinedly independent, have no political axe to grind and certainly no political affiliation. As you’ll see, that doesn’t preclude a willingness to take a view about what is likely to work and what effects policy might have, but these views are based on the evidence as best as we can understand, analyse and synthesise it.

My first stint there began in the late 1980s when it was an even smaller organisation than it is today, occupying rather shabby offices above a sewing shop in London’s Tottenham Court Road. I was immediately pitched among the most extraordinarily talented bunch of people, far cleverer than I. Many have gone on to glittering careers in academia, the media and – yes – politics. I’m sure the same will be true of many of my current colleagues.

I returned in 2011 after a stint in government. The IFS is a small charity, a think tank, which exists by happenstance, and survives thanks to the phenomenal work of my predecessors and colleagues. I could not be prouder to work with such people and in an institution in which we are all devoted to the furtherance of knowledge and the improvement of public policy. Drawing on the work of the IFS and my thirty years of work on the nation’s finances, this book is an opportunity to sit back and look at what government is doing with our money: what it is doing right, what it is doing wrong and why it will probably soon need more of it.

Cometh coronavirus

Imagine the river Thames in London – held back a little by what, in those days, were the twelve piers of London Bridge – freezing solid for three months. It might be fun experiencing a frost fair on the ice, but after a few weeks the novelty would begin to wear off. That was what happened at the end of 1708 and well into March 1709. The French called it Le Grand Hiver: the ‘great winter’. We called it the Great Frost. That was probably the last time our national income collapsed as much as it did in 2020. The only other year to come close was 1919, the year of the last great pandemic, Spanish flu.

It’s a long time since 1709. Imagine Christopher Wren putting the finishing touches to St Paul’s Cathedral or William Pitt the Elder emerging into the world, up the river in Westminster, a couple of weeks before everything froze. And if 2020 came close to marking the end of the fossil fuel-driven industrial age, 1709 saw its beginning.

It was in 1709 in Coalbrookdale that Abraham Darby discovered how to use coke in a blast furnace to smelt iron. The year was even more important for a stranded pirate called Alexander Selkirk – supposedly the original of Robinson Crusoe – who was rescued from his South Pacific desert island when the Great Frost was at its height.

Back in freezing England, it was so cold that people would wake to find themselves frozen to their bedsheets, and some had to slice their bread with an axe. Those who were lucky enough to have any bread. When the Thames finally thawed in the spring, widespread flooding and famine followed. National income having collapsed even further just three years before, thanks to the outbreak of the War of the Spanish Succession, it is hardly surprising that it took a good decade for the economy to recover.3

At the other end of the fossil fuel era, UK economic activity fell by a fifth in the second three months of 2020, following the pandemic and government-imposed lockdown.4 This time, however, the government had the wherewithal not only to prevent famine, but to protect the incomes of millions. In March 2020, then Chancellor Rishi Sunak had to take on the immense task of protecting our living standards in the face of this unprecedented closure of the economy.

‘Today I can announce that, for the first time in our history, the government is going to step in and help to pay people’s wages,’ Rishi Sunak told a roomful of journalists and cameras on 20 March. ‘I am placing no limit on the amount of funding available for the scheme . . . We’re paying people’s wages up to 80 per cent so someone can be furloughed, rather than laid off, to protect their jobs.’5

He was to spend tens of billions on a furlough scheme which at one point saw the government paying the wages of nine million workers, more than one in three of all those employed in the private sector. He came back again and again, renewing the furlough scheme and spending tens of billions more on schemes to support businesses and the self-employed.

He increased benefits for the unemployed. He found tens and tens of billions for ‘test and trace’ and personal protective equipment (PPE). He gave more to the NHS, bailed out the railways and local government. The spending seemed never to stop. All the usual rules were suspended.

For the second time in little more than a decade, the power of government to mobilise resources way beyond the capability of the private sector was demonstrated. The time before, in 2008 and 2009, it was all about bailing out the banks and making sure that the financial system didn’t implode. This time it was about responding to a pandemic, protecting our incomes and propping up public services. Total additional spending topped £300 billion.

Some of that money was wasted. Some people got very rich as a result. But in the short run, the intervention was successful. The upsurge in unemployment and poverty which would have occurred without support did not materialise. What has happened, though, has been a surge in inflation, partly driven by the trillions of pounds, dollars and euros printed and spent across the western world to deal with Covid.

The bigger culprit, though, has been President Putin and the energy crisis arising from his invasion of Ukraine. Another huge crisis and another huge intervention as the government spends tens of billions to support people’s incomes and to hold down the price we have to pay for our energy. Make no mistake though. Covid and the energy price surge have both made us worse off. Governments can spread the pain between people and across time. They can’t make it disappear.

The aftermath of the financial crisis and Covid had (by 2022) already pushed up government debt to around 100 per cent of national income for the first time since the early 1960s, when it was on its way down from its post Second World War peak. Rock-bottom interest rates had meant that, before 2022, interest payments on that debt were still at their lowest levels in history.

Not so now that inflation and interest rates have risen. If there is one thing we must all learn it is that nothing is forever. The early 2000s now look like some kind of economic nirvana. People who should have known better thought that the economy had been tamed. That boom and bust was gone for good. Then came the banking crash, financial crisis and associated recession. Policymakers and central bankers had to look into economic history to understand what had happened and know what to do.

Then we had austerity – the most dramatic period of spending cuts in modern history – as the subsequent governments tried to wrestle both the deficit and the debt down. Accompanying austerity was also the loosest monetary policy – the lowest interest rates – in history.

The Bank of England was founded in 1694. Never had it reduced interest rates to such a low level. Until the middle of 2021 it looked like rock-bottom interest rates and low inflation were here to stay. Instead, everything has changed again.

During Covid the Bank of England effectively printed hundreds of billions of pounds of extra cash. It now holds almost half the two trillion or so of UK public debt. Observing this curious money-go-round it was tempting to think the rules and economics of public spending had been completely upended. Money seemed to be, literally, free. If we could spend hundreds of billions then, why should we worry about constraints on what we can spend to improve our health and education and social care services tomorrow?

The short answer is because economic and fiscal realities really haven’t changed. Ukraine, of course, made it worse, but inflation was on its way up in any case. It hit 7 per cent – more than three times the Bank of England’s target rate of 2 per cent, in March 2022, before Russia invaded Ukraine. As Andy Haldane, outgoing chief economist at the Bank of England, rather presciently wrote, the combination of big government spending, ultra-low interest rates, rapid recovery in consumer demand, and ongoing constraints in supply, were always likely to result in a resurgence of inflation.6 With unemployment at record low levels, and vacancies exceeding the numbers looking for work for the first time since records began, government pumping money into public services, without accompanying tax rises, will just fuel inflation further.

It’s OK to borrow in order to see us through difficult times, but we can’t have debt rising inexorably during normal times. That’s why three big tax hikes were announced in 2021 – increases in income tax, National Insurance, and corporation tax. Then, in the most extraordinary about-turn in economic policy in the autumn of 2022 Liz Truss and Kwasi Kwarteng, briefly prime minister and chancellor respectively, not only announced the reversal of the National Insurance and corporation tax increases, but also announced cuts to the top 45 per cent rate of income tax and to the basic rate of income tax. In doing so they put the public debt on an unsustainable path and pumped billions into an economy in which inflation was high, the labour market tight, and interest rates rising. The value of the pound fell, the cost of borrowing rose, and rose more quickly than almost ever before. We looked over the precipice. Another new chancellor, Jeremy Hunt, had to undo almost all the announced tax cuts within weeks of the ill-conceived ‘mini Budget’ in which they had been announced.

If there are two central messages of this book they are first, there are no simple solutions to the tough problems of public policy. And second, there are nearly always trade-offs and choices to be made. You can’t just cut taxes and expect all to be fine, any more than you can just increase spending without both managing the spending carefully and increasing taxes to pay for it.

One of the truths that politicians are not keen to utter is that some things make us worse off. Covid will make us worse off in the long run. Of course it will. Energy prices going up will also make us worse off. Government is there to mitigate the pain, to spread it over time and to protect the poorest. It can’t magic away global changes and crises that make us poorer. The Office for Budget Responsibility made that all too clear in November 2022 when it predicted that household incomes would fall further over two years than they had ever done in the more than seventy years since comparable statistics have been published, and that tax as a fraction of national income will rise to record levels.

Although it’s not the subject of this book, government can do a lot to make us better off in the long run. It can design taxes so as to minimise their economic cost. It can invest in infrastructure and education. It can put appropriate laws and regulations in place. It can get trade and competition policy right. It can reform planning laws to get more houses built where they are needed.

It can make a difference. Government’s dirty secret is that it chooses not to. It often chooses not to do the right thing because it is scared of us voters. Tax reform, planning reform, change, are not always popular. Government needs to be brave, but so do we.

The changing state

The size of the state, whether measured by tax that governments raise, or the spending they do, has changed remarkably little in the last seventy years. Spending has fluctuated between 35 and 40 per cent of national income. It’s currently at the upper end of that range, higher than it was in the 1990s, but roughly where it was in both the 1960s and the mid-2000s.

During those seventy years tax has tended to take between 30 and 35 per cent of national income but is now heading above that for the first time since the 1940s. The difference between the tax and spending numbers, by the way, isn’t entirely made up by borrowing – government does have some revenue streams other than taxes, though those have become less important over time.

In the UK we are around average in the developed world in terms of the size of our state. We tax and spend rather less than most of our Western European neighbours but rather more than the US, Canada and other non-European members of the Organisation for Economic Co-operation and Development (OECD), sometimes called the club of rich nations. There is nothing in economics which says we can’t have a bigger state. France, Germany, Sweden and the Netherlands are all successful economies which raise a lot more in tax than we do, and spend a lot more as well. What we can’t have are American levels of tax and European levels of public spending.

The size of the state may not have altered much, but its shape has changed dramatically. For one thing, government no longer owns the car manufacturers, airlines, coal mines, steelworks and power stations which were such a large part of its business in the 1950s, ’60s and ’70s. Nor does the public sector any longer build houses: house building by local authorities peaked at over 250,000 in 1953. In 1967, the year of my birth, it hit 200,000 again. It reached a nadir of just 130 completed dwellings in 2004 before creeping back up to 4,000 in 2018.7 Housing associations, not formally part of the public sector in any case, have taken up only a small fraction of the slack, never reaching even 40,000 completions in a year.

The big story, though, is of the ever-expanding welfare state. Spending on social security – pensions and working age benefits together – doubled from 5 to 10 per cent of national income between the mid-1950s and the present. One pound in every ten created in the UK economy is taken from us and given straight back to us as cash. At any one moment, the payers and the payees tend to be different people. But over a lifecycle a lot is recycled. Those of us currently on the tax side of this equation will eventually be recipients of state pensions.

Meanwhile health spending has risen from less than 3 per cent of national income to around 8 per cent. In 1955 it accounted for less than £8 in every £100 spent by government. Today it is nearly £20 in every £100. Over the same period defence spending has fallen from more than 20 per cent of the total to less than 5 per cent.

Over recent years Labour and Conservative governments have been united on one thing – spending on the NHS trumps everything else. It rose as a fraction of the total whilst the total was rising fast in the 2000s. It continued to rise as the total was squeezed in the 2010s. It is rising again in the 2020s.

As we will see in the following chapters, recent years have seen working age welfare benefits shrink as pensions have risen. Education has not shared in the growth enjoyed by other parts of the welfare state, especially health. Local government has gradually been stripped of its powers and has increasingly become a vehicle for delivering social care and not much else.

Meanwhile the devolved governments in Edinburgh, Cardiff and Belfast have gained control over spending, and some taxes. The tax system as a whole remains largely dependent on income tax, National Insurance and VAT, and increasingly dependent on the taxes paid by the very rich. It needs reform.

Choices have been made, ones that are often not transparent to us, the voters. And the choices are only going to get tougher. It looked like 2021 would be the year in which some of those tough choices were made. Then Chancellor Rishi Sunak announced the biggest tax rises in decades as he performed a screeching U-turn on previous Conservative policy. He promised to hike corporation tax rates from 19 to 25 per cent, and bring down the income level, in real terms, at which we start to pay income tax. In September 2021, the prime minister announced the introduction of the new Health and Social Care Levy, effectively an increase in National Insurance contributions.

Come 2022, and a second screeching U-turn followed. Chancellor Kwasi Kwarteng repudiated his predecessor’s policies, at the same time abandoning more than decade of Conservative party concern for the state of the public finances. He was swiftly removed from office and replaced by a chancellor, Jeremy Hunt, who had no choice but to take his turn in repudiating his predecessor’s policies. The Health and Social Care Levy has gone but all of the other tax rises announced prior to Kwasi Kwarteng’s ‘mini Budget’ have been reinstated, with more besides.

To repeat the refrain that there are no easy solutions to the problems we face. Tax cuts do not pay for themselves. Debt cannot rise forever. Spending implies taxing. Economic constraints are real. Grown up and effective government requires an acknowledgment and understanding of these facts. Countries which have tried to deny them have always paid a heavy cost.

As for spending, the challenges – both immediate and over the longer term – are going to be huge, even ignoring the pressures created by spiraling energy costs. A decade of austerity has left many public services struggling. The 2010s really were completely unique in history for the scale of spending cuts. The justice system, the prison system and the social care system – three public services which are hidden from most of us most of the time – suffered the most. Local government spending was slashed by a fifth. School spending per pupil fell. Health spending rose, but at its slowest rate since the formation of the NHS. Teachers and nurses saw their wages fall in inflation-adjusted terms. Benefits for the unemployed and for low earners were cut, for some dramatically.

So even before Ukraine, before inflation, before Covid, the pressure for more public spending was becoming unstoppable. There is going to be no getting away from ever-increasing pressures on the state. More money will be needed to deal with climate change. The need to keep feeding the NHS with more cash is not going to disappear. If there is one long-term consequence of Covid which worries me beyond anything else, it is the need to mitigate the loss of education suffered by a generation of children, especially the poorest. Surely, we will end up spending more there too. More pensioners will mean more spending on pensions, and on social care. Benefits for those of working age are surely too meagre to be cut further. The list, it seems, is endless.

Yet where is the debate about how to raise the tax and how best to spend the money? We have to make choices. If we want better public services we will have to raise more in tax. If we want to cut tax we have to be honest about which parts of the welfare state we are happy to spend less on. There are no short cuts, no easy answers. Those who claim there are, are taking us for fools. Hard choices are everywhere, and it’s the failure of our leaders, our failure, to face up to them which is largely responsible for landing us in some of the problems that now beset us – everything from feeble economic growth to burgeoning NHS waiting lists, from the squeeze on the living standards and prospects of the young, to the disastrous social care system facing the elderly.

Hence this book. I’m hoping to at least shine a light on some of the facts, the trade-offs and the tough choices that are the inevitable territory of the politician and the policymaker. Especially those which they want to keep us in the dark about.

Lest you think understanding doesn’t matter all that much, just remember the two great referendums of our generation, on leaving the EU and on Scottish independence. Arguments about public spending were at the centre of both. I don’t need to be anti-Brexit to say that the claim that membership of the EU cost us £350 million a week was a lie. It was a straightforward lie, cleverly used. Nor am I making a statement against Scottish independence if I point out that billions flow from the rest of the UK to support Scottish public services, billions that would be lost to the Scots if they did become independent.

There are far more important considerations than these which should and do determine people’s votes, yet the fact that these simple truths were contested is evidence enough that they matter. What matters even more is the availability and quality of the public services we all consume and the fairness and efficiency of the taxes we all pay.

Let us therefore brace ourselves . . .

I hope this sets the scene for this book. It is a forensic look at some of Britain’s annual budget, which is now nudging £1 trillion. Where does the money go to? Who does it come from? Where did it emerge from in the first place? Along the way it will also look at some of the things that matter to the size and shape of the state – the distribution of income and wealth, our changing demography, our economic performance.

For we can understand nothing of current and future decisions without understanding what has happened to incomes, wealth and inequalities; more than a decade of stalled productivity, and the worst decade for earnings growth since the onset of the industrial revolution; the collapse in homeownership among those in their twenties and thirties; the growing importance of wealth and inheritance; the sixty thousand individuals whose incomes of over £650,000 put them in the top 0.1 per cent; the huge inequalities in health and education. All these are both products and determinants of government action.

Having read this, I hope you, the reader, will end up understanding just a little more about the coming debate and the big choices we will have to make. Choices over the size and scope of the state, the overall levels of taxation and spend; choices over the which taxes we get the money from, and which parts of spending we prioritise; and, just as important, choices over exactly how we structure those taxes and deliver and manage that spending. Few things are more important to our wellbeing and to shaping the kind of society in which we wish to live.
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